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PREFACE

As the structure and size of companies have changed, so, too, have the practice of and implications
for cost management. Global competition forces firms to study the cost management methods of
others. Companies have adopted organizational structures that can move cash flow and resources
across divisions, partnerships, and oceans. Moreover, as technology changes the type and amount
of data, managers have more flexibility and capability to control resource use, measure perfor-
mance, and make timely decisions. These changes, and others, prompted us to revise the first edi-
tion of Handbook of Cost Accounting, which included many timeless concepts, but needed an
update to reflect the last 30 years of changes in the business world.

We target this book (renamed to Handbook of Cost Management) to a readership of consultants,
financial managers who want an update on cost management, and nonfinancial managers who
want to learn about the management implications of cost measurement and control. We hope that
readers will use this as a reference to answer questions, explain concepts, and give guidance.

We cannot allow the readers to progress another paragraph into this book without acknowledg-
ing Debbie Asakawa, who made it all possible. She single-handedly brought this book to fruition
when the Herculean task of producing this book lay before us and we had already committed our
time to other endeavors. She chased down the missing exhibits, the errant passive verbs, and the
home addresses of retired professors. She kept us all on task with unfailing good humor from the
deck of her home through the summer heat as well as the dark and cold of night. We could never
thank you enough, Debbie, so we will just stop here. We thank Judy Howarth, Rose T. Sullivan and
John DeRemigis, our liaisons at John Wiley & Sons. Finally, Sidney Davidson. What can we say?
The first edition of this book, 30 years ago, originated with him. He has taught us and guided us
for more than three decades. Thank you.

Roman L. Weil

Michael W. Maher
March 2005
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CHAPTER

GLOSSARY OF COST MANAGEMENT
CONCEPTS*

ROMAN L. WEIL, PHD, CPA, CMA, EDITOR
University of Chicago

The definitions of many words and phrases in the glossary use other glossary terms. In a
given definition, we italicize terms that themselves (or variants thereof) appear else-
where under their own listings. The cross-references generally take one of two forms:

1. absorption costing. See full absorption costing.
2. ABC. Activity-based costing.

Form (1) refers you to another term for discussion of this bold-faced term. Form (2) tells
you that this bold-faced term is synonymous with the italicized term, which you can con-
sult for discussion if necessary.

A
AAA. American Accounting Association. efficient. Usual practice treats this cost as an
Abacus. A scholarly journal containing arti- expense of the period rather than as a prod-
cles on theoretical aspects of accounting, uct cost. Contrast with normal spoilage.
published by Basil Blackwell for the Ac- aboriginal cost. In public utility accounting,
counting Foundation of the University of the acquisition cost of an asset incurred by
Sydney. the first entity devoting that asset to public
abatement. A complete or partial cancellation use; th.e cost basis for most pl,Jb“C utility
of a levy imposed by a government unit. regL.JIatlon. If reg.ulato.rs. ysed a different cost
basis, then public utilities could exchange
ABC. Activity-based costing. assets among themselves at ever-increasing
abnormal spoilage. Actual spoilage exceeding prices in order to raise the rate base and,
that expected when operations are normally then, prices based on them.

* | have developed this glossary over the last 30 years with the help of named co-authors Sidney Davidson,
Michael Maher, Patricia O’Brien, James Schindler, and Clyde Stickney. In addition, Katherine Schipper
and Steven Zeff have provided much helpful input. My thanks to all of you. RLW

1



2 Glossary

absorbed overhead. Overhead costs allocated
to individual products at some overhead
rate; also called applied overhead.

absorption costing. See full absorption costing.

Abstracts of the EITF. See Emerging Issues

Task Force.

accelerated cost recovery System (ACRS). A
form of accelerated depreciation that Con-
gress enacted in 1981 and amended in 1986,
so that now most writers refer to it as
MACRS, or Modified Accelerated Cost Re-
covery System. The system provides percent-
ages of the asset’s cost that a firm depreciates
each year for tax purposes. The percentages
derive, roughly, from 150-percent declining-
balance depreciation methods. ACRS ignores
salvage value. We do not generally use these
amounts for financial accounting.

accelerated depreciation. In calculating de-
preciation charges, any method in which the
charges become progressively smaller each
period. Examples are double declining-
balance depreciation and sum-of-the-years’-
digits depreciation methods.

acceptance. A written promise to pay; equiva-
lent to a promissory note.

account. A device for representing the amount
(balance) for any line (or a part of a line) in
the balance sheet or income statement. Be-
cause income statement accounts explain
the changes in the balance sheet account
Retained Earnings, the definition does not
require the last three words of the preced-
ing sentence. An account is any device for
accumulating additions and subtractions re-
lating to a single asset, liability, or own-
ers’ equity item, including revenues and
expenses.

account analysis method. A method of sepa-
rating fixed costs from variable costs based
on the analyst’s judgment of whether the cost
is fixed or variable. Based on their names
alone, the analyst might classify direct labor

absorbed overhead — accounting adjustments

(materials) costs as variable and deprecia-
tion on a factory building as fixed. In our ex-
perience, this method results in too many
fixed costs and not enough variable costs—
that is, analysts have insufficient information
to judge management’s ability to reduce
costs that appear to be fixed.

account form. The form of balance sheet in
which assets appear on the left and equities
appear on the right. Contrast with report
form. See T-account.

accountability center. Responsibility center.

accountancy. The British word for accounting.
In the United States, it means the theory and
practice of accounting.

accountant’s comments. Canada: a written
communication issued by a public accoun-
tant at the conclusion of a review engage-
ment. It consists of a description of the work
performed and a statement that, under the
terms of the engagement, the accountant has
not performed an audit and consequently ex-
presses no opinion. (Compare auditor’s re-
port; denial of opinion.)

accountant’s opinion. Auditor’s report.
accountant’s report. Auditor’s report.

accounting. A system conveying information
about a specific entity. The information is in
financial terms and will appear in accounting
statements only if the accountant can mea-
sure it with reasonable precision. The AICPA
defines accounting as a service activity
whose “function is to provide quantitative
information, primarily financial in nature,
about economic entities that is intended to be
useful in making economic decisions.”

accounting adjustments. Prior-period adjust-
ments, changes in accounting principles ac-
counted for on a cumulative basis, and
corrections of errors. See accounting changes.
The FASB indicates that it will tend to call
these items “accounting adjustments,” not



Accounting and Tax Index — accounting principles

“accounting changes,” when it requires the
reporting of comprehensive income.

Accounting and Tax Index. A publication that
indexes, in detail, the accounting literature of
the period. Published by UMI, a subsidiary
of Bell & Howell.

accounting changes. As defined by APB Opin-
ion No. 20, a change in (1) an accounting
principle (such as a switch from FIFO to
LIFO or from sum-of-the-years’-digits de-
preciation to straight-line depreciation),
(2) an accounting estimate (such as estimated
useful lives or salvage value of depreciable
assets and estimates of warranty costs or un-
collectible accounts), or (3) the reporting en-
tity. The firm should disclose changes of
type (1). It should include in reported earn-
ings for the period of change the cumulative
effect of the change on retained earnings at
the start of the period during which it made
the change. The firm should treat changes of
type (2) as affecting only the period of
change and, if necessary, future periods. The
firm should disclose reasons for changes of
type (3) in statements reporting on opera-
tions of the period of the change, and it
should show the effect of the change on all
other periods, for comparative purposes. In
some cases (such as a change from LIFO to
other inventory flow assumptions or a change
in the method of accounting for long-term
construction contracts), GAAP treat changes
of type (1) like changes of type (3). That is,
for these changes the firm should restate all
statements shown for prior periods to show
the effect of adopting the change for those
periods as well. See all-inclusive (income)
concept and accounting errors.

accounting conventions. Methods or proce-
dures used in accounting. Writers tend to use
this term when the method or procedure has
not yet received official authoritative sanc-
tion by a pronouncement of a group such as
the APB, EITF, FASB, or SEC. Contrast with
accounting principles.

Glossary 3

accounting cycle. The sequence of accounting
procedures starting with journal entries for
various transactions and events and ending
with the financial statements or, perhaps, the
post-closing trial balance.

accounting deficiency. Canada: a failure to ad-
here to generally accepted accounting princi-
ples or to disclose essential information in
financial statements.

accounting entity. See entity.

accounting equation. Assets = Equities; Assets
= Liabilities + Owners’ equity.

accounting errors. Arithmetic errors and mis-
applications of accounting principles in pre-
viously published financial statements. The
firm corrects these during the current period
with direct debits or credits to retained earn-
ings. In this regard, the firm treats them like
prior-period adjustments, but technically
APB Opinion No. 9 does not classify them as
prior-period adjustments. See accounting
changes, and contrast with changes in ac-
counting estimates as described there.

accounting event. Any occurrence that is re-
corded in the accounting records.

Accounting Horizons. A quarterly journal of
the American Accounting Association.

accounting methods. Accounting principles;
procedures for carrying out accounting prin-
ciples.

accounting period. The time period between
consecutive balance sheets; the time period
for which the firm prepares financial state-
ments that measure flows, such as the income
statement and the statement of cash flows.
See interim statements.

accounting policies. Accounting principles ado-
pted by a specific entity.

accounting principles. The methods or proce-
dures used in accounting for events reported
in the financial statements. We tend to use
this term when the method or procedure has
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received official authoritative sanction from a
pronouncement of a group such as the APB,
EITF, FASB, or SEC. Contrast with account-
ing conventions and conceptual framework.

Accounting Principles Board. See APB.

accounting procedures. See accounting prin-
ciples. However, this term usually refers to
the methods for implementing accounting
principles.

accounting rate of return. Income for a period
divided by average investment during the
period; based on income, rather than dis-
counted cash flows, and hence a poor deci-
sion-making aid or tool. See ratio.

Accounting Research Bulletin (ARB). The
name of the official pronouncements of the
former Committee on Accounting Proce-
dure (CAP) of the AICPA. The committee
issued 51 bulletins between 1939 and 1959.
ARB No. 43 restated and codified the parts
of the first 42 bulletins not dealing solely
with definitions.

Accounting Research Study (ARS). One of a
series of studies published by the Director of
Accounting Research of the AICPA and “de-
signed to provide professional accountants
and others interested in the development of
accounting with a discussion and documen-
tation of accounting problems.” The AICPA
published 15 such studies in the period
1961-1973.

Accounting Review. A journal of the American
Accounting Association.

Accounting Series Release (ASR). See SEC.
accounting standards. Accounting principles.

Accounting Standards Executive Committee

(AcSEC). The senior technical committee of
the AICPA authorized to speak for the
AICPA in the areas of financial accounting
and reporting as well as cost accounting.

accounting system. The procedures for collect-
ing and summarizing financial data in a firm.

Accounting Principles Board — accrual

Accounting Terminology Bulletin (ATB). One
of four releases of the Committee on Termi-
nology of the AICPA issued in the period
1953-57.

Accounting Trends and Techniques. An annual
AICPA publication that surveys the report-
ing practices of 600 large corporations. It
presents tabulations of specific practices, ter-
minology, and disclosures along with illus-
trations taken from individual annual reports.

accounts payable. A liability representing an
amount owed to a creditor; usually arising
from the purchase of merchandise or materi-
als and supplies, not necessarily due or past
due; normally, a current liability.

accounts receivable. Claims against a debtor;
usually arising from sales or services ren-
dered, not necessarily due or past due; nor-
mally, a current asset.

accounts receivable turnover. Net sales on ac-
count divided by average accounts receiv-
able. See ratio.

accretion. Occurs when a book value grows
over time, such as a bond originally issued at
a discount; the correct technical term is “ac-
cretion,” not “amortization.” This term also
refers to an increase in economic worth
through physical change caused by natural
growth, usually said of a natural resource
such as timber. Contrast with appreciation.
See amortization.

accrual. Recognition of an expense (or reve-
nue) and the related liability (or asset) result-
ing from an accounting event, frequently
from the passage of time but not signaled by
an explicit cash transaction; for example, the
recognition of interest expense or revenue
(or wages, salaries, or rent) at the end of a
period even though the firm makes no ex-
plicit cash transaction at that time. Cash flow
follows accounting recognition; contrast
with deferral.
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accrual basis of accounting. The method of
recognizing revenues as a firm sells goods
(or delivers them) and as it renders services,
independent of the time when it receives
cash. This system recognizes expenses in the
period when it recognizes the related reve-
nue, independent of the time when it pays
cash. SFAC No. 1 says,

Accrual accounting attempts to record the
financial effects on an enterprise of trans-
actions and other events and circum-
stances that have cash consequences for
the enterprise in the periods in which
those transactions, events, and circum-
stances occur rather than only in the peri-
ods in which cash is received or paid by
the enterprise.

Contrast with the cash basis of account-
ing. See accrual and deferral. We could
more correctly call this “accrual/deferral” ac-
counting.

accrue. See accrued, and contrast with incur.

accrued. Said of a revenue (expense) that the
firm has earned (recognized) even though the
related receivable (payable) has a future due
date. We prefer not to use this adjective as
part of an account title. Thus, we prefer to
use Interest Receivable (Payable) as the ac-
count title rather than Accrued Interest Re-
ceivable (Payable). See matching convention
and accrual. Contrast with incur.

accrued depreciation. An incorrect term for
accumulated depreciation. Acquiring an as-
set with cash, capitalizing it, and then amor-
tizing its cost over periods of use is a process
of deferral and allocation, not of accrual.

accrued payable. A payable usually resulting
from the passage of time. For example, sala-
ries and interest accrue as time passes. See
accrued.

accrued receivable. A receivable usually re-
sulting from the passage of time. See accrued.

accumulated benefit obligation. See projected
benefit obligation for definition and contrast.
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accumulated depreciation. A preferred title
for the asset contra account that shows the
sum of depreciation charges on an asset
since the time the firm acquired it. Other ac-
count titles are allowance for depreciation
(acceptable term) and reserve for deprecia-
tion (unacceptable term).

accumulated other comprehensive income.
Balance sheet amount in owners’ equity
showing the total of all other comprehensive
income amounts from all prior periods.

accurate presentation. The qualitative account-
ing objective suggesting that information
reported in financial statements should cor-
respond as precisely as possible with the
economic effects underlying transactions
and events. See fair presentation and full
disclosure.

acid test ratio. Quick ratio.

acquisition cost. Of an asset, the net invoice
price plus all expenditures to place and ready
the asset for its intended use. The other ex-
penditures might include legal fees, transpor-
tation charges, and installation costs.

ACRS. Accelerated Cost Recovery System.

AcSEC. Accounting Standards Executive Com-
mittee of the AICPA.

activity accounting. Responsibility accounting.

activity-based costing (ABC). Method of as-
signing indirect costs, including nonmanu-
facturing overhead costs, to products and
services. ABC assumes that almost all over-
head costs associate with activities within
the firm and vary with respect to the drivers
of those activities. Some practitioners sug-
gest that ABC attempts to find the drivers
for all indirect costs; these people note that
in the long run, all costs are variable, so
fixed indirect costs do not occur. This
method first assigns costs to activities and
then to products based on the products’ us-
age of the activities.
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activity-based depreciation. Production method
(depreciation).

activity-based management (ABM). Analysis
and management of activities required to
make a product or to produce a service.
ABM focuses attention to enhance activities
that add value to the customer and to reduce
activities that do not. Its goal is to satisfy
customer needs while making smaller de-
mands on costly resources. Some refer to this
as “activity management.”

activity basis. Costs are variable or fixed (in-
cremental or unavoidable) with respect to
some activity, such as production of units (or
the undertaking of some new project). Usage
calls this activity the “activity basis.”

activity center. Unit of the organization that
performs a set of tasks.

activity variance. Sales volume variance.

actual cost (basis). Acquisition or historical
cost. Also contrast with standard cost.

actual costing (system). Method of allocating
costs to products using actual direct materi-
als, actual direct labor, and actual factory
overhead. Contrast with normal costing and
standard costing.

actuarial. An adjective describing computa-
tions or analyses that involve both compound
interest and probabilities, such as the compu-
tation of the present value of a life-contingent
annuity. Some writers use the word even for
computations involving only one of the two.

actuarial accrued liability. A 1981 report of
the Joint Committee on Pension Terminol-
ogy (of various actuarial societies) agreed to
use this term rather than prior service cost.

ad valorem. A method of levying a tax or duty
on goods by using their estimated value as
the tax base.

additional paid-in capital. An alternative ac-
ceptable title for the capital contributed in
excess of par (or stated) value account.

activity-based depreciation — adjusted book balance of cash

additional processing cost. Costs incurred in
processing joint products after the split-off
point.

adequate disclosure. An auditing standard
that, to achieve fair presentation of financial
statements, requires disclosure of material
items. This auditing standard does not, how-
ever, require publicizing all information det-
rimental to a company. For example, the
company may face a lawsuit, and disclosure
might require a debit to a loss account and a
credit to an estimated liability. But the court
might view the making of this entry as an ad-
mission of liability, which could adversely
affect the outcome of the suit. The firm
should debit expense or loss for the expected
loss, as required by SFAS No. 5, but need not
use such accurate account titles that the court
can spot an admission of liability.

adjunct account. An account that accumulates
additions to another account. For example,
Premium on Bonds Payable is adjunct to the
liability Bonds Payable; the effective liabil-
ity is the sum of the two account balances at
a given date. Contrast with contra account.

adjusted acquisition (historical) cost. Some-
times said of the book value of a plant asset,
that is, acquisition cost less accumulated de-
preciation. Also, cost adjusted to a constant-
dollar amount to reflect general price-level
changes.

adjusted bank balance of cash. The balance
shown on the statement from the bank plus
or minus amounts, such as for unrecorded
deposits or outstanding checks, to reconcile
the bank’s balance with the correct cash bal-
ance. See adjusted book balance of cash.

adjusted basis. The basis used to compute gain
or loss on the disposition of an asset for tax
purposes. See also book value.

adjusted book balance of cash. The balance
shown in the firm’s account for cash in bank
plus or minus amounts, such as for notes
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collected by the bank or bank service
charges, to reconcile the account balance
with the correct cash balance. See adjusted
bank balance of cash.

adjusted trial balance. Trial balance taken af-
ter adjusting entries but before closing en-
tries. Contrast with pre- and post-closing
trial balances. See unadjusted trial balance
and post-closing trial balance. See also work
sheet.

adjusting entry. An entry made at the end of
an accounting period to record a transaction
or other accounting event that the firm has
not yet recorded or has improperly recorded
during the accounting period; an entry to up-
date the accounts. See work sheet.

adjustment. An account change produced by
an adjusting entry. Sometimes accountants
use the term to refer to the process of restat-
ing financial statement amounts to constant
dollars.

administrative costs (expenses). Costs (ex-
penses) incurred for the firm as a whole, in
contrast with specific functions such as man-
ufacturing or selling; includes items such as
salaries of top executives, general office rent,
legal fees, and auditing fees.

admission of partner. Occurs when a new
partner joins a partnership. Legally, the old
partnership dissolves, and a new one comes
into being. In practice, however, the firm
may keep the old accounting records in use,
and the accounting entries reflect the manner
in which the new partner joined the firm. If
the new partner merely purchases the interest
of another partner, the accounting changes
the name for one capital account. If the new
partner contributes assets and liabilities to
the partnership, then the firm must recognize
them. See bonus method.

ADR. See asset depreciation range.

advances from (by) customers. A preferred title
for the liability account representing receipts
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of cash in advance of delivering the goods or
rendering the service. After the firm delivers
the goods or services, it will recognize reve-
nue. Some refer to this as “deferred revenue”
or “deferred income,” terms likely to confuse
the unwary because the item is not yet reve-
nue or income.

advances to affiliates. Loans by a parent com-
pany to a subsidiary; frequently combined
with “investment in subsidiary” as “invest-
ments and advances to subsidiary” and
shown as a noncurrent asset on the parent’s
balance sheet. The consolidation process
eliminates these advances in consolidated fi-
nancial statements.

advances to suppliers. A preferred term for
the asset account representing disburse-
ments of cash in advance of receiving assets
or services.

adverse opinion. An auditor’s report stating
that the financial statements are not fair or
are not in accord with GAAP.

affiliated company. A company controlling or
controlled by another company.

after closing. Post-closing; a trial balance at
the end of the period.

after cost. Expenditures to be made after rev-
enue recognition. For example, expendi-
tures for repairs under warranty are after
cost. Proper recognition of after cost in-
volves a debit to expense at the time of the
sale and a credit to an estimated liability.
When the firm discharges the liability, it
debits the estimated liability and credits the
assets consumed.

AG (Aktiengesellschaft). Germany: the form
of a German company whose shares can
trade on the stock exchange.

agency cost. The cost to the principal caused by
agents pursuing their own interests instead of
the principal’s interests. Includes both the
costs incurred by principals to control agents’
actions and the cost to the principals if agents
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pursue their own interests that are not in the
interest of the principals.

agency fund. An account for assets received by

governmental units in the capacity of trustee
or agent.

agency theory. A branch of economics relating

the behavior of principals (such as owner
nonmanagers or bosses) and that of their
agents (such as nonowner managers or sub-
ordinates). The principal assigns responsibil-
ity and authority to the agent, but the agent’s
own risks and preferences differ from those
of the principal. The principal cannot ob-
serve all activities of the agent. Both the
principal and the agent must consider the dif-
fering risks and preferences in designing in-
centive contracts.

agent. One authorized to transact business, in-

cluding executing contracts, for another.

aging accounts receivable. The process of

classifying accounts receivable by the time
elapsed since the claim came into existence
for the purpose of estimating the amount of
uncollectible accounts receivable as of a
given date. See sales contra, estimated uncol-
lectibles, and allowance for uncollectibles.

aging schedule. A listing of accounts receiv-

able, classified by age, used in aging ac-
counts receivable.

agency fund — allowance for funds used during construction

all-capital earnings rate. Rate of return on

assets.

all-current method. Foreign currency transla-

tion in which all financial statement items
are translated at the current exchange rate.

all-inclusive (income) concept. A concept that

does not distinguish between operating and
nonoperating revenues and expenses. Thus,
the only entries to retained earnings are for
net income and dividends. Under this con-
cept, the income statement reports all in-
come, gains, and losses; thus, net income
includes events usually reported as prior-
period adjustments and as corrections of er-
rors. GAAP do not include this concept in its
pure form, but APB Opinions No. 9 and No.
30 move far in this direction. They do permit
retained earnings entries for prior-period ad-
justments and correction of errors.

allocate. To divide or spread a cost from one

account into several accounts, to several
products or activities, or to several periods.

allocation base. The systematic method that

assigns joint costs to cost objectives. For ex-
ample, a firm might assign the cost of a truck
to periods based on miles driven during the
period; the allocation base is miles. Or the
firm might assign the cost of a factory super-
visor to a product based on direct labor
hours; the allocation base is direct labor
hours.

allocation of income taxes. See deferred in-
come tax.

AICPA (American Institute of Certified
Public Accountants). The national organiza-

tion that represents CPAs. See AcSEC. It allowance. A balance sheet contra account

oversees the writing and grading of the Uni-
form CPA Examination. Each state sets its
own requirements for becoming a CPA in
that state. See certified public accountant.
Web Site: http://www.aicpa.org. Although
the AICPA sets many auditing and profes-
sional standards for public accountants, the
PCAOB regulates auditing of public compa-
nies and the profession.

generally used for receivables and deprecia-
ble assets. See sales (or purchase) allowance
for another use of this term.

allowance for funds used during construction.

In accounting for public utilities, a revenue ac-
count credited for implicit interest earnings on
shareholders’ equity balances. One principle
of public utility regulation and rate setting re-
quires that customers should pay the full costs
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of producing the services (e.g., electricity) that
they use, nothing more and nothing less. Thus,
an electric utility must capitalize into an asset
account the full costs, but no more, of produc-
ing a new electric power-generating plant.
One of the costs of building a new plant is the
interest cost on cash tied up during construc-
tion. If funds are explicitly borrowed by an or-
dinary business, the journal entry for interest
of $1,000 is typically:

Interest Expense. . ......... 1,000
Interest Payable .. ... ... 1,000
Interest expense for the period.

If the firm is constructing a new plant,
then another entry would be made, capitaliz-
ing interest into the plant-under-construction
account:

Construction Work-in-Progress. . 750

Interest Expense. . . ........

Capitalize relevant portion of
interest relating to construction
work in progress into the asset
account.

750

The cost of the plant asset increases;
when the firm uses the plant, it charges de-
preciation. The interest will become an ex-
pense through the depreciation process in the
later periods of use, not currently as the firm
pays for interest. Thus, the firm reports the
full cost of the electricity generated during a
given period as expense in that period. But
suppose, as is common, that the electric util-
ity does not explicitly borrow the funds but
uses some of its own funds, including funds
raised from equity issues as well as from
debt. Even though the firm incurs no explicit
interest expense or other explicit expense for
capital, the funds have an opportunity cost.
Put another way, the plant under construc-
tion will not have lower economic cost just
because the firm used its own cash rather
than borrowing. The public utility using its
own funds, on which it would have to pay
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$750 of interest if it had explicitly borrowed
the funds, will make the following entry:

Construction Work-in-Progress ... 750

Allowance for Funds Used
during Construction . ........

Recognition of interest, an oppor-
tunity cost, on own funds used.

750

The allowance account is a form of reve-
nue, to appear on the income statement, and
the firm will close it to Retained Earnings,
increasing it. On the statement of cash flows
it is an income or revenue item not producing
funds, and so the firm must subtract it from
net income in deriving cash provided by op-
erations. SFAS No. 34 specifically prohibits
nonutility companies from capitalizing, into
plant under construction, the opportunity
cost (interest) on their own funds used.

allowance for uncollectibles (accounts recei-

vable). A contra account that shows the esti-
mated accounts receivable amount that the
firm expects not to collect. When the firm
uses such an allowance, the actual write-off
of specific accounts receivable (debit allow-
ance, credit specific customer’s account)
does not affect revenue or expense at the
time of the write-off. The firm reduces reve-
nue when it debits bad debt expense (or, our
preference, a revenue contra account) and
credits the allowance; the firm can base the
amount of the credit to the allowance on a
percentage of sales on account for a period of
time or compute it from aging accounts re-
ceivable. This contra account enables the
firm to show an estimated receivables amount
that it expects to collect without identifying
specific uncollectible accounts. See allow-
ance method.

allowance method. A method of attempting to
match all expenses of a transaction with
their associated revenues; usually involves a
debit to expense and a credit to an estimated
liability, such as for estimated warranty
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expenditures, or a debit to a revenue (contra)
account and a credit to an asset (contra) ac-
count, such as in some firms’ accounting for
uncollectible accounts. See allowance for un-
collectibles for further explanation. When the
firm uses the allowance method for sales dis-
counts, the firm records sales at gross invoice
prices (not reduced by the amounts of dis-
counts made available). The firm debits an
estimate of the amount of discounts to be
taken to a revenue contra account and credits
an allowance account, shown contra to ac-
counts receivable.

American Accounting Association (AAA). An
organization primarily for academic accoun-
tants but open to all interested in accounting.
It publishes the Accounting Review and sev-
eral other journals.

American Institute of Certified Public
Accountants. See AICPA.

American Stock Exchange (AMEX) (ASE).
A public market where various corporate se-
curities are traded.

AMEX. American Stock Exchange.

amortization. Strictly speaking, the process of
liquidating or extinguishing (“bringing to
death”) a debt with a series of payments to
the creditor (or to a sinking fund). From that
usage has evolved a related use involving
the accounting for the payments themselves:
“amortization schedule” for a mortgage,
which is a table showing the allocation be-
tween interest and principal. The term has
come to mean writing off (“liquidating”) the
cost of an asset. In this context it means
the general process of allocating the acqui-
sition cost of an asset either to the periods of
benefit as an expense or to inventory ac-
counts as a product cost. This is called de-
preciation for plant assets, depletion for
wasting assets (natural resources), and “am-
ortization” for intangibles. SFAC No. 6 re-
fers to amortization as “the accounting
process of reducing an amount by periodic

American Accounting Association (AAA) — annuitant

payments or write-downs.” The expressions
“unamortized debt discount or premium” and
“to amortize debt discount or premium” re-
late to accruals, not to deferrals. The expres-
sions “amortization of long-term assets” and
“to amortize long-term assets” refer to defer-
rals, not accruals. Contrast with accretion.

amortized cost. A measure required by SFAS
No. 115 for held-to-maturity securities. This
amount results from applying the method de-
scribed at effective interest method. The firm
records the security at its initial cost and
computes the effective interest rate for the
security. Whenever the firm receives cash
from the issuer of the security or whenever
the firm reaches the end of one of its own ac-
counting periods (that is, reaches the time for
its own adjusting entries), it takes the fol-
lowing steps. It multiplies the amount cur-
rently recorded on the books by the effective
interest rate (which remains constant over
the time the firm holds the security). It debits
that amount to the Debt Security account and
credits the amount to Interest Revenue. If the
firm receives cash, it debits Cash and credits
the debt security account. The firm recom-
putes the book value of the Debt Security as
the book value before these entries plus the
increase for the interest revenue less the de-
crease for the cash received. The resulting
amount is the amortized cost for the end of
that period.

analysis of variances. See variance analysis.

annual report. A report prepared once a year
for shareholders and other interested parties.
It includes a balance sheet, an income state-
ment, a statement of cash flows, a reconcilia-
tion of changes in owners’ equity accounts, a
summary of significant accounting princi-
ples, other explanatory notes, the auditor’s
report, and comments from management
about the year’s events. See 10-K and finan-
cial statements.

annuitant. One who receives an annuity.
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annuity. A series of payments of equal amount,
usually made at equally spaced time intervals.

annuity certain. An annuity payable for a defi-
nite number of periods. Contrast with contin-
gent annuity.

annuity due. An annuity whose first payment
occurs at the start of period 1 (or at the end of
period 0). Contrast with annuity in arrears.

annuity in advance. An annuity due.

annuity in arrears. An ordinary annuity whose
first payment occurs at the end of the first
period.

annuity method of depreciation. See com-
pound interest depreciation.

antidilutive. Said of a potentially dilutive secu-
rity that will increase earnings per share if
its holder exercises it or converts it into com-
mon stock. In computing primary and fully
diluted earnings per share, the firm must as-
sume that holders of antidilutive securities
will not exercise their options or convert se-
curities into common shares. The opposite
assumption would lead to increased reported
earnings per share in a given period.

APB. Accounting Principles Board of the
AICPA. It set accounting principles from
1959 through 1973, issuing 31 APB Opin-
ions and 4 APB Statements. The FASB super-
seded it.

APB Opinion. The name for the APB pro-
nouncements that compose much of gener-
ally accepted accounting principles; the
APB issued 31 APB Opinions from 1962
through 1973.

APB Statement. The APB issued four APB
Statements between 1962 and 1970. The
Statements were approved by at least two-
thirds of the board, but they state recommen-
dations, not requirements. For example,
Statement No. 3 (1969) suggested the publi-
cation of constant-dollar financial state-
ments but did not require them.
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APBs. An abbreviation used for APB Opinions.

applied cost. A cost that a firm has allocated to
a department, product, or activity; not neces-
sarily based on actual costs incurred.

applied overhead. Overhead costs charged to
departments, products, or activities. Also
called absorbed overhead.

appraisal. In valuing an asset or liability, a pro-
cess that involves expert opinion rather than
evaluation of explicit market transactions.

appraisal costs. Costs incurred to detect indi-
vidual units of products that do not conform
to specifications, including end-process sam-
pling and field-testing. Also called “detec-
tion costs.”

appraisal method of depreciation. The peri-
odic depreciation charge that equals the dif-
ference between the beginning-of-period and
the end-of-period appraised values of the as-
set if that difference is positive. If negative,
there is no charge. Not based on historical
cost, this method is thus not generally
accepted.

appreciation. An increase in economic value
caused by rising market prices for an asset.
Contrast with accretion.

appropriated retained earnings. See retained
earnings, appropriated.

appropriation. In governmental accounting,
an expenditure authorized for a specified
amount, purpose, and time.

appropriation account. In governmental ac-
counting, an account set up to record specific
authorizations to spend. The governmental
unit credits this account with appropriation
amounts. At the end of the period, the unit
closes to (debits) this account all expendi-
tures during the period and all encumbrances
outstanding at the end of the period.

approximate net realizable value method. A
method of assigning joint costs to joint prod-
ucts based on revenues minus additional pro-
cessing costs of the end products.



12  Glossary

ARB. Accounting Research Bulletin.

arbitrage. Strictly speaking, the simultaneous
purchase in one market and sale in another of
a security or commodity in hope of making a
profit on price differences in the different
markets. Often, writers use this term loosely
when a trader sells an item that is somewhat
different from the item purchased; for exam-
ple, the sale of shares of common stock and
the simultaneous purchase of a convertible
bond that is convertible into identical com-
mon shares. The trader hopes that the market
will soon see that the similarities of the items
should make them have equal market values.
When the market values converge, the trader
closes the positions and profits from the orig-
inal difference in prices, less trading costs.

arbitrary. Having no causation basis. Account-
ing theorists and practitioners often, properly,
say, “Some cost allocations are arbitrary.” In
that sense, the accountant does not mean that
the allocations are capricious or haphazard
but does mean that theory suggests no unique
solution to the allocation problem at hand.
Accountants require that arbitrary allocations
be systematic, rational, and consistently fol-
lowed over time.

arm’s length. A transaction negotiated by un-
related parties, both acting in their own self-
interests; the basis for a fair market value
estimation or computation.

arrears. Cumulative dividends that the firm has
not yet declared. See annuity in arrears for
another context.

ARS. Accounting Research Study.

articles of incorporation. Document filed with
state authorities by persons forming a corpo-
ration. When the state returns the document
with a certificate of incorporation, the docu-
ment becomes the corporation’s charter.

articulate. The relation between any operating
statement (for example, income statement or
statement of cash flows) and comparative

ARB — asset depreciation range (ADR)

balance sheets, where the operating state-
ment explains (or reconciles) the change in
some major balance sheet category (for ex-
ample, retained earnings or working capital).

ASE. American Stock Exchange.
ASR. Accounting Series Release.

assess. To value property for the purpose of
property taxation; to levy a charge on the
owner of property for improvements thereto,
such as for sewers or sidewalks. The taxing
authority computes the assessment.

assessed valuation. For real estate or other
property, a dollar amount that a government
uses as a basis for levying taxes. The amount
need not have some relation to market value.

asset. SFAC No. 6 defines assets as “probable
future economic benefits obtained or con-
trolled by a particular entity as a result of
past transactions. . .. An asset has three es-
sential characteristics: (a) it embodies a
probable future benefit that involves a ca-
pacity, singly or in combination with other
assets, to contribute directly or indirectly to
future net cash inflows, (b) a particular en-
tity can obtain the benefit and control oth-
ers’ access to it, and (c) the transaction or
other event giving rise to the entity’s right to
or control of the benefit has already oc-
curred.” A footnote points out that “proba-
ble” means that which we can reasonably
expect or believe but that is not certain or
proved. You may understand condition (c)
better if you think of it as requiring that a fu-
ture benefit cannot be an asset if it arises
from an executory contract, a mere ex-
change of promises. Receiving a purchase
order from a customer provides a future ben-
efit, but it is an executory contract, so the
order cannot be an asset. An asset may be
tangible or intangible, short-term (current)
or long-term (noncurrent).

asset depreciation range (ADR). The range of
depreciable lives allowed by the Internal
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Revenue Service for a specific depreciable
asset.

asset securitization. Securitization.

asset turnover. Net sales divided by average
assets. See ratio.

assignment of accounts receivable. Transfer
of the legal ownership of an account receiv-
able through its sale. Contrast with pledging
accounts receivable, where the receivables
serve as collateral for a loan.

ATB. Accounting Terminology Bulletin.

at par. A bond or preferred shares issued (or
selling) at face amount.

attachment. The laying claim to the assets of a
borrower (or debtor) by a lender (or creditor)
when the borrower has failed to pay debts on
time.

attest. An auditor’s rendering of an opinion
that the financial statements are fair. Com-
mon usage calls this procedure the “attest
function” of the CPA. See fair presentation.

attestor. Typically independent CPAs, who au-
dit financial statements prepared by manage-
ment for the benefit of users. The FASB
describes accounting’s constituency as com-
prising preparers, attestors, and users.

attribute measured. The particular cost re-
ported in the balance sheet. When making
physical measurements, such as of a person,
one needs to decide the units with which to
measure, such as inches or centimeters or
pounds or grams. One chooses the attribute
height or weight independently of the mea-
suring unit, English or metric. Conventional
accounting uses historical cost as the at-
tribute measured and nominal dollars as the
measuring unit. Some theorists argue that ac-
counting would better serve readers if it used
current cost as the attribute measured. Others
argue that accounting would better serve
readers if it used constant dollars as the
measuring unit. Some, including us, think

Glossary 13

accounting should change both the measuring
unit and the attribute measured. One can
measure the attribute historical cost in nomi-
nal dollars or in constant dollars. One can
also measure the attribute current cost in
nominal dollars or constant dollars. Choosing
between the two attributes and the two mea-
suring units implies four different accounting
systems. Each of these four has its uses.

attribute(s) sampling. The use of sampling
technique in which the observer assesses
each item selected on the basis of whether it
has a particular qualitative characteristic in
order to ascertain the rate of occurrence of
this characteristic in the population. See also
estimation sampling. Compare variables sam-
pling. Example of attributes sampling: take a
sample population of people, note the frac-
tion that is male (say, 40 percent), and then
infer that the entire population contains 40
percent males. Example of variables sam-
pling: take a sample population of people,
observe the weight of each sample point,
compute the mean of those sampled people’s
weights (say, 160 pounds), and then infer
that the mean weight of the entire population
equals 160 pounds.

audit. Systematic inspection of accounting
records involving analyses, tests, and confir-
mations. See internal audit.

audit committee. A committee of the board of
directors of a corporation, usually compris-
ing outside directors, who nominate the inde-
pendent auditors and discuss the auditors’
work with them. If the auditors believe the
shareholders should know about certain mat-
ters, the auditors, in principle, first bring
these matters to the attention of the audit
committee; in practice, the auditors may no-
tify management before they notify the audit
committee.

Audit Guides. See Industry Audit Guides.

audit program. The procedures followed by
the auditor in carrying out the audit.
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audit trail. A reference accompanying an en-
try, or post, to an underlying source record or
document. Efficiently checking the accuracy
of accounting entries requires an audit trail.
See cross-reference.

Auditing Research Monograph. Publication
series of the AICPA.

auditing standards. Standards promulgated by
the PCAOB for auditors to follow in carrying
out their attest functions. The PCAOB began
operations in earnest in 2003, and initially
has said that is would use the standards orig-
inally promulgated by the AICPA, including
general standards, standards of field work,
and standards of reporting. According to the
AICPA, these standards “deal with the mea-
sures of the quality of the performance and
the objectives to be attained” rather than with
specific auditing procedures. As time passes,
the PCAOB will substitute its rules for those
of the AICPA.

Auditing Standards Board. AICPA operating
committee that promulgates auditing rules.
The new operations of the PCAOB, after
2003, render uncertain what this Board will
do.

auditor. Without a modifying adjective, usu-
ally refers to an external auditor—one who
checks the accuracy, fairness, and general
acceptability of accounting records and state-
ments and then attests to them. See internal
auditor.

auditor’s opinion. Auditor’s report.

auditor’s report. The auditor’s statement of
the work done and an opinion of the finan-
cial statements. The auditor usually gives
unqualified (“clean”) opinions but may qual-
ify them, or the auditor may disclaim an
opinion in the report. Often called the “ac-
countant’s report.” See adverse opinion.

AudSEC. The former Auditing Standards Ex-
ecutive Committee of the AICPA, now func-
tioning as the Auditing Standards Board.

audit trail — avoidable cost

authorized capital stock. The number of shares
of stock that a corporation can issue; speci-
fied by the articles of incorporation.

available for sale, securities. Marketable se-
curities a firm holds that are classified as nei-
ther trading securities nor held-to-maturity
(debt) securities. This classification is im-
portant in SFAS No. 115, which requires the
owner to carry marketable equity securities
on the balance sheet at market value, not at
cost. Under SFAS No. 115, the income state-
ment reports holding gains and losses on
trading securities but not on securities avail-
able for sale. The required accounting credits
(debits) holding gains (losses) on securities
available for sale directly to an owners’ eg-
uity account. On sale, the firm reports real-
ized gain or loss as the difference between
the selling price and the original cost, for
trading securities, and as the difference be-
tween the selling price and the book value at
the beginning of the period of sale, for secu-
rities available for sale and for debt securities
held to maturity. By their nature, however,
the firm will only rarely sell debt securities
“held to maturity.”

average. The arithmetic mean of a set of num-
bers; obtained by summing the items and di-
viding by the number of items.

average collection period of receivables. See
ratio.

average-cost flow assumption. An inventory
flow assumption in which the cost of units
equals the weighted average cost of the be-
ginning inventory and purchases. See inven-
tory equation.

average tax rate. The rate found by dividing
income tax expense by net income before
taxes. Contrast with marginal tax rate and
statutory tax rate.

avoidable cost. A cost that ceases if a firm dis-
continues an activity; an incremental or vari-
able cost. See programmed cost.
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backflush costing. A method of allocating which results only if accumulated deprecia-

indirect costs and overhead; used by compa-
nies that hope to have zero or small work-in-
process inventory at the end of the period.
The method debits all product costs to cost of
goods sold (or finished goods inventory) dur-
ing the period. To the extent that work in
process actually exists at the end of the pe-
riod, the method then debits work-in-process
and credits cost of goods sold (or finished
goods inventory). This method is “back-
flush” in the sense that costing systems ordi-
narily, but not in this case, allocate first to
work-in-process and then forward to cost of
goods sold or to finished goods. Here, the
process allocates first to cost of goods sold
(or finished goods) and then, later if neces-
sary, to work-in-process.

backlog. Orders for which a firm has insuffi-

cient inventory on hand for current delivery
and will fill in a later period.

backlog depreciation. In current cost account-

ing, a problem arising for the accumulated
depreciation on plant assets. Consider an
asset costing $10,000 with a 10-year life de-
preciated with the straight-line method. As-
sume that a similar asset has a current cost
of $10,000 at the end of the first year but
$12,000 at the end of the second year. As-
sume that the firm bases the depreciation
charge on the average current cost during
the year, $10,000 for the first year and
$11,000 for the second. The depreciation
charge for the first year is $1,000 and for the
second is $1,100 (= .10 x $11,000), so the
accumulated depreciation account is $2,100
after two years. Note that at the end of the
second year, the firm has used 20 percent of
the asset’s future benefits, so the accounting
records based on current costs must show a
net book value of $9,600 (= .80 x $12,000),

tion equals $2,400, so that book value equals
$9,600 (= $12,000 - $2,400). But the sum of
the depreciation charges equals only $2,100
(= $1,000 + $1,100). The journal entry to in-
crease the accumulated depreciation account
requires a credit to that account of $300.
The backlog depreciation question arises:
What account do we debit? Some theorists
would debit an income account, and others
would debit a balance sheet owners’ equity
account without reducing current-period
earnings. The answer to the question of what
to debit interrelates with how the firm
records the holding gains on the asset. When
the firm debits the asset account for $2,000
to increase the recorded amount from
$10,000 to $12,000, it records a holding
gain of $2,000 with a credit. Many theorists
believe that whatever account the firm cred-
its for the holding gain is the same account
that the firm should debit for backlog depre-
ciation. This is sometimes called “catch-up
depreciation.”

bad debt. An uncollectible account; see bad

debt expense and sales contra, estimated un-
collectibles.

bad debt expense. The name for an account

debited in both the allowance method for
uncollectible accounts and the direct write-
off method. Under the allowance method,
some prefer to treat the account as a revenue
contra, not as an expense, and give it an ac-
count title such as Uncollectible Accounts
Adjustment.

bad debt recovery. Collection, perhaps par-

tial, of a specific account receivable previ-
ously written off as uncollectible. If a firm
uses the allowance method, it will usually
credit the allowance account, assuming that
it has correctly assessed the amount of bad
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debts but has merely misjudged the identity
of one of the nonpaying customers. If the
firm decides that its charges for bad debts
have been too large, it will credit the Bad
Debt Expense account. If the firm uses the
direct write-off method, it will credit a reve-
nue account.

bailout period. In a capital budgeting context,

the total time that elapses before accumu-
lated cash inflows from a project, including
the potential salvage value of assets at vari-
ous times, equal or exceed the accumulated
cash outflows. Contrast with payback period,
which assumes completion of the project and
uses terminal salvage value. Bailout, in con-
trast with payback, takes into account, at
least to some degree, the present value of the
cash flows after the termination date that the
analyst is considering. The potential salvage
value at any time includes some estimate of

bailout period — base stock method

setting an organization’s goals for its indi-
vidual employees or groups or divisions. A
community relations employee might, for
example, set targets in terms of number of
employee hours devoted to local charitable
purposes.

balloon. Most mortgage and installment loans

require relatively equal periodic payments.
Sometimes the loan requires relatively equal
periodic payments with a large final pay-
ment. Usage calls the large final payment a
“balloon” payment and the loan, a “balloon”
loan. Although a coupon bond meets this
definition, usage seldom, if ever, applies this
term to bond loans.

bank balance. The amount of the balance in a

checking account shown on the bank state-
ment. Compare with adjusted bank balance
of cash, and see bank reconciliation schedule.

the flows that can occur after that time. bank prime rate. See prime rate.

balance. As a noun, the opening balance in an bank reconciliation schedule. A schedule that

account plus the amounts of increases less
the amounts of decreases. (In the absence of
a modifying adjective, the term means clos-
ing balance, in contrast to opening balance.
The closing balance for a period becomes the
opening balance for the next period.) As a
verb, “balance” means to find the value of
the arithmetic expression described above.

balance sheet. Statement of financial position

that shows Total assets = Total liabilities +
Owners’ equity. The balance sheet usually
classifies Total Assets as (1) current assets,
(2) investments, (3) property, plant, and
equipment, or (4) intangible assets. The bal-
ance sheet accounts composing Total Liabili-
ties usually appear under the headings
Current Liabilities and Long-term Liabilities.

balance sheet account. An account that can

appear on a balance sheet; a permanent ac-
count. Contrast with temporary account.

balanced scorecard. A set of performance tar-

gets, not all expressed in dollar amounts, for

explains the difference between the book
balance of the cash in a bank account and the
bank’s statement of that amount; takes into
account the amount of items such as checks
that have not cleared or deposits that have
not been recorded by the bank, as well as er-
rors made by the bank or the firm.

bank statement. A statement sent by the bank

to a checking account customer showing de-
posits, checks cleared, and service charges
for a period, usually one month.

bankrupt. Occurs when a company’s liabilities

exceed its assets and the firm or one of its
creditors has filed a legal petition that the
bankruptcy court has accepted under the
bankruptcy law. A bankrupt firm is usually,
but need not be, insolvent.

base stock method. A method of inventory

valuation that assumes that a firm must keep
on hand at all times a minimum normal, or
base stock, of goods for effective continuity
of operations. The firm values this base
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quantity at acquisition cost of the inventory
on hand in the earliest period when inven-
tory was on hand. Firms may not use this
method, either for financial reporting or for
tax reporting, but most theorists consider it
to be the forerunner of the LIFO cost flow
assumption.

basic accounting equation. Accounting equa-
tion.

basic cost-flow equation. Cost-flow equation.

basic earnings per share (BEPS). Net income
to common shareholders, divided by the
weighted average number of common shares
outstanding during the period. Required by
SFAS No. 128 and by IASB. See primary
earnings per share (PEPS) for contrast. Be-
cause BEPS does not deal with common-
stock equivalents, it will almost always give
a larger earnings-per-share figure than PEPS.

basis. Acquisition cost, or some substitute there-
for, of an asset or liability used in computing
gain or loss on disposition or retirement; at-
tribute measured. This term appears in both
financial and tax reporting, but the basis of
a given item need not be the same for both
purposes.

basis point. One one-hundredth (=1/100). Ter-
minology usually quotes interest rates in
percentage terms, such as “5.60 percent” or
“5.67 percent.” The difference between those
two interest rates is described as “7 basis
points” or seven one-hundredths of one per-
cent. Financial writers often extend this us-
age to other contexts involving decimals. For
example, if the mean grade point average in
the class is 3.25 and a given student scores
3.30, we might say that the student scored “5
basis points” above the class average.

basket purchase. Purchase of a group of assets
(and liabilities) for a single price; the acquir-
ing firm must assign costs to each item so
that it can record the individual items with
their separate amounts in the accounts.
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batch-level activities. Work required to ready
equipment or people for a production run.

bear. One who believes that security prices will
fall. A “bear market” refers to a time when
stock prices are generally declining. Contrast
with bull.

bearer bond. See registered bond for contrast
and definition.

beginning inventory. Valuation of inventory
on hand at the beginning of the accounting
period, equals ending inventory from the
preceding period.

behavioral congruence. Goal congruence.

benchmarking. Process of measuring a firm’s
performance, products, and services against
standards based on best levels of perfor-
mance achievable or, sometimes, achieved
by other firms.

BEPS. Basic earnings per share.

betterment. An improvement, usually capital-
ized, not expensed.

bid. An offer to purchase, or the amount of the
offer.

big bath. A write-off of a substantial amount of
costs previously treated as assets; usually oc-
curs when a corporation drops a business line
that earlier required a large investment but
that proved to be unprofitable. The term is
sometimes used to describe a situation in
which a corporation takes a large write-off in
one period in order to free later periods of
gradual write-offs of those amounts. In this
sense it frequently occurs when the top man-
agement of the firm changes.

Big 4, Final 4. The four largest U.S. public ac-
counting partnerships; in alphabetical order:
Deloitte & Touche; Ernst & Young; KPMG
Peat Marwick; and PricewaterhouseCoopers.
See Big N.

Big N. The largest U.S. public accounting part-
nerships. When we first prepared this glos-
sary, there were eight such partnerships,
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referred to as the “Big 8.” See Big 4. The
term “Big N” came into use when various of
the Big 8 proposed to merge with each other
and the ultimate number of large partner-
ships was in doubt, which it still is, although
we don’t expect the number to change before
2010.

bill.  An invoice of charges and terms of sale for
goods and services; also, a piece of currency.

bill of materials. A specification of the quanti-
ties of direct materials that a firm expects to
use to produce a given job or quantity of
output.

blocked currency. Currency that the holder, by
law, cannot withdraw from the issuing coun-
try or exchange for the currency of another
country.

board. Board of directors.”

board of directors. The governing body of a
corporation; elected by the shareholders.

bond. A certificate to show evidence of debt.
The par value is the principal or face amount
of the bond payable at maturity. The coupon
rate is the amount of the yearly payments
divided by the principal amount. Coupon
bonds have attached coupons that the holder
can redeem at stated dates. Increasingly,
firms issue not coupon bonds but registered
bonds; the firm or its agent keeps track of the
owners of registered bonds. Normally, bonds
call for semiannual payments.

bond conversion. The act of exchanging con-
vertible bonds for preferred or common
shares.

bond discount. From the standpoint of the is-
suer of a bond at the issue date, the excess of
the par value of a bond over its initial sales
price and, at later dates, the excess of par
over the sum of the following two amounts:
initial issue price and the portion of discount
already amortized; from the standpoint of a
bondholder, the difference between par value

bill — bonus method

and selling price when the bond sells below
par.

bond indenture. The contract between an is-
suer of bonds and the bondholders.

bond premium. Exactly parallel to bond dis-
count except that the issue price (or current
selling price) exceeds par value.

bond ratings. Corporate and municipal bond
issue ratings, based on the issuer’s existing
debt level, its previous record of payment,
the coupon rate on the bonds, and the safety
of the assets or revenues that are committed
to paying off principal and interest. Moody’s
Investors Service and Standard & Poor’s Cor-
poration publish bond ratings: Moody’s top
rating is Aaa; Standard & Poor’s is AAA.

bond redemption. Retirement of bonds.

bond refunding. To incur debt, usually through
the issue of new bonds, intending to use the
proceeds to retire an outstanding bond issue.

bond sinking fund. See sinking fund.

bond table. A table showing the current price
of a bond as a function of the coupon rate,
current (remaining) term maturity, and effec-
tive yield to maturity (or effective rate).

bonus. Premium over normal wage or salary,
paid usually for meritorious performance.

bonus method. One of two methods to recog-
nize an excess, say $10,000, when a partner-
ship admits a new partner and when the new
partner’s capital account is to show an amount
larger than the amount of tangible assets that
he or she contributes. First, the old partners
may transfer $10,000 from themselves to the
new partner. This is the bonus method. Sec-
ond, the partnership may recognize goodwill
in the amount of $10,000, with the credit to
the new partner’s capital account. This is the
goodwill method. (Notice that the new part-
ner’s percentage of total ownership differs
under the two methods.) If the new partner’s
capital account is to show an amount smaller



book — breakeven chart

than the tangible assets that he or she con-
tributed, then the old partners will receive
bonus or goodwill, depending on the
method.

book. As a verb, to record a transaction; as a
noun, usually plural, the journals and led-
gers; as an adjective, see book value.

book cost. Book value.

book inventory. An inventory amount that re-
sults not from physical count but from the
amount of beginning inventory plus invoice
amounts of net purchases less invoice
amounts of requisitions or withdrawals; im-
plies a perpetual inventory method.

book of original entry. Journal.

book value. The amount shown in the books or
in the accounts for an asset, liability, or own-
ers’ equity item. The term is generally used
to refer to the net amount of an asset or
group of assets shown in the account that
records the asset and reductions, such as for
amortization, in its cost. Of a firm, it refers
to the excess of total assets over total liabili-
ties; net assets.

book value per share of common stock.
Common shareholders’ equity divided by
the number of shares of common stock out-
standing. See ratio.

bookkeeping. The process of analyzing and re-
cording transactions in the accounting records.

boot. The additional cash paid (or received)
along with a used item in a trade-in or ex-
change transaction for another item. See
trade-in.

borrower. See loan.

bottleneck. An operation in which the work to
be performed equals or exceeds the available
capacity, thus holding up further operations.

branch. A sales office or other unit of an enter-
prise physically separated from the home of-
fice of the enterprise but not organized as a
legally separate subsidiary. Writers seldom
use this term to refer to manufacturing units.
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branch accounting. An accounting procedure
that enables the firm to report the financial
position and operations of each branch sepa-
rately but later combine them for published
statements.

brand, brand name. See trademark and trade-
mark right.
breakeven analysis. See breakeven chart.

breakeven chart. Two kinds of breakeven charts
appear here. The charts use the following in-
formation for one month. Revenue is $30 per
unit.

Variable Fixed
Cost, Per Cost, Per
Cost Classification Unit Month
Manufacturing Costs
Direct Material . ... ... $ 4
DirectLabor........ 9
Overhead.......... _4 $ 3,060
Total Manufac-
turing Costs ... ... $ 17 $ 3,060
Selling, general,
and administrative
COStS. . . .ot 5 1,740
Totalcosts. . ........ $ 22 $ 4,800

The cost-volume-profit graph presents
the relation between changes in volume to
the amount of profit, or income. Such a graph
shows total revenue and total costs for each
volume level, and the user reads profit or
loss at any volume directly from the chart.
The profit-volume graph does not show reve-
nues and costs but more readily indicates
profit (or loss) at various output levels. Keep
in mind two caveats about these graphs:

1. Although the curve depicting variable
cost and total cost appears as a straight
line for its entire length, at low or high
levels of output, variable cost will
probably differ from $22 per unit. The
variable cost figure usually results from
studies of operations at some broad
central area of production, called the
relevant range. The chart will not usually
provide accurate results for low (or high)
levels of activity. For this reason, the total
cost and the profit-loss curves sometimes
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appear as dotted lines at lower (or higher)
volume levels.

2. This chart, simplistically, assumes a
single-product firm. For a multiproduct
firm, the horizontal axis would have to be
stated in dollars rather than in physical

breakeven point — business combination

units of output. Breakeven charts for
multiproduct firms necessarily assume
that the firm sells constant proportions of
the several products, so that changes in
this mixture, as well as in costs or selling
prices, invalidate such a chart.

(a) Cost-Volume-Profit Graph
Revenue and Costs

during Month Revenue
$40,000 ($30 per Unit)\A
30,000 |-
Total
Cost
20000p- Variable Costs
18,000 [Total | ($22 per Unit)
Cost !
10,000 | | Breakeven
4,800 Z Revenue! i
:leed Closts¢ .
0 300 600 900 1,200

Units Sold during Month

(b) Profit-Volume Graph

Profit or Loss
during Month

$6,000

Profit-Loss Line,
~

4,000 [
2,000 -
0

—2,000 Breakeven

|
|
I Point
:
|

—4,000
—4,800

Il | Il Il
0 300 600 900 1,200
Units Sold during Month

breakeven point. The volume of sales required
so that total revenues equals total costs; may
be expressed in units (Fixed costs + Contri-
bution per unit) or in sales dollars [Selling
price per unit x (Fixed costs + Contribution
per unit)].

break-even time. Time required before the
firm recovers the amounts it invested in de-
veloping a new product.

budget. A financial plan that a firm uses to esti-
mate the results of future operations; fre-
quently used to help control future operations.
In governmental operations, budgets often be-
come the law. See standard costs for further
elaboration and contrast.

budgetary accounts. In governmental account-
ing, the accounts that reflect estimated oper-
ations and financial condition, as affected by
estimated revenues, appropriations, and en-
cumbrances. Contrast with proprietary ac-
counts, which record the transactions.

budgetary control. Management of govern-
mental (nongovernmental) unit in accor-
dance with an official (approved) budget in

order to keep total expenditures within au-
thorized (planned) limits.

budgeted cost. See standard costs for defini-
tion and contrast.

budgeted statements. Pro forma statements
prepared before the event or period occurs.

bull. One who believes that security prices will
rise. A “bull market” refers to a time when
stock prices are generally rising. Contrast
with bear.

burden. See overhead costs.

burn rate. A new business usually begins life
with cash-absorbing operating losses but
with a limited amount of cash. The “burn
rate” measures how long the new business
can survive before operating losses must stop
or the firm must receive a new infusion of
cash. Writers usually express the burn rate in
months.

business combination. As defined in APB Opin-
ion No. 16, the bringing together into a single
accounting entity of two or more incorpo-
rated or unincorporated businesses. The new
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entity will account for the merger either with
the purchase method or, outside the United
States, with the pooling-of-interests method.
See conglomerate.

business entity. Entity; accounting entity.

BV (besloten vennootschap). Netherlands: a pri-
vate limited-liability company.

bylaws. The rules adopted by the shareholders of
a corporation; specify the general methods for
carrying out the functions of the corporation.
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byproduct. A joint product whose sales value
is so small relative to the sales value of the
other joint product(s) that it does not receive
normal accounting treatment. The costs as-
signed to byproducts reduce the costs of the
main  product(s). Accounting allocates
byproducts a share of joint costs such that the
expected gain or loss at their sale is zero.
Thus, byproducts appear in the accounts at
net realizable value.

C corporation. In tax terminology, a corpora-
tion paying its own income taxes. Contrast
with S corporation.

CA. Chartered accountant.

call. An option to buy shares of a publicly
traded corporation at a fixed price during a

fixed time span. Contrast with put.

call premium. See callable bond.
call price. See callable bond.

callable bond. A bond for which the issuer re-
serves the right to pay a specific amount, the
call price, to retire the obligation before its
maturity date. If the issuer agrees to pay
more than the face amount of the bond when
called, the excess of the payment over the
face amount is the “call premium.”

called-up share capital. United Kingdom: com-
mon stock at par value.

Canadian Institute of Chartered Accountants
The national organization that represents
chartered accountants in Canada. Web Site:
www.cica.ca.

cancelable lease. See lease.
CAP. Committee on Accounting Procedure.

capacity. Stated in units of product, the amount
that a firm can produce per unit of time; stated
in units of input, such as direct labor-hours,

the amount of input that a firm can use in pro-
duction per unit of time. A firm uses this mea-
sure of output or input in allocating fixed costs
if the amounts producible are normal, rather
than maximum, amounts.

capacity cost. A fixed cost incurred to provide
a firm with the capacity to produce or to sell.
Consists of standby costs and enabling costs.
Contrast with programmed costs.

capacity variance. Production volume variance.

capital. Owners’ equity in a business; often
used, equally correctly, to mean the total as-
sets of a business; sometimes used to mean
long-term assets. Sometimes used to mean
funds raised or all assets or long-term financ-
ing. This word causes confusion in account-
ing and finance. Uninformed users mix up
the funds (and their uses) with the sources of
the funds. Consider the following transac-
tions. A firm raises $100 cash by issuing
shares and uses the $100 to acquire inventory
and plant assets. Did the investor “invest
capital” of $100 or did the firm “invest capi-
tal” of $100 or both? You will hear “invest
capital” used for both sides of that transac-
tion. Now focus on the firm that issued the
shares and received the cash. Some would
say the first transaction, the issue of shares,
“raised capital.” (If you ask of a person who
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answers this way, “What is the capital, the
increase in owners’ equity or the increased
cash?” you will not get a clear answer, con-
sistent across all such people.) Others would
say only the second transaction, spending the
cash, raised capital and only then for the
plant assets, not the inventory. When a regu-
lator focuses on a bank’s capital ratios, it
looks to the right-hand side of the balance
sheet, not to how the firm has invested its
funds. Sometimes bank regulators will take
the owners’ equity total and subtract from
that amount the amount of intangible assets,
resulting in a total with no clear conception,
which they call “tangible capital.” See cost
of capital for further discussion of the confu-
sion between the cost of raising funds and
the return to, or opportunity cost of, invest-
ing funds. The confusion is so prevalent that
we tend to avoid using the word, except to
mean shareholders’ equity.

capital asset. Properly used, a designation, for
income tax purposes, that describes property
held by a taxpayer except cash, inventoriable
assets, goods held primarily for sale, most
depreciable property, real estate, receiv-
ables, certain intangibles, and a few other
items. Sometimes writers use this term im-
precisely to describe plant and equipment,
which are clearly not capital assets under the
income-tax definition. Writers often use the
term to refer to an investment in securities.

capital budget. Plan of proposed outlays for
acquiring long-term assets and the means of
financing the acquisition.

capital budgeting. The process of choosing in-
vestment projects for an enterprise by consid-
ering the present value of cash flows and
deciding how to raise the funds the invest-
ment requires.

capital consumption allowance. The term used
for depreciation expense in national income
accounting and the reporting of funds in the
economy.

capital asset — capitalization of a corporation

capital contributed in excess of par (or stated)

value. A preferred title for the account that
shows the amount received by the issuer for
capital stock in excess of par (or stated)
value.

capital expenditure (outlay). An expenditure
to acquire long-term assets.

capital gain. The excess of proceeds over cost,
or other basis, from the sale of a capital asset
as defined by the Internal Revenue Code. If
the taxpayer has held the capital asset for a
sufficiently long time before sale, then the
gain is taxed at a rate lower than that used for
other gains and ordinary income.

capital lease. A lease treated by the lessee as
both the borrowing of funds and the acquisi-
tion of an asset to be amortized. The lessee
(tenant) recognizes both the liability and the
asset on its balance sheet. Expenses consist
of interest on the debt and amortization of
the asset. The lessor (landlord) treats the
lease as the sale of the asset in return for a se-
ries of future cash receipts. Contrast with op-
erating lease.

capital loss. A negative capital gain; see capi-
tal gain.

capital rationing. In a capital budgeting con-
text, the imposition of constraints on the
amounts of total capital expenditures in each
period.

capital stock. The ownership shares of a corpo-
ration. Consists of all classes of common and
preferred shares.

capital structure. The composition of a corpo-
ration’s equities; the relative proportions of
short-term debt, long-term debt, and owners’
equity.

capital surplus. An inferior term for capital
contributed in excess of par (or stated)
value.

capitalization of a corporation. A term used
by investment analysts to indicate sharehold-
ers’ equity plus bonds outstanding.
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capitalization of earnings. The process of es-
timating the fair value of a firm by comput-
ing the net present value of the predicted net
income (not cash flows) of the firm for the
future.

capitalization rate. An interest rate used to
convert a series of payments or receipts or
earnings into a single present value.

capitalize. To record an expenditure that may
benefit a future period as an asset rather than
to treat the expenditure as an expense of the
period of its occurrence. Whether expendi-
tures for advertising or for research and
development should be capitalized is contro-
versial, but SFAS No. 2 forbids capitalizing
R&D costs. We believe GAAP should allow
firms to capitalize expenditures when they
lead to future benefits and thus meet the cri-
terion to be an asset.

carryback, carryforward, carryover. The use
of losses or tax credits in one period to re-
duce income taxes payable in other periods.
Two common kinds of carrybacks exist: for
net operating losses and for capital losses.
They apply against taxable income. In gen-
eral, carrybacks are for three years, with the
earliest year first. The taxpayer can carry for-
ward operating losses for fifteen years. Cor-
porate capital loss carryforwards are for five
years. Individuals can carry forward capital
losses indefinitely.

carrying cost. Costs (such as property taxes
and insurance) of holding, or storing, inven-
tory from the time of purchase until the time
of sale or use.

carrying value (amount). Book value.

CASB (Cost Accounting Standards Board).
A board authorized by the U.S. Congress to
“promulgate cost-accounting standards de-
signed to achieve uniformity and consistency
in the cost-accounting principles followed by
defense contractors and subcontractors under
federal contracts.” The principles the CASB
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promulgated since 1970 have considerable
weight in practice wherever the FASB has not
established a standard. Congress allowed the
CASB to go out of existence in 1980 but rein-
stated it in 1990.

cash. Currency and coins, negotiable checks,
and balances in bank accounts. For the state-
ment of cash flows, “cash” also includes
marketable securities held as current assets.

cash basis of accounting. In contrast to the ac-
crual basis of accounting, a system of ac-
counting in which a firm recognizes revenues
when it receives cash and recognizes ex-
penses as it makes disbursements. The firm
makes no attempt to match revenues and ex-
penses in measuring income. See modified
cash basis.

cash budget. A schedule of expected cash re-
ceipts and disbursements.

cash change equation. For any period, the
change in cash equals the change in liabili-
ties plus the change in owners’ equity minus
the change in noncash assets.

cash collection basis. The installment method
for recognizing revenue. Do not confuse
with the cash basis of accounting.

cash conversion cycle. Cash cycle.

cash cycle. The period of time during which a
firm converts cash into inventories, invento-
ries into accounts receivable, and receiv-
ables back into cash. Sometimes called
earnings cycle.

cash disbursements journal. A specialized jour-
nal used to record expenditures by cash and
by check. If a check register is also used, a
cash disbursements journal records only ex-
penditures of currency and coins.

cash discount. A sales or purchase price reduc-
tion allowed for prompt payment.

cash dividend. See dividend.

cash equivalent. According to SFAS No. 95,
“short-term, highly liquid investments that
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are both readily convertible to known amounts
of cash [and] so near their maturity that they
present insignificant risk of changes in value
because of changes in interest rates. . . . Exam-
ples of items commonly considered to be cash
equivalents are Treasury bills, commercial pa-
per, [and] money market funds.”

cash equivalent value. A term used to describe

the amount for which an asset could be sold.
Sometimes called market value or fair mar-
ket price (value).

cash flow. Cash receipts minus disbursements

from a given asset, or group of assets, for a
given period. Financial analysts sometimes
use this term to mean net income + deprecia-
tion + depletion + amortization. See also op-
erating cash flow and free cash flow.

cash flow from operations. Receipts from cus-

tomers and from investments less expendi-
tures for inventory, labor, and services used
in the usual activities of the firm, less interest
expenditures. See statement of cash flows
and operations. Same as cash provided by
operations.

cash-flow hedge. A hedge of an exposure to

variability in the cash flows of a recognized
asset or liability or of a forecasted transaction,
such as expected future foreign sales. The
cash flows hedged do not themselves appear
on the balance sheet. The hedging instrument
itself is a marketable security and appears on
the balance sheet at market value. If the firm
uses hedge accounting and the hedging instru-
ment is highly effective, then it will be able to
report in other comprehensive income the
gains and losses, so these amounts will not
appear in periodic net income.

cash flow statement. Statement of cash flows.

cash provided by operations. An important sub-

total in the statement of cash flows. This
amount equals the total of revenues produc-
ing cash less expenses requiring cash. Often,

cash equivalent value — central corporate expenses

the amount appears as net income plus ex-
penses not requiring cash (such as deprecia-
tion charges) minus revenues not producing
cash (such as revenues recognized under the
equity method of accounting for a long-term
investment). The statement of cash flows
maintains the same distinctions between con-
tinuing operations, discontinued operations,
and income or loss from extraordinary items
as does the income statement.

cash receipts journal. A specialized journal
used to record all receipts of cash.

cash (surrender) value of life insurance. An
amount equal not to the face value of the pol-
icy to be paid in the event of death but to the
amount that the owner could realize by im-
mediately canceling the policy and returning
it to the insurance company for cash. A firm
owning a life insurance policy reports it as an
asset at an amount equal to this value.

cash yield. See yield.

cashier’s check. A bank’s own check drawn on
itself and signed by the cashier or other au-
thorized official. It is a direct obligation of
the bank. Compare with certified check.

catch-up depreciation. Backlog depreciation.

cause-and-effect analysis. An identification of
potential causes of defects and taking actions
to cure the problem found. To use this analy-
sis, first define the effect and then identify
the causes of the problem. The potential
causes fall into four categories: human fac-
tors, methods and design factors, machine-
related factors, and materials or components
factors. As management identifies the pre-
vailing causes, it develops and implements
corrective measures.

CCA. Current cost accounting; current value
accounting.

central corporate expenses. General overhead
expenses incurred in running the corporate
headquarters and related supporting activities
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of a corporation. Accounting treats these ex-
penses as period expenses. Contrast with
manufacturing overhead. Line of business
reporting must decide how to treat these
expenses—whether to allocate them to the
individual segments and, if so, how to allo-
cate them.

central processing unit (CPU). The computer
system component that carries out the arith-
metic, logic, and data transfer.

certificate. The document that is the physical
embodiment of a bond or a share of stock; a
term sometimes used for the auditor’s
report.

certificate of deposit. A form of deposit in a
bank or thrift institution. Federal law con-
strains the rate of interest that banks can pay
to their depositors. Current law allows banks
to pay a rate higher than the one allowed on a
time deposit if the depositor promises to
leave funds on deposit for several months or
more. When the bank receives such funds, it
issues a certificate of deposit. The depositor
can withdraw the funds before maturity by
paying a penalty.

certified check. The check of a depositor
drawn on a bank. The bank inserts the words
“accepted” or “certified” on the face of the
check, with the date and a signature of a
bank official. The check then becomes an
obligation of the bank. Compare with cash-
ier’s check.

certified financial statement. A financial state-
ment attested to by an independent auditor
who is a CPA.

certified internal auditor. See CIA.
certified management accountant. CMA.

certified public accountant (CPA). An accoun-
tant who has satisfied the statutory and ad-
ministrative requirements of his or her
jurisdiction to be registered or licensed as a
public accountant. In addition to passing the
Uniform CPA Examination administered by
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the AICPA, the CPA must meet certain edu-
cational, experience, and moral requirements
that differ from jurisdiction to jurisdiction.
The jurisdictions are the 50 states, the Dis-
trict of Columbia, Guam, Puerto Rico, and
the Virgin Islands.

CFA. Chartered Financial Analyst.

CGA (Certified General Accountant). Can-
ada: an accountant who has satisfied the
experience, education, and examination re-
quirements of the Certified General Accoun-
tants’ Association.

chain discount. A series of discount percent-
ages. For example, if a chain discount of 10
and 5 percent is quoted, then the actual, or
invoice, price is the nominal, or list, price
times .90 times .95, or 85.5, percent of in-
voice price.

change fund. Coins and currency issued to
cashiers, delivery drivers, and so on.

changes, accounting. See accounting changes.

changes in financial position. See statement of
cash flows.

channel stuffing. Assume a company’s ordi-
nary practices record revenue when it ships
to customers goods previously ordered. A
company engaging in channel-stuffing will
ship goods not yet ordered but record them
as sales, as though a real customer had or-
dered them. It might even get permission
from the customer to ship, saying it will not
bill the customer until next period and that
the customer will get its usual grace period to
pay the bill starting from that later date, next
period. Often, sales staff eager to boost their
own sales commissions will send a letter to
the customer laying out the agreement: the
customer will accept the shipment and if
asked, confirm that it ordered the goods, but
the seller will not send an invoice until later,
and the customer need not pay until later or
can return the goods. Such a letter is called a
“side letter” and even honest managements
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have a hard time locating these. All a man-
agement can do is to be diligent and deal se-
verely with employees found issuing side
letters.

charge. As a noun, a debit to an account; as a
verb, to debit.

charge off. To treat as a loss or expense an
amount originally recorded as an asset; use
of this term implies that the charge is not in
accord with original expectations.

chart of accounts. A list of names and num-
bers, systematically organized, of accounts.

charter. Document issued by a state govern-
ment authorizing the creation of a corporation.

chartered accountant(s) (CA). The title used
in British Commonwealth countries, such as
Australia, Canada, India, Scotland and New
Zealand, for an accountant who has satisfied
the requirements of the institute of his or her
jurisdiction to be qualified to serve as a pub-
lic accountant. In the United Kingdom other
than Scotland, members use the initials ACA
or FCA: A means Associate and F means
Fellow; the Associate has less experience
than does the Fellow. A partnership of char-
tered accountants signs its firm name with
the letters CA. In Canada, each provincial in-
stitute or order has the right to administer the
examination and set the standards of perfor-
mance and ethics for Chartered Accountants
in its province. For a number of years, how-
ever, the provincial organizations have
pooled their rights to qualify new members
through the Inter-provincial Education Com-
mittee, and the result is that there are nation-
ally set and graded examinations given in
English and French. Deviation from the pass/
fail grade awarded by the Board of Examin-
ers (a subcommittee of the Inter-provincial
Education Committee) is rare.

Chartered Financial Analyst (CFA). A per-
son who has passed three examinations, over

charge — clean opinion

at least an 18-month period, covering topics in
accounting, economics, financial economics,
portfolio management, and security analysis.
The Association for Investment Management
and Research (AIMR) administers the pro-
gram though its Institute of Chartered Finan-
cial Analysts. Beyond passing examinations,
the person needs to have approved working
experience and satisfy standards of profes-
sional conduct.

check. The Federal Reserve Board defines a
check as “a draft or order upon a bank or
banking house purporting to be drawn upon a
deposit of funds for the payment at all events
of a certain sum of money to a certain person
therein named or to him or his order or to
bearer and payable instantly on demand.” It
must contain the phrase “pay to the order
of.” The amount shown on the check must be
clearly readable, and the check must have the
signature of the drawer. The drawer need not
date the check. In the accounts, the drawer
usually reduces the balance in the cash ac-
count when it issues the check, not later
when the check clears the bank. See remit-
tance advice.

check register. A journal to record checks
issued.

CIA (Certified Internal Auditor). One who
has satisfied certain requirements of the Insti-
tute of Internal Auditors including experience,

ethics, education, and passing examinations.

CICA. Canadian Institute of Chartered Ac-
countants.

CIF (cost, insurance, and freight). In contracts,
a term used along with the name of a given
port, such as New Orleans, to indicate that
the quoted price includes insurance, han-
dling, and freight charges up to delivery by
the seller at the given port.

circulating capital. Working capital.

clean opinion. See auditor’s report.
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clean surplus concept. The notion that all en-
tries to the retained earnings account must
record net income and dividends. See com-
prehensive income. Contrast with current op-
erating performance concept. This concept,
with minor exceptions, now controls GAAP.
(See APB Opinions No. 9 and No. 30.)

clearing account. An account containing
amounts to be transferred to another ac-
count(s) before the end of the accounting pe-
riod. Examples are the income summary
account (whose balance transfers to retained
earnings) and the purchases account (whose
balance transfers to inventory or to cost of
goods sold).

close. As a verb, to transfer the balance of a
temporary or contra or adjunct account to
the main account to which it relates; for ex-
ample, to transfer revenue and expense ac-
counts directly, or through the income
summary account, to an owners’ equity ac-
count or to transfer purchase discounts to
purchases.

closed account. An account with equal debits
and credits, usually as a result of a closing
entry.

closing entries. The entries that accomplish the
transfer of balances in temporary accounts to
the related balance sheet accounts. See work
sheet.

closing inventory. Ending inventory.

CMA (Certified Management Accountant)

certificate. Awarded by the Institute of Certi-
fied Management Accountants of the Insti-
tute of Management Accountants to those
who pass a set of examinations and meet cer-
tain experience and continuing-education
requirements.

CoCoA. Continuously Contemporary Account-
ing.
coding of accounts. The numbering of accounts,

as for a chart of accounts, that is necessary for
computerized accounting.
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coinsurance. Common condition of insurance
policies that protect against hazards such as
fire or water damage. These often specify
that the owner of the property may not col-
lect the full amount of insurance for a loss
unless the insurance policy covers at least
some specified “coinsurance” percentage,
usually about 80 percent, of the replacement
cost of the property. Coinsurance clauses in-
duce the owner to carry full, or nearly full,
coverage.

COLA. Cost-of-living adjustment. See index-
ation.

collateral. Assets pledged by a borrower who
will surrender those assets if he or she fails to
repay a loan.

collectible. Capable of being converted into
cash—now if due, later otherwise.

collusion. Cooperative effort by employees to
commit fraud or another unethical act.

combination. See business combination.

comfort letter. A letter in which an auditor
conveys negative assurances as to unaudited
financial statements in a prospectus or draft
financial statements included in a prelimi-
nary prospectus.

commercial paper. Short-term notes issued by
corporate borrowers.

commission. Employee remuneration, usually
expressed as a percentage, based on an activ-
ity rate, such as sales.

committed costs. Capacity costs.

Committee on Accounting Procedure (CAP).
Predecessor of the APB. The AICPA’s
principles-promulgating body from 1939
through 1959. Its 51 pronouncements are
Accounting Research Bulletins.

common cost. Cost resulting from the use of
raw materials, a facility (e.g., plant or ma-
chines), or a service (e.g., fire insurance) that
benefits several products or departments. A
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firm must allocate this cost to those products
or departments. Common costs result when
two or more departments produce multiple
products together even though the depart-
ments could produce them separately; joint
costs occur when two or more departments
must produce multiple products together.
Many writers use “common costs” and “joint
costs” synonymously. See joint cost, indirect
costs, overhead; and sterilized allocation.

common-dollar accounting. Constant-dollar
accounting.

common monetary measuring unit. For U.S.
corporations, the dollar. See also stable mon-
etary unit assumption and constant-dollar
accounting.

common shares. Shares representing the class
of owners who have residual claims on the
assets and earnings of a corporation after the
firm meets all debt and preferred sharehold-
ers’ claims.

common-size statement. A percentage state-
ment usually based on total assets or net
sales or revenues.

common-stock equivalent. A security whose
primary value arises from its holder’s ability
to exchange it for common shares; includes
stock options, warrants, and also convertible
bonds or convertible preferred stock whose
effective interest rate at the time of issue is
less than two-thirds the average Aa corporate
bond yield. See bond ratings.

company-wide control. See control system.

comparative (financial) statements. Financial
statements showing information for the
same company for different times, usually
two successive years for balance sheets and
three for income and cash flow statements.
Nearly all published financial statements
are in this form. Contrast with historical
summary.

compensating balance. The amount required
to be left on deposit for a loan. When a bank

common-dollar accounting — compound entry

lends funds to customers, it often requires
that the customers keep on deposit in their
checking accounts an amount equal to some
percentage—say, 20 percent—of the loan.
Such amounts effectively increase the inter-
est rate. The borrower must disclose the
amounts of such balances in notes to the fi-
nancial statements.

completed contract method. Recognizing rev-
enues and expenses for a job or order only
when the firm finishes it, except that when
the firm expects a loss on the contract, the
firm must recognize all revenues and ex-
penses in the period when the firm first fore-
sees a loss. Accountants generally use this
term only for long-term contracts. This
method is otherwise equivalent to the sales
basis of revenue recognition.

completed sales basis. See sales basis of reve-
nue recognition.

compliance audit. Objectively obtaining and
evaluating evidence regarding assertions, ac-
tions, and events to ascertain the degree of
correspondence between them and estab-
lished performance criteria.

compliance procedure. An audit procedure
used to gain evidence as to whether the pre-
scribed internal controls are operating
effectively.

composite cost of capital. See cost of capital.

composite depreciation or composite life

method. Group depreciation when the items
are of unlike kind. The term also applies
when the firm depreciates as a whole a single
item (e.g., a crane, which consists of separate
units with differing service lives, such as the
chassis, the motor, the lifting mechanism,
and so on), rather than treating each of its
components separately.

compound entry. A journal entry with more
than one debit or more than one credit or both.
See trade-in transaction for an example.
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compound interest. Interest calculated on prin-
cipal plus previously undistributed interest.

compound interest depreciation. A method
designed to hold the rate of return on an as-
set constant. First find the internal rate of re-
turn on the cash inflows and outflows of the
asset. The periodic depreciation charge
equals the cash flow for the period less the
internal rate of return multiplied by the as-
set’s book value at the beginning of the pe-
riod. When the cash flows from the asset are
constant over time, usage sometimes refers
to the method as the “annuity method” of
depreciation.

compounding period. The time period, usu-
ally a year or a portion of a year, for which a
firm calculates interest. At the end of the pe-
riod, the borrower may pay interest to the
lender or may add the interest (that is, con-
vert it) to the principal for the next interest-
earning period.

comprehensive budget. Master budget.
comprehensive income. Defined in SFAC No.
3 as “the change in equity (net assets) of an

entity during a period from transactions
and other events and circumstances from
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nonowner sources. It includes all changes in
equity during a period except those resulting
from investments by owners and distribu-
tions to owners.” In this definition, “equity”
means owners’ equity or shareholders’ eg-
uity. SFAS No. 130 requires firms to report
comprehensive income as part of a statement
showing earnings (primarily from realized
transactions), comprehensive income (with
additions for all other changes in owners’ eg-
uity, primarily holding gains and losses and
foreign exchange gains and losses), and
comprehensive income plus accounting ad-
justments. The FASB encourages the discon-
tinuation of the term “net income.” The terms
“earnings” and “comprehensive income” de-
note different concepts, with totals different
from that of the old “net income.” SFAS No.
130 requires that the firm report comprehen-
sive income in a format having the same
prominence as other financial statements.
We cannot predict which “income total”—
earnings or comprehensive income—users
of financial statements will focus on. See
Exhibit 1.1 for two formats the FASB sug-
gests firms use. General Electric uses a dif-
ferent one, harder to follow.

ONE-STATEMENT APPROACH

Statement of Net Income and Comprehensive Income

REVENUES . . . ot e $100,000
EXPBNSES .« .ottt (25,000)
Gainon Sale of Securities . .. ... 2,000
Other Gains and LOSSES . .. oo ot ot ettt e e e e e s 8,000

Earnings from Continuing Operations before Income Tax $ 85,000
INCOmMe TaX EXPENSE . .« oo\ttt et e (21,250)

Earnings before Discontinued Operations and Extraordinary Items . . .. $ 63,750
Discontinued Operations, Netof Tax. .. ......... ..., 30,000
Extraordinary Items, Netof Tax ............ .. ... .. (28,000)
Income before Cumulative Effect of Accounting Change............... $ 65,750
Cumulative Effect of Accounting Change, Netof Tax . ................. (2,500)
Net Income (or, as preferred by the FASB, Earnings)................ $ 63,250

ExHIBIT 1.1 REPORTING COMPREHENSIVE INCOME, TWO ALLOWED FORMATS

From Financial Accounting, An Introduction to Concepts, Methods, and Uses 10th edition by Stickney,
© 2003. Reprinted with permission of South-Western, a division of Thomson Learning: www.thomsonrights.com.
Fax 800 730-2215.
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ONE-STATEMENT APPROACH (continued)

Other Comprehensive Income, Net of Tax:

Foreign Currency Translation Adjustments. . ................ccooo.... $ 7,000
Unrealized Gains and Losses on Securities:

Unrealized Holding Gains Arising during Period .................. $13,000

Less: Reclassification Adjustment for Gain Included in

Net Income (Earings) . ... ..t 1,500) 11,500
Minimum Pension Liability Adjustment . ... ............ ... ... ..... (2,500)
Other Comprehensive Income (LOSS) .. .....ovoiiii i iiiiieeee $ 16,000
Comprehensive Income (LOSS) . ......cvvitiiiiiiiii e, $ 79,250
TWO-STATEMENT APPROACH

Statement of Net Income
REVENUES . . . .ot e $100,000
EXPENSES o v vttt (25,000)
Gainon Sale of SECUMtIES . . ... oot 2,000
Other Gains and LOSSES . . . . o oottt e e e e e et e e e 8,000

Earnings from Continuing Operations before Income Tax. ... ........ $ 85,000
INCOME TAXEXPENSE .. o\ (21,250)

Earnings before Discontinued Operations and Extraordinary Items . . .. $ 63,750
Discontinued Operations, Net of TaX. . .. ..o, 30,000
Extraordinary Items, Netof Tax ..., (28,000)
Income before Cumulative Effect of Accounting Change............... $ 65,750
Cumulative Effect of Accounting Change, Netof Tax. . ................ (2,500)
Net Income (or, as preferred by the FASB, Earnings) . ............... $ 63,250
Statement of Comprehensive Income
Net Income (or, as preferred by the FASB, Earnings). ............... $ 63,250
Other Comprehensive Income, Net of Tax:
Foreign Currency Translation Adjustments. . ..............coovv.... $ 7,000
Unrealized Gains and Losses on Securities:

Unrealized Holding Gains Arising during Period .................. $13,000

Less: Reclassification Adjustment for Gain Included

in Net Income (Earnings) .. .....o.vvvine e 1,500) 11,500

Minimum Pension Liability Adjustment . ... ............ ... ... ..... (2,500)
Other Comprehensive Income (LOSS) . .. ..o oo e iiee e $ 16,000
Comprehensive Income (LOSS) . ......coviiiiiiiiinininneenn.. $79,250

ExHIBIT 1.1 REPORTING COMPREHENSIVE INCOME, TWO ALLOWED FORMATS (CONTINUED)

comptroller. Same meaning and pronuncia- confidence level. The measure of probability

tion as controller. Modern users, however,
tend to use this form for government and not-
for-profit entities and controller for profit-
seeking ones.

conceptual framework. A coherent system of
interrelated objectives and fundamentals,
promulgated by the FASB primarily through
its SFAC publications, expected to lead to
consistent standards for financial accounting
and reporting.

that the actual characteristics of the popula-
tion lie within the stated precision of the esti-
mate derived from a sampling process. A
sample estimate may be expressed in the fol-
lowing terms: “Based on the sample, we are
95 percent sure [confidence level] that the
true population value is within the range of X
to Y [precision].” See precision.

confirmation. A formal memorandum delivered

by the customers or suppliers of a company
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to its independent auditor verifying the
amounts shown as receivable or payable. The
auditor originally sends the confirmation
document to the customer. If the auditor asks
that the customer return the document
whether the balance is correct or incorrect,
usage calls it a “positive confirmation.” If
the auditor asks that the customer return the
document only if it contains an error, usage
calls it a “negative confirmation.”

conglomerate. Holding company. This term im-
plies that the owned companies operate in
dissimilar lines of business.

conservatism. A reporting objective that calls
for anticipation of all losses and expenses but
defers recognition of gains or profits until
they are realized in arm’s-length transactions.
In the absence of certainty, report events to
minimize cumulative income. Conservatism
does not mean reporting low income in every
accounting period. Over long-enough time
spans, income is cash-in less cash-out. If a
(conservative) reporting method shows low
income in early periods, it must show higher
income in some later period.

consignee. See on consignment.
consignment. See on consignment.
consignor. See on consignment.

consistency. Treatment of like transactions in
the same way in consecutive periods so that
financial statements will be more compara-
ble than otherwise; the reporting policy im-
plying that a reporting entity, once it adopts
specified procedures, should follow them
from period to period. See accounting
changes for the treatment of inconsistencies.

consol. A bond that never matures; a perpetuity
in the form of a bond; originally issued by
Great Britain after the Napoleonic wars to
consolidate debt issues of that period. The
term arose as an abbreviation for “consoli-
dated annuities.”
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consolidated financial statements. Statements

that are issued by legally separate companies
and that show financial position and income
as they would appear if the companies were
one economic entity.

constant dollar. A hypothetical unit of general

purchasing power, denoted “C$” by the FASB.

constant-dollar accounting. Accounting that

measures items in constant dollars. See his-
torical cost/constant-dollar accounting and
current cost/nominal-dollar accounting.
Sometimes called “general price level-
adjusted accounting” or “general purchas-
ing-power accounting.”

constant-dollar date. The time at which the

general purchasing power of one constant
dollar exactly equals the general purchasing
power of one nominal dollar; that is, the date
when C$1 = $1. When the constant-dollar
date is midperiod, the nominal amounts of
revenues and expenses spread evenly through-
out the period equal their constant-dollar
amounts but end-of-period balance sheet
amounts measured in constant midperiod
dollars differ from their nominal-dollar
amounts. When the constant-dollar date is at
the end of the period, the constant-dollar
amounts equal the nominal-dollar amounts
on a balance sheet for that date.

constrained share company. Canada: a public

company whose charter specifies that people
who are Canadian citizens or who are corpo-
rations resident in Canada must own a pre-
scribed percentage of the shares.

constructive liability. FASB’s term for an item

recorded as an accounting liability, which the
firm has no obligation to pay but intends to pay.
An example is the liability with related expense
that management establishes for future cash
payments for severance payments for employ-
ees it intends to discharge in a restructuring.

constructive receipt. An item included in tax-

able income when the taxpayer can control
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funds whether or not it has received cash.
For example, interest added to principal in a
savings account is constructively received.

Consumer Price Index (CPI). A price index
computed and issued monthly by the Bureau
of Labor Statistics of the U.S. Department of
Labor. The index attempts to track the price
level of a group of goods and services pur-
chased by the average consumer. The CPI is
used in constant-dollar accounting.

contingency. A potential liability. If a specified
event occurs, such as a firm’s losing a law-
suit, it would recognize a liability. The notes
disclose the contingency, but so long as it re-
mains contingent, it does not appear in the
balance sheet. SFAS No. 5 requires treatment
as a contingency until the outcome is “proba-
ble” and the amount of payment can be rea-
sonably estimated, perhaps within a range.
When the outcome becomes probable (the
future event is “likely” to occur) and the firm
can reasonably estimate the amount (using
the lower end of a range if it can estimate
only a range), then the firm recognizes a lia-
bility in the accounts, rather than just dis-
closing it. A material contingency may lead
to a qualified, “subject to” auditor’s opinion.
Firms do not record gain contingencies in the
accounts but merely disclose them in notes.

contingent annuity. An annuity whose number
of payments depends on the outcome of an
event whose timing is uncertain at the time
the annuity begins; for example, an annuity
payable until death of the annuitant. Contrast
with annuity certain.

contingent issue (securities). Securities issuable
to specific individuals at the occurrence of
some event, such as the firm’s attaining a spec-
ified level of earnings.

contingent liability. Contingency. Avoid this
term because it refers to something not (yet)
a liability on the balance sheet.

continuing appropriation. A governmental ap-
propriation automatically renewed without

Consumer Price Index (CPl) — contributed capital

further legislative action until altered or re-
voked or expended.

continuing operations. See income from con-
tinuing operations.

continuity of operations. The assumption in ac-
counting that the business entity will continue
to operate long enough to carry out its current
plans. The going-concern assumption.

continuous budget. A budget that adds a future
period as the current period ends. This bud-
get, then, always reports on the same number
of periods.

continuous compounding. Compound interest
in which the compounding period is every
instant of time. See e for the computation of
the equivalent annual or periodic rate.

continuous flow processing. Mass production
of homogeneous products in a continuous
flow. Companies manufacturing with contin-
uous flow processes use process costing to
account for product costs.

continuous improvement. Modern total qual-
ity management (TQM) practitioners believe
that the process of seeking quality is never
complete. This attitude reflects that assump-
tion, seeking always to improve activities.

continuous inventory method. The perpetual
inventory method.

Continuously Contemporary Accounting

(CoCoA). A name coined by the Australian
theorist Raymond J. Chambers to indicate a
combination of current value accounting in
which the measuring unit is constant dollars
and the attribute measured is exit value.

contra account. An account, such as accumu-
lated depreciation, that accumulates subtrac-
tions from another account, such as machinery.
Contrast with adjunct account.

contributed capital. Name for the owners’ eg-
uity account that represents amounts paid in,
usually in cash, by owners; the sum of the bal-
ances in capital stock accounts plus capital
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contributed in excess of par (or stated) value
accounts. Contrast with donated capital.

contributed surplus. An inferior term for capi-
tal contributed in excess of par value.

contribution approach. Income statement prep-
aration method that reports contribution mar-
gin, by separating variable costs from fixed
costs, in order to emphasize the importance
of cost-behavior patterns for purposes of
planning and control.

contribution margin. Revenue from sales less
all variable expenses. Contrast with gross
margin.

contribution margin ratio. Contribution mar-
gin divided by net sales; usually measured
from the price and cost of a single unit;
sometimes measured in total for companies
with multiple products.

contribution per unit. Selling price less vari-
able costs per unit.

contributory. Said of a pension plan in which
employees, as well as employers, make pay-
ments to a pension fund. Note that the provi-
sions for vesting apply only to the employer’s
payments. Whatever the degree of vesting of
the employer’s payments, employees typically
gets back all their payments, with interest, in
case of death or other cessation of employ-
ment before retirement.

control (controlling) account. A summary ac-
count with totals equal to those of entries and
balances that appear in individual accounts
in a subsidiary ledger. Accounts Receivable
is a control account backed up with an ac-
count for each customer. Do not change the
balance in a control account unless you make
a corresponding change in one of the subsid-
iary accounts.

control charts. Presentations of warning signals
that help management distinguish between
random or routine variations in quality and
variations that it should investigate. The
presentations show the results of statistical
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process-control measures for a sample, batch
or some other unit. These presentations depict
variation in a process and its behavior over
time. Management specifies an acceptable level
of variation and plans to investigate the causes
of deviations beyond that level.

control system. A device used by top manage-
ment to ensure that lower-level management
carries out its plans or to safeguard assets.
Control designed for a single function within
the firm is “operational control”; control de-
signed for autonomous segments that generally
have responsibility for both revenues and costs
is “divisional control”; control designed for ac-
tivities of the firm as a whole is “company-
wide control.” Systems designed for safe-
guarding assets are “internal control” systems.

controllable cost. A cost influenced by the way
a firm carries out operations. For example,
marketing executives control advertising
costs. These costs can be fixed or variable.
See programmed costs and managed costs.

controlled company. A company in which an
individual or corporation holds a majority of
the voting shares. An owner can sometimes
exercise effective control even though it
owns less than 50 percent of the shares.

controller. A title for the chief accountant of an
organization; often spelled comptroller when
used to identify that person in a government
or not-for-profit entity.

conversion. The act of exchanging a convert-
ible security for another security.

conversion audit. An examination of change-
over procedures, and new accounting proce-
dures and files, that takes place when a
significant change in the accounting system
(e.g., a change from a manual to a computer-
ized system or a change of computers) occurs.

conversion cost. Direct labor costs plus factory
overhead costs incurred in producing a prod-
uct; that is, the cost to convert raw materials
to finished products. Manufacturing cost.
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conversion period. Compounding period; also,
period during which the holder of a convert-
ible bond or convertible preferred stock can
convert it into common shares.

convertible bond. A bond whose owner may
convert it into a specified number of shares of
capital stock during the conversion period.

convertible preferred stock. Preferred shares
whose owner may convert them into a speci-
fied number of common shares.

cookie-jar accounting. A name, most promi-
nently used by a chairman of the SEC, to in-
dicate the practice of reporting lower income
in an early period, so that management, at its
discretion, can report higher income in a
later period. Consider, for example, the entry
to estimate warranty costs for products sold.
The journal entry debits an expense account,
reducing income, and credits a liability ac-
count. In some later period, the firm can
debit a warranty cost to the liability account,
not to an expense account, relieving that later
period of the income reduction that an ex-
pense would have caused. See quality of
earnings. Often, users refer to the excess lia-
bility amount, the amount in the cookie jar,
later available for income enhancement, as
a “reserve.” See reserve for our warnings
about using that word in any context.

cooperative. An incorporated organization
formed for the benefit of its members (own-
ers), who are either producers or consumers,
in order to acquire for them profits or savings
that otherwise accrue to middlemen. Mem-
bers exercise control on the basis of one vote
per member.

coproduct. A product that shares production
facilities with another product. For example,
if an apparel manufacturer produces shirts
and jeans on the same line, these are coprod-
ucts. Distinguish coproducts from joint prod-
ucts and byproducts that, by their very
nature, a firm must produce together, such as

conversion period — core deposit intangible

the various grades of wood a lumber factory
produces.

copyright. Exclusive right granted by the gov-

ernment to an individual author, composer,
playwright, or the like for the life of the indi-
vidual plus 50 years. If a firm receives the
copyright, then the right extends 75 years af-
ter the original publication. The economic
life of a copyright can be less than the legal
life, such as, for example, the copyright of
this book.

core deposit intangible. A bank borrows funds

from its customers, called “depositors,”
who open checking and savings accounts.
Those depositors can take out their funds
at any time, but usually don't. The amount
that depositors leave on deposit for long pe-
riods of time are called “core deposits.”
The bank lends those funds to other cus-
tomers, called “borrowers,” at interest rates
larger than the amount it pays the deposi-
tors for the funds. (For checking accounts,
the rate the bank pays depositors is often
zero.) The fact that the depositors can re-
move their funds at any time, but, on aver-
age, leave amounts on deposit relatively
permanently means that the bank can lend
those funds for relatively long periods of
time, usually at higher interest rates, than it
can charge for shorter-term loans. (See
yield curve.) The bank’s ability to borrow
from some customers at a low rate and lend
to other customers at a high rate creates
wealth for the bank. Bankers and banking
analysts call this wealth the “core deposit
intangible.” It represents an asset not rec-
ognized in the financial statements by the
bank that created with wealth, although
some SEC commissioners have expressed
the thought that accounting should recog-
nize such items as assets. When one bank
buys another in a purchase, however, it will
pay for this asset and will record it as an as-
set. Usually, the acquiring bank does not
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use the specific account title “Core Deposit
Intangible,” but instead uses the account ti-
tle Goodwill.

corner. The control, of a quantity of shares or a
commaodity, sufficiently large that the holder
can control the market price.

corporation. A legal entity authorized by a
state to operate under the rules of the entity’s
charter.

correcting entry. An adjusting entry that prop-
erly records a previously, improperly re-
corded transaction. Do not confuse with
entries that correct accounting errors.

correction of errors. See accounting errors.

cost. The sacrifice, measured by the price paid
or to be paid, to acquire goods or services.
See acquisition cost and replacement cost.
Terminology often uses “cost” when refer-
ring to the valuation of a good or service ac-
quired. When writers use the word in this
sense, a cost is an asset. When the benefits of
the acquisition (the goods or services ac-
quired) expire, the cost becomes an expense
or loss. Some writers, however, use “cost”
and “expense” as synonyms. Contrast with
expense. The word “cost” appears in more
than 50 accounting terms, each with some-
times subtle distinctions in meaning. See
cost terminology for elaboration. Clarity re-
quires that the user include with the word
“cost” an adjective or phrase to be clear
about intended meaning.

cost accounting. Classifying, summarizing, re-
cording, reporting, and allocating current or
predicted costs; a subset of managerial
accounting.

Cost Accounting Standards Board. See CASB.

cost accumulation. Bringing together, usually
in a single account, all costs of a specified
activity. Contrast with cost allocation.

cost allocation. Assigning costs to individual
products or time periods. Contrast with cost
accumulation.
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cost-based transfer price. A transfer

based on historical costs.

price

cost behavior. The functional relation between
changes in activity and changes in cost; for
example: fixed versus variable costs; linear
versus curvilinear cost.

cost-benefit criterion. Some measure of costs
compared with some measure of benefits for
a proposed undertaking. If the costs exceed
the benefits, then the analyst judges the un-
dertaking not worthwhile. This criterion will
not yield good decisions unless the analyst
estimates all costs and benefits flowing from
the undertaking.

cost center. A unit of activity for which a firm
accumulates expenditures and expenses.

cost driver. A factor that causes an activity’s
costs. See driver and activity basis.

cost driver rate. Rate at which the cost driver
causes costs.

cost-effective. Among alternatives, the one
whose benefit, or payoff, per unit of cost is
highest; sometimes said of an action whose
expected benefits exceed expected costs
whether or not other alternatives exist with
larger cost—benefit ratios.

cost estimation. The process of measuring the
functional relation between changes in activ-
ity levels and changes in cost.

cost flow assumption. See flow assumption.
cost-flow equation. Beginning balance + Trans-
fers in = Transfers out + Ending balance
BB+ TI=TO + EB.

cost flows. Costs passing through various clas-
sifications within an entity. See flow of costs
for a diagram.

cost hierarchy. Categorizes costs according to
whether they are capacity, product, cus-
tomer, batch or unit costs.

cost method (for investments). In accounting
for an investment in the capital stock or



36 Glossary

bonds of another company, method in which
the firm shows the investment at acquisition
cost and treats only dividends declared or in-
terest receivable as revenue; not allowed by
GAAP.

cost method (for treasury stock). The method

of showing treasury stock in a contra ac-
count to all other items of shareholders’ eg-
uity in an amount equal to that paid to
reacquire the stock.

cost object(ive). Any activity for which man-

agement desires a separate measurement of
costs. Examples include departments, prod-
ucts, and territories.

cost of capital. Opportunity cost of funds in-

vested in a business; the rate of return that ra-
tional owners require an asset to earn before
they will devote that asset to a particular pur-
pose; sometimes measured as the average an-
nual rate that a company must pay for its
equities. In efficient capital markets, this cost
is the discount rate that equates the expected
present value of all future cash flows to com-
mon shareholders with the market value of
common stock at a given time. Analysts often
measure the cost of capital by taking a
weighted average of the firm’s debt and vari-
ous equity securities. We sometimes call the
measurement so derived the “composite cost
of capital,” and some analysts confuse this
measurement of the cost of capital with the
cost of capital itself. For example, if the equi-
ties of a firm include substantial amounts for
the deferred income tax liability, the compos-
ite cost of capital will underestimate the true
cost of capital, the required rate of return on a
firm’s assets, because the deferred income
tax liability has no explicit cost.

cost of goods manufactured. The sum of all

costs allocated to products completed during
a period, including materials, labor, and
overhead.

cost of goods purchased. Net purchase price

of goods acquired plus costs of storage and

cost method (for treasury stock) — cost-recovery-first method

delivery to the place where the owner can
productively use the items.

cost of goods sold. Inventoriable costs that firms
expense because they sold the units; equals
beginning inventory plus cost of goods
purchased or manufactured minus ending
inventory.

cost of sales. Generally refers to cost of goods
sold, occasionally to selling expenses.

cost or market, whichever is lower. See lower
of cost or market.

cost percentage. One less markup percentage;
cost of goods available for sale divided by
selling prices of goods available for sale
(when FIFO is used); cost of purchases di-
vided by selling prices of purchases (when
LIFO is used). See markup for further detail
on inclusions in the calculation of cost
percentage.

cost-plus transfer pricing. Transfer price equal
to the cost of the transferred product plus a
markup.

cost pool. Indirect cost pool; groupings or ag-
gregations of costs, usually for subsequent
analysis.

cost principle. The principle that requires re-
porting assets at historical or acquisition
cost, less accumulated amortization. This
principle relies on the assumption that cost
equals fair market value at the date of acqui-
sition and that subsequent changes are not
likely to be significant.

cost-recovery-first method. A method of reve-
nue recognition that credits inventory as the
firm receives cash collections and continues
until the firm has collected cash equal to the
sum of all costs. Only after the firm has col-
lected cash equal to costs does it recognize
income. A firm may not use this method in
financial reporting unless the total amount of
collections is highly uncertain. It is never al-
lowed for income tax reporting. Contrast
with the installment method, allowed for
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both book and tax, in which the firm credits  cost terminology. The word “cost” appears in
constant proportions of each cash collection many accounting terms. Exhibit 1-2 classi-
both to cost and to income. fies some of these terms according to the dis-
tinctions between the terms in accounting
usage. Joel Dean was, to our knowledge, the
first to attempt such distinctions; we have

cost sheet. Statement that shows all the ele-
ments composing the total cost of an item.

cost structure. For a given set of total costs, the used some of his ideas here. We discuss

percentages of fixed and variable costs, typi- some of the terms in more detail under their
cally two percentages adding to 100 percent. own listings.

TERMS (SYNONYMS GIVEN IN DISTINCTIONS AND COMMENTS

PARENTHESES)

1. The following pairs of terms distinguish the basis measured in accounting.
Historical Cost vs.  Current Cost A distinction used in financial accounting. Current
(Acquisition Cost) cost can be used more specifically to mean

replacement cost, net realizable value, or present
value of cash flows. “Current cost” is often used
narrowly to mean replacement cost.
Historical Cost vs.  Standard Cost The distinction between historical and standard
(Actual Cost) costs arises in product costing for inventory
valuation. Some systems record actual costs while
others record the standard costs.

2. The following pairs of terms denote various distinctions among historical costs. For each pair
of terms, the sum of the two kinds of costs equals total historical cost used in financial
reporting.

Variable Cost vs.  Fixed Cost Distinction used in breakeven analysis and in

(Constant Cost) designing cost accounting systems, particularly
for product costing. See (4), below, for a further
subdivision of fixed costs and (5), below, for the
economic distinction between marginal and
average cost closely paralleling this one.

Traceable Cost vs. Common Cost Distinction arises in allocating manufacturing costs

(Joint Cost) to product. Common costs are allocated to
product, but the allocations are more-or-less
arbitrary. The distinction also arises in segment
reporting and in separating manufacturing from
nonmanufacturing costs.

Direct Cost vs.  Indirect Cost Distinction arises in designing cost accounting

systems and in product costing. Direct costs can be
traced directly to a cost object (e.g., a product, a
responsibility center), whereas indirect costs cannot.

Out-of-Pocket Cost  vs.  Book Cost Virtually all costs recorded in financial statements
(Outlay Cost; require a cash outlay at one time or another. The
Cash Cost) distinction here separates expenditures to occur in

the future from those already made and is used in
making decisions. Book costs, such as for
depreciation, reduce income without requiring a
future outlay of cash. The cash has already been
spent. See future v. past costs in (5), below.

EXHIBIT 1.2 COST TERMINOLOGY: DISTINCTIONS AMONG TERMS CONTAINING
THE WORD “CosT”
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TERMS (SYNONYMS GIVEN IN DISTINCTIONS AND COMMENTS
PARENTHESES)
Incremental Cost vs.  Unavoidable Cost Distinction used in making decisions. Incremental
(Marginal Cost; (Inescapable costs will be incurred (or saved) if a decision is
Differential Cost) Cost; Sunk Cost) made to go ahead (or to stop) some activity, but

not otherwise. Unavoidable costs will be reported
in financial statements whether the decision is
made to go ahead or not, because cash has already
been spent or committed. Not all unavoidable
costs are book costs, as, for example, a salary
promised but not yet earned, that will be paid even
if a no-go decision is made.

The economist restricts the term marginal cost to
the cost of producing one more unit. Thus the next
unit has a marginal cost; the next week’s output
has an incremental cost. If a firm produces and
sells a new product, the related new costs would
properly be called incremental, not marginal. If a
factory is closed, the costs saved are incremental,

not marginal.
Escapable Cost vs.  Inescapable Cost Same distinction as incremental v. sunk costs, but
(Unavoidable Cost) this pair is used only when the decision maker is

considering stopping something-ceasing to
produce a product, closing a factory, or the like.
See next pair.

Avoidable Cost vs.  Unavoidable Cost A distinction sometimes used in discussing the
merits of variable and absorption costing.
Avoidable costs are treated as product cost and
unavoidable costs are treated as period expenses
under variable costing.

Controllable Cost  vs.  Uncontrollable Cost  The distinction here is used in assigning
responsibility and in setting bonus or incentive
plans. All costs can be affected by someone in the
entity; those who design incentive schemes
attempt to hold a person responsible for a cost
only if that person can influence the amount
of the cost.

3. In each of the following pairs, used in historical cost accounting, the word “cost” appears in
one of the terms where “expense” is meant.

Expired Cost vs.  Unexpired Cost The distinction is between expense and asset.

Product Cost vs.  Period Cost The terms distinguish product cost from period
expense. When a given asset is used, is its cost
converted into work in process and then finished
goods on the balance sheet until the goods are sold
or is it an expense shown on this period's income
statement? Product costs appear on the income
statement as part of cost of goods sold in the
period when the goods are sold. Period expenses
appear on the income statement with an
appropriate caption for the item in the period when
the cost is incurred or recognized.

EXHIBIT 1.2 COST TERMINOLOGY: DISTINCTIONS AMONG TERMS CONTAINING
THE WORD “COST” (CONTINUED)
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TERMS (SYNONYMS GIVEN IN DISTINCTIONS AND COMMENTS
PARENTHESES)

4. The following subdivisions of fixed (historical) costs are used in analyzing operations. The
relation between the components of fixed costs is:

Fixed B Capacity Programmed
Costs - Costs Costs
Semifixed + Fixed Standby + Enabling
Costs Portions Costs Costs
+ of
"Pure" Semi-variable

Fixed Costs Costs

Capacity Cost vs. Programmed Cost ~ Capacity costs give a firm the capability to produce
(Committed Cost) (Managed Cost; or to sell. Programmed costs, such as for
Discretionary Cost)  advertising or research and development, may not
be essential, but once a decision to incur them is
made, they become fixed costs.

Standby Cost vs. Enabling Cost Standby costs will be incurred whether capacity,
once acquired, is used or not, such as property
taxes and depreciation on a factory. Enabling
costs, such as for a security force, can be avoided
if the capacity is unused.

Semifixed Cost vs. Semivariable Cost A cost fixed over a wide range but that can change at
various levels is a semifixed cost or “step cost.”
An example is the cost of rail lines from the
factory to the main rail line where fixed cost
depends on whether there are one or two parallel
lines, but are independent of the number of trains
run per day. Semivariable costs combine a strictly
fixed component cost plus a variable component.
Telephone charges usually have a fixed monthly
component plus a charge related to usage.

5. The following pairs of terms distinguish among economic uses or decision-making uses or

regulatory uses of cost terms.

Fully Absorbed Cost vs. Variable Cost Fully absorbed costs refer to costs where fixed costs

(Direct Cost) have been allocated to units or departments as
required by generally accepted accounting
principles. Variable costs, in contrast, may be
more relevant for making decisions, such as in
setting prices.

Fully Absorbed Cost  vs. Full Cost In full costing, all costs, manufacturing costs as well
as central corporate expenses (including financing
expenses) are allocated to product or divisions. In
full absorption costing, only manufacturing costs
are allocated to product. Only in full costing will
revenues, expenses, and income summed over all
products or divisions equal corporate revenues,
expenses, and income.

EXHIBIT 1.2 COST TERMINOLOGY: DISTINCTIONS AMONG TERMS CONTAINING
THE WORD “COSsT” (CONTINUED)
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TERMS (SYNONYMS GIVEN IN

PARENTHESES)

DISTINCTIONS AND COMMENTS

Opportunity Cost  vs.

Future Cost VS.

Short-Run Cost VS.

Imputed Cost VS.

Average Cost VS.

Differential Cost VS.

(Incremental Cost)

Outlay Cost
(Out-of-Pocket
Cost)

Past Cost

Long-Run Cost

Book Cost

Marginal Cost

Variable Cost

Opportunity cost refers to the economic benefit
foregone by using a resource for one purpose
instead of for another. The outlay cost of the
resource will be recorded in financial records. The
distinction arises because a resource is already in
the possession of the entity with a recorded
historical cost. Its economic value to the firm,
opportunity cost, generally differs from the
historical cost; it can be either larger or smaller.

Effective decision making analyzes only present and
future outlay costs, or out-of-pocket costs.
Opportunity costs are relevant for profit
maximizing; past costs are used in financial
reporting.

Short-run costs vary as output is varied for a given
configuration of plant and equipment. Long-run
costs can be incurred to change that configuration.
This pair of terms is the economic analog of the
accounting pair, see (2) above, variable and fixed
costs. The analogy is not perfect because some
short-run costs are fixed, such as property taxes on
the factory, from the point of view of breakeven
analysis.

In a regulatory setting some costs, for example the
cost of owners' equity capital, are calculated and
used for various purposes; these are imputed costs.
Imputed costs are not recorded in the historical
costs accounting records for financial reporting.
Book costs are recorded.

The economic distinction equivalent to fully
absorbed cost of product and variable cost of
product. Average cost is total cost divided by
number of units. Marginal cost is the cost to
produce the next unit (or the last unit).

Whether a cost changes or remains fixed depends on
the activity basis being considered. Typically, but
not invariably, costs are said to be variable or fixed
with respect to an activity basis such as changes in
production levels. Typically, but not invariably,
costs are said to be incremental or not with respect
to an activity basis such as the undertaking of
some new venture. For example, consider the
decision to undertake the production of food
processors, rather than food blenders, which the
manufacturer has been making. To produce
processors requires the acquisition of a new
machine tool. The cost of the new machine tool is
incremental with respect to a decision to produce
food processors instead of food blenders, but, once
acquired, becomes a fixed cost of producing food
processors. If costs of direct labor hours are going

EXHIBIT 1.2 COST TERMINOLOGY: DISTINCTIONS AMONG TERMS CONTAINING
THE WORD “COSsT” (CONTINUED)
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TERMS (SYNONYMS GIVEN IN
PARENTHESES)

DISTINCTIONS AND COMMENTS

to be incurred for the production of food processors
or food blenders, whichever is produced (in a
scenario when not both are to be produced), such
costs are variable with respect to production
measured in units, but not incremental with respect
to the decision to produce processors rather than
blenders. This distinction is often blurred in practice,
so a careful understanding of the activity basis being
considered is necessary for understanding of the
concepts being used in a particular application.

EXHIBIT 1.2 COST TERMINOLOGY: DISTINCTIONS AMONG TERMS CONTAINING

THE WORD “COSsT” (CONTINUED)

cost-to-cost. The percentage-of-completion
method in which the firm estimates the frac-
tion of completion as the ratio of costs in-
curred to date divided by the total costs the
firm expects to incur for the entire project.

cost-volume-profit analysis. A study of the
sensitivity of profits to changes in units sold
(or produced) or costs or prices.

cost-volume-profit graph (chart). A graph that
shows the relation between fixed costs, con-
tribution per unit, breakeven point, and sales.
See breakeven chart.

costing. The process of calculating the cost of
activities, products, or services; the British
word for cost accounting.

counterparty. The term refers to the opposite
party in a legal contract. In accounting and
finance, a frequent usage arises when an en-
tity purchases (or sells) a derivative financial
contract, such as an option, forward con-
tract, and futures contract.

coupon. That portion of a bond document re-
deemable at a specified date for payments.
Its physical form resembles a series of tick-
ets; each coupon has a date, and the holder
either deposits it at a bank, just like a check,
for collection or mails it to the issuer’s agent
for collection.

coupon rate. Of a bond, the total dollar amount
of coupons paid in any one year divided by
par value. Contrast with effective rate.

covenant. A promise with legal validity. A loan
covenant specifies the terms under which the
lender can force the borrower to repay funds
otherwise not yet due. For example, a bond
covenant might say that the principal of a
bond issue falls due on December 31, 2010,
unless the firm’s debt-equity ratio falls be-
low 40 percent, in which case the amount be-
comes due immediately.

CPA. See certified public accountant. The
AICPA suggests that no periods appear in
the abbreviation.

CPL.

CPP. Current purchasing power; usually used,
primarily in the United Kingdom, as an ad-
jective modifying the word “accounting” to
mean the accounting that produces constant-
dollar financial statements.

Consumer price index.

Cr. Abbreviation for credit, always with initial
capital letter. Quiz: What do you suppose Cr.
stands for? For the answer, see Dr.

creative accounting. Selection of accounting
principles and interpretation of transactions
or events designed to manipulate, typically
to increase but sometimes merely to smooth,
reported income from continuing operations;
one form of fraudulent financial reporting.
Many attempts at creative accounting in-
volve premature revenue recognition.

credit. As a noun, an entry on the right-hand
side of an account; as a verb, to make an
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entry on the right-hand side of an account;
records increases in liabilities, owners’ eg-
uity, revenues, and gains; records decreases
in assets and expenses. See debit and credit
conventions. This term also refers to the
ability or right to buy or borrow in return
for a promise to pay later.

credit bureau. An organization that gathers
and evaluates data on the ability of a person
to meet financial obligations and sells this in-
formation to its clients.

credit loss. The amount of accounts receivable
that the firm finds, or expects to find, uncol-
lectible.

credit memorandum. A document used by a
seller to inform a buyer that the seller is
crediting (reducing) the buyer’s account re-
ceivable because of errors, returns, or al-
lowances; also, the document provided by a
bank to a depositor to indicate that the bank
is increasing the depositor’s balance because
of some event other than a deposit, such as
the collection by the bank of the depositor’s
note receivable.

creditor. One who lends. In the United King-
dom, accounts payables. See Dr.

critical accounting judgments. All numbers on
a balance sheet, except the date, require
some judgment or estimate. (The previous
sentence passes for a joke in accounting.)
The SEC requires that management in its
annual report to shareholders identify the
accounting issues whose judgments and es-
timates have potential for significant effect
on earnings and financial position. Exam-
ples include inventory valuation, measure-
ment of goodwill impairment, accounting for
hedges, and revenue recognition.

critical path method (CPM). A method of
network analysis in which the analyst esti-
mates normal duration time for each activity
within a project. The critical path identifies
the shortest completion period based on the

credit bureau — current assets

most time-consuming sequence of activities
from the beginning to the end of the network.
Compare PERT.

critical success factors. The important things a
company must do to be successful; may vary
from one company to another.

cross-reference (index). A number placed be-
side each account in a journal entry indicat-
ing the ledger account to which the record
keeper posted the entry and placing in the
ledger the page number of the journal where
the record keeper first recorded the journal
entry; used to link the debit and credit parts
of an entry in the ledger accounts back to the
original entry in the journal. See audit trail.

cross-section analysis. Analysis of financial
statements of various firms for a single pe-
riod of time; contrast with time-series analy-
sis, in which analysts examine statements of
a given firm for several periods of time.

Crown corporation. Canada and United King-
dom: a corporation that is ultimately ac-
countable, through a minister of the Crown,
to Parliament or a legislature for the conduct
of its affairs.

cum div, (dividend). The condition of shares
whose quoted market price includes a de-
clared but unpaid dividend. This condition
pertains between the declaration date of the
dividend and the record date. Compare ex
div. (dividend).

cum rights. The condition of securities whose
quoted market price includes the right to pur-
chase new securities. Compare ex rights.

cumulative dividend. Preferred stock dividends
that, if not paid, accrue as a commitment that
the firm must pay before it can declare divi-
dends to common shareholders.

cumulative preferred shares. Preferred shares
with cumulative dividend rights.
current assets. Cashand other assets that a firm

expects to turn into cash, sell, or exchange
within the normal operating cycle of the firm
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or one year, whichever is longer. One year is
the usual period for classifying asset balances
on the balance sheet. Current assets include
cash, marketable securities, receivables, in-
ventory, and current prepayments.

current cost. Cost stated in terms of current
values (of productive capacity) rather than in
terms of acquisition cost. See net realizable
value and current selling price.

current cost accounting. The FASB’s term for
financial statements in which the attribute
measured is current cost.

current cost/nominal-dollar accounting. Ac-
counting based on current cost valuations
measured in nominal dollars. Components of
income include an operating margin and
holding gains and losses.

current exchange rate. The rate at which the
holder of one unit of currency can convert it
into another at the end of the accounting pe-
riod being reported on or, for revenues, ex-
penses, gains, and losses, the date of
recognition of the transaction.

current exit value. Exit value.

current fund. In governmental accounting, a
synonym for general fund.

current funds. Cash and other assets readily
convertible into cash; in governmental ac-
counting, funds spent for operating purposes
during the current period; includes general,
special revenue, debt service, and enterprise
funds.

current (gross) margin. See operating mar-
gin based on current costs.

current liability. A debt or other obligation
that a firm must discharge within a short
time, usually the earnings cycle or one year,
normally by expending current assets.

current operating performance concept. The
notion that reported income for a period ought
to reflect only ordinary, normal, and recurring
operations of that period. A consequence is
that extraordinary and nonrecurring items are
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entered directly in the Retained Earnings ac-
count. Contrast with clean surplus concept.
This concept is no longer acceptable. (See
APB Opinion No. 9 and No. 30.)

current ratio. Sum of current assets divided
by sum of current liabilities. See ratio.

current realizable value. Realizable value.

current replacement cost. Of an asset, the
amount currently required to acquire an iden-
tical asset (in the same condition and with
the same service potential) or an asset capa-
ble of rendering the same service at a current
fair market price. If these two amounts dif-
fer, use the lower. Contrast with reproduc-
tion cost.

current selling price. The amount for which
an asset could be sold as of a given time in
an arm’s-length transaction rather than in a
forced sale.

current service costs. Service costs of a pen-
sion plan.

current value accounting. The form of ac-
counting in which all assets appear at current
replacement cost (entry value) or current sell-
ing price or net realizable value (exit value)
and all liabilities appear at present value. En-
try and exit values may differ from each other,
so theorists have not agreed on the precise
meaning of “current value accounting.”

current yield. Of a bond, the annual amount of
coupons divided by the current market price
of the bond. Contrast with yield to maturity.

currently attainable standard cost. Normal
standard cost.

curvilinear (variable) cost. A continuous, but
not necessarily linear (straight-line), func-
tional relation between activity levels and
costs.

customer-level activities. Work performed to
meet the needs of a specific customer, aggre-
gated over all customers.
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customer response time. Period that elapses
from the moment a customer places an order
for a product or requests service to the mo-
ment the firm delivers the product or service
to the customer.

customer response time — debit and credit conventions

customers’ ledger. The ledger that shows ac-
counts receivable of individual customers. It
is the subsidiary ledger for the control ac-

count Accounts Receivable.

cutoff rate. Hurdle rate.

data bank. An organized file of information,
such as a customer name and address file,
used in and kept up-to-date by a processing
system.

database. A comprehensive collection of inter-
related information stored together in com-
puterized form to serve several applications.

database management system. Generalized
software programs used to handle physical
storage and manipulation of databases.

days of average inventory on hand. See ratio.

days of grace. The days allowed by law or
contract for payment of a debt after its due
date.

DCF. Discounted cash flow.
DDB. Double declining-balance depreciation.

debenture bond. A bond not secured with col-
lateral.

debit. Asa noun, an entry on the left-hand side
of an account; as a verb, to make an entry on
the left-hand side of an account; records in-
creases in assets and expenses; records de-
creases in liabilities, owners’ equity, and
revenues. See debit and credit conventions.

debit and credit conventions. The conventional
use of the T-account form and the rules for
debit and credit in balance sheet accounts
(see below). The equality of the two sides of
the accounting equation results from record-
ing equal amounts of debits and credits for
each transaction.

Typical Asset Account

Opening Balance

Increase Decrease
+ —
Dr. Cr.

Ending Balance

Typical Liability Account

Opening Balance

Decrease Increase
- +
Dr. Cr.

Ending Balance

Typical Owners’ Equity Account

Opening Balance

Decrease Increase
- +
Dr. Cr.

Ending Balance

Revenue and expense accounts belong to
the owners’ equity group. The relation and
the rules for debit and credit in these ac-
counts take the following form:

Owners’ Equity

Decrease Increase
- +
Dr. Cr.
Expenses Revenues
Dr. Cr. Dr. Cr.
+ - - +
* *

*Normal balance before closing
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debit memorandum. A document used by a
seller to inform a buyer that the seller is deb-
iting (increasing) the amount of the buyer’s
accounts receivable. Also, the document
provided by a bank to a depositor to indicate
that the bank is decreasing the depositor’s
balance because of some event other than
payment for a check, such as monthly service
charges or the printing of checks.

debt. An amount owed. The general name for
notes, bonds, mortgages, and the like that
provide evidence of amounts owed and have
definite payment dates.

debt capital. Noncurrent liabilities. See debt
financing, and contrast with equity financing.

debt-equity ratio. Total liabilities divided by
total equities. See ratio. Some analysts put
only total shareholders’ equity in the denom-
inator. Some analysts restrict the numerator
to long-term debt.

debt financing. Leverage. Raising funds by is-
suing bonds, mortgages, or notes. Contrast
with equity financing.

debt guarantee. See guarantee.
debt ratio. Debt-equity ratio.

debt service fund. In governmental account-
ing, a fund established to account for pay-
ment of interest and principal on all
general-obligation debt other than that pay-
able from special assessments.

debt service payment. The payment required
by a lending agreement, such as periodic
coupon payment on a bond or installment
payment on a loan or a lease payment. It is
sometimes called “interest payment,” but
this term will mislead the unwary. Only
rarely will the amount of a debt service pay-
ment equal the interest expense for the pe-
riod preceding the payment. A debt service
payment will always include some amount
for interest, but the payment will usually dif-
fer from the interest expense.
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debt service requirement. The amount of cash
required for payments of interest, current
maturities of principal on outstanding debt,
and payments to sinking funds (corporations)
or to the debt service fund (governmental).

debtor. One who borrows; in the United King-
dom, accounts receivable.

decentralized decision making. Management
practice in which a firm gives a manager of a
business unit responsibility for that unit’s
revenues and costs, freeing the manager to
make decisions about prices, sources of sup-
ply, and the like, as though the unit were a
separate business that the manager owns. See
responsibility accounting and transfer price.

declaration date. Time when the board of di-
rectors declares a dividend.

declining-balance depreciation. The method of
calculating the periodic depreciation charge
by multiplying the book value at the start of
the period by a constant percentage. In pure
declining-balance depreciation, the constant
percentage is 1 — ns/c, where n is the depre-
ciable life, s is salvage value, and ¢ is acqui-
sition cost. See double declining-balance
depreciation.

deep discount bonds. Said of bonds selling
much below (exactly how much is not clear)
par value.

defalcation. Embezzlement.

default. Failure to pay interest or principal on a
debt when due.

defeasance. Transaction with the economic ef-
fect of debt retirement that does not retire
the debt. When interest rates increase,
many firms find that the market value of
their outstanding debt has dropped substan-
tially below its book value. In historical cost
accounting for debt retirements, retiring debt
with a cash payment less than the book value
of the debt results in a gain (generally, an ex-
traordinary item). Many firms would like to
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retire the outstanding debt issues and report
the gain. Two factors impede doing so: (1)
the gain can be a taxable event generating
adverse income tax consequences; and (2)
the transaction costs in retiring all the debt
can be large, in part because the firm cannot
easily locate all the debt holders or persuade
them to sell back their bonds to the issuer.
The process of “defeasance” serves as the
economic equivalent to retiring a debt issue
while it saves the issuer from experiencing
adverse tax consequences and from actually
having to locate and retire the bonds. The
process works as follows. The debt-issuing
firm turns over to an independent trustee,
such as a bank, amounts of cash or low-risk
government bonds sufficient to make all debt
service payments on the outstanding debt, in-
cluding bond retirements, in return for the
trustee’s commitment to make all debt ser-
vice payments. The debt issuer effectively
retires the outstanding debt. It debits the lia-
bility account, credits Cash or Marketable
Securities as appropriate, and credits Ex-
traordinary Gain on Debt Retirement. The
trustee can retire debt or make debt service
payments, whichever it chooses. For income
tax purposes, however, the firm’s debt
remains outstanding. The firm will have tax-
able interest deductions for its still-outstand-
ing debt and taxable interest revenue on the
investments held by the trustee for debt ser-
vice. In law, the term “defeasance” means “a
rendering null and void.” This process ren-
ders the outstanding debt economically null
and void, without causing a taxable event.

defensive interval. A financial ratio equal to
the number of days of normal cash expendi-
tures covered by quick assets. It is defined as
follows:

Quick Assets
(All Expenses Except Amortization and Others
Not Using Funds + 365)

defensive interval — deferred income tax (liability)

The denominator of the ratio is the cash
expenditure per day. Analysts have found
this ratio useful in predicting bankruptcy.

deferral. The accounting process concerned
with past cash receipts and payments; in
contrast to accrual; recognizing a liability
resulting from a current cash receipt (as for
magazines to be delivered) or recognizing
an asset from a current cash payment (as for
prepaid insurance or a long-term deprecia-
ble asset).

deferral method. See flow-through method (of
accounting for the investment credit) for def-
inition and contrast.

deferred annuity. An annuity whose first pay-
ment occurs sometime after the end of the
first period.

deferred asset. Deferred charge.

deferred charge. Expenditure not recognized
as an expense of the period when made but
carried forward as an asset to be written off in
future periods, such as for advance rent pay-
ments or insurance premiums. See deferral.

deferred cost. Deferred charge.

deferred credit. Sometimes used to indicate ad-
vances from customers.

deferred debit. Deferred charge.
deferred expense. Deferred charge.

deferred gross margin. Unrealized gross mar-
gin.
deferred income. Advances from customers.

deferred income tax (liability). An indetermi-
nate-term liability that arises when the pre-
tax income shown on the tax return is less
than what it would have been had the firm
used the same accounting principles and
cost basis for assets and liabilities in tax re-
turns as it used for financial reporting. SFAS
No. 109 requires that the firm debit income
tax expense and credit deferred income tax
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with the amount of the taxes delayed by us-
ing accounting principles in tax returns dif-
ferent from those used in financial reports.
See temporary difference, timing difference,
permanent difference, and installment sales.
If, as a result of temporary differences, cu-
mulative taxable income exceeds cumula-
tive reported income before taxes, the
deferred income tax account will have a
debit balance, which the firm will report as
a deferred charge.

deferred revenue. Sometimes used to indicate
advances from customers.

deferred tax. See deferred income tax.

deficit. A debit balance in the Retained Earn-
ings account; presented on the balance sheet
in a contra account to shareholders’ equity;
sometimes used to mean negative net income
for a period.

defined-benefit plan. A pension plan in which
the employer promises specific dollar
amounts to each eligible employee; the
amounts usually depend on a formula that
takes into account such things as the em-
ployee’s earnings, years of employment, and
age. The employer adjusts its cash contribu-
tions and pension expense to actuarial expe-
rience in the eligible employee group and
investment performance of the pension fund.
This is sometimes called a “fixed-benefit”
pension plan. Contrast with money purchase
plan.

defined-contribution plan. A money purchase
(pension) plan or other arrangement, based
on formula or discretion, in which the em-
ployer makes cash contributions to eligible
individual employee accounts under the
terms of a written plan document. The trustee
of the funds in the account manages the
funds, and the employee-beneficiary re-
ceives at retirement (or at some other agreed
time) the amount in the fund. The employer
makes no promise about that amount. Profit-
sharing pension plans are of this type.
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deflation. A period of declining general price-
level changes.

Delphi technique. Forecasting method in which
members of the forecasting group prepare in-
dividual forecasts, share them anonymously
with the rest of the group, and only then com-
pare forecasts and resolve differences.

demand deposit. Funds in a checking account
at a bank.

demand loan. See term loan for definition and
contrast.

denial of opinion. Canada: the statement that an
auditor, for reasons arising in the audit, is un-
able to express an opinion on whether the fi-
nancial statements provide fair presentation.

denominator volume. Capacity measured in
the number of units the firm expects to pro-
duce this period; when divided into budgeted
fixed costs, results in fixed costs applied per
unit of product.

department(al) allocation. Obtained by first
accumulating costs in cost pools for each de-
partment and then, using separate rates, or
sets of rates, for each department, allocating
from each cost pool to products produced in
that department.

dependent variable. See regression analysis.

depletion. Exhaustion or amortization of a
wasting asset or natural resource. Also see
percentage depletion.

depletion allowance. See percentage depletion.
deposit intangible. See core deposit intangible.

deposit, sinking fund. Payments made to a
sinking fund.

deposit method (of revenue recognition). A
method of revenue recognition that is the
same as the completed sale or completed
contract method. In some contexts, such as
when the customer has the right to return
goods for a full refund or in retail land sales,
the customer must make substantial pay-
ments while still having the right to back out
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of the deal and receive a refund. When the
seller cannot predict with reasonable preci-
sion the amount of cash it will ultimately col-
lect and when it will receive cash, the seller
must credit Deposits, a liability account,
rather than revenue. (In this regard, the ac-
counting differs from that in the completed
contract method, in which the account cred-
ited offsets the Work-in-Process inventory
account.) When the sale becomes complete,
the firm credits a revenue account and debits
the Deposits account.

deposits (by customers). A liability that the
firm credits when receiving cash (as in a
bank, or in a grocery store when the cus-
tomer pays for soda-pop bottles with cash to
be repaid when the customer returns the bot-
tles) and when the firm intends to discharge
the liability by returning the cash. Contrast
with the liability account Advances from
Customers, which the firm credits on receipt
of cash, expecting later to discharge the lia-
bility by delivering goods or services. When
the firm delivers the goods or services, it
credits a revenue account.

deposits in transit. Deposits made by a firm
but not yet reflected on the bank statement.

depreciable cost. That part of the cost of an as-
set, usually acquisition cost less salvage value,
that the firm will charge off over the life of the
asset through the process of depreciation.

depreciable life. For an asset, the time period
or units of activity (such as miles driven for a
truck) over which the firm allocates the de-
preciable cost. For tax returns, depreciable
life may be shorter than estimated service
life.

depreciation. Amortization of plant assets; the
process of allocating the cost of an asset to
the periods of benefit—the depreciable life;
classified as a production cost or a period
expense, depending on the asset and whether
the firm uses full absorption or variable

costing. Depreciation methods described in
this glossary include the annuity method,
appraisal method, composite method, com-
pound interest method, declining-balance
method, production method, replacement
method, retirement method, straight-line
method, sinking fund method, and sum-of-
the-years’-digits method.

depreciation reserve. An inferior term for ac-

cumulated depreciation. See reserve. Do not
confuse with a replacement fund.

derivative (financial instrument). A financial

instrument, such as an option to purchase a
share of stock, created from another, such as
a share of stock; an instrument, such as a
swap, whose value depends on the value of
another asset called the “underlying”—for
example, the right to receive the difference
between the interest payments on a fixed-rate
five-year loan for $1 million and the interest
payments on a floating-rate five-year loan
for $1 million. To qualify as a derivative un-
der FASB rules, SFAS No. 133, the instru-
ment has one or more underlyings, and one
or more notional amounts or payment provi-
sions or both, it either does not require an
initial net investment or it requires one
smaller than would be required for other
types of contracts expected to have a similar
response to changes in market factors, and its
terms permit settlement for cash in lieu of
physical delivery or the instrument itself
trades on an exchange. See also forward con-
tract and futures contract.

Descartes’ rule of signs. In a capital budgeting

context, a rule that says a series of cash flows
will have a nonnegative number of internal
rates of return. The number equals the num-
ber of variations in the sign of the cash flow
series or is less than that number by an even
integer. Consider the following series of cash
flows, the first occurring now and the others
at subsequent yearly intervals: —100, —100,
+50, +175, -50, +100. The internal rates of
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return are the numbers for r that satisfy the
following equation:

100100 502+ 1753_ 504
A+1 a+n? @a+n® @+n
L1200 _ g
(1+1)°

The series of cash flows has three varia-
tions in sign: a change from minus to plus, a
change from plus to minus, and a change
from minus to plus. The rule says that this
series must have either one or three internal
rates of return; in fact, it has only one, about
12 percent. But also see reinvestment rate.

detection costs. See appraisal costs.

detective controls. Internal controls designed
to detect, or maximize the chance of detec-
tion of, errors and other irregularities.

determination. See determine.

determine. A term often used (in our opinion,
overused) by accountants and those who de-
scribe the accounting process. A leading dic-
tionary associates the following meanings
with the verb “determine”: settle, decide,
conclude, ascertain, cause, affect, control, im-
pel, terminate, and decide upon. In addition,
accounting writers can mean any one of the
following: measure, allocate, report, calcu-
late, compute, observe, choose, and legislate.
In accounting, there are two distinct sets of
meanings: those encompassed by the syn-
onym “cause or legislate” and those encom-
passed by the synonym “measure.” The first
set of uses conveys the active notion of caus-
ing something to happen, and the second set
of uses conveys the more passive notion of
observing something that someone else has
caused to happen. An accountant who speaks
of cost or income “determination” generally
means measurement or observation, not cau-
sation; management and economic conditions
cause costs and income to be what they are.
One who speaks of accounting principles
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“determination” can mean choosing or apply-
ing (as in “determining depreciation charges”
from an allowable set) or causing to be ac-
ceptable (as in the FASB’s “determining” the
accounting for leases). In the long run, in-
come is cash-in less cash-out, so management
and economic conditions “determine” (cause)
income to be what it is. In the short run, re-
ported income is a function of accounting
principles chosen and applied, so the accoun-
tant “determines” (measures) income. A
question such as “Who determines income?”
has, therefore, no unambiguous answer. The
meaning of “an accountant determining ac-
ceptable accounting principles” is also vague.
Does the clause mean merely choosing one
principle from the set of generally acceptable
principles, or does it mean using professional
judgment to decide that some of the generally
accepted principles are not correct under the
current circumstances? We try never to use
“determine” unless we mean “cause.” Other-
wise we use “measure,” “report,” “calculate,”
“compute,” or whatever specific verb seems
appropriate. We suggest that careful writers
will always “determine” to use the most spe-
cific verb to convey meaning. “Determine”
seldom best describes a process in which
those who make decisions often differ from
those who apply technique. The term prede-
termined (factory) overhead rate contains an
appropriate use of the word.

development stage enterprise. As defined in

SFAS No. 7, a firm whose planned principal
operations have not commenced or, having
commenced, have not generated significant
revenue. The financial statements should iden-
tify such enterprises, but no special account-
ing principles apply to them.

diagnostic signal. See warning signal for defi-

nition and contrast.

differentiable cost. The cost increments associ-

ated with infinitesimal changes in volume. If
a total cost curve is smooth (in mathematical
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terms, differentiable), then we say that the
curve graphing the derivative of the total cost
curve shows differentiable costs.

differential. An adjective used to describe the
change (increase or decrease) in a cost, ex-
pense, investment, cash flow, revenue, profit,
and the like as the firm produces or sells one
or more additional (or fewer) units or under-
takes (or ceases) an activity. This term has
virtually the same meaning as incremental,
but if the item declines, “decremental” better
describes the change. Contrast with mar-
ginal, which means the change in cost or
other item for a small (one unit or even less)
change in number of units produced or sold.

differential analysis. Analysis of differential
costs, revenues, profits, investment, cash
flow, and the like.

differential cost. See differential.

differential cost analysis. See relevant cost
analysis.

dilution. A potential reduction in earnings per
share or book value per share by the poten-
tial conversion of securities or by the poten-
tial exercise of warrants or options.

dilutive. Said of a security that will reduce earn-
ings per share if it is exchanged for common
shares.

dip(ping) into LIFO layers. See LIFO inven-
tory layer.

direct access. Access to computer storage where
information can be located directly, regard-
less of its position in the storage file. Com-
pare sequential access.

direct cost. Cost of direct material and direct
labor incurred in producing a product. See
prime cost. In some accounting literature,
writers use this term to mean the same thing
as variable cost.

direct costing. Another,
for variable costing.

less-preferred, term

differential — discount

direct-financing (capital) lease. See sales-type
(capital) lease for definition and contrast.

direct labor (material) cost. Cost of labor (ma-
terial) applied and assigned directly to a prod-
uct; contrast with indirect labor (material).

direct labor variance. Difference between ac-
tual and standard direct labor allowed.

direct method. See statement of cash flows.

direct posting. A method of bookkeeping in
which the firm makes entries directly in led-
ger accounts, without using a journal.

direct write-off method. See write-off method.

disbursement. Payment by cash or by check.
See expenditure.

DISC (domestic international sales corporation).
A U.S. corporation, usually a subsidiary,
whose income results primarily from ex-
ports. The parent firm usually defers paying
income tax on 50 percent of a DISC’s in-
come for a long period. Generally, this re-
sults in a lower overall corporate tax for the
parent than would otherwise be incurred.

disclaimer of opinion. An auditor’s report stat-
ing that the auditor cannot give an opinion on
the financial statements. Usually results
from material restrictions on the scope of the
audit or from material uncertainties, which
the firm has been unable to resolve by the
time of the audit, about the accounts.

disclosure. The showing of facts in financial
statements, notes thereto, or the auditor’s
report.

discontinued operations. See income from dis-
continued operations.

discount. In the context of compound interest,
bonds and notes, the difference between face
amount (or future value) and present value of
a payment; in the context of sales and pur-
chases, a reduction in price granted for
prompt payment. See also chain discount,
quantity discount, and trade discount.



discount factor — disintermediation

discount factor. The reciprocal of one plus the
discount rate. If the discount rate is 10 per-
cent per period, the discount factor for three
periods is 1/(1.10)3 = (1.10)3 = 0.75131.

discount rate. Interest rate used to convert fu-
ture payments to present values.

discounted bailout period. In a capital bud-
geting context, the total time that must elapse
before discounted value of net accumulated
cash flows from a project, including poten-
tial salvage value at various times of assets,
equals or exceeds the present value of net ac-
cumulated cash outflows. Contrast with dis-
counted payback period.

discounted cash flow (DCF). Using either the
net present value or the internal rate of re-
turn in an analysis to measure the value of
future expected cash expenditures and re-
ceipts at a common date. In discounted cash
flow analysis, choosing the alternative with
the largest internal rate of return may yield
wrong answers given mutually exclusive
projects with differing amounts of initial in-
vestment for two of the projects. Consider,
to take an unrealistic example, a project in-
volving an initial investment of $1, with an
IRR of 60 percent, and another project in-
volving an initial investment of $1 million,
with an IRR of 40 percent. Under most con-
ditions, most firms will prefer the second
project to the first, but choosing the project
with the larger IRR will lead to undertaking
the first, not the second. Usage calls this
shortcoming of choosing between alterna-
tives based on the magnitude of the internal
rate of return, rather than based on the mag-
nitude of the net present value of the cash
flows, the “scale effect.”

discounted payback period. The shortest amount
of time that must elapse before the dis-
counted present value of cash inflows from a
project, excluding potential salvage value,
equals the discounted present value of the
cash outflows.
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discounting a note. See note receivable dis-
counted and factoring.

discounts lapsed (lost). The sum of discounts
offered for prompt payment that the pur-
chaser did not take because the discount pe-
riod expired. See terms of sale.

discovery sampling. Acceptance sampling in
which the analyst accepts an entire popula-
tion if and only if the sample contains no
disparities.

discovery value accounting. See reserve rec-
ognition accounting.

discretionary cost center. See engineered cost
center for definition and contrast.

discretionary costs. Programmed costs.

Discussion Memorandum. A neutral discus-
sion of all the issues concerning an account-
ing problem of current concern to the FASB.
The publication of such a document usually
signals that the FASB will consider issuing
an SFAS or SFAC on this particular problem.
The discussion memorandum brings together
material about the particular problem to fa-
cilitate interaction and comment by those
interested in the matter. A public hearing fol-
lows before the FASB will issue an Exposure
Draft.

dishonored note. A promissory note whose
maker does not repay the loan at maturity,
for a term loan, or on demand, for a demand
loan.

disintermediation. Moving funds from one in-
terest-earning account to another, typically
one promising a higher rate. Federal law reg-
ulates the maximum interest rate that both
banks and savings-and-loan associations can
pay for time deposits. When free-market in-
terest rates exceed the regulated interest ceil-
ing for such time deposits, some depositors
withdraw their funds and invest them else-
where at a higher interest rate. This process
is known as “disintermediation.”
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distributable income. The portion of conven-
tional accounting net income that the firm
can distribute to owners (usually in the form
of dividends) without impairing the physical
capacity of the firm to continue operations at
current levels. Pretax distributable income is
conventional pretax income less the excess
of current cost of goods sold and deprecia-
tion charges based on the replacement cost of
productive capacity over cost of goods sold
and depreciation on an acquisition cost ba-
sis. Contrast with sustainable income. See
inventory profit.

distributable surplus. Canada and United
Kingdom: the statutory designation to de-
scribe the portion of the proceeds of the issue
of shares without par value not allocated to
share capital.

distributed processing. Processing in a com-
puter information network in which an indi-
vidual location processes data relevant to it
while the operating system transmits infor-
mation required elsewhere, either to the cen-
tral computer or to another local computer
for further processing.

distribution expense. Expense of selling, ad-
vertising, and delivery activities.

dividend. A distribution of assets generated
from earnings to owners of a corporation.
The firm may distribute cash (cash divi-
dend), stock (stock dividend), property, or
other securities (dividend in kind). Divi-
dends, except stock dividends, become a le-
gal liability of the corporation when the
corporation’s board declares them. Hence,
the owner of stock ordinarily recognizes rev-
enue when the board of the corporation de-
clares the dividend, except for stock
dividends. See also liquidating dividend and
stock dividend.

dividend yield. Dividends declared for the year
divided by market price of the stock as of the
time for which the analyst computes the
yield.

distributable income — double declining-balance depreciation (DDB)

dividends in arrears. Dividends on cumulative
preferred stock that the corporation’s board
has not yet declared in accordance with the
preferred stock contract. The corporation
must usually clear such arrearages before it
can declare dividends on common shares.

dividends in kind. See dividend.

division. A more or less self-contained busi-
ness unit that is part of a larger family of
business units under common control.

divisional control. See control system.
divisional reporting. See segment reporting.

division return on investment (ROI). Equals
the division profit divided by the investment
in the division.

dollar sign rules. In accounting statements or
schedules, place a dollar sign beside the first
figure in each column and beside any figure
below a horizontal line drawn under the pre-
ceding figure.

dollar-value LIFO method. A form of LIFO
inventory accounting with inventory quan-
tities (layers) measured in dollar, rather
than physical, terms. The method adjusts for
changing prices by using specific price in-
dexes appropriate for the kinds of items in
the inventory.

domestic international sales corporation. See
DISC.

donated capital. A shareholders’ equity ac-
count credited when the company receives
gifts, such as land or buildings, without issu-
ing shares or other owners’ equity interest in
return. A city might donate a plant site hop-
ing the firm will build a factory and employ
local residents. Do not confuse with contrib-
uted capital.

double declining-balance depreciation (DDB).
Declining-balance depreciation in which the
constant percentage used to multiply by book
value in computing the depreciation charge
for the year is 2/n, where n is the depreciable
life in periods. Omit salvage value from the
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depreciable amount. Thus, if the asset cost
$100 and has a depreciable life of five years,
the depreciation in the first year would be
$40 = 2/5 x $100, in the second year would
be $24 = 2/5 x ($100 - $40), and in the third
year would be $14.40 = 2/5 x ($100 — $40 —
$24). By the fourth year, the remaining unde-
preciated cost could be depreciated under the
straight-line method at $10.80 = %2 x ($100 —
$40 — $24 — $14.40) per year for tax pur-
poses. Note that salvage value does not af-
fect these computations except that the
method will not depreciate the book value
below salvage value.

double entry. In recording transactions, a sys-
tem that maintains the equality of the ac-
counting equation or the balance sheet. Each
entry results in recording equal amounts of
debits and credits.

double taxation. Occurs when the taxing au-
thority (U.S. or state) taxes corporate income
as earned (first tax) and then the same taxing
authority taxes the after-tax income, distrib-
uted to owners as dividends, again as per-
sonal income tax (second tax).

doubtful accounts. Accounts receivable that
the firm estimates to be uncollectible.

Dr. The abbreviation for debit, always with the
initial capital letter. Dr. is a shortened from
of the word debitor, and Cr. comes from the
word creditor. In the early days of double-
entry record-keeping in the United Kingdom,
the major asset was accounts receivable,
called creditors, and the major liability was
accounts payable, called debitors. Thus the r
in Cr. does not refer to the r in credit but to
the second r in creditor.

draft. A written order by the first party, called
the drawer, instructing a second party, called
the drawee (such as a bank) to pay a third
party, called the payee. See also check, cash-
ier’s check, certified check, NOW account,
sight draft, and trade acceptance.

drawee. See draft.
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drawer. See draft.

drawing account. A temporary account used

in sole proprietorships and partnerships to
record payments to owners or partners dur-
ing a period. At the end of the period, the
firm closes the drawing account by credit-
ing it and debiting the owner’s or partner’s
share of income or, perhaps, his or her capi-
tal account.

drawings. Payments made to a sole proprietor

or to a partner during a period. See drawing
account.

driver, cost driver. A cause of costs incurred.

Examples include processing orders, issuing
an engineering change order, changing the
production schedule, and stopping produc-
tion to change machine settings. The notion
arises primarily in product costing, particu-
larly activity-based costing.

drop ship(ment). Occurs when a distributor

asks a manufacturer to send an order directly
to the customer (ordinarily a manufacturer
sends goods to a distributor, who sends the
goods to its customer). Usage calls the ship-
ment a “drop shipment” and refers to the
goods as “drop shipped.”

dry-hole accounting. See reserve recognition

accounting for definition and contrast.

dual-transactions assumption (fiction). Oc-

curs when an analyst, in understanding cash
flows, views transactions not involving cash
as though the firm first generated cash and
then used it. For example, the analyst might
view the issue of capital stock in return for the
asset land as though the firm issued stock for
cash and then used cash to acquire the land.
Other examples of transactions that could in-
volve the dual-transaction assumption are the
issue of a mortgage in return for a noncurrent
asset and the issue of stock to bondholders on
conversion of their convertible bonds.

dual transfer prices. Occurs when the transfer

price charged to the buying division differs
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from that credited to the selling division.
Such prices make sense when the selling divi-
sion has excess capacity and, as usual, the
fair market value exceeds the incremental
cost to produce the goods or services being
transferred.

duality. The double-entry record-keeping ax-

iom that every transaction must result in
equal debit and credit amounts.

duality — EBITDA

dumping. A foreign firm’s selling a good or

service in the United States at a price below
market price at home or, in some contexts,
below some measure of cost (which concept
is not clearly defined). The practice is illegal
in the United States if it harms (or threatens
to harm) a U.S. industry.

. The base of natural logarithms; 2.71828. ...
If interest compounds continuously during a
period at stated rate of r per period, then the
effective interest rate is equivalent to interest
compounded once per period at rate i where
i =el— 1. Tables of er are widely available. If
12 percent annual interest compounds contin-
uously, the effective annual rate is e12 -1 =
12.75 percent. Interest compounded continu-
ously at rate r for d days is erd365— 1. For ex-
ample, interest compounded for 92 days at 12
percent is e12x92/365 _ 1 = 3,07 percent.

earn-out. For two merging firms, an agreement

in which the amount paid by the acquiring
firm to the acquired firm’s shareholders de-
pends on the future earnings of the acquired
firm or, perhaps, of the consolidated entity.

firm converts cash into goods and services,
then sells goods and services to customers,
and finally collects cash from customers.
Cash cycle.

earnings per share (of common stock). Net

income to common shareholders (net income
minus preferred dividends) divided by the
average number of common shares outstand-
ing; see also primary earnings per share and
fully diluted earnings per share. See ratio.

earnings per share (of preferred stock). Net

income divided by the average number of
preferred shares outstanding during the pe-
riod. This ratio indicates how well income
covers (or protects) the preferred dividends;
it does not indicate a legal share of earnings.
See ratio.

earned surplus. A term that writers once used,

but no Ionger use, for retained earnings. earnings statement. Income statement.

easement. The acquired right or privilege of
one person to use, or have access to, certain
property of another. For example, a public
utility’s right to lay pipes or lines under the
property of another and to service those fa-
cilities.

earnings. A term with no precise meaning but
used to mean income or sometimes profit.
The FASB, in requiring that firms report
comprehensive income, encouraged firms to
use the term “earnings” for the total formerly
reported as net income. Firms will likely
only slowly change from using the term “net
income” to the term “earnings.”

EBIT. Earnings before interest and (income)
taxes; acronym used by analysts.

earnings, retained. See retained earnings. EBITDA. Earnings before interest, (income)

taxes, depreciation, and amortization; acro-
nym used by analysts to focus on a particular

earnings cycle. The period of time, or the se-
ries of transactions, during which a given
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measure of cash flow used in valuation. This
is not the same as, but is similar in concept
to, cash flow from operations. Some analysts
exclude nonrecurring items from this total.

economic consequences. The FASB says that
in setting accounting principles, it should
take into account the real effects on various
participants in the business world. It calls
these effects “economic consequences.”

economic depreciation. Decline in current cost
(or fair value) of an asset during a period.

economic entity. See entity.

economic life. The time span over which the
firm expects to receive the benefits of an as-
set. The economic life of a patent, copyright,
or franchise may be less than the legal life.
Service life.

economic order quantity (EOQ). In mathe-
matical inventory analysis, the optimal
amount of stock to order when demand re-
duces inventory to a level called the “reor-
der point.” If A represents the incremental
cost of placing a single order, D represents
the total demand for a period of time in
units, and H represents the incremental
holding cost during the period per unit of
inventory, then the economic order quan-
tity is:

EOQ = ./2AD/H

Usage sometimes calls EOQ the “optimal
lot size.”

economic transfer pricing rule. Transfer at the
differential outlay cost to the selling division
(typically variable costs), plus the opportu-
nity cost to the company of making the inter-
nal transfers ($0 if the seller has idle
capacity, or selling price minus variable
costs if the seller is operating at capacity).

economic value added (EVA®). The amount
of earnings generated above the cost of funds

invested to generate those earnings. To cal-
culate economic value added, find the differ-
ence between (the net after-tax operating
profit) and (the product of the weighted-
average cost of capital multiplied by the in-
vestment in the economic unit).

ED. Exposure Dratft.

EDGAR. Electronic Data, Gathering, Analysis,
and Retrieval system; rules and systems
adopted by the SEC in 1993 to ensure that all
the paperwork involved in the filings submit-
ted by more than 15,000 public companies
are electronically submitted.

EDP. Electronic data processing.

effective interest method. In computing inter-
est expense (or revenue), a systematic method
that makes the interest expense (revenue) for
each period divided by the amount of the net
liability (asset) at the beginning of the period
equal to the yield rate on the liability (asset)
at the time of issue (acquisition). Interest for
a period is the yield rate (at time of issue)
multiplied by the net liability (asset) at the
start of the period. The amortization of dis-
count or premium is the plug to give equal
debits and credits. (Interest expense is a
debit, and the amount of debt service pay-
ment is a credit.)

effective (interest) rate. Of a liability such as
a bond, the internal rate of return or yield
to maturity at the time of issue. Contrast
with coupon rate. If the borrower issues the
bond for a price below par, the effective
rate is higher than the coupon rate; if it is-
sues the bond for a price greater than par,
the effective rate is lower than the coupon
rate. In the context of compound interest,
the effective rate occurs when the com-
pounding period on a loan differs from one
year, such as a nominal interest rate of 12
percent compounded monthly. The effec-
tive interest is the single rate that one could
use at the end of the year to multiply the
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principal at the beginning of the year and
give the same amount as results from com-
pounding interest each period during the
year. For example, if 12 percent per year
compounds monthly, the effective annual
interest rate is 12.683 percent. That is, if
you compound $100 each month at 1 per-
cent per month, the $100 will grow to
$112.68 at the end of the year. In general, if
the nominal rate of r percent per year com-
pounds m times per year, then the effective
rate is (1 + r/m)m— 1,

efficiency variance. A term used for the quan-
tity variance for materials or labor or vari-
able overhead in a standard costing system.

efficient capital market. A market in which
security prices reflect all available informa-
tion and react nearly instantaneously and in
an unbiased fashion to new information.

efficient market hypothesis. The finance sup-
position that security prices trade in efficient
capital markets.

EITF. Emerging Issues Task Force.

electronic data processing. Performing com-
putations and other data-organizing steps in a
computer, in contrast to doing these steps by
hand or with mechanical calculators.

eligible. Under income tax legislation, a term
that restricts or otherwise alters the meaning
of another tax or accounting term, generally
to signify that the related assets or operations
may receive a specified tax treatment.

eliminations. In preparing consolidated state-
ments, work sheet entries made to avoid du-
plicating the amounts of assets, liabilities,
owners’ equity, revenues, and expenses of
the consolidated entity when the firm sums
the accounts of the parent and subsidiaries.

Emerging Issues Task Force (EITF). A group
convened by the FASB to deal more rapidly
with accounting issues than the FASB’s

efficiency variance — endorsement

due-process procedures can allow. The task
force comprises about 20 members from pub-
lic accounting, industry, and several trade as-
sociations. It meets every six weeks. Several
FASB board members usually attend and par-
ticipate. The chief accountant of the SEC has
indicated that the SEC will require that pub-
lished financial statements follow guidelines
set by a consensus of the EITF. The EITF re-
quires that nearly all its members agree on a
position before that position receives the la-
bel of “consensus.” Such positions appear in
Abstracts of the EITF, published by the
FASB. Since 1984, the EITF has become one
of the promulgators of GAAP.

employee stock option. See stock option.

Employee Stock Ownership Trust (or Plan).
See ESOT.

employer, employee payroll taxes. See payroll
taxes.

enabling costs. A type of capacity cost that a
firm will stop incurring if it shuts down oper-
ations completely but will incur in full if it
carries out operations at any level. Examples
include costs of a security force or of a qual-
ity-control inspector for an assembly line.
Contrast with standby costs.

encumbrance. In governmental accounting, an
anticipated expenditure or funds restricted
for an anticipated expenditure, such as for
outstanding purchase orders. Appropriations
less expenditures less outstanding encum-
brances yields unencumbered balance.

ending inventory. The cost of inventory on
hand at the end of the accounting period;
often called “closing inventory.” Ending in-
ventory from the end of one period becomes
the beginning inventory for the next period.

endorsee. See endorser.

endorsement. See draft. The payee signs the
draft and transfers it to a fourth party, such as
the payee’s bank.
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endorser. A note or draft payee, who signs the
note after writing “Pay to the order of X,”
transfers the note to person X, and presum-
ably receives some benefit, such as cash, in
return. Usage refers to person X as the “en-
dorsee.” The endorsee then has the rights of
the payee and may in turn become an endorser
by endorsing the note to another endorsee.

engineered cost center. Responsibility center
with sufficiently well-established relations
between inputs and outputs that the analyst,
given data on inputs, can predict the outputs
or, conversely, given the outputs, can esti-
mate the amounts of inputs that the process
should have used. Consider the relation be-
tween pounds of flour (input) and loaves of
bread (output). Contrast discretionary cost
center, where such relations are so imprecise
that analysts have no reliable way to relate in-
puts to outputs. Consider the relation between
advertising the corporate logo or trademark
(input) and future revenues (output).

engineering method (of cost estimation). To
estimate unit cost of product from study of
the materials, labor, and overhead compo-
nents of the production process.

enterprise. Any business organization, usually
defining the accounting entity.

enterprise fund. A fund that a governmental
unit establishes to account for acquisition,
operation, and maintenance of governmental
services that the government intends to be
self-supporting from user charges, such as
for water or airports and some toll roads.

entity. A person, partnership, corporation, or
other organization. The accounting entity
that issues accounting statements may not be
the same as the entity defined by law. For ex-
ample, a sole proprietorship is an accounting
entity, but the individual’s combined busi-
ness and personal assets are the legal entity
in most jurisdictions. Several affiliated cor-
porations may be separate legal entities but
issue consolidated financial statements for
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the group of companies operating as a single
economic entity.

entity theory. The corporation view that em-
phasizes the form of the accounting equation
that says assets = equities. Contrast with pro-
prietorship theory. The entity theory focuses
less on the distinction between liabilities and
shareholders’ equity than does the propri-
etorship theory. The entity theory views all
equities as coming to the corporation from
outsiders who have claims of differing legal
standings. The entity theory implies using a
multiple-step income statement.

entry value. The current cost of acquiring an
asset or service at a fair market price. Re-
placement cost.

EOQ. Economic order quantity.
EPS. Earnings per share.
EPVI. Excess present value index.

equalization reserve. An inferior title for the
allowance or estimated liability account
when the firm uses the allowance method for
such things as maintenance expenses. Peri-
odically, the accountant will debit mainte-
nance expense and credit the allowance. As
the firm makes expenditures for mainte-
nance, it will debit the allowance and credit
cash or the other asset used in maintenance.

equities. Liabilities plus owners’ equity. See
equity.

equity. A claim to assets; a source of assets.
SFAC No. 3 defines equity as “the residual
interest in the assets of an entity that remains
after deducting its liabilities.” Thus, many
knowledgeable people use “equity” to ex-
clude liabilities and count only owners’ equi-
ties. We prefer to use the term to mean all
liabilities plus all owners’ equity because
there is no other single word that serves this
useful purpose. We fight a losing battle.

equity financing. Raising funds by issuing cap-
ital stock. Contrast with debt financing.
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equity method. In accounting for an investment

in the stock of another company, a method
that debits the proportionate share of the
earnings of the other company to the invest-
ment account and credits that amount to a
revenue account as earned. When the investor
receives dividends, it debits cash and credits
the investment account. An investor who
owns sufficient shares of stock of an uncon-
solidated company to exercise significant
control over the actions of that company must
use the equity method. It is one of the few in-
stances in which the firm recognizes revenue
without an increase in working capital.

equity ratio. Shareholders’ equity divided by

total assets. See ratio.

equivalent production. Equivalent units.

equivalent units (of work). The number of units

of completed output that would require the
same costs that a firm would actually incur
for the production of completed and partially
completed units during a period. For exam-
ple, if at the beginning of a period the firm
starts 100 units and by the end of the period
has incurred costs for each of these equal to
75 percent of total costs to complete the
units, then the equivalent units of work for
the period would be 75. This is used prima-
rily in process costing calculations to mea-
sure in uniform terms the output of a
continuous process.

ERISA (Employee Retirement Income Security
Act of 1974). The federal law that sets most

pension plan requirements.

error accounting. See accounting errors.

escalator clause. Inserted in a purchase or

rental contract, a clause that permits, under
specified conditions, upward adjustments of
price.

equity method — ESOT (Employee Stock Ownership Trust)

ESOT (Employee Stock Ownership Trust).

A trust fund that is created by a corporate
employer and that can provide certain tax
benefits to the corporation while providing
for employee stock ownership. The corpo-
rate employer can contribute up to 25 percent
of its payroll per year to the trust. The corpo-
ration may deduct the amount of the contri-
bution from otherwise taxable income for
federal income tax purposes. The trustee of
the assets must use them for the benefit of
employees—for example, to fund death or
retirement benefits. The assets of the trust
are usually the common shares, sometimes
nonvoting, of the corporate employer. For an
example of the potential tax shelter, consider
the case of a corporation with $1 million of
debt outstanding, which it wants to retire,
and an annual payroll of $2 million. The cor-
poration sells $1 million of common stock to
the ESOT. The ESOT borrows $1 million
with the loan guaranteed by, and therefore a
contingency of, the corporation. The corpo-
ration uses the $1 million proceeds of the
stock issue to retire its outstanding debt.
(The debt of the corporation has been re-
placed with the debt of the ESOT.) The cor-
poration can contribute $500,000 (= .25 x $2
million payroll) to the ESOT each year and
treat the contribution as a deduction for tax
purposes. After a little more than two years,
the ESOT has received sufficient funds to re-
tire its loan. The corporation has effectively
repaid its original $1 million debt with pretax
dollars. Assuming an income tax rate of 40
percent, it has saved $400,000 (= .40 x $1
million) of after-tax dollars if the $500,000
expense for the contribution to the ESOT for
the pension benefits of employees would
have been made, in one form or another, any-
way. Observe that the corporation could use
the proceeds ($1 million in the example) of

escapable cost. Avoidable cost. the stock issued to the ESOT for any of sev-

eral different purposes: financing expansion,
replacing plant assets, or acquiring another

ESOP (Employee Stock Ownership Plan).
See ESOT.
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company. Basically this same form of pre-
tax-dollar financing through pensions is
available with almost any corporate pension
plan, with one important exception. The
trustees of an ordinary pension trust must in-
vest the assets prudently, and if they do not,
they are personally liable to the employees.
Current judgment about prudent investment
requires diversification—trustees should in-
vest pension trust assets in a wide variety of
investment opportunities. (The trustee may
not ordinarily invest more than 10 percent of
a pension trust’s assets in the parent’s com-
mon stock.) Thus, the ordinary pension trust
cannot, in practice, invest all, or even most,
of its assets in the parent corporation’s stock.
This constraint does not apply to the invest-
ments of an ESOT. The trustee may invest
all ESOT assets in the parent company’s
stock. The ESOT also provides a means for
closely held corporations to achieve wider
ownership of shares without going public.
The laws enabling ESOTS provide for the in-
dependent professional appraisal of shares
not traded in public markets and for transac-
tions between the corporation and the ESOT
or between the ESOT and the employees to
be based on the appraised values of the
shares.

estate planning. The arrangement of an indi-
vidual’s affairs to facilitate the passage of as-
sets to beneficiaries and to minimize taxes at
death.

estimated expenses. See after cost.

estimated liability. The preferred terminology
for estimated costs the firm will incur for
such uncertain things as repairs under war-
ranty. An estimated liability appears on the
balance sheet. Contrast with contingency.

estimated revenue. A term used in govern-
mental accounting to designate revenue ex-
pected to accrue during a period independent
of whether the government will collect it
during the period. The governmental unit
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usually establishes a budgetary account at
the beginning of the budget period.

estimated salvage value. Synonymous with sal-
vage value of an asset before its retirement.

estimates, changes in. See accounting changes.

estimation sampling. The use of sampling
technique in which the sampler infers a qual-
itative (e.g., fraction female) or quantitative
(e.g., mean weight) characteristic of the pop-
ulation from the occurrence of that character-
istic in the sample drawn. See attribute(s)
sampling; variables sampling.

EURL (entreprise unipersonnelle a respon-
sabilité limitée). France: similar to SARL but
having only one shareholder.

ex div (dividend). Said of shares whose mar-
ket price quoted in the market has been re-
duced by a dividend already declared but not
yet paid. The corporation will send the divi-
dend to the person who owned the share on
the record date. One who buys the share ex
dividend will not receive the dividend even
though the corporation has not yet paid it.

ex rights. The condition of securities whose
quoted market price no longer includes the
right to purchase new securities, such rights
having expired or been retained by the seller.
Compare cum rights.

except for. Qualification in auditor’s report,
usually caused by a change, approved by the
auditor, from one acceptable accounting prin-
ciple or procedure to another.

excess present value. In a capital budgeting
context, present value (of anticipated net cash
inflows minus cash outflows including initial
cash outflow) for a project. The analyst uses
the cost of capital as the discount rate.

excess present value index. Present value of
future cash inflows divided by initial cash
outlay.

exchange. The generic term for a transaction
(or, more technically, a reciprocal transfer)
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between one entity and another; in another
context, the name for a market, such as the
New York Stock Exchange.

exchange gain or loss. The phrase used by the
FASB for foreign exchange gain or loss.

exchange rate. The price of one country’s cur-
rency in terms of another country’s currency.
For example, the British pound sterling
might be worth U.S.$1.60 at a given time.
The exchange rate would be stated as “one
pound is worth one dollar and sixty cents” or
“one dollar is worth £.625” (= £1/$1.60).

excise tax. Tax on the manufacture, sale, or
consumption of a commodity.

executory contract. A mere exchange of
promises; an agreement providing for pay-
ment by a payor to a payee on the perfor-
mance of an act or service by the payee, such
as a labor contract. Accounting does not rec-
ognize benefits arising from executory con-
tracts as assets, nor does it recognize
obligations arising from such contracts as li-
abilities. See partially executory contract.

exemption. A term used for various amounts
subtracted from gross income in computing
taxable income. Usage does not call all such
subtractions “exemptions.” See tax deduction.

exercise. Occurs when owners of an option or
warrant purchase the security that the option
entitles them to purchase.

exercise price. See option.

exit value. The proceeds that would be re-
ceived if assets were disposed of in an arm’s-
length transaction. Current selling price; net
realizable value.

expectancy theory. The notion that people act in
ways to obtain rewards and prevent penalties.

expected value. The mean or arithmetic aver-
age of a statistical distribution or series of
numbers.

expected value of (perfect) information. Ex-
pected net benefits from an undertaking with

exchange gain or loss — Exposure Draft (ED)

(perfect) information minus expected net
benefits of the undertaking without (perfect)
information.

expendable fund. In governmental accounting,
a fund whose resources, principal, and earn-
ings the governmental unit may distribute.

expenditure. Payment of cash for goods or ser-
vices received. Payment may occur at the
time the purchaser receives the goods or ser-
vices or at a later time. Virtually synonymous
with disbursement except that disbursement
is a broader term and includes all payments
for goods or services. Contrast with expense.

expense. As a noun, a decrease in owners’ eg-
uity accompanying the decrease in net assets
caused by selling goods or rendering services
or by the passage of time; a “gone” (net) as-
set; an expired cost. Measure expense as the
cost of the (net) assets used. Do not confuse
with expenditure or disbursement, which
may occur before, when, or after the firm
recognizes the related expense. Use the word
“cost” to refer to an item that still has service
potential and is an asset. Use the word “ex-
pense” after the firm has used the asset’s ser-
vice potential. As a verb, “expense” means to
designate an expenditure—past, current, or
future—as a current expense.

expense account. An account to accumulate
expenses; closed to retained earnings at the
end of the accounting period; a temporary
owners’ equity account; also used to describe
a listing of expenses that an employee sub-
mits to the employer for reimbursement.

experience rating. A term used in insurance,
particularly unemployment insurance, to de-
note changes from ordinary rates to reflect
extraordinarily large or small amounts of
claims over time by the insured.

expired cost. An expense or a loss.

Exposure Draft (ED). A preliminary state-
ment of the FASB (or the APB between
1962 and 1973) showing the contents of a
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pronouncement being considered for enact-
ment by the board.

external failure costs. Costs that a firm incurs
when it detects nonconforming products and
services after delivering them to customers,
including warranty repairs, product liability,
marketing costs, and sales allowances.

external reporting. Reporting to shareholders
and the public, as opposed to internal report-
ing for management’s benefit. See financial
accounting, and contrast with managerial
accounting.

extraordinary item. A material expense or rev-
enue item characterized both by its unusual
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nature and by its infrequency of occurrence;
appears along with its income tax effects sep-
arately from ordinary income and income
from discontinued operations on the income
statement. Accountants would probably clas-
sify a loss from an earthquake as an extraordi-
nary item. Accountants treat gain (or loss) on
the retirement of bonds as an extraordinary
item under the terms of SFAS No. 4.

extrinsic rewards. Rewards that come from
outside the individual, such as rewards from
a teacher, a parent, an organization, and a
spouse; they include grades, money, praise,
and prizes. Contrast with intrinsic rewards.

face amount (value). The nominal amount due
at maturity from a bond or note not including
the contractual periodic payment that may
also come due on the same date. Good usage
calls the corresponding amount of a stock
certificate the par or stated value, whichever
applies.

facility-level activities. Work that supports the
entire organization. Examples include top
management, human resources, and research
and development.

factoring. The process of buying notes or ac-
counts receivable at a discount from the
holder owed the debt; from the holder’s point
of view, the selling of such notes or ac-
counts. When the transaction involves a sin-
gle note, usage calls the process “discounting
anote.”

factory. Used synonymously with manufactur-
ing as an adjective.

factory burden. Manufacturing overhead.
factory cost. Manufacturing cost.

factory expense. Manufacturing overhead. Ex-
pense is a poor term in this context because
the item is a product cost.

factory overhead. Usually an item of manufac-
turing cost other than direct labor or direct
materials.

fair market price (value). See fair value.

fair presentation (fairness). One of the quali-
tative standards of financial reporting. When
the auditor’s report says that the financial
statements “present fairly ...,” the auditor
means that the accounting alternatives used
by the entity all comply with GAAP. In re-
cent years, however, courts have ruled that
conformity with generally accepted account-
ing principles may be insufficient grounds
for an opinion that the statements are fair.
SAS No. 5 requires that the auditor judge the
accounting principles used in the statements
to be “appropriate in the circumstances” be-
fore attesting to fair presentation.

fair value, fair market price (value). Price (value)
negotiated at arm’s length between a willing
buyer and a willing seller, each acting ratio-
nally in his or her own self-interest. The ac-
countant may estimate this amount in the
absence of a monetary transaction. This is
sometimes measured as the present value of
expected cash flows.



62 Glossary

fair-value hedge. A hedge of an exposure to
changes in the fair value of a recognized as-
set or liability or of an unrecognized firm
commitment. If the firm uses hedge account-
ing, it will report both the hedged item and
the hedging instrument at fair value, with
gains and losses reported in net income. If
the hedge is effective, the gains and losses on
these items will offset each other, although
both will appear in net income.

FASAC. Financial Accounting Standards
Advisory Council. FASB (Financial Accounting
Standards Board). An independent board re-
sponsible, since 1973, for establishing gener-
ally accepted accounting principles. Its
official pronouncements are Statements of
Financial Accounting Concepts (SFAC),
Statements of Financial Accounting Stan-
dards (SFAS), and FASB Interpretations. See
also Discussion Memorandum and Technical

Bulletin. Web site: www.fasb.org.

FASB Interpretation FIN. An official FASB
statement interpreting the meaning of Ac-
counting Research Bulletins, APB Opinions,
and Statements of Financial Accounting Stan-
dards. FIN 46, for example, has curtailed the
use of off-balance-sheet financings.

FASB Technical Bulletin. See Technical Bul-
letin.

favorable variance. An excess of actual reve-
nues over expected revenues; an excess of
standard cost over actual cost.

federal income tax. Income tax levied by the
U.S. government on individuals and corpo-
rations.

Federal Insurance Contributions Act. See

FICA.
Federal Unemployment Tax Act. See FUTA.

feedback. The process of informing employ-
ees about how their actual performance com-
pares with the expected or desired level of

fair-value hedge — Financial Accounting Standards Advisory Council (FASAC)

performance, in the hope that the informa-
tion will reinforce desired behavior and re-
duce unproductive behavior.

FEI. Financial Executives Institute.

FICA (Federal Insurance Contributions Act).
The law that sets Social Security taxes and
benefits.

fiduciary. Someone responsible for the custody
or administration of property belonging to
another; for example, an executor (of an es-
tate), agent, receiver (in bankruptcy), or
trustee (of a trust).

FIFO (first-in, first-out). The inventory flow
assumption that firms use to compute ending
inventory cost from most recent purchases
and cost of goods sold from oldest purchases
including beginning inventory. FIFO de-
scribes cost flow from the viewpoint of the
income statement. From the balance sheet
perspective, LISH (last-in, still-here) de-
scribes this same cost flow. Contrast with
LIFO.

finance. As a verb, to supply with funds through
the issue of stocks, bonds, notes, or mort-
gages or through the retention of earnings.

financial accounting. The accounting for as-
sets, equities, revenues, and expenses of a
business; primarily concerned with the his-
torical reporting, to external users, of the fi-
nancial position and operations of an entity
on a regular, periodic basis. Contrast with
managerial accounting.

Financial Accounting Foundation. The inde-
pendent foundation (committee), governed
by a board of trustees, that raises funds to
support the FASB and GASB.

Financial Accounting Standards Advisory
Council (FASAC). A committee of academ-
ics, preparers, attestors, and users giving
advice to the FASB on matters of strategy
and emerging issues. The council spends
much of each meeting learning about current
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developments in standard-setting from the
FASB staff.

Financial Board.

FASB.

Accounting Standards

Financial Executives Institute (FEI). An or-
ganization of financial executives, such as
chief accountants, controllers, and treasur-
ers, of large businesses. In recent years, the
FEI has been a critic of the FASB because it
views many of the FASB requirements as
burdensome while not cost-effective.

financial expense. An expense incurred in rais-
ing or managing funds.

financial flexibility. As defined by SFAC No.
5, “the ability of an entity to take effective
actions to alter amounts and timing of cash
flows so it can respond to unexpected needs
and opportunities.”

financial forecast. See financial projection for
definition and contrast.

financial instrument. The FASB defines this
term as follows.

Cash, evidence of an ownership interest
in an entity, or a contract that both:

[a] imposes on one entity a contractual
obligation (1) to deliver cash or another
financial instrument to a second entity or
(2) to exchange financial instruments on
potentially unfavorable terms with the
second entity, and

[b] conveys to that second entity a
contractual right (1) to receive cash or
another financial instrument from the first
entity or (2) to exchange other financial
instruments on potentially favorable
terms with the first entity.

financial leverage. See leverage.

financial literacy. The NYSE and the NASDAQ
have required that companies who list their
shares with these groups have an audit com-
mittee comprising at least three independent
board members who are financially literate.
The organizations mention the ability to un-
derstand the financial statements, but leave
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the definition of financial literacy to the indi-
vidual boards to define. We think financial
literacy in this sense requires the ability to
understand the transactions requiring critical
accounting judgments or estimates; the ac-
counting issues and choices for those judg-
ments; what management chose, and why;
and what opportunities management’s choices
provide for earnings management. See criti-
cal accounting judgments.

financial model. Model, typically expressed
with arithmetic relations, that allows an or-
ganization to test the interaction of economic
variables in a variety of settings.

financial position (condition). Statement of the
assets and equities of a firm; displayed as a
balance sheet.

financial projection. An estimate of financial
position, results of operations, and changes
in cash flows for one or more future periods
based on a set of assumptions. If the assump-
tions do not represent the most likely out-
comes, then auditors call the estimate a
“projection.” If the assumptions represent
the most probable outcomes, then auditors
call the estimate a “forecast.” “Most proba-
ble” means that management has evaluated
the assumptions and that they are manage-
ment’s judgment of the most likely set of
conditions and most likely outcomes.

financial ratio. See ratio.

financial reporting objectives. Broad objectives
that are intended to guide the development of
specific accounting standards; set out by FASB
SFAC No. 1.

Financial Reporting Release. Series of releases,
issued by the SEC since 1982; replaces the Ac-
counting Series Release. See SEC.

financial statements. The balance sheet, in-
come statement, statement of retained earn-
ings, statement of cash flows, statement of
changes in owners’ equity accounts, statement
of comprehensive income, and notes thereto.
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financial structure. Capital structure.

financial vice-president. Person in charge of
the entire accounting and finance function;
typically one of the three most influential
people in the company.

financial year. Australia and United King-
dom: term for fiscal year.

financing activities. Obtaining resources from
(a) owners and providing them with a return
on and a return of their investment and (b)
creditors and repaying amounts borrowed
(or otherwise settling the obligation). See
statement of cash flows.

financing lease. Capital lease.

finished goods (inventory account). Manufac-
tured product ready for sale; a current asset
(inventory) account.

firm. Informally, any business entity. (Strictly
speaking, a firm is a partnership.)

firm commitment. The FASB, in SFAS No.
133, defines this as “an agreement with an
unrelated party, binding on both parties and
usually legally enforceable,” which requires
that the firm promise to pay a specified
amount of a currency and that the firm has
sufficient disincentives for nonpayment that
the firm will probably make the payment. A
firm commitment resembles a liability, but it
is an executory contract, so is not a liability.
SFAS No. 133 allows the firm to recognize
certain financial hedges in the balance sheet
if they hedge firm commitments. The FASB
first used the term in SFAS No. 52 and No.
80 but made the term more definite and more
important in SFAS No. 133. This is an early,
perhaps the first, step in changing the recog-
nition criteria for assets and liabilities to ex-
clude the test that the future benefit (asset) or
obligation (liability) not arise from an execu-
tory contract.

first-in, first-out. See FIFO.

fiscal year. A period of 12 consecutive months
chosen by a business as the accounting

financial structure — fixed manufacturing overhead applied

period for annual reports, not necessarily a
natural business year or a calendar year.

FISH. An acronym, conceived by George H.
Sorter, for first-in, still-here. FISH is the
same cost flow assumption as LIFO. Many
readers of accounting statements find it eas-
ier to think about inventory questions in
terms of items still on hand. Think of LIFO
in connection with cost of goods sold but of
FISH in connection with ending inventory.
See LISH.

fixed assets. Plant assets.

fixed assets turnover. Sales divided by aver-
age total fixed assets.

fixed benefit plan. A defined-benefit plan.

fixed budget. A plan that provides for specified
amounts of expenditures and receipts that do
not vary with activity levels; sometimes
called a “static budget.” Contrast with flexi-
ble budget.

fixed charges earned (coverage) ratio. Income
before interest expense and income tax ex-
pense divided by interest expense.

fixed cost (expense). An expenditure or ex-
pense that does not vary with volume of ac-
tivity, at least in the short run. See capacity
costs, which include enabling costs and
standby costs, and programmed costs for
various subdivisions of fixed costs. See cost
terminology.

fixed cost price variance (spending variance).
The difference between actual and budgeted
fixed costs.

fixed interval sampling. A method of choos-
ing a sample: the analyst selects the first
item from the population randomly, draw-
ing the remaining sample items at equally
spaced intervals.

fixed liability. Long-term liability.

fixed manufacturing overhead applied. The
portion of fixed manufacturing overhead cost
allocated to units produced during a period.
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fixed overhead variance. Difference between
actual fixed manufacturing costs and fixed
manufacturing costs applied to production in
a standard costing system.

flexible budget. Budget that projects receipts
and expenditures as a function of activity
levels. Contrast with fixed budget.

flexible budget allowance. With respect to
manufacturing overhead, the total cost that a
firm should have incurred at the level of ac-
tivity actually experienced during the period.

float. Checks whose amounts the bank has
added to the depositor’s bank account but
whose amounts the bank has not yet reduced
from the drawer’s bank account.

Flow of Costs (and Sales Revenue)
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flow. The change in the amount of an item over
time. Contrast with stock.

flow assumption. An assumption used when
the firm makes a withdrawal from inventory.
The firm must compute the cost of the with-
drawal by a flow assumption if the firm does
not use the specific identification method.
The usual flow assumptions are FIFO, LIFO,
and weighted average.

flow of costs. Costs passing through various
classifications within an entity engaging, at
least in part, in manufacturing activities. See
the accompanying diagram for a summary of
product and period cost flows.

1

Product Cost
Accounts

Assets, Goods,
and services

Work in Process|

Finished Goods Sales**

Factory Buliding
and Equipment
Factory Labor” >
Factory Materials
and Supplies

Multipurpose Building
Rent

Telephone
General and
Administrative
Expenses

Depreciation of
Office Equipment

Office Labor

Cost of Goods
Sold

Income Summary

Office Supplies |—>

Selling and
Delivery
Expenses
Commissions
Salaries for L 5
Salespeople
Depreciation of

Delivery Truck

* The credit in the entry to record these items is usually to a payable; for all others, the credit is usually to an

asset, or to an asset contra account.

** When the film records sales to customers, it credits the Sales account. The debit is usually to Cash or

Accounts Receivable.

flow-through method. Accounting for the in-
vestment credit to show all income statement
benefits of the credit in the year of acquisi-
tion rather than spreading them over the life
of the asset acquired (called the “deferral
method”). The APB preferred the deferral

method in Opinion No. 2 (1962) but accepted
the flow-through method in Opinion No. 4
(1964). The term also applies to depreciation
accounting in which the firm uses the
straight-line method for financial reporting
and an accelerated depreciation method for
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tax reporting. Followers of the flow-through
method would not recognize a deferred tax
liability. APB Opinion No. 11 prohibits the
use of the flow-through approach in financial
reporting, although some regulatory com-
missions have used it.

FOB. Free on board some location (for exam-
ple, FOB shipping point, FOB destination).
The invoice price includes delivery at seller’s
expense to that location. Title to goods usu-
ally passes from seller to buyer at the FOB
location.

folio. A page number or other identifying refer-
ence used in posting to indicate the source of
entry.

footing. Adding a column of figures.

footnotes. More detailed information than that
provided in the income statement, balance
sheet, statement of retained earnings, and
statement of cash flows. These are an integral
part of the statements, and the auditor’s re-
port covers them. They are sometimes called
“notes.”

forecast. See financial projection for definition
and contrast.

foreclosure. Occurs when a lender takes pos-
session of property for his or her own use or
sale after the borrower fails to make a re-
quired payment on a mortgage. Assume that
the lender sells the property but that the pro-
ceeds of the sale are too small to cover the
outstanding balance on the loan at the time of
foreclosure. Under the terms of most mort-
gages, the lender becomes an unsecured
creditor of the borrower for the still-unrecov-
ered balance of the loan.

foreign currency. For financial statements pre-
pared in a given currency, any other currency.

foreign currency translation. Reporting in the
currency used in financial statements the
amounts denominated or measured in a dif-
ferent currency.

FOB — fraudulent conveyance

foreign exchange gain or loss. Gain or loss
from holding net foreign monetary items dur-
ing a period when the exchange rate changes.

foreign sales corporation. See FSC.

forfeited share. A share to which a subscriber
has lost title because of nonpayment of a call.

Form 10-K. See 10-K.
Form 20-F. See 20-F.

forward contract. An agreement to purchase
or sell a specific commodity or financial in-
strument for a specified price, the forward
price, at a specified date. Contrast with fu-
tures contract. Typically, forward contracts
are not traded on organized exchanges (un-
like futures contract), so the parties to the
agreement sacrifice liquidity but gain flexi-
bility in setting contract quantities, qualities,
and settlement dates.

forward-exchange contract. An agreement to
exchange at a specified future date curren-
cies of different countries at a specified rate
called the “forward rate.”

forward price. The price of a commodity for
delivery at a specified future date; in contrast
to the “spot price,” the price of that commod-
ity on the day of the price quotation.

franchise. A privilege granted or sold, such as
to use a name or to sell products or services.

fraudulent conveyance. A transfer of goods or
cash that a court finds illegal. Creditors of a
bankrupt firm usually receive less than the
firm owed them. For example, a creditor of a
bankrupt firm might collect from the trustee
of the bankrupt firm only $.60 for every dol-
lar the bankrupt firm owed. Creditors, antici-
pating bankruptcy, sometimes attempt to
persuade the firm to pay the debt in full be-
fore the firm declares bankruptcy, reducing
the net assets available to other creditors.
Bankruptcy laws have rules forbidding such
transfers from a near-bankrupt firm to some
of its creditors. Such a transfer is called a
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“fraudulent conveyance.” Courts sometimes
ask accountants to judge whether a firm had
liabilities exceeding assets even before the
firm went into bankruptcy. When the court
can find that economic bankruptcy occurred
before legal bankruptcy, it will declare trans-
fers of assets to creditors after economic
bankruptcy to be fraudulent conveyances and
have the assets returned to the trustees (or to
a legal entity called the “bankrupt’s estate”)
for redistribution to all creditors.

fraudulent financial reporting. Intentional or
reckless conduct that results in materially
misleading financial statements. See creative
accounting.

free cash flow. This term has no standard
meaning. Some financial statement analysts
use it to mean Cash flow from operations +
Interest expense + Income tax expense. Oth-
ers mean the excess of cash flow from opera-
tions over cash flow for investing. Usage
varies so much that you should ascertain the
meaning intended in context by this phrase.

free on board. FOB.

freight-in. The cost of freight or shipping in-
curred in acquiring inventory, preferably
treated as a part of the cost of inventory; of-
ten shown temporarily in an adjunct account
that the acquirer closes at the end of the pe-
riod with other purchase accounts to the in-
ventory account.

freight-out. The cost of freight or shipping in-
curred in selling inventory, treated by the
seller as a selling expense in the period of
sale.

FSC (foreign sales corporation). A foreign
corporation engaging in certain export ac-
tivities, some of whose income the United
States exempts from federal income tax. A
U.S. corporation need pay no income taxes
on dividends distributed by an FSC out of
earnings attributable to certain foreign
income.
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full absorption costing. The costing method

that assigns all types of manufacturing costs
(direct material, direct labor, fixed and vari-
able overhead) to units produced; required
by GAAP; also called “absorption costing.”
Contrast with variable costing.

full costing, full costs. The total cost of pro-

ducing and selling a unit; often used in long-
term profitability and pricing decisions. Full
cost per unit equals full absorption cost per
unit plus marketing, administrative, interest,
and other central corporate expenses, per
unit. The sum of full costs for all units equals
total costs of the firm.

full disclosure. The reporting policy requiring

that all significant or material information
appear in the financial statements. See fair
presentation.

fully diluted earnings per share. For common

stock, smallest earnings per share figure that
one can obtain by computing an earnings per
share for all possible combinations of as-
sumed exercise or conversion of potentially
dilutive securities. This figure must appear
on the income statement if it is less than 97
percent of earnings available to common
shareholders divided by the average number
of common shares outstanding during the
period.

fully vested. Said of a pension plan when an

employee (or his or her estate) has rights to
all the benefits purchased with the em-
ployer’s contributions to the plan even if the
employee does not work for this employer at
the time of death or retirement.

function. In governmental accounting, said of a

group of related activities for accomplishing
a service or regulatory program for which the
governmental unit has responsibility; in
mathematics, a rule for associating a number,
called the dependent variable, with another
number (or numbers), called independent
variable(s).
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functional classification. Income statement re-
porting form that classifies expenses by func-
tion, that is, cost of goods sold, administrative
expenses, financing expenses, selling ex-
penses. Contrast with natural classification.

functional currency. Currency in which an en-
tity carries out its principal economic activity.

fund. An asset or group of assets set aside for a
specific purpose. See also fund accounting.

fund accounting. The accounting for resources,
obligations, and capital balances, usually of
a not-for-profit or governmental entity, which
the entity has segregated into accounts repre-
senting logical groupings based on legal, donor,
or administrative restrictions or requirements.
The groupings are “funds.” The accounts of
each fund are self-balancing, and from them
one can prepare a balance sheet and an oper-
ating statement for each fund. See fund and
fund balance.

fund balance. In governmental accounting, the
excess of assets of a fund over its liabilities
and reserves; the not-for-profit equivalent of
owners’ equity.

funded. Said of a pension plan or other obliga-
tion when the firm has set aside funds for
meeting the obligation when it comes due.
The federal law for pension plans requires
that the firm fund all normal costs when it
recognizes them as expenses. In addition, the
firm must fund prior service cost of pension
plans over 30 or over 40 years, depending on
the circumstances.

funding. Replacing short-term liabilities with
long-term debt.

funds. Generally working capital; current as-
sets less current liabilities; sometimes used

G

functional classification — GAAP

to refer to cash or to cash and marketable
securities.

funds provided by operations. See cash pro-

vided by operations.

funds statement. An informal name often used

for the statement of cash flows.

funny money. Said of securities, such as con-

vertible preferred stock, convertible bonds,
options, and warrants, that have aspects of
common shares but that did not reduce re-
ported earnings per share before the issu-
ance of APB Opinion No. 9 in 1966 and No.
15in 1969.

FUTA (Federal Unemployment Tax Act).

Provides for taxes to be collected at the fed-
eral level, to help subsidize the individual
states’ administration of their unemployment
compensation programs.

future value. Value at a specified future date of

a sum increased at a specified interest rate.

futures contract. An agreement to purchase or

sell a specific commodity or financial in-
strument for a specified price, at a specific
future time or during a specified future pe-
riod. Contrast with forward contract. When
traded on an organized exchange, the ex-
change sets the minimum contract size and
expiration date(s). The exchange requires
that the holder of the contract settle in cash
each day the fluctuations in the value of the
contract. That is, each day, the exchange
marks the contract to market value, called
the “(daily) settlement price.” A contract
holder who has lost during the day must put
up more cash, and a holder who has gained
receives cash.

GAAP. Generally accepted accounting princi-
ples; a plural noun. In the United Kingdom

and elsewhere, this means “generally ac-
cepted accounting practices.”
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GAAS. Generally accepted auditing standards;

a plural noun. Do not confuse with GAS.

gain. In financial accounting contexts, the in-

crease in owners’ equity caused by a trans-
action that is not part of a firm’s typical,
day-to-day operations and not part of own-
ers’ investment or withdrawals. Accounting
distinguishes the meaning of the term “gain”
(or loss) from that of related terms. First,
gains (and losses) generally refer to nonop-
erating, incidental, peripheral, or nonrou-
tine transactions: gain on sale of land in
contrast to gross margin on sale of inven-
tory. Second, gains and losses are net con-
cepts, not gross concepts: gain or loss results
from subtracting some measure of cost from
the measure of inflow. Revenues and ex-
penses, on the other hand, are gross con-
cepts; their difference is a net concept. Gain
is nonroutine and net, profit or margin is
routine and net; revenue from continuing
operations is routine and gross; revenue
from discontinued operations is nonroutine
and gross. Loss is net but can be either rou-
tine (“loss on sale of inventory”) or not
(“loss on disposal of segment of business”).

In managerial accounting and lay con-
texts, the difference between some measure
of revenue or receipts or proceeds and some
measure of costs, such as direct costs or
variable costs or fully absorbed costs or full
costs (see cost terminology). Because the
word can have so many different meanings,
careful writers should be explicit to desig-
nate one.
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parallel to the FASB, and currently consists of
five members.

GbR (Gesellschaft des birgerlichen Rechtes).

Germany: a partnership whose members
agree to share in specific aspects of their own
separate business pursuits, such as an office.
This partnership has no legal form and is not
a separate accounting entity.

GDP Implicit Price Deflator (index). A price

index issued quarterly by the Office of Busi-
ness Economics of the U.S. Department of
Commerce. This index attempts to trace the
price level of all goods and services compos-
ing the gross domestic product. Contrast
with Consumer Price Index.

gearing. United Kingdom: financial leverage.

gearing adjustment. A revenue representing

part of a holding gain. Consider a firm that
has part of its assets financed by noncurrent
liabilities and that has experienced holding
gains on its assets during a period. All the
increase in wealth caused by the holding
gains belongs to the owners; none typically
belongs to the lenders. Some British ac-
counting authorities believe that published
income statements should show part of the
holding gain in income for the period. The
part they would report in income is the frac-
tion of the gain equal to the fraction that
debt composes of total financing; for exam-
ple, if debt equals 40 percent of total equi-
ties and the holding gain equals $100 for the
period, the amount to appear in income for
the period would be $40. Usage calls that
part the “gearing adjustment.”

gain contingency. See contingency.

general debt. A governmental unit’s debt le-
gally payable from general revenues and
backed by the full faith and credit of the gov-
ernmental unit.

GAS. Goods available for sale. Do not confuse
with GAAS.

GASB (Governmental Accounting Standards
Board). An independent body responsible, since
1984, for establishing accounting standards
for state and local government units. It is part
of the Financial Accounting Foundation,

general expenses. Operating expenses other
than those specifically identified as cost of
goods sold, selling, and administration.
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general fixed asset (group of accounts). Ac-
counts showing a governmental unit’s long-
term assets that are not accounted for in en-
terprise, trust, or intragovernmental service
funds.

general fund. A nonprofit entity’s assets and
liabilities not specifically earmarked for other
purposes; the primary operating fund of a
governmental unit.

general journal. The formal record in which
the firm records transactions, or summaries
of similar transactions, in journal entry form
as they occur. Use of the adjective “general”
usually implies that the journal has only two
columns for cash amounts or that the firm
also uses various special journals, such as a
check register or sales journal.

general ledger. The name for the formal ledger
containing all the financial statement ac-
counts. It has equal debits and credits, as evi-
denced by the trial balance. Some of the
accounts in the general ledger may be con-
trol accounts, supported by details contained
in subsidiary ledgers.

general partner. Partnership member who is
personally liable for all debts of the partner-
ship; contrast with limited partner.

general price index. A measure of the aggre-
gate prices of a wide range of goods and ser-
vices in the economy at one time relative to
the prices during a base period. See Con-
sumer Price Index and GDP Implicit Price
Deflator. Contrast with specific price index.

general price level-adjusted statements. See
constant-dollar accounting

general price-level changes. Changes in the
aggregate prices of a wide range of goods and
services in the economy. These price mea-
surements result from using a general price
index. Contrast with specific price changes.

general purchasing power. The command of
the dollar over a wide range of goods and
services in the economy. The general

general fixed asset (group of accounts) — generally accepted auditing standards

purchasing power of the dollar is inversely
related to changes in a general price index.
See general price index.

general purchasing-power accounting. See
constant-dollar accounting.

generally accepted accounting principles

(GAAP). As previously defined by the CAP,
APB, and now the FASB, the conventions,
rules, and procedures necessary to define ac-
cepted accounting practice at a particular
time; includes both broad guidelines and rel-
atively detailed practices and procedures. In
the United States, the FASB defines GAAP
to include accounting pronouncements of the
SEC and other government agencies as well
as a variety of authoritative sources, such as
this book.

generally accepted auditing standards
(GAAS). The PCAOB has explicitly stated that
it began compiling its auditing promulga-
tions with GAAS, as issued by the AICPA,
but “a reference to generally accepted audit-
ing standards in auditors’ reports is no longer
appropriate or necessary.” The phrase has re-
ferred to the standards, as opposed to partic-
ular procedures, that the AICPA promulgated
(in Statements on Auditing Standards) and
that concern “the auditor’s professional
quantities” and “the judgment exercised by
him in the performance of his examination
and in his report.” Currently, there have been
10 such standards: 3 general ones (concerned
with proficiency, independence, and degree
of care to be exercised), 3 standards of field
work, and 4 standards of reporting. The first
standard of reporting requires that the audi-
tor’s report state whether the firm prepared
the financial statements in accordance with
generally accepted accounting principles.
Thus, before the PCAOB became the audit-
ing rulemaker, the typical auditor’s report
says that the auditor conducted the examina-
tion in accordance with generally accepted
auditing standards and that the firm prepared
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the statements in accordance with generally
accepted accounting principles. The report
will not refer to the standards of the Public
Company Accounting Oversight Board
(United States). See auditor’s report.

geographic segment. A single operation or a
group of operations that are located in a par-
ticular geographic area and that generate rev-
enue, incur costs, and have assets used in or
associated with generating such revenue.

GIE (groupement d’intérét économique).
France: a joint venture, normally used for ex-
ports and research-and-development pooling.

GmbH (Gesellschaft mit beschréankter

Haftung). Germany: a private company with an
unlimited number of shareholders. Transfer of
ownership can take place only with the con-
sent of other shareholders. Contrast with AG.

goal congruence. The idea that all members of
an organization have incentives to perform
for a common interest, such as shareholder
wealth maximization for a corporation.

going-concern assumption. For accounting pur-
poses, accountants’ assumption that a business
will remain in operation long enough to carry
out all its current plans. This assumption par-
tially justifies the acquisition cost basis, rather
than a liquidation or exit value basis, of
accounting.

going public. Said of a business when its
shares become widely traded rather than be-
ing closely held by relatively few sharehold-
ers; issuing shares to the general investing
public.

goods. Items of merchandise, supplies, raw ma-
terials, or finished goods. Sometimes the
meaning of “goods” is extended to include
all tangible items, as in the phrase “goods
and services.”

goods available for sale. The sum of begin-
ning inventory plus all acquisitions of
merchandise or finished goods during an ac-
counting period.
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goods-in-process. Work-in-process.

goodwill. The excess of cost of an acquired
firm (or operating unit) over the current fair
market value of the separately identifiable
net assets of the acquired unit. Before the ac-
quiring firm can recognize goodwill, it must
assign a fair market value to all identifiable
assets, even when not recorded on the books
of the acquired unit. For example, if a firm
has developed a patent that does not appear
on its books because of SFAS No. 2, if an-
other company acquires the firm, the ac-
quirer will recognize the patent at an amount
equal to its estimated fair market value. The
acquirer will compute the amount of good-
will only after assigning values to all assets it
can identify. Informally, the term indicates
the value of good customer relations, high
employee morale, a well-respected business
name, and so on, all of which the firm or an-
alyst expects to result in greater-than-normal
earning power.

goodwill method. A method of accounting for
the admission of a new partner to a part-
nership when the new partner will receive a
portion of capital different from the value
of the tangible assets contributed as a frac-
tion of tangible assets of the partnership.
See bonus method for a description and
contrast.

Governmental Accounting Standards Advisory

Council. A group that consults with the GASB
on agenda, technical issues, and the assign-
ment of priorities to projects. It comprises
more than a dozen members representing
various areas of expertise.

Governmental Accounting Standards Board
GASB.

GPL (general price level). Usually used as an
adjective modifying the word “accounting”
to mean constant-dollar accounting.

GPLA (general price level-adjusted account-
ing). Constant-dollar accounting.
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GPP (general purchasing power). Usually used
as an adjective modifying the word “account-
ing” to mean constant-dollar accounting.

graded vesting. Said of a pension plan in
which not all employees currently have fully
vested benefits. By law, the benefits must
vest according to one of several formulas as
time passes.

grandfather clause. An exemption in new ac-
counting pronouncements exempting trans-
actions that occurred before a given date
from the new accounting treatment. For ex-
ample, APB Opinion No. 17, adopted in
1970, exempted goodwill acquired before
1970 from required amortization. The term
“grandfather” appears in the title to SFAS
No. 10.

gross. Not adjusted or reduced by deductions or
subtractions. Contrast with net, and see gain
for a description of how the difference be-
tween net and gross affects usage of the
terms revenue, gain, expense, and loss.

gross domestic product (GDP). The  market
value of all goods and services produced by
capital or labor within a country, regardless
of who owns the capital or of the nationality
of the labor; most widely used measure of
production within a country. Contrast with
gross national product (GNP), which mea-
sures the market value of all goods and ser-
vices produced with capital owned by, and
labor services supplied by, the residents of
that country regardless of where they work
or where they own capital. In the United
States in recent years, the difference between
GDP and GNP equals about two-tenths of
1 percent of GDP.

gross margin. Net sales minus Cost of goods
sold.

gross margin percent. 100 x (1 — Cost of goods
sold/net sales) = 100 x (Gross margin/Net
sales).

GPP (general purchasing power) — guarantee

gross national product (GNP). See gross do-
mestic product for definition and contrast.

gross price method (of recording purchase or

sales discounts). The firm records the purchase
(or sale) at the invoice price, not deducting
the amounts of discounts available. Later, it
uses a contra account to purchases (or sales)
to record the amounts of discounts taken.
Since information on discounts lapsed will
not emerge from this system, most firms
should prefer the net price method of record-
ing purchase discounts.

gross profit. Gross margin.

gross profit method. A method of estimating
ending inventory amounts. First, the firm
measures cost of goods sold as some fraction
of sales; then, it uses the inventory equation
to value ending inventory.

gross profit ratio. Gross margin divided by
net sales.

gross sales. All sales at invoice prices, not re-
duced by discounts, allowances, returns, or
other adjustments.

group depreciation. In calculating deprecia-
tion charges, a method that combines similar
assets rather than depreciating them sepa-
rately. It does not recognize gain or loss on
retirement of items from the group until the
firm sells or retires the last item in the group.
See composite life method.

guarantee. A promise to answer for payment
of debt or performance of some obligation if
the person liable for the debt or obligation
fails to perform. A guarantee is a contin-
gency of the entity making the promise. Of-
ten, writers use the words “guarantee” and
“warranty” to mean the same thing. In pre-
cise usage, however, ‘“guarantee” means
some person’s promise to perform a contrac-
tual obligation such as to pay a sum of cash,
whereas “warranty” refers to promises about
pieces of machinery or other products. See
warranty.
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half-year convention. In tax accounting under

ACRS, and sometimes in financial account-
ing, an assumption that the firm acquired de-
preciable assets at midyear of the year of
acquisition. When the firm uses this conven-
tion, it computes the depreciation charge for
the year as one-half the charge that it would
have used if it had acquired the assets at the
beginning of the year.

hardware. The physical equipment or devices

forming a computer and peripheral equipment.

hash total. Used to establish accuracy of data

processing; a control that takes the sum of
data items not normally added together (e.g.,
the sum of a list of part numbers) and subse-
quently compares that sum with a computer-
generated total of the same values. If the two
sums are identical, then the analyst takes
some comfort that the two lists are identical.

Hasselback. An annual directory of accounting

faculty at colleges and universities; gives in-
formation about the faculty’s training and
fields of specialization. James R. Hassel-
back, of Florida State University, has com-
piled the directory since the 1970s; Prentice-
Hall distributes it. On-line, you can find it at
the Rutgers University accounting Web site:
http://iwww.rutgers.edu/Accounting/.

health-care benefits obligation. At any time,

the present value of the nonpension benefits
promised by an employer to employees dur-
ing their retirement years.

hedge. To reduce, perhaps cancel altogether,

one risk the entity already bears, by purchas-
ing a security or other financial instrument.
For example, a farmer growing corn runs the
risk that corn prices may decline before the
corn matures and can be brought to market.
Such a farmer can arrange to sell the corn
now for future delivery, hedging the risk of
corn price changes. A firm may have a

receivable denominated in euros due in six
months. It runs the risk that the exchange rate
between the dollar and the euro will change
and the firm will receive a smaller number of
dollars in the future than it would receive
from the same number of marks received to-
day. Such a firm may hedge its exposure to
risk of changes in the exchange rate between
dollars and euros in a variety of ways. See
cash-flow hedge and fair-value hedge. Do not
confuse with hedge accounting.

hedge accounting. Firms may, but need not,

use hedge accounting. If the firm elects
hedge accounting and if its hedging instru-
ment is highly effective, it will report gains
and losses on hedging instruments for cash-
flow hedges in other comprehensive income,
rather than in net income. For fair-value
hedges, the firm using hedge accounting will
report the hedged asset or liability at fair
value; it reports the hedging instrument at
fair value in any event.

held-to-maturity securities. Marketable debt

securities that a firm expects to, and has the
ability to, hold to maturity; a classification
important in SFAS No. 115, which generally
requires the owner to carry marketable secu-
rities on the balance sheet at market value,
not at cost. Under SFAS No. 115, the firm
may show held-to-maturity debt securities at
amortized cost. If the firm lacks either the
expectation or the intent to hold the debt se-
curity to its maturity, then the firm will show
that security at market value as a security
available for sale.

hidden reserve. An amount by which a firm

has understated owners’ equity, perhaps de-
liberately. The understatement arises from
an undervaluation of assets or overvaluation
of liabilities. By undervaluing assets on this
period’s balance sheet, the firm can over-
state net income in some future period by



74 Glossary

disposing of the asset: actual revenues less
artificially low cost of assets sold yields arti-
ficially high net income. No account in the
ledger has this title.

hire-purchase agreement (contract). United
Kingdom: a lease containing a purchase
option.

historical cost. Acquisition cost; original cost;
a sunk cost.

historical cost/constant-dollar accounting.
Accounting based on historical cost valua-
tions measured in constant dollars. The
method restates nonmonetary items to reflect
changes in the general purchasing power of
the dollar since the time the firm acquired
specific assets or incurred specific liabilities.
The method recognizes a gain or loss on
monetary items as the firm holds them over
time periods when the general purchasing
power of the dollar changes.

historical exchange rate. The rate at which
one currency converts into another at the
date a transaction took place. Contrast with
current exchange rate.

historical summary. A part of the annual re-
port that shows items, such as net income,
revenues, expenses, asset and equity totals,
earnings per share, and the like, for 5 or 10
periods including the current one. Usually
not as much detail appears in the historical
summary as in comparative statements,
which typically report as much detail for the
two preceding years as for the current year.
Annual reports may contain both compara-
tive statements and a historical summary.

holdback. Under the terms of a contract, a por-
tion of the progress payments that the cus-
tomer need not pay until the contractor has
fulfilled the contract or satisfied financial ob-
ligations to subcontractors.

holding company. A company that confines its
activities to owning stock in, and supervising
management of, other companies. A holding

hire-purchase agreement (contract) — hypothecation

company usually owns a controlling interest
in—that is, more than 50 percent of the vot-
ing stock of—the companies whose stock it
holds. Contrast with mutual fund. See con-
glomerate. In British usage, the term refers
to any company with controlling interest in
another company.

holding gain or loss. Difference between end-
of-period price and beginning-of-period price
of an asset held during the period. The finan-
cial statements ordinarily do not separately
report realized holding gains and losses. In-
come does not usually report unrealized gains
at all, except on trading securities. See lower
of cost or market. See inventory profit for fur-
ther refinement, including gains on assets
sold during the period.

holding gain or loss net of inflation. Increase
or decrease in the current cost of an asset
while it is held; measured in units of constant
dollars.

horizontal analysis. Time-series analysis.

horizontal integration. An organization’s ex-
tension of activity in the same general line of
business or its expansion into supplemen-
tary, complementary, or compatible prod-
ucts. Compare vertical integration.

house account. An account with a customer who
does not pay sales commissions.

human resource accounting. A term used to
describe a variety of proposals that seek to
report the importance of human resources—
knowledgeable, trained, and loyal employees—
in a company’s earning process and total
assets.

hurdle rate. Required rate of return in a dis-
counted cash flow analysis.

hybrid security. Security, such as a convertible
bond, containing elements of both debt and
owners’ equity.

hypothecation. The pledging of property, with-
out transfer of title or possession, to secure a
loan.
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IAA. Interamerican Accounting Association.

IASB. International Accounting Standards
Board.

ICMA (Institute of Certified Management
Accountants). See CMA and Institute of Man-
agement Accountants.

ideal standard costs. Standard costs set equal
to those that a firm would incur under the
best-possible conditions.

IFRS. International Financial Reporting Stan-
dard(s). Refers broadly to all the pronounce-
ments of the 1ASB and, with numbers after
the letters, to specific reporting standards is-
sued by the IASB.

IHA. Institute of Internal Auditors.
IMA. Institute of Management Accountants.

impairment. Reduction in market value of an
asset. When the firm has information indi-
cating that its long-lived assets, such as
plant, identifiable intangibles, and goodwill,
have declined in market value or will provide
a smaller future benefit than originally antic-
ipated, it tests to see if the decline in value is
so drastic that the expected future cash flows
from the asset have declined below book
value. If then-current book value exceeds the
sum of expected cash flows, an asset impair-
ment has occurred. At the time the firm
judges that an impairment has occurred, the
firm writes down the book value of the asset
to its then-current fair value, which is the
market value of the asset or, if the firm can-
not assess the market value, the expected net
present value of the future cash flows.

implicit interest. Interest not paid or received.
See interest, imputed. All transactions involv-
ing the deferred payment or receipt of cash
involve interest, whether explicitly stated or
not. The implicit interest on a single-payment

note equals the difference between the
amount collected at maturity and the amount
lent at the start of the loan. One can compute
the implicit interest rate per year for loans
with a single cash inflow and a single cash
outflow from the following equation:

[Cash Received at Maturity](m) 1
Cash Lent

where t is the term of the loan in years; t
need not be an integer.

imprest fund. Petty cash fund.

improvement. An expenditure to extend the

useful life of an asset or to improve its per-
formance (rate of output, cost) over that of
the original asset; sometimes called “better-
ment.” The firm capitalizes such expendi-
tures as part of the asset’s cost. Contrast with
maintenance and repair.

imputed cost. A cost that does not appear in

accounting records, such as the interest that a
firm could earn on cash spent to acquire
inventories rather than, say, government
bonds. Or, consider a firm that owns the
buildings it occupies. This firm has an im-
puted cost for rent in an amount equal to
what it would have to pay to use similar
buildings owned by another or equal to the
amount it could collect from someone rent-
ing the premises from the firm. Opportunity
cost.

imputed interest. See interest, imputed.
in the black (red). Operating at a profit (loss).

in-process R&D. When one firm acquires an-

other, the acquired firm will often have re-
search and development activities under way
that, following GAAP, it has expensed. The
acquiring firm will pay for these activities to
the extent they have value and will then, fol-
lowing GAAP, write off the activities. For
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each dollar of in-process R&D that the ac-
quiring firm identifies and immediately ex-
penses, it will have one less dollar of goodwill
or other assets to amortize. Some acquirers
have overstated the valuations of acquired in-
process R&D in order to increase immediate
write-offs and subsequent, recurring income.

incentive compatible compensation. Said of a
compensation plan that induces managers to
act for the interests of owners while acting
also in their own interests. For example, con-
sider that a time of rising prices and increas-
ing inventories when using a LIFO cost flow
assumption implies paying lower income
taxes than using FIFO. A bonus scheme for
managers based on accounting net income is
not incentive-compatible because owners
likely benefit more under LIFO, whereas
managers benefit more if they report using
FIFO. See LIFO conformity rule and goal
congruence.

income. Excess of revenues and gains over ex-
penses and losses for a period; net income.
The term is sometimes used with an appropri-
ate modifier to refer to the various intermedi-
ate amounts shown in a multiple-step income
statement or to refer to revenues, as in “rental
income.” See comprehensive income.

income accounts. Revenue and expense ac-
counts.

income before taxes. On the income statement,
the difference between all revenues and ex-
penses except income tax expense. Contrast
with net income.

income determination. See determine.

income distribution account. Temporary ac-
count sometimes debited when the firm de-
clares dividends; closed to retained earnings.

income from continuing operations. As de-
fined by APB Opinion No. 30, all revenues
less all expenses except for the following: re-
sults of operations (including income tax ef-
fects) that a firm has discontinued or will

incentive compatible compensation — income summary

discontinue; gains or losses, including in-
come tax effects, on disposal of segments of
the business; gains or losses, including in-
come tax effects, from extraordinary items;
and the cumulative effect of accounting
changes.

income from discontinued operations. Income,
net of tax effects, from parts of the business
that the firm has discontinued during the pe-
riod or will discontinue in the near future.
Accountants report such items on separate
lines of the income statement, after income
from continuing operations but before ex-
traordinary items.

income (revenue) bond. See special revenue
debt.

income smoothing. A method of timing busi-
ness transactions or choosing accounting
principles so that the firm reports smaller
variations in income from year to year than it
otherwise would. Although some manage-
ments set income smoothing as an objective,
no standard-setter does.

income statement. The statement of revenues,
expenses, gains, and losses for the period,
ending with net income for the period. Ac-
countants usually show the earnings-per-
share amount on the income statement; the
reconciliation of beginning and ending bal-
ances of retained earnings may also appear
in a combined statement of income and re-
tained earnings. See income from continuing
operations, income from discontinued opera-
tions, extraordinary items, multiple-step, and
single-step.

income summary. In problem solving, an ac-
count that serves as a surrogate for the in-
come statement. In using an income summary,
close all revenue accounts to the Income
Summary as credits and all expense ac-
counts as debits. The balance in the account,
after you make all these closing entries, rep-
resents income or loss for the period. Then,
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close the income summary balance to re-
tained earnings.

income tax. Anannual tax levied by the federal
and other governments on the income of an
entity.

income tax allocation. See deferred income tax
(liability) and tax allocation: intra-statement.

incremental. An adjective used to describe the
increase in cost, expense, investment, cash
flow, revenue, profit, and the like if the firm
produces or sells one or more units or if it
undertakes an activity. See differential.

incremental cost. See incremental.

incur. Said of an obligation of a firm, whether
or not that obligation is accrued. For exam-
ple, a firm incurs interest expense on a loan
as time passes but accrues that interest only
on payment dates or when it makes an ad-
justing entry.

indenture. See bond indenture.

independence. The mental attitude required of
the CPA in performing the attest function. It
implies that the CPA is impartial and that the
members of the auditing CPA firm own no
stock in the corporation being audited.

independent accountant. The CPA who per-
forms the attest function for a firm.

independent variable. See regression analysis.

indeterminate-term liability. A liability lack-
ing the criterion of being due at a definite
time. This term is our own coinage to en-
compass the minority interest.

indexation. An attempt by lawmakers or par-
ties to a contract to cope with the effects of
inflation. Amounts fixed in law or contracts
are “indexed” when these amounts change as
a given measure of price changes. For exam-
ple, a so-called escalator clause (COLA—
cost of living allowance or adjustment) in a
labor contract might provide that hourly
wages will be increased as the Consumer
Price Index increases. Many economists
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have suggested the indexation of numbers be
fixed in the income tax laws. If, for example,
the personal exemption is $2,500 at the start
of the period, if prices rise by 10 percent dur-
ing the period, and if the personal exemption
is indexed, then the personal exemption
would automatically rise to $2,750 (= $2,500
+.10 x $2,500) at the end of the period.

indirect cost pool. Any grouping of individual
costs that a firm does not identify with a cost
objective.

indirect costs. Production costs not easily asso-
ciated with the production of specific goods
and services; overhead costs. Accountants
may allocate them on some arbitrary basis
to specific products or departments.

indirect labor (material) cost. An indirect cost
for labor (material), such as for supervisors

(supplies).
indirect method. See statement of cash flows.

individual proprietorship. Sole proprietorship.

Industry Audit Guides. A series of AICPA pub-
lications providing specific accounting and
auditing principles for specialized situations.
Audit guides have been issued covering gov-
ernment contractors, state and local govern-
ment units, investment companies, finance
companies, brokers and dealers in securities,
and many other subjects.

inescapable cost. A cost that the firm or man-
ager cannot avoid (see avoidable) because of
an action. For example, if management shuts
down two operating rooms in a hospital but
still must employ security guards in unre-
duced numbers, the security costs are “ines-
capable” with respect to the decision to close
the operating rooms.

inflation. A time of generally rising prices.

inflation accounting. Strictly speaking, constant-
dollar accounting. Some writers incorrectly
use the term to mean current cost accounting.
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information circular. Canada: a document, ac-
companying the notice of a shareholders’
meeting, prepared in connection with the so-
licitation of proxies by or on behalf of the
management of the corporation. It contains
information concerning the people making
the solicitation, election of directors, appoint-
ment of auditors, and other matters to be
acted on at the meeting.

information system. A system, sometimes for-
mal and sometimes informal, for collecting,
processing, and communicating data that are
useful for the managerial functions of deci-
sion making, planning, and control and for fi-
nancial reporting under the attest requirement.

inherent interest rate. Implicit interest rate.

initial cash flows. Cash flows associated with
the beginning of an investment project. Of-
ten include asset cost, freight and installation
costs, reduced by cash proceeds from dispos-
ing of existing assets made redundant or un-
necessary by the new project, and income tax
effect of gain (loss) on disposal of existing
assets.

insolvent. Unable to pay debts when due; said
of a company even though assets exceed
liabilities.

installment. Partial payment of a debt or partial

collection of a receivable, usually according
to a contract.

installment contracts receivable. The name
used for accounts receivable when the firm
uses the installment method of recognizing
revenue. Its contra account, unrealized gross
margin, appears on the balance sheet as a
subtraction from the amount receivable.

installment sales. Sales on account when the
buyer promises to pay in several separate
payments, called installments. The seller
may, but need not, account for such sales us-
ing the installment method. If the seller ac-
counts for installment sales with the sales
basis of revenue recognition for financial

information circular — intangible asset

reporting but with the installment method for
income tax returns, then it will have deferred
income tax (liability).

installment (sales) method. Recognizing reve-
nue and expense (or gross margin) from a
sales transaction in proportion to the fraction
of the selling price collected during a period;
allowed by the IRS for income tax reporting
but acceptable in GAAP (APB Opinion No.
10) only when the firm cannot estimate cash
collections with reasonable precision. See
realized (and unrealized) gross margin.

Institute of Certified Management Accountants
(ICMA). See CMA and Institute of Manage-
ment Accountants.

Institute of Internal Auditors (11A). The na-
tional association of accountants who are en-
gaged in internal auditing and are employed
by business firms; administers a comprehen-
sive professional examination. Those who
pass the exam qualify to be designated CIA
(Certified Internal Auditor).

Institute of Management Accountants (IMA).
Formerly, the National Association of Ac-
countants, NAA, a society open to those en-
gaged in management accounting; parent
organization of the ICMA, which oversees
the CMA program.

insurance. A contract for reimbursement of
specific losses; purchased with insurance
premiums. “Self-insurance” is not insurance
but is merely the noninsured’s willingness to
assume the risk of incurring losses while sav-
ing the premium.

intangible asset. A nonphysical right that gives
a firm an exclusive or preferred position in
the marketplace. Examples are copyright,
patent, trademark, goodwill, organization
costs, capitalized advertising cost, computer
programs, licenses for any of the preceding,
government licenses (e.g., broadcasting or
the right to sell liquor), leases, franchises,
mailing lists, exploration permits, import and
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export permits, construction permits, and
marketing quotas. Invariably, accountants
define “intangible” using a “for example”
list, as we have just done, because account-
ing has been unable to devise a definition of
“intangible” that will include items such as
those listed above but exclude stock and
bond certificates. Accountants classify these
items as tangibles, even though they give
their holders a preferred position in receiving
dividends and interest payments.

Interamerican Accounting Association (I1AA).

An organization, headquartered in Miami,
devoted to facilitating interaction between
accounting practitioners in the Americas. in-
tercompany elimination. See eliminations.

intercompany profit. Profit within an organi-

zation. If one affiliated company sells to an-
other, and the goods remain in the second
company’s inventory at the end of the period,
then the first company has not yet realized a
profit by a sale to an outsider. The profit is
“intercompany profit,” and the accountant
eliminates it from net income when prepar-
ing consolidated income statements or when
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monitor the performance of another is inter-
department monitoring.

interest. The charge or cost for using cash, usu-

ally borrowed funds. Interest on one’s own
cash used is an opportunity cost, imputed in-
terest. The amount of interest for a loan is
the total amount paid by a borrower to a
lender less the amount paid by the lender to
the borrower. Accounting seeks to allocate
that interest over the time of the loan so that
the interest rate (= interest charge/amount
borrowed) stays constant each period. See
interest rate for discussion of the quoted
amount. See effective interest rate and nomi-
nal interest rate.

interest, imputed. The difference between the

face amount and the present value of a prom-
ise. If a borrower merely promises to pay a
single amount, sometime later than the
present, then the face amount the borrower
will repay at maturity will exceed the present
value (computed at a fair market interest
rate, called the “imputed interest rate”) of the
promise. See also imputed cost.

the firm uses the equity method. interest factor. One plus the interest rate.

intercompany transaction. Transaction be- interest method. See effective interest method.

tween a parent company and a subsidiary or  interest rate. A basis used for computing the

between subsidiaries in a consolidated en-
tity; the accountant must eliminate the ef-
fects of such a transaction when preparing
consolidated financial statements. See inter-
company profit.

intercorporate investment. Occurs when a

given corporation owns shares or debt is-
sued by another.

cost of borrowing funds; usually expressed
as a ratio between the number of currency
units (e.g., dollars) charged for a period of
time and the number of currency units bor-
rowed for that same period of time. When
the writers and speakers do not state a pe-
riod, they almost always mean a period of
one year. See interest, simple interest, com-
pound interest, effective (interest) rate, and

interdepartment monitoring. An internal con-
trol device. The advantage of allocating
service department costs to production de-
partments stems from the incentives that
this gives those charged with the costs to
control the costs incurred in the service
department. That process of having one group

nominal interest rate.
interest rate swap. See swap.

interfund accounts. In governmental account-
ing, the accounts that show transactions be-
tween funds, especially interfund receivables
and payables.
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interim statements. Statements issued for peri-
ods less than the regular, annual accounting
period. The SEC requires most corporations
to issue interim statements on a quarterly ba-
sis. In preparing interim reports, a problem
arises that the accountant can resolve only by
understanding  whether interim  reports
should report on the interim period (1) as a
self-contained accounting period or (2) as an
integral part of the year so that analysts can
make forecasts of annual performance. For
example, assume that at the end of the first
quarter, a retailer has dipped into old LIFO
layers, depleting its inventory, so that it com-
putes LIFO cost of goods sold artificially low
and net income artificially high, relative to
the amounts the firm would have computed
if it had made the “normal” purchases, equal
to or greater than sales. The retailer expects
to purchase inventory sufficiently large so
that when it computes cost of goods sold for
the year, there will be no dips into old LIFO
layers and income will not be artificially
high. The first approach will compute the
quarterly income from low cost of goods
sold using data for the dips that have actually
occurred by the end of the quarter. The sec-
ond approach will compute quarterly income
from cost of goods sold, assuming that pur-
chases were equal to “normal” amounts and
that the firm did not dip into old LIFO layers.
APB Opinion No. 28 and the SEC require
that interim reports be constructed largely to
satisfy the second purpose.

internal audit, internal auditor. An audit con-
ducted by the firm’s own employees, called
“internal auditors,” to ascertain whether the
firm’s internal control procedures work as
planned. Contrast with an external audit con-
ducted by a CPA.

internal controls. Policies and procedures de-
signed to provide management with reason-
able assurances that employees behave in a
way that enables the firm to meet its organi-
zational goals. See control system.

interim statements — intrinsic rewards

internal failure costs. Costs incurred when a
firm detects nonconforming products and ser-
vices before delivering them to customers;
these include scrap, rework, and retesting.

internal rate of return (IRR). The discount rate
that equates the net present value of a stream
of cash outflows and inflows to zero.

internal reporting. Reporting for manage-
ment’s use in planning and control. Contrast
with external reporting for financial state-
ment users.

Internal Revenue Service (IRS). Agency of
the U.S. Treasury Department responsible
for administering the Internal Revenue Code
and collecting income and certain other
taxes.

International Accounting Standards Board
(1ASB). An organization that promotes the inter-
national convergence of accounting standards.
Web site: http://www.iash.org. Successor to
the International Accounting Standards Com-
mittee, IASC, which it superceded in 2001.
A good site for tracing developments in inter-
national accounting is http./Amwww.iasplus.com,
maintained by the worldwide Deloitte Tou-
che Tohmatsu firm, and recommended by the
renowned expert on international accounting,
Professor Stephen A. Zeff of Rice University.

International Organization of Securities
Commissions. 10SCO.

interperiod tax allocation. See deferred income
tax (liability).

interpolation. The estimation of an unknown
number intermediate between two (or more)
known numbers.

Interpretations. See FASB Interpretation.

intrastatement tax allocation. See tax alloca-
tion: intrastatement.

intrinsic rewards. Rewards that come from
within the individual, such as the satisfac-
tion from studying hard, providing help to
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someone in need, or doing a good job. Con-
trast with extrinsic rewards.

inventoriable costs. Costs incurred that the
firm adds to the cost of manufactured prod-
ucts; product costs (assets) as opposed to pe-
riod expenses.

inventory. As anoun, the balance in an asset ac-
count, such as raw materials, supplies, work-
in-process, and finished goods; as a verb, to
calculate the cost of goods on hand at a given
time or to count items on hand physically.

inventory equation. Beginning inventory + Net
additions — Withdrawals = Ending inventory.
Ordinarily, additions are net purchases, and
withdrawals are cost of goods sold. Notice
that ending inventory, appearing on the bal-
ance sheet, and cost of goods sold, appearing
on the income statement, must add to a fixed
sum. The larger is one; the smaller must be
the other. In valuing inventories, the firm
usually knows beginning inventory and net
purchases. Some inventory methods (for ex-
ample, some applications of the retail inven-
tory method) measure costs of goods sold
and use the equation to find the cost of end-
ing inventory. Most methods measure cost of
ending inventory and use the equation to find
the cost of goods sold (withdrawals). In cur-
rent cost (in contrast to historical cost) ac-
counting, additions (in the equation) include
holding gains, whether realized or not. Thus
the current cost inventory equation is as fol-
lows: Beginning inventory (at Current cost)
+ Purchases (where Current cost is Historical
cost) + Holding gains (whether realized or
not) — Ending inventory (at Current cost) =
Cost of goods sold (Current cost).

inventory holding gains. See inventory profit.
inventory layer. See LIFO inventory layer.

inventory profit. A term with several possible
meanings. Consider the data in the accompa-
nying illustration. The firm uses a FIFO cost
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flow assumption and derives its historical
cost data. The assumed current cost data re-
semble those that the FASB suggested in
SFAS No. 89. The term income from continu-
ing operations refers to revenues less ex-
penses based on current, rather than
historical, costs. To that subtotal, add real-
ized holding gains to arrive at realized (con-
ventional) income. To that, add unrealized
holding gains to arrive at economic income.
The term “inventory profit” often refers (for
example in some SEC releases) to the real-
ized holding gain, $110 in the illustration.
The amount of inventory profit will usually
be material when the firm uses FIFO and
when prices rise. Other analysts, including
us, prefer to use the term “inventory profit”
to refer to the total holding gain, $300 (=
$110 + $190, both realized and unrealized),
but writers use this meaning less often. In pe-
riods of rising prices and increasing invento-
ries, the realized holding gains under a FIFO
cost flow assumption will exceed those un-
der LIFO. In the illustration, for example, as-
sume under LIFO that the historical cost of
goods sold is $4,800, that historical LIFO
cost of beginning inventory is $600, and that
historical LIFO cost of ending inventory is
$800. Then income from continuing opera-
tions, based on current costs, remains $350
(= $5,200 — $4,850), realized holding gains
are $50 (= $4,850 — $4,800), realized income
is $400 (= $350 + $50), the unrealized hold-
ing gain for the year is $250 [= ($1,550 —
$800) — ($1,100 — $600)], and economic in-
come is $650 (= $350 + $50 + $250). The
cost flow assumption has only one real effect
on this series of calculations: the split of the
total holding gain into realized and unreal-
ized portions. Thus, economic income does
not depend on the cost flow assumption.
Holding gains total $300 in the illustration.
The choice of cost flow assumption deter-
mines the portion reported as realized.
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Inventory Profit Illustration

(Historical)
Acquisition
Cost
Assuming Current
FIFO Cost
ASSUMED DATA
Inventory, 1/1 ........... $ 900 $1,100
Inventory, 12/31 ......... 1,160 1,550
Cost of Goods Sold for
theYear................ 4,740 4,850
Sales forthe Year ........ $5,200 $5,200
INCOME STATEMENT FOR THE YEAR
Sales................... $5,200 $5,200
Cost of Goods Sold .. .. .. 4,740 4,850
(1) Income from
Continuing Operations. $ 350
Realized Holding Gains . . . 1102
(2) Realized Income =
Conventional Net
Income (underFIFO)... $ 460 $ 460
Unrealized Holding Gain . . 190b
(3) Economic Income . . .. $ 650

aRealized holding gain during a period is current cost
of goods sold less historical cost of goods sold; for
the year the realized holding gain under FIFO is
$110 — $4,850 — $4,740. Some refer to this as
“Inventory profit.”

bThe total unrealized holding gain at any time is cur-
rent cost of Inventory on hand at that time less his-
torical cost of that inventory. The unrealized
holding gain during a period is unrealized holding
gain at the end of the period less the unrealized
holding gain prior to this year is: $200 = $1,100 —
$900.

inventory turnover. Number of times the firm
sells the average inventory during a period;
cost of goods sold for a period divided by av-
erage inventory for the period. See ratio.

invested capital. Contributed capital.

investee. A company in which another entity,
the “investor,” owns stock.

investing activities. Acquiring and selling se-
curities or productive assets expected to pro-
duce revenue over several periods.

inventory turnover — 10SCO

investment. An expenditure to acquire prop-
erty or other assets in order to produce reve-
nue; the asset so acquired; hence a current
expenditure made in anticipation of future
income; said of other companies’ securities
held for the long term and appearing in a sep-
arate section of the balance sheet; in this
context, contrast with marketable securities.

investment center. A responsibility center, with
control over revenues, costs, and assets.

investment credit. A reduction in income tax
liability sometimes granted by the federal
government to firms that buy new equipment.
This item is a credit in that the taxpayer de-
ducts it from the tax bill, not from pretax in-
come. The tax credit has been a given
percentage of the purchase price of the assets
purchased. The government has changed the
actual rules and rates over the years. As of
1999, there is no investment credit. See flow-
through method and carryforward.

investment decision. The decision whether to
undertake an action involving production of
goods or services; contrast with financing
decision.

investment tax credit. Investment credit.

investment turnover ratio. A term that means
the same thing as total assets turnover ratio.

investments. A balance sheet heading for tan-
gible assets held for periods longer than the
operating cycle and not used in revenue pro-
duction (assets not meeting the definitions
of current assets or property, plant, and
equipment).

invoice. A document showing the details of a
sale or purchase transaction.

10SCO (International Organization of Securities
Commissions). The name, since 1983, of a con-
federation of regulators of securities and fu-
tures markets. Members come from over 80
countries. The IOSCO encourages the IASB
to eliminate accounting alternatives and to
ensure that accounting standards are detailed



1.0.U — Journal of Accounting Research

and complete, with adequate disclosure re-
quirements, and that financial statements are
user-friendly.

1.0.U. An informal document acknowledging a
debt, setting out the amount of the debt and
signed by the debtor.

IRR.
IRS.

isoprofit line. On a graph showing feasible
production possibilities of two products that
require the use of the same, limited re-
sources, a line showing all feasible produc-
tion possibility combinations with the same
profit or, perhaps, contribution margin.

Internal rate of return.
Internal Revenue Service.
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issue. A corporation exchange of its stock (or
bonds) for cash or other assets. Terminology
says the corporation “issues,” not “sells,”
that stock (or bonds). Also used in the con-
text of withdrawing supplies or materials
from inventory for use in operations and of
drawing a check.

issued shares. Those shares of authorized cap-
ital stock that a corporation has distributed
to the shareholders. See issue. Shares of
treasury stock are legally issued but are not
outstanding for the purpose of voting, divi-
dend declarations, and earnings-per-share
calculations.

JIT. See just-in-time inventory.

job cost sheet. A schedule showing actual or
budgeted inputs for a special order.

job development credit. The name used for
the investment credit in the 1971 tax law,
since repealed, on this subject.

job (-order) costing. Accumulation of costs
for a particular identifiable batch of prod-
uct, known as a job, as it moves through
production.

jobs. Customized products.

joint cost. Cost of simultaneously producing or
otherwise acquiring two or more products,
called joint products, that a firm must, by the
nature of the process, produce or acquire to-
gether, such as the cost of beef and hides of
cattle. Generally, accounting allocates the
joint costs of production to the individual
products in proportion to their respective
sales value (or, sometimes and usually not
preferred, their respective physical quantities)
at the split-off point. Other examples include
central corporate expenses and overhead of a
department when it manufactures several

products. See common cost and sterilized
allocation.

joint cost allocation. See joint cost.

joint process. A process that converts a com-
mon input into several outputs.

joint product. One of two or more outputs with
significant value that a firm must produce or
acquire simultaneously. See byproduct and
joint cost.

journal. The place where the firm records
transactions as they occur; the book of origi-
nal entry.

journal entry. A dated journal recording,
showing the accounts affected, of equal deb-
its and credits, with an explanation of the
transaction, if necessary.

Journal of Accountancy. A monthly publica-
tion of the AICPA.

Journal of Accounting and Economics.

Scholarly journal published by the William E.
Simon Graduate School of Business Admin-
istration of the University of Rochester.

Journal of Accounting Research. Scholarly
journal containing articles on theoretical and
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empirical aspects of accounting; published
by the Graduate School of Business of the
University of Chicago.

journal voucher. A voucher documenting (and
sometimes authorizing) a transaction, lead-
ing to an entry in the journal.

journalize. To make an entry in a journal.

judgment(al) sampling. A method of choosing
a sample in which the analyst subjectively
selects items for examination, in contrast to
selecting them by statistical methods. Com-
pare random sampling.

junk bond. A low-rated bond that lacks the
merit and characteristics of an investment-

journal voucher — know-how

grade bond. It offers high yields, typically in
excess of 15 percent per year, but also pos-
sesses high risk of default. Sometimes writ-
ers, less pejoratively, call these “high-yield
bonds.” No clear line separates junk from
nonjunk bonds.

just-in-time inventory (production) (JIT). In
managing inventory for manufacturing, sys-
tem in which a firm purchases or manufac-
tures each component just before the firm uses
it. Contrast with systems in which firms ac-
quire or manufacture many parts in advance
of needs. JIT systems have much smaller car-
rying costs for inventory, ideally none, but run
higher risks of incurring stockout costs.

k. Two to the tenth power (210 or 1,024), when
referring to computer storage capacity. The
one-letter abbreviation derives from the first
letter of the prefix “kilo-” (which means
1,000 in decimal notation).

Kaizen costing. A management concept that
seeks continuous improvements, likely oc-
curring in small incremental amounts, by re-
finements of all components of a production
process.

KG (Kommanditgesellschaft). Germany: sim-
ilar to a general partnership (OHG) except
that some of its members may limit their lia-
bility. One of the partners must be a general
partner with unlimited liability.

kiting. A term with slightly different mean-
ings in banking and auditing contexts. In
both, however, it refers to the wrongful
practice of taking advantage of the float, the
time that elapses between the deposit of a
check in one bank and its collection at an-
other. In the banking context, an individual
deposits in Bank A a check written on Bank

B. He (or she) then writes checks against
the deposit created in Bank A. Several days
later, he deposits in Bank B a check written
on Bank A, to cover the original check writ-
ten on Bank B. Still later, he deposits in
Bank A a check written on Bank B. The
process of covering the deposit in Bank A
with a check written on Bank B and vice
versa continues until the person can arrange
an actual deposit of cash. In the auditing
context, kiting refers to a form of window
dressing in which the firm makes the
amount of the account Cash in Bank appear
larger than it actually is by depositing in
Bank A a check written on Bank B without
recording the check written on Bank B in
the check register until after the close of the
accounting period.

know-how. Technical or business information
that is of the type defined under trade secret
but that a firm does not maintain as a secret.
The rules of accounting for this asset are the
same as for other intangibles.
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labor efficiency variance. Measures labor pro-
ductivity by multiplying the standard labor
price times the difference between the stan-
dard labor hours and the actual labor hours.

labor price (or wage) variance. Measures the
difference between the actual and standard
labor prices (wage rates).

labor variances. The price (or rate) and quan-
tity (or usage) variances for direct labor in-
puts in a standard costing system.

laid-down cost. Canada and UK: the sum of all
direct costs incurred for procurement of
goods up to the time of physical receipt, such
as invoice cost plus customs and excise du-
ties, freight and cartage.

land. An asset shown at acquisition cost plus
the cost of any nondepreciable improve-
ments; in accounting, implies use as a plant
or office site rather than as a natural re-
source, such as timberland or farmland.

lapping (accounts receivable). The theft, by
an employee, of cash sent in by a customer to
discharge the latter’s payable. The employee
conceals the theft from the first customer by
using cash received from a second customer.
The employee conceals the theft from the
second customer by using cash received
from a third customer, and so on. The pro-
cess continues until the thief returns the
funds or can make the theft permanent by
creating a fictitious expense or receivable
write-off or until someone discovers the
fraud.

lapse. To expire; said of, for example, an insur-
ance policy or discounts that are made avail-
able for prompt payment and that the
purchaser does not take.

last-in, first-out. See LIFO.

layer. See LIFO inventory layer.

lead time. The time that elapses between plac-
ing an order and receiving the goods or ser-
vices ordered.

learning curve. A mathematical expression of
the phenomenon that incremental unit costs
to produce decrease as managers and labor
gain experience from practice.

lease. A contract calling for the lessee (user) to
pay the lessor (owner) for the use of an asset.
A cancelable lease allows the lessee to can-
cel at any time. A noncancelable lease re-
quires payments from the lessee for the life
of the lease and usually shares many of the
economic characteristics of debt financing.
Most long-term noncancelable leases meet
the usual criteria for classifying them as lia-
bilities, and GAAP require the firm to show
them as liabilities. SFAS No. 13 and the SEC
require disclosure, in notes to the financial
statements, of the commitments for long-
term noncancelable leases. See capital lease
and operating lease.

leasehold. The asset representing the right of
the lessee to use leased property. See lease
and leasehold improvement.

leasehold improvement. An improvement to
leased property. The firm should amortize it
over the service life or the life of the lease,
whichever is shorter.

least and latest rule. Paying the least amount
of taxes as late as possible within the law to
minimize the present value of tax payments
for a given set of operations. Sensible tax-
payers will follow this rule. When a taxpayer
knows that tax rates will increase later, the
taxpayer may reduce the present value of the
tax burden by paying smaller taxes sooner.
Each set of circumstances requires its own
computations.
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ledger. A book of accounts; book of final entry.
See general ledger and subsidiary ledger.
Contrast with journal.

legal capital. The amount of contributed capi-
tal that, according to state law, the firm must
keep permanently in the firm as protection
for creditors.

legal entity. See entity.
lender. See loan.
lessee. See lease.

lessor. See lease.

letter stock. Privately placed common shares;
so called because the SEC requires the pur-
chaser to sign a letter of intent not to resell
the shares.

leverage. More than proportional result from
extra effort or financing. Some measure of
output increases faster than the measure of
input. “Operating leverage” refers to the ten-
dency of net income to rise at a faster rate
than sales in the presence of fixed costs. A
doubling of sales, for example, usually im-
plies a more than doubling of net income.
“Financial leverage” (or “capital leverage™)
refers to an increase in rate of return larger
than the increase in explicit financing
costs—the increased rate of return on own-
ers’ equity (see ratio) when an investment
earns a return larger than the after-tax inter-
est rate paid for debt financing. Because the
interest charges on debt usually do not
change, any incremental income benefits
owners and none benefits debtors. When
writers use the term “leverage” without a
qualifying adjective, the term usually refers
to financial leverage, the use of long-term
debt in securing funds for the entity.

leveraged lease. A special form of lease in-
volving three parties: a lender, a lessor, and
a lessee. The lender, such as a bank or insur-
ance company, lends a portion, say 80 per-
cent, of the cash required for acquiring the
asset. The lessor puts up the remainder, 20

ledger — lien

percent, of the cash required. The lessor ac-
quires the asset with the cash, using the asset
as security for the loan, and leases it to the
lessee on a noncancelable basis. The lessee
makes periodic lease payments to the lessor,
who in turn makes payments on the loan to
the lender. Typically, the lessor has no obli-
gation for the debt to the lender other than
transferring a portion of the receipts from
the lessee. If the lessee should default on the
required lease payments, then the lender can
repossess the leased asset. The lessor usu-
ally has the right to benefit from the tax de-
ductions for depreciation on the asset, for
interest expense on the loan from the lender,
and for any investment credit. The lease is
leveraged in the sense that the lessor, who
takes most of the risks and enjoys most of
the rewards of ownership, usually borrows
most of the funds needed to acquire the as-
set. See leverage.

liability. An obligation to pay a definite (or rea-

sonably definite) amount at a definite (or rea-
sonably definite) time in return for a past or
current benefit (that is, the obligation arises
from a transaction that is not an executory
contract); a probable future sacrifice of eco-
nomic benefits arising from present obliga-
tions of a particular entity to transfer assets
or to provide services to other entities in the
future as a result of past transactions or
events. SFAC No. 6 says that “probable” re-
fers to that which we can reasonably expect
or believe but that is neither certain nor
proved. A liability has three essential charac-
teristics: (1) the obligation to transfer assets
or services has a specified or knowable date,
(2) the entity has little or no discretion to
avoid the transfer, and (3) the event causing
the obligation has already happened, that is,
it is not executory.

lien. The right of person A to satisfy a claim

against person B by holding B’s property as
security or by seizing B’s property.
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life annuity. A contingent annuity in which
payments cease at the death of a specified
person(s), usually the annuitant(s).

LIFO (last-in, first-out). An inventory flow
assumption in which the cost of goods sold
equals the cost of the most recently acquired
units and a firm computes the ending inven-
tory cost from the costs of the oldest units. In
periods of rising prices and increasing inven-
tories, LIFO leads to higher reported ex-
penses and therefore lower reported income
and lower balance sheet inventories than
does FIFO. Contrast with FIFO. See FISH
and inventory profit.

LIFO conformity rule. The IRS rule requiring
that companies that use a LIFO cost flow as-
sumption for income taxes must also use
LIFO in computing income reported in finan-
cial statements and forbidding the disclosure
of pro forma results from using any other
cost flow assumption.

LIFO, dollar-value method. See dollar-value
LIFO method.

LIFO inventory layer. A portion of LIFO in-
ventory cost on the balance sheet. The end-
ing inventory in physical quantity will
usually exceed the beginning inventory. The
LIFO cost flow assumption assigns to this in-
crease in physical quantities a cost computed
from the prices of the earliest purchases dur-
ing the year. The LIFO inventory then con-
sists of layers, sometimes called “slices,”
which typically consist of relatively small
amounts of physical quantities from each of
the past years when purchases in physical
units exceeded sales in units. Each layer car-
ries the prices from near the beginning of the
period when the firm acquired it. The earliest
layers will typically (in periods of rising
prices) have prices much less than current
prices. If inventory quantities should decline
in a subsequent period—a “dip into old LIFO
layers”—the latest layers enter cost of goods
sold first.
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LIFO reserve. Unrealized holding gain in end-
ing inventory: current or FIFO historical
cost of ending inventory less LIFO historical
cost. A better term for this concept is “excess
of current cost over LIFO historical cost.”
See reserve.

limited liability. The legal concept that share-
holders of corporations are not personally li-
able for debts of the company.

limited partner. A partnership member who is
not personally liable for debts of the partner-
ship. Every partnership must have at least
one general partner, who is fully liable.

line-of-business reporting. See segment re-
porting.

line of credit. An agreement with a bank or set
of banks for short-term borrowings on de-
mand.

linear programming. A mathematical tool for
finding profit-maximizing (or cost-minimiz-
ing) combinations of products to produce
when a firm has several products that it can
produce but faces linear constraints on the
resources available in the production pro-
cesses or on maximum and minimum pro-
duction requirements.

liquid. Said of a business with a substantial
amount (the amount is unspecified) of work-
ing capital, especially quick assets.

liquid assets. Cash, current marketable securi-
ties, and sometimes, current receivables.

liquidating dividend. A dividend that a firm
declares in the winding up of a business to
distribute its assets to the shareholders. Usu-
ally the recipient treats this as a return of in-
vestment, not as revenue.

liquidation. Payment of a debt; sale of assets in
closing down a business or a segment
thereof.

liquidation value per share. The amount each
share of stock will receive if the board dis-
solves a corporation; for preferred stock with
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a liquidation preference, a stated amount per
share.

liquidity. Refers to the availability of cash, or
near-cash resources, for meeting a firm’s
obligations.

LISH. An acronym, conceived by George H.
Sorter, for last-in, still-here. LISH is the
same cost flow assumption as FIFO. Many
readers of accounting statements find it eas-
ier to think about inventory questions in
terms of items still on hand. Think of FIFO
in connection with cost of goods sold but of
LISH in connection with ending inventory.
See FISH.

list price. The published or nominally quoted
price for goods.

list price method. See trade-in transaction.

loan. An arrangement in which the owner of
property, called the lender, allows someone
else, called the borrower, the use of the prop-
erty for a period of time, which the agree-
ment setting up the loan usually specifies.
The borrower promises to return the property
to the lender and, often, to make a payment
for the use of the property. This term is gen-
erally used when the property is cash and the
payment for its use is interest.

LOCOM. Lower of cost or market.

long-lived (term) asset. An asset whose bene-
fits the firm expects to receive over several
years; a noncurrent asset, usually includes
investments, plant assets, and intangibles.

long run, long term. A term denoting a time or
time periods in the future. How far in the fu-
ture depends on context. For some securities
traders, “long-term” can mean anything be-
yond the next hour or two. For most manag-
ers, it means the period of time long enough
to allow change in total productive capacity.
For government policymakers, it can mean
anything beyond the next decade or two. For
geologists, it can mean millions of years. In
contrast to the short run. Use a hyphen when

liquidity — lower of cost or market (LOCOM)

the phrase is an adjective, but no hyphen
when it is a noun.

long-term (construction) contract accounting.
The percentage-of-completion method of
revenue recognition; sometimes used to
mean the completed contract method.

long-term debt ratio. Noncurrent liabilities di-
vided by total assets.

long-term liability (debt). Noncurrent liability.
long term. See long run.

long-term solvency risk. The risk that a firm
will not have sufficient cash to pay its debts
sometime in the long run.

loophole. Imprecise term meaning a technical-
ity allowing a taxpayer (or financial state-
ments) to circumvent the intent, without
violating the letter, of the law (or GAAP).

loss. Excess of cost over net proceeds for a sin-
gle transaction; negative income for a period;
a cost expiration that produced no revenue.
See gain for a discussion of related and con-
trasting terms and how to distinguish loss
from expense.

loss contingency. See contingency.

lower of cost or market (LOCOM). A  basis
for valuation of inventory and, formerly in
the United States, of marketable securities.
This basis sets inventory value at the lower
of acquisition cost or current replacement
cost (market), subject to the following con-
straints. First, the market value of an item
used in the computation cannot exceed its net
realizable value—an amount equal to selling
price less reasonable costs to complete pro-
duction and to sell the item. Second, the mar-
ket value of an item used in the computation
cannot be less than the net realizable value
minus the normal profit ordinarily realized
on disposition of completed items of this
type. The basis chooses the lower-of-cost-or-
market valuation as the lower of acquisition
cost or replacement cost (market) subject to
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the upper and lower bounds on replacement
cost established in the first two steps. Thus,

Market Value = Midvalue of (Replacement
Cost, Net Realizable Value,
Net Realizable Value Less
Normal Profit Margin)

Lower of Cost = Minimum (Acquisition Cost,
or Market Market Value)
Valuation

The accompanying exhibit illustrates the
calculation of the lower-of-cost-or-market
valuation for four inventory items. Notice
that each of the four possible outcomes oc-
curs once in measuring lower of cost or mar-
ket. Item 1 uses acquisition cost; item 2 uses
net realizable value; item 3 uses replacement
cost; and item 4 uses net realizable value less
normal profit margin.

Item

Calculation of Market Value
(a) Replacement Cost ... $92 $96 $92 $96
(b) Net Realizable Value.. 95 95 95 95

(c) Net Realizable Value
Less

Normal Profit Margin

[= (b) - $9]

(d) Market = Midvalue
(&, (). @©)].........

86 86 86 86

92 95 92 095

M
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Calculation of Lower of Cost
or Market

(e) Acquisition Cost . . . ..
f) Market [=(d)]........

(g) Lower of Cost or
Market = Minimum

(.M ...........

$90 $97 $96 $90
92 95 92 95

90 95 92 90

A taxpayer may not use the lower-of-
cost-or-market basis for inventory on tax re-
turns in combination with a LIFO cost flow
assumption. In the context of inventory,
once the firm writes down the asset, it estab-
lishes a new “original cost” basis and ig-
nores subsequent increases in market value
in the accounts.

The firm may apply lower of cost or mar-
ket to individual items of inventory or to
groups (usually called pools) of items. The
smaller the group, the more conservative the
resulting valuation.

Omit hyphens when you use the term as a
noun, but use them when you use the term as
an adjectival phrase.

Ltd, Limited. United Kingdom: a private lim-
ited corporation. The name of a private limited
company must include the word “Limited” or
its abbreviation “Ltd.”

lump-sum acquisition. Basket purchase.

MACRS. Modified Accelerated Cost Recovery
System. See Accelerated Cost Recovery Sys-
tem. Since 1986, MACRS has been the ac-
celerated depreciation method required for
U.S. income tax purposes.

maintenance. Expenditures undertaken to pre-
serve an asset’s service potential for its orig-
inally intended life. These expenditures are
period expenses or product costs. Contrast
with improvement, and see repair.

make money, making money. Users of these
words can mean any of the following: earn
income; earn other comprehensive income;
save opportunity costs; earn revenues; earn
gross margin; sell for cash; and maybe oth-
ers, as well. You can see that you should
avoid these words in clear communications.
See money.

make-or-buy decision. A managerial decision
about whether the firm should produce a
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product internally or purchase it from others.
Proper make-or-buy decisions in the short
run result only when a firm considers incre-
mental costs in the analysis.

maker (of note) (of check). One who signs a
note to borrow; one who signs a check; in the
latter context, synonymous with “drawer.”
See draft.

management. Executive authority that oper-
ates a business.

management accounting. See managerial ac-
counting.

Management Accounting. Monthly publication
of the IMA.

management audit. An audit conducted to as-
certain whether a firm or one of its operating
units properly carries out its objectives, poli-
cies, and procedures; generally applies only
to activities for which accountants can spec-
ify qualitative standards. See audit and inter-
nal audit.

management by exception. A principle of
management in which managers focus atten-
tion on performance only if it differs signifi-
cantly from that expected.

management by objective (MBO). A manage-
ment approach designed to focus on the defi-
nition and attainment of overall and individual
objectives with the participation of all levels
of management.

management information system (MIS). A sys-
tem designed to provide all levels of manage-
ment with timely and reliable information
required for planning, control, and evalua-
tion of performance.

management’s discussion and analysis

(MD&A). A discussion of management’s
views of the company’s performance; re-
quired by the SEC to be included in the 10-K
and in the annual report to shareholders. The
information typically contains discussion of
such items as liquidity, results of operations,
segments, and the effects of inflation.

maker (of note) (of check) — markdown

managerial (management) accounting. Re-
porting designed to enhance the ability of
management to do its job of decision mak-
ing, planning, and control. Contrast with fi-
nancial accounting.

manufacturing cost. Cost of producing goods,
usually in a factory.

manufacturing expense. An imprecise, and
generally incorrect, alternative title for man-
ufacturing overhead. The term is generally
incorrect because these costs are usually
product costs, not expenses.

manufacturing overhead. General manufac-
turing costs that are not directly associated
with identifiable units of product and that
the firm incurs in providing a capacity to
carry on productive activities. Accounting
treats fixed manufacturing overhead cost as
a product cost under full absorption costing
but as an expense of the period under vari-
able costing.

margin. Revenue less specified expenses. See
contribution margin, gross margin, and cur-
rent margin.

margin of safety. Excess of actual, or bud-
geted, sales over breakeven sales; usually ex-
pressed in dollars but may be expressed in
units of product.

marginal cost. The incremental cost or differ-
ential cost of the last unit added to production
or the first unit subtracted from production.
See cost terminology and differential for
contrast.

marginal costing. Variable costing.

marginal revenue. The increment in revenue
from the sale of one additional unit of product.

marginal tax rate. The amount, expressed as a
percentage, by which income taxes increase
when taxable income increases by one dol-
lar. Contrast with average tax rate.

markdown. See markup for definition and
contrast.
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markdown cancellation. See markup for defi-
nition and contrast.

market-based transfer price. A transfer price
based on external market data rather than in-
ternal company data.

market price. See fair value.

market rate. The rate of interest a company
must pay to borrow funds currently. See ef-
fective rate.

market value. Fair market value.

marketable equity securities. Marketable se-
curities representing owners’ equity interest
in other companies, rather than loans to them.

marketable securities. Other companies’ stocks
and bonds held that can be readily sold on
stock exchanges or over-the-counter markets
and that the company plans to sell as cash is
needed; classified as current assets and as
part of “cash” in preparing the statement of
cash flows. If the firm holds these same secu-
rities for long-term purposes, it will classify
them as noncurrent assets. SFAS No. 115 re-
quires that all marketable equity and all debt
securities (except those debt securities the
holder has the ability and intent to hold to
maturity) appear at market value on the bal-
ance sheet. The firm reports changes in mar-
ket value in income for trading securities but
debits holding losses (or credits holding
gains) directly to owners’ equity accounts for
securities available for sale.

marketing costs.
cludes locating customers, persuading them
to buy, delivering the goods or services, and
collecting the sales proceeds.

Costs incurred to sell; in-

mark to market. As a verb, to record an item
in the books at current fair market value.
When used as an adjective, hyphenate the
phrase.

markon. See markup for definition and contrast.

markup. The difference between the original
selling price of items acquired for inventory
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and the cost. Precise usage calls this
“markon,” although many businesspeople
use the term “markup.” Because of confu-
sion of this use of “markup” with its precise
definition (see below), terminology some-
times uses “original markup.” If the origi-
nally established retail price increases, the
precise term for the amount of price increase
is “markup,” although terminology some-
times uses “additional markup.” If a firm re-
duces selling price, terminology uses the
terms “markdown” and “markup cancella-
tion.” “Markup cancellation” refers to re-
duction in price following “additional
markups” and can, by definition, be no more
than the amount of the additional markup;
“cancellation of additional markup,” al-
though not used, is descriptive. “Mark-
down” refers to price reductions from the
original retail price. A price increase after a
markdown is a “markdown cancellation.” If
original cost is $12 and original selling price
is $20, then markon (original markup) is $8;
if the firm later increases the price to $24,
the $4 increase is markup (additional
markup); if the firm later lowers the price to
$21, the $3 reduction is markup cancella-
tion; if the firm further lowers the price to
$17, the $4 reduction comprises $1 markup
cancellation and $3 markdown; if the firm
later increases the price to $22, the $5 in-
crease comprises $3 of markdown cancella-
tion and $2 of markup (additional markup).
Accountants track markup cancellations and
markdowns separately because they deduct
the former (but not the latter) in computing
the selling prices of goods available for sale
for the denominator of the cost percentage
used in the conventional retail inventory
method.

markup cancellation. See markup for defini-
tion and contrast.

markup percentage. Markup divided by (ac-
quisition cost plus markup).
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master budget. A budget projecting all finan-
cial statements and their components.

matching convention. The concept of recog-
nizing cost expirations (expenses) in the
same accounting period during which the
firm recognizes related revenues; combining
or simultaneously recognizing the revenues
and expenses that jointly result from the
same transactions or other events.

material. As an adjective, it means relatively
important, capable of influencing a decision
(see materiality); as a noun, raw material.

materiality. The concept that accounting
should disclose separately only those events
that are relatively important (no operable
definition yet exists) for the business or for
understanding its statements. SFAC No. 2
suggests that accounting information is ma-
terial if “the judgment of a reasonable person
relying on the information would have been
changed or influenced by the omission or
misstatement.”

materials efficiency variance. Measures mate-
rials waste by multiplying the standard ma-
terials price times the difference between the
standard materials quantity used and the ac-
tual materials quantity used.

materials price variance. Measures the differ-
ence between the actual and standard materi-
als prices.

materials variances. Price and quantity vari-
ances for direct materials in standard cost-
ing systems; difference between actual cost
and standard cost.

matrix. A rectangular array of numbers or
mathematical symbols.

matrix inverse. For a given square matrix A,
the matrix, A= such that AAL = A-1A = |,
the identity matrix. Not all square matrices
have inverses. Those that do not are “singu-
lar”; those that do are “nonsingular.”

master budget — minority investment

maturity. The date at which an obligation, such
as the principal of a bond or a note, becomes
due.

maturity value. The amount expected to be
collected when a loan reaches maturity. De-
pending on the context, the amount may be
principal or principal and interest.

MBO. Management by objective.

MD&A. Management’s discussion and analy-
sis section of the annual report.

measuring unit. See attribute measured for
definition and contrast.

merchandise. Finished goods bought by a re-
tailer or wholesaler for resale; contrast with
finished goods of a manufacturing business.

merchandise costs. Costs incurred to sell a
product, such as commissions and advertising.

merchandise turnover. Inventory turnover for
merchandise. See ratio.

merchandising business. As opposed to a man-
ufacturing or service business, one that pur-
chases (rather than manufactures) finished
goods for resale.

merger. The joining of two or more businesses
into a single economic entity. See holding
company.

minority interest. A balance sheet account on
consolidated statements showing the equity
in a less-than-100-percent-owned subsidiary
company; equity allocable to those who are
not part of the controlling (majority) interest;
may be classified either as shareholders’ eg-
uity or as a liability of indeterminate term on
the consolidated balance sheet. The income
statement must subtract the minority interest
in the current period’s income of the less-
than-100-percent-owned subsidiary to arrive
at consolidated net income for the period.

minority investment. A holding of less than 50
percent of the voting stock in another corpo-
ration; accounted for with the equity method
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when the investor owns sufficient shares that
it can exercise “significant influence” and as
marketable securities otherwise. See mutual
fund.

minutes book. A record of all actions autho-
rized at corporate board of directors or
shareholders’ meetings.

MIS. Management information system.

mix variance. One of the manufacturing vari-
ances. Many standard cost systems specify
combinations of inputs—for example, labor
of a certain skill and materials of a certain
quality grade. Sometimes combinations of
inputs used differ from those contemplated
by the standard. The mix variance attempts
to report the cost difference caused by those
changes in the combination of inputs.

mixed cost. A semi-fixed or a semi-variable cost.

Modified Accelerated Cost Recovery System

(MACRS). Name used for the Accelerated
Cost Recovery System, originally passed by
Congress in 1981 and amended by Congress
in 1986.

modified cash basis. The cash basis of ac-
counting with long-term assets accounted for
using the accrual basis of accounting. Most
users of the term “cash basis of accounting”
actually mean “modified cash basis.”

monetary assets and liabilities. See monetary
items.

monetary gain or loss. The firm’s gain or loss
in general purchasing power as a result of its
holding monetary assets or liabilities during
a period when the general purchasing power
of the dollar changes; explicitly reported in
constant-dollar accounting. During periods
of inflation, holders of net monetary assets
lose, and holders of net monetary liabilities
gain, general purchasing power. During peri-
ods of deflation, holders of net monetary as-
sets gain, and holders of net monetary
liabilities lose, general purchasing power.
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monetary items. Amounts fixed in terms of
dollars by statute or contract; cash, accounts
receivable, accounts payable, and debt. The
distinction between monetary and nonmone-
tary items is important for constant-dollar
accounting and for foreign exchange gain or
loss computations. In the foreign exchange
context, account amounts denominated in
dollars are not monetary items, whereas
amounts denominated in any other currency
are monetary.

monetary-nonmonetary method. Foreign cur-
rency translation that translates all monetary
items at the current exchange rate and trans-
lates all nonmonetary items at the historical
rate.

money. A word seldom used with precision in
accounting, at least in part because econo-
mists have not yet agreed on its definition.
Economists use the term to refer to both a
medium of exchange and a store of value.
See cash and monetary items. Consider a
different set of issues concerning the
phrase, “making money.” Lay terminology
uses this to mean “earning income”
whether, as a result, the firm increased its
cash balances or other net assets. The user
does not typically mean that the firm has in-
creased cash equal to the amount of net in-
come, although the unaware listeners often
think the phrase means this. Given that us-
age equates “making money” with “earning
income,” in this sense “money” has a credit
balance not a debit balance. Since cash typi-
cally has a debit balance, the phrase “mak-
ing money” is even more troublesome.
Consider the following language from the
U.S. statutes on forfeitures required of some
who commit illegal acts: “... the amount of
money acquired through illegal transactions
....” Does the law mean the cash left over
after the lawbreaker has completed the ille-
gal transactions, the income earned from
the transactions, or something else?
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Focus on the following four sets of ques-
tions and see how much difficulty you have
in answering the questions associated with 3
and 4.

1. | took a cab and it cost $10; I spent
money. Did the cabbie earn money? If so,
how much?

2. lasked Jerry to give me aride and he did,
so | didn’t spend $10. Did | earn money?
If so, how much?

3. I decided to walk, so I didn’t spend $10.
Did I earn money? If so, how much?

4. 1 canceled the trip, so | didn’t spend $10.
Did I earn money? If so, how much?
Now, you can better appreciate why care-

ful writers avoid using the word.

Consider a different set of issues concern-
ing the phrase, “making money.” Lay termi-
nology uses this to mean “earning income”
whether, as a result, the firm increased its
cash balances or other net assets. The user
does not typically mean that the firm has in-
creased cash equal to the amount of net in-
come, although the unaware listeners often
think the phrase means this. Given that usage
equates “making money” with “earning in-
come,” in this sense “money” has a credit
balance not a debit balance. Since cash typi-
cally has a debit balance, the phrase “making
money” is even more troublesome. Consider
the following language from the U.S. statutes
on forfeitures required of some who commit
illegal acts: “... the amount of money ac-
quired through illegal transactions ....”
Does the law mean the cash left over after
the lawbreaker has completed the illegal
transactions, the income earned from the
transactions, or something else? Sometimes
“making money” means avoiding a cost that
financial accounting does not recognize.

Consider the following sets of questions
and see how you have to think to decide
whether, in a given question, “money” refers
to a debit or a credit. Assume I start with $10
in cash.

money purchase plan — moving average method

1. | took a cab and it cost $10; | spent
money. Did the cabbie make money?
Does the cabbie have money?

2. | decided to walk, so I didn’t spend $10.
Did I make money?

3. I canceled the trip. Did | make money?

“Money” sometimes refers to debits and
sometimes to credits; “making money”
sometimes means earning accounting in-
come and sometimes avoiding a cost, not re-
ported in accounting, so careful writing
about accounting avoids the word.

money purchase plan. A pension plan in which

the employer contributes a specified amount
of cash each year to each employee’s pension
fund; sometimes called a defined-contribution
plan; contrast with defined-benefit plan. The
plan does not specify the benefits ultimately
received by the employee, since these bene-
fits depend on the rate of return on the cash
invested. As of the mid-1990s, most corpo-
rate pension plans were defined-benefit plans
because both the law and generally accepted
accounting principles for pensions made de-
fined-benefit plans more attractive than
money purchase plans. ERISA makes money
purchase plans relatively more attractive
than they had been. We expect the relative
number of money purchase plans to continue
to increase.

mortality table. Data of life expectancies or

probabilities of death for persons of specified
age and sex.

mortgage. A claim given by the borrower

(mortgagor) to the lender (mortgagee) against
the borrower’s property in return for a loan.

moving average. An average computed on ob-

servations over time. As a new observation
becomes available, analysts drop the oldest
one so that they always compute the average
for the same number of observations and use
only the most recent ones.

moving average method. Weighted-average

inventory method.
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multiple-step. Said of an income statement that
shows various subtotals of expenses and
losses subtracted from revenues to show in-
termediate items such as operating income,
income of the enterprise (operating income
plus interest income), income to investors
(income of the enterprise less income taxes),
net income to shareholders (income to inves-
tors less interest charges), and income re-
tained (net income to shareholders less
dividends). See entity theory.

municipal bond. A bond issued by a village,
town, or city. Interest on such bonds is gener-
ally exempt from federal income taxes and
from some state income taxes. Because bonds
issued by state and county governments often
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have these characteristics, terminology often
calls such bonds “municipals” as well. These
are also sometimes called “tax-exempts.”

mutual fund. An investment company that is-
sues its own stock to the public and uses the
proceeds to invest in securities of other com-
panies. A mutual fund usually owns less than
5 or 10 percent of the stock of any one com-
pany and accounts for its investments using
current market values. Contrast with holding
company.

mutually exclusive (investment) projects.
Competing investment projects in which ac-
cepting one project eliminates the possibility
of undertaking the remaining projects.

NAARS. National Automated Accounting Re-
search System.

NASDAQ (National Association of Securi-

ties Dealers Automated Quotation System).
A computerized system to provide brokers
and dealers with price quotations for securi-
ties traded over the counter as well as for
some NYSE securities.

National Association of Accountants (NAA).
Former name for the Institute of Manage-
ment Accountants (IMA).

National Automated Accounting Research

System (NAARS). A computer-based informa-
tion-retrieval system containing, among other
things, the complete text of most public cor-
porate annual reports and Forms 10-K. Users
may access the system through the AICPA.

natural business year. A 12-month period cho-
sen as the reporting period so that the end of
the period coincides with a low point in ac-
tivity or inventories. See ratio for a discus-
sion of analyses of financial statements of
companies using a natural business year.

natural classification. Income statement re-
porting form that classifies expenses by na-
ture of items acquired, such as materials,
wages, salaries, insurance, and taxes, as well
as depreciation. Contrast with functional
classification.

natural resources. Timber, oil and gas, ore de-
posits, and other products of nature that have
economic value. Terminology uses the term
depletion to refer to the process of amortizing
the cost of natural resources. Natural re-
sources are “nonrenewable” (for example, oil,
coal, gas, ore deposits) or “renewable” (tim-
ber, sod fields); terminology often calls the
former “wasting assets.” See also reserve rec-
ognition accounting and percentage depletion.

negative confirmation. See confirmation.

negative goodwill. See goodwill. When a firm
acquires another company, and the fair mar-
ket value of the net assets acquired exceeds
the purchase price, APB Opinion No. 16 re-
quires that the acquiring company reduce
the valuation of noncurrent assets (except
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investments in marketable securities) until
the purchase price equals the adjusted valua-
tion of the fair market value of net assets ac-
quired. If, after the acquiring company
reduces the valuation of noncurrent assets to
zero, the valuation of the remaining net as-
sets acquired still exceeds the purchase
price, then the difference appears as a credit
balance on the balance sheet as negative
goodwill. For negative goodwill to exist,
someone must be willing to sell a company
for less than the fair market value of net cur-
rent assets and marketable securities. Be-
cause such bargain purchases are rare, one
seldom sees negative goodwill in the finan-
cial statements. When it does appear, it gen-
erally signals unrecorded obligations, such
as a contingency related to a pending lawsuit.

negotiable. Legally capable of being trans-
ferred by endorsement. Usually said of
checks and notes and sometimes of stocks
and bearer bonds.

negotiated transfer price. A transfer price set
jointly by the buying and the selling divisions.

net. Reduced by all relevant deductions.

net assets. Total assets minus total liabilities;
equals the amount of owners’ equity. Often,
we find it useful to split the balance sheet
into two parts: owners’ equity and all the
rest. The “rest” is total assets less total liabil-
ities. To take an example, consider one defi-
nition of revenue: the increase in owners’
equity accompanying the net assets increase
caused by selling goods or rendering ser-
vices. An alternative, more cumbersome way
to say the same thing is: the increase in own-
ers’ equity accompanying the assets increase
or the liabilities decrease, or both, caused by
selling goods or rendering services. Consider
the definition of goodwill: the excess of pur-
chase price over the fair market value of
identifiable net assets acquired in a purchase
transaction. Without the phrase “net assets,”
the definition might be as follows: the excess

negotiable — net of tax method

of purchase price over the fair market value
of identifiable assets reduced by the fair mar-
ket value of identifiable liabilities acquired
in a purchase transaction.

net bank position. From a firm’s point of
view, cash in a specific bank less loans pay-
able to that bank.

net book value. Book value.

net current asset value (per share). Working
capital divided by the number of common
shares outstanding. Some analysts think that
when a common share trades in the market
for an amount less than net current asset
value, the shares are undervalued and inves-
tors should purchase them. We find this view
naive because it ignores, generally, the effi-
ciency of capital markets and, specifically,
unrecorded obligations, such as for execu-
tory contracts and contingencies, not cur-
rently reported as liabilities in the balance
sheet under GAAP.

net current assets.

Working capital = Current assets — Current
liabilities.
net income. The excess of all revenues and
gains for a period over all expenses and
losses of the period. The FASB is proposing
to discontinue use of this term and substitute
earnings. See comprehensive income.

net loss. The excess of all expenses and losses
for a period over all revenues and gains of
the period; negative net income.

net markup. In the context of retail inventory
methods, markups less markup cancellations;
a figure that usually ignores markdowns and
markdown cancellations.

net of tax method. A nonsanctioned method
for dealing with the problem of income tax
allocation; described in APB Opinion No. 11.
The method subtracts deferred tax items from
specific asset amounts rather than showing
them as a deferred credit or liability.
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net of tax reporting. Reporting, such as for in-
come from discontinued operations, extraor-
dinary items, and prior-period adjustments,
in which the firm adjusts the amounts pre-
sented in the financial statements for all in-
come tax effects. For example, if an
extraordinary loss amounted to $10,000, and
the marginal tax rate was 40 percent, then the
extraordinary item would appear “net of
taxes” as a $6,000 loss. Hence, not all a
firm’s income taxes necessarily appear on
one line of the income statement. The report-
ing allocates the total taxes among income
from continuing operations, income from dis-
continued operations, extraordinary items,
cumulative effects of accounting changes,
and prior-period adjustments.

net operating profit. Income from continuing
operations.

net present value. Discounted or present value
of all cash inflows and outflows of a project
or of an investment at a given discount rate.

net price method (of recording purchase or

sales discounts). Method that records a pur-
chase (or sale) at its invoice price less all dis-
counts made available, under the assumption
that the firm will take nearly all discounts of-
fered. The purchaser debits, to an expense
account, discounts lapsed through failure to
pay promptly. For purchases, management
usually prefers to know about the amount of
discounts lost because of inefficient opera-
tions, not the amounts taken, so that most
managers prefer the net price method to the
gross price method.

net realizable (sales) value. Current selling
price less reasonable costs to complete pro-
duction and to sell the item. Also, a method
for allocating joint costs in proportion to re-
alizable values of the joint products. For ex-
ample, joint products A and B together cost
$100; A sells for $60, whereas B sells for
$90. Then a firm would allocate to A ($60/
$150) x $100 = .40 x $100 = $40 of cost
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while it would allocate to B ($90/$150) x
$100 = $60 of cost.

net sales. Sales (at gross invoice amount) less
returns, allowances, freight paid for custom-
ers, and discounts taken.

net working capital. Working capital; the term
“net” is redundant in accounting. Financial
analysts sometimes mean current assets
when they speak of working capital, so for
them the “net” is not redundant.

net worth. A misleading term with the same
meaning as owners’ equity. Avoid using this
term; accounting valuations at historical cost
do not show economic worth.

network analysis. A project planning and
scheduling method, usually displayed in a di-
agram, that enables management to identify
the interrelated sequences that it must ac-
complish to complete the project.

new product development time. The period be-
tween a firm’s first consideration of a prod-
uct and delivery of it to the customer.

New York Stock Exchange (NYSE). A  pub-
lic market in which those who own seats (a
seat is the right to participate) trade various
corporate securities.

next-in, first-out. See NIFO.

NIFO (next-in, first-out). A cost flow assump-
tion, one not allowed by GAAP. In making
decisions, many managers consider replace-
ment costs (rather than historical costs) and
refer to them as NIFO costs.

no par. Said of stock without a par value.

nominal accounts. Temporary accounts, such
as revenue and expense accounts; contrast
with balance sheet accounts. The firm closes
all nominal accounts at the end of each ac-
counting period.

nominal amount (value). An amount stated in
dollars, in contrast to an amount stated in
constant dollars. Contrast with real amount
(value).
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nominal dollars. The measuring unit giving no
consideration to differences in the general
purchasing power of the dollar over time.
The face amount of currency or coin, a bond,
an invoice, or a receivable is a nominal-dol-
lar amount. When the analyst adjusts that
amount for changes in general purchasing
power, it becomes a constant-dollar amount.

nominal interest rate. A rate specified on a
debt instrument; usually differs from the
market or effective rate; also, a rate of inter-
est quoted for a year. If the interest com-
pounds more often than annually, then the
effective interest rate exceeds the nominal
rate.

noncancelable. See lease.

nonconsolidated subsidiary. An intercorporate
investment in which the parent owns more
than 50 percent of the shares of the subsid-
iary but accounts for the investment with the
cost method.

noncontributory. Said of a pension plan in
which only the employer makes payments to
a pension fund. Contrast with contributory.

noncontrollable cost. A cost that a particular
manager cannot control.

noncurrent. Of a liability, due in more than
one year (or more than one operating cycle);
of an asset, the firm will enjoy the future
benefit in more than one year (or more than
one operating cycle).

nonexpendable fund. A governmental fund
whose principal, and sometimes earnings,
the entity may not spend.

noninterest-bearing note. A note that does not
specify explicit interest. The face value of
such a note will exceed its present value at
any time before maturity value so long as in-
terest rates are positive. APB Opinion No. 21
requires that firms report the present value,
not face value, of long-term noninterest-
bearing notes as the asset or liability amount
in financial statements. For this purpose, the

nominal dollars — normal costing system

firm uses the historical interest rate. See in-
terest, imputed.

nonmanufacturing costs. All costs incurred
other than those necessary to produce goods.
Typically, only manufacturing firms use this
designation.

nonmonetary items. All items that are not
monetary. See monetary items.

nonoperating. In the income statement con-
text, said of revenues and expenses arising
from transactions incidental to the com-
pany’s main line(s) of business; in the state-
ment of cash flows context, said of all
financing and investing sources or uses of
cash in contrast to cash provided by opera-
tions. See operations.

nonprofit corporation. An incorporated entity,
such as a hospital, with owners who do not
share in the earnings. It usually emphasizes
providing services rather than maximizing
income.

nonrecurring. Said of an event that is not ex-
pected to happen often for a given firm. APB
Opinion No. 30 requires firms to disclose
separately the effects of such events as part
of ordinary items unless the event is also un-
usual. See extraordinary item.

non-value-added activity. An activity that causes
costs without increasing a product’s or ser-
vice’s value to the customer.

normal cost. Former name for service cost in
accounting for pensions and other postem-
ployment benefits.

normal costing. Method of charging costs to
products using actual direct materials, actual
direct labor, and predetermined factory
overhead rates.

normal costing system. Costing based on ac-
tual material and labor costs but using pre-
determined overhead rates per unit of some
activity basis (such as direct labor-hours or
machine-hours) to apply overhead to produc-
tion. Management decides the rate to charge
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to production for overhead at the start of the
period. At the end of the period the account-
ing multiplies this rate by the actual number
of units of the base activity (such as actual
direct labor-hours worked or actual machine-
hours used during the period) to apply over-
head to production.

normal spoilage. Costs incurred because of or-
dinary amounts of spoilage. Accounting pro-
rates such costs to units produced as product
costs. Contrast with abnormal spoilage.

normal standard cost, normal standards.
The cost a firm expects to incur under rea-
sonably efficient operating conditions with
adequate provision for an average amount of
rework, spoilage, and the like.

normal volume. The level of production that
will, over a time span, usually one year, sat-
isfy purchasers’ demands and provide for
reasonable inventory levels.

note. An unconditional written promise by the
maker (borrower) to pay a certain amount on
demand or at a certain future time.

note receivable discounted. A note assigned
by the holder to another. The new holder of

(0)
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the note typically pays the old holder an
amount less than the face value of the note,
hence the word “discounted.” If the old
holder assigns the note to the new holder
with recourse, the old holder has a contin-
gent liability until the maker of the note pays
the debt. See factoring.

notes. Some use this word instead of footnotes
when referring to the detailed information in-
cluded by management as an integral part of
the financial statements and covered by the
auditor’s report.

NOW (negotiable order of withdrawal) account.
Negotiable order of withdrawal. A savings ac-
count whose owner can draw an order to pay,
much like a check but technically not a check,
and give it to others, who can redeem the or-
der at the savings institution.

number of days sales in inventory (or

receivables). Days of average inventory on
hand (or average collection period for receiv-
ables). See ratio.

NV (naamloze vennootschap). Netherlands: a
public limited liability company.

NYSE. New York Stock Exchange.

OASDHI. Old Age, Survivors, Disability, and
Health Insurance.

objective. See reporting objectives and objec-
tivity.

objective function. In linear programming, the
name of the profit (or cost) criterion the ana-
lyst wants to maximize (or minimize).

objectivity. The reporting policy implying that
the firm will not give formal recognition to
an event in financial statements until the firm
can measure the magnitude of the events
with reasonable accuracy and check that
amount with independent verification.

obsolescence. An asset’s market value decline
caused by improved alternatives becoming
available that will be more cost-effective.
The decline in market value does not relate
to physical changes in the asset itself. For ex-
ample, computers become obsolete long be-
fore they wear out. See partial obsolescence.

Occupational Safety and Health Act. OSHA.

off-balance-sheet financing. A description of-
ten used for an obligation that meets all the
tests to be classified a liability except that the
obligation arises from an executory contract
and, hence, is not a liability. Consider the
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following example. Miller Corporation de-
sires to acquire land costing $25 million, on
which it will build a shopping center. It
could borrow the $25 million from its bank,
paying interest at 12 percent, and buy the
land outright from the seller. If so, both an
asset and a liability will appear on the bal-
ance sheet. Instead, it borrows $5 million and
purchases for $5 million from the seller an
option to buy the land from the seller at any
time within the next six years for a price of
$20 million. The option costs Miller Corpo-
ration $5 million immediately and provides
for continuing “option” payments of $2.4
million per year, which precisely equal
Miller Corporation’s borrowing rate multi-
plied by the remaining purchase price of the
land: $2.4 million = .12 x $20 million. Al-
though Miller Corporation need not continue
payments and can let the option lapse at any
time, it also has an obligation to begin devel-
oping on the site immediately. Because
Miller Corporation has invested a substantial
sum in the option, will invest more, and will
begin immediately developing the land,
Miller Corporation will almost certainly ex-
ercise its option before expiration. The seller
of the land can take the option contract to the
bank and borrow $20 million, paying interest
at Miller Corporation’s borrowing rate, 12
percent per year. The continuing option pay-
ments from Miller Corporation will be suffi-
cient to enable the seller to make its
payments to the bank. Generally accepted
accounting principles view Miller Corpora-
tion as having acquired an option for $5 mil-
lion rather than having acquired land costing
$25 million in return for $25 million of debt.
The firm will likely be able to structure this
transaction so that it need not recognize debt
on the balance sheet until it borrows more
funds to exercise the option.

The FASB has curtailed the use of such fi-
nancings with FIN 46. See also variable in-
terest entity.

off-balance-sheet risk — on consignment

off-balance-sheet risk. A contract that exposes
an entity to the possibility of loss but that
does not appear in the financial statements.
For example, a forward-exchange contract
generally does not appear on the balance
sheet because it is an executory contract. The
contract may reduce or increase the entity’s
exposure to foreign-exchange risk (the
chance of loss due to unfavorable changes in
the foreign-exchange rate). It may also ex-
pose the entity to credit risk (the chance of
loss that occurs when the counterparty to the
contract cannot fulfill the contract terms).
SFAS No. 105 requires entities to describe
contracts with off-balance-sheet risk.

OHG (Offene Handelsgesellschaft). Germany:
a general partnership. The partners have un-
limited liability.

Old Age, Survivors, Disability, and Health

Insurance, or OASDHI. The technical name
for Social Security under the Federal Insur-
ance Contributions Act (FICA).

on consignment. Said of goods delivered by
the owner (the consignor) to another (the
consignee) to be sold by the consignee. On
delivery of the goods from the consignor to
the consignee, the consignor can, but need
not, make an entry transferring the goods at
cost from Finished Goods Inventory to an-
other inventory account, such as Goods out
on Consignment. The consignor recognizes
revenue only when the consignee has sold
the goods to customers. Under such an ar-
rangement, the owner of the goods bears the
inventory holding costs until the ultimate
seller (consignee) sells them. The owner
also bears the risk that the items will never
sell to final customers, but manufacturers or
distributors who provide generous return op-
tions to their customers can achieve this as-
pect of consignment sales in an outright
sale. The consignment protects the con-
signor from the consignee’s bankruptcy, as
the arrangement entitles the owner either to
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the return of the property or to payment of a
specified amount. The goods are assets of
the consignor. Such arrangements provide
the consignor with better protection than an
outright sale on account to the consignee in
bankruptcy. In event of bankruptcy, the or-
dinary seller, holding an account receivable,
has no special claim to the return of the
goods, whereas a consignor can reclaim the
goods without going through bankruptcy
proceedings, from which the consignor
might recover only a fraction of the amounts
owed to it.

on (open) account. Said of a purchase (or sale)
when the seller expects payment sometime
after delivery and the purchaser does not
give a note evidencing the debt. The pur-
chaser has generally signed an agreement
sometime in the past promising to pay for
such purchases according to an agreed time
schedule. When the firm sells (purchases) on
open account, it debits (credits) Accounts
Receivable (Payable).

one-line consolidation. Said of an intercorpo-
rate investment accounted for with the equity
method. With this method, the income and
balance sheet total assets and equities
amounts are identical to those that would ap-
pear if the parent consolidated the investee
firm, even though the income from the in-
vestment appears on a single line of the in-
come statement and the net investment
appears on a single line in the Assets section
of the balance sheet.

one-write system. A system of bookkeeping
that produces several records, including
original documents, in one operation by the
use of reproductive paper and equipment
that provides for the proper alignment of the
documents.

on-time performance. The firm delivers the
product or service at the time scheduled for
delivery.
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open account. Any account with a nonzero
debit or credit balance. See on (open)
account.

operating. An adjective used to refer to revenue
and expense items relating to the company’s
main line(s) of business. See operations.

operating accounts. Revenue, expense, and
production cost accounts. Contrast with bal-
ance sheet accounts.

operating activities. For purposes of the state-
ment of cash flows, all transactions and
events that are neither financing activities
nor investing activities. See operations.

operating budget. A formal budget for the op-
erating cycle or for a year.

operating cash flow. Cash flow from opera-
tions. Financial statement analysts some-
times use this term to mean

Cash flow from operations —
Capital expenditures — dividends.

This usage leads to such ambiguity that
the reader should always confirm the defini-
tion that the writer uses before drawing infer-
ences from the reported data.

operating cycle. Earnings cycle.

operating expenses. Expenses incurred in the
course of ordinary activities of an entity; fre-
quently, a classification including only sell-
ing, general, and administrative expenses,
thereby excluding cost of goods sold, interest,
and income tax expenses. See operations.

operating lease. A lease accounted for by the
lessee without showing an asset for the lease
rights (leasehold) or a liability for the lease
payment obligations. The lessee reports only
rental payments during the period, as ex-
penses of the period. The asset remains on the
lessor’s books, where rental collections ap-
pear as revenues. Contrast with capital lease.

operating leverage. Usually said of a firm with
a large proportion of fixed costs in its total
costs. Consider a book publisher or a railroad:
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such a firm has large costs to produce the first
unit of service; then, the incremental costs of
producing another book or transporting an-
other freight car are much less than the aver-
age cost, so the gross margin on the sale of
the subsequent units is relatively large. Con-
trast this situation with that, for example, of a
grocery store, where the contribution margin
equals less than 5 percent of the selling price.
For firms with equal profitability, however
defined, we say that the one with the larger
percentage increase in income from a given
percentage increase in dollar sales has the
larger operating leverage. See leverage for
contrast of this term with “financial leverage.”
See cost terminology for definitions of terms
involving the word “cost.”

operating margin. Revenues from sales minus
cost of goods sold and operating expenses.

operating margin based on current costs.
Revenues from sales minus current cost of
goods sold; a measure of operating effi-
ciency that does not depend on the cost flow
assumption for inventory; sometimes called
“current (gross) margin.” See inventory
profit for illustrative computations.

operating ratio. See ratio.
operational control. See control system.

operational measures of time. Indicators of the
speed and reliability with which organizations
supply products and services to customer.
Companies generally use two operational
measures of time: customer response time and
on-time performance.

operations. A word not precisely defined in
accounting. Generally, analysts distinguish
operating activities (producing and selling
goods or services) from financing activities
(raising funds) and investing activities. Ac-
quiring goods on account and then paying
for them one month later, though generally
classified as an operating activity, has the
characteristics of a financing activity. Or

operating margin — organization costs

consider the transaction of selling plant as-
sets for a price in excess of book value. On
the income statement, the gain appears as
part of income from operations (“continuing
operations” or “discontinued” operations,
depending on the circumstances), but the
statement of cash flows reports all the funds
received below the Cash from Operations
section, as a nonoperating source of cash,
“disposition of noncurrent assets.” In in-
come tax accounting, an “operating loss” re-
sults whenever deductions exceed taxable
revenues.

opinion. The auditor’s report containing an at-

testation or lack thereof; also, APB Opinion.

opinion paragraph. Section of auditor’s re-

port, generally following the scope para-
graph and giving the auditor’s conclusion
that the financial statements are (rarely, are
not) in accordance with GAAP and present
fairly the financial position, changes in finan-
cial position, and the results of operations.

opportunity cost. The present value of the in-

come (or costs) that a firm could earn (or
save) from using an asset in its best alterna-
tive use to the one under consideration.

opportunity cost of capital. Cost of capital.

option. The legal right to buy or sell something

during a specified period at a specified price,
called the exercise price. If the right exists
during a specified time interval, it is known
as an “American option.” If it exists for only
one specific day, it is known as a “European
option.” Do not confuse employee stock op-
tions with put and call options, traded in var-
ious public markets.

ordinary annuity. An annuity in arrears.

ordinary income. For income tax purposes, re-

portable income not qualifying as capital
gains.

organization costs. The costs incurred in plan-

ning and establishing an entity; example of
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an intangible asset. The firm must treat these
costs as expenses of the period, even though
the expenditures clearly provide future bene-
fits and meet the test to be assets.

organization goals. Broad objectives for an or-
ganization established by management.

original cost. Acquisition cost; in public utility
accounting, the acquisition cost of the entity
first devoting the asset to public use. See ab-
original cost.

original entry. Entry in a journal.

OSHA (Occupational Safety and Health Act).
The federal law that governs working condi-
tions in commerce and industry.

other comprehensive income. According to
the FASB, comprehensive income items that
are not themselves part of earnings. See
comprehensive income. To define compre-
hensive income does not convey its essence.
To understand comprehensive income, you
need to understand how it differs from earn-
ings (or net income), the concept measured
in the earnings (income) statement. The term
earnings (or net income) refers to the sum of
all components of comprehensive income
minus the components of other comprehen-
sive income.

outlay. The amount of an expenditure.

outlier. Said of an observation (or data point)
that appears to differ significantly in some
regard from other observations (or data
points) of supposedly the same phenomenon;
in a regression analysis, often used to de-
scribe an observation that falls far from the
fitted regression equation (in two dimen-
sions, line).

out-of-pocket. Said of an expenditure usually
paid for with cash; an incremental cost.

out-of-stock cost. The estimated decrease in
future profit as a result of losing customers
because a firm has insufficient quantities of
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inventory currently on hand to meet custom-
ers’ demands.

output. Physical quantity or monetary mea-
surement of goods and services produced.

outside director. A corporate board of direc-
tors member who is not a company officer
and does not participate in the corporation’s
day-to-day management.

outstanding. Unpaid or uncollected; when said
of stock, refers to the shares issued less trea-
sury stock; when said of checks, refers to a
check issued that did not clear the drawer’s
bank prior to the bank statement date.

over-and-short. Title for an expense account
used to account for small differences be-
tween book balances of cash and actual cash
and vouchers or receipts in petty cash or
change funds.

overapplied (overabsorbed) overhead. Costs
applied, or charged, to product and exceed-
ing actual overhead costs during the period,;
a credit balance in an overhead account after
overhead is assigned to product.

overdraft. A check written on a checking ac-
count that contains funds less than the
amount of the check.

overhead costs. Any cost not directly associ-
ated with the production or sale of identifi-
able goods and services; sometimes called
“pburden” or “indirect costs” and, in the
United Kingdom, “oncosts”; frequently lim-
ited to manufacturing overhead. See central
corporate expenses and manufacturing
overhead.

overhead rate. Standard, or other predeter-
mined rate, at which a firm applies overhead
costs to products or to services.

over-the-counter. Said of a security traded in a
negotiated transaction, as on NASDAQ,
rather than in an auctioned one on an orga-
nized stock exchange, such as the New York
Stock Exchange.
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owners’ equity. Proprietorship; assets minus
liabilities; paid-in capital plus retained
earnings of a corporation; partners’ capital

owners’ equity — partially executory contract

accounts in a partnership; owner’s capital
account in a sole proprietorship.

paid-in capital. Sum of balances in capital
stock and capital contributed in excess of par
(or stated) value accounts; same as contrib-
uted capital (minus donated capital). Some
use the term to mean only capital contrib-
uted in excess of par (or stated value).

paid-in surplus. See surplus.

P&L. Profit-and-loss statement; income state-
ment.

paper profit. A gain not yet realized through a
transaction; an unrealized holding gain.

par. See at par and face amount.
par value. Face amount of a security.

par value method. In accounting for treasury
stock, method that debits a common stock
account with the par value of the shares re-
quired and allocates the remaining debits be-
tween the Additional Paid-in Capital and
Retained Earnings accounts. Contrast with
cost method.

parent company. Company owning more than
50 percent of the voting shares of another
company, called the subsidiary.

Pareto chart. A graph of a skewed statistical
distribution. In many business settings, a rel-
atively small percentage of the potential pop-
ulation causes a relatively large percentage
of the business activity. For example, some
businesses find that the top 20 percent of the
customers buy 80 percent of the goods sold.
Or, the top 10 percent of products account
for 60 percent of the revenues or 70 percent
of the profits. The statistical distribution
known as the Pareto distribution has this
property of skewness, so a graph of a phe-
nomenon with such skewness has come to be

known as a Pareto chart, even if the underly-
ing data do not actually well fit the Pareto
distribution. Practitioners of total quality
management find that in many businesses, a
small number of processes account for a
large fraction of the quality problems, so
they advocate charting potential problems
and actual occurrences of problems to iden-
tify the relatively small number of sources of
trouble. They call such a chart a “Pareto
chart.”

partial obsolescence. One cause of decline in

market value of an asset. As technology im-
proves, the economic value of existing as-
sets declines. In many cases, however, it
will not pay a firm to replace the existing as-
set with a new one, even though it would ac-
quire the new type rather than the old if it
did make a new acquisition currently. In
these cases, the accountant should theoreti-
cally recognize a loss from partial obsoles-
cence from the firm’s owning an old, out-of-
date asset, but GAAP do not permit recogni-
tion of partial obsolescence until the sum of
future cash flows from the asset total less
than book value; see impairment. The firm
will carry the old asset at cost less accumu-
lated depreciation until the firm retires it
from service so long as the undiscounted fu-
ture cash flows from the asset exceed its
book value. Thus management that uses an
asset subject to partial obsolescence reports
results inferior to those reported by a similar
management that uses a new asset. See ob-
solescence.

partially executory contract. Executory con-

tract in which one or both parties have done
something other than merely promise.
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partially funded. Said of a pension plan in
which the firm has not funded all earned ben-
efits. See funded for funding requirements.

partially vested. Said of a pension plan in
which not all employee benefits have vested.
See graded vesting.

participating dividend. Dividend paid to pre-
ferred shareholders in addition to the mini-
mum preferred dividends when the preferred
stock contract provides for such sharing in
earnings. Usually the contract specifies that
dividends on common shares must reach a
specified level before the preferred shares re-
ceive the participating dividend.

participating preferred stock. Preferred stock
with rights to participating dividends.

participative budgeting. Using input from
lower- and middle-management employees
in setting goals.

partner’s drawing. A payment made to a part-
ner and debited against his or her share of in-
come or capital. The name of a temporary
account, closed to the partner’s capital ac-
count, to record the debits when the partner
receives such payments.

partnership. Contractual arrangement between
individuals to share resources and opera-
tions in a jointly run business. See general
and limited partner and Uniform Partner-
ship Act.

patent. A right granted for up to 20 years by
the federal government to exclude others
from manufacturing, using, or selling a
claimed design, product, or plant (e.g., a new
breed of rose) or from using a claimed pro-
cess or method of manufacture; an asset if
the firm acquires it by purchase. If the firm
develops it internally, current GAAP require
the firm to expense the development costs
when incurred.

payable. Unpaid but not necessarily due or past
due.
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pay-as-you-go. Said of an income tax scheme
in which the taxpayer makes periodic pay-
ments of income taxes during the period
when it earns the income to be taxed; in con-
trast to a scheme in which the taxpayer owes
no payments until the end of, or after, the pe-
riod when it earned the income being taxed
(called PAYE—pay-as-you-earn—in the
United Kingdom). The phrase is sometimes
used to describe an unfunded pension plan,
or retirement benefit plan, in which the firm
makes payments to pension plan beneficia-
ries from general corporate funds, not from
cash previously contributed to a fund. Under
this method, the firm debits expense as it
makes payments, not as it incurs the obliga-
tions. This is not acceptable as a method of
accounting for pension plans, under SFAS
No. 87, or as a method of funding, under
ERISA.

payback period. Amount of time that must
elapse before the cash inflows from a project
equal the cash outflows.

payback reciprocal. One divided by the pay-
back period. This number approximates the
internal rate of return on a project when the
project life exceeds twice the payback period
and the cash inflows are identical in every
period after the initial period.

PAYE (pay-as-you-earn). See pay-as-you-go
for contrast.

payee. The person or entity who receives a cash
payment or who will receive the stated
amount of cash on a check. See draft.

payout ratio. Common stock dividends de-
clared for a year divided by net income to
common stock for the year; a term used by
financial analysts. Contrast with dividend
yield.

payroll taxes. Taxes levied because the tax-
payer pays salaries or wages; for example,
FICA and unemployment compensation in-
surance taxes. Typically, the employer pays
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a portion and withholds part of the em-
ployee’s wages.

PCAOB. Public Company Accounting Over-
sight Board.

P/E ratio. Price—earnings ratio.

Pension Benefit Guarantee Corporation

(PBGC). A federal corporation established un-
der ERISA to guarantee basic pension benefits
in covered pension plans by administering ter-
minated pension plans and placing liens on
corporate assets for certain unfunded pension
liabilities.

pension fund. Fund, the assets of which the
trustee will pay to retired ex-employees, usu-
ally as a life annuity; generally held by an in-
dependent trustee and thus not an asset of the
employer.

pension plan. Details or provisions of em-
ployer’s contract with employees for paying
retirement annuities or other benefits. See
funded, vested, service cost, prior service
cost, money purchase plan, and defined-ben-
efit plan.

per books. An expression used to refer to the
book value of an item at a specific time.

percent. Any number, expressed as a decimal,
multiplied by 100.

percentage depletion (allowance). Deductible
expense allowed in some cases by the federal
income tax regulations; computed as a per-
centage of gross income from a natural re-
source independent of the unamortized cost
of the asset. Because the amount of the total
deductions for tax purposes usually exceeds
the cost of the asset being depleted, many
people think the deduction is an unfair tax
advantage or loophole.

percentage-of-completion method. Recogniz-
ing revenues and expenses on a job, order, or
contract (1) in proportion to the costs in-
curred for the period divided by total costs
expected to be incurred for the job or order

PCAOB — permanent difference

(“cost to cost”) or (2) in proportion to engi-
neers’ or architects’ estimates of the incre-
mental degree of completion of the job,
order, or contract during the period. Contrast
with completed contract method.

percentage statement. A statement containing,
in addition to (or instead of) dollar amounts,
ratios of dollar amounts to some base. In a
percentage income statement, the base is
usually either net sales or total revenues, and
in a percentage balance sheet, the base is
usually total assets.

period. Accounting period.

period cost. An inferior term for period ex-
pense.

period expense (charge). Expenditure, usually
based on the passage of time, charged to op-
erations of the accounting period rather than
capitalized as an asset. Contrast with product
cost.

periodic cash flows. Cash flows that occur dur-
ing the life of an investment project. Often
include receipts from sales, expenditures for
fixed and variable production costs, and sav-
ings of fixed and variable production costs,
to name a few. They do not include noncash
items, such as financial accounting depreci-
ation charges or allocated items of overhead
not requiring differential cash expenditures.

periodic inventory. In recording inventory, a
method that uses data on beginning inven-
tory, additions to inventories, and ending in-
ventory to find the cost of withdrawals from
inventory. Contrast with perpetual inventory.

periodic procedures. The process of making
adjusting entries and closing entries and pre-
paring the financial statements, usually by
use of trial balances and work sheets.

permanent account. An account that appears
on the balance sheet. Contrast with tempo-
rary account.

permanent difference. Difference between re-
ported income and taxable income that will
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never reverse and, hence, requires no entry in
the deferred income tax (liability) account;
for example, nontaxable state and municipal
bond interest that will appear on the financial
statements. Contrast with temporary differ-
ence. See deferred income tax liability.

permanent file. The file of working papers that

are prepared by a public accountant and that
contain the information required for refer-
ence in successive professional engagements
for a particular organization, as distinguished
from working papers applicable only to a
particular engagement.

perpetual annuity. Perpetuity.

perpetual inventory. Inventory quantity and

amount records that the firm changes and
makes current with each physical addition to
or withdrawal from the stock of goods; an in-
ventory so recorded. The records will show
the physical quantities and, frequently, the
dollar valuations that should be on hand at
any time. Because the firm explicitly com-
putes cost of goods sold, it can use the inven-
tory equation to compute an amount for what
ending inventory should be. It can then com-
pare the computed amount of ending inven-
tory with the actual amount of ending
inventory as a control device to measure the
amount of shrinkages. Contrast with peri-
odic inventory.

perpetuity. An annuity whose payments con-

tinue forever. The present value of a perpetu-
ity in arrears is p/r where p is the periodic
payment and r is the interest rate per period.
If a perpetuity promises $100 each year, in
arrears, forever, and the interest rate is 8 per-
cent per year, then the perpetuity has a value
of $1,250 = $100/.08.

perpetuity growth model. See perpetuity. A

perpetuity whose cash flows grow at the rate
g per period and thus has present value of
1/(r — g). Some call this the “Gordon Growth
Model” because Myron Gordon wrote about
applications of this formula and its variants
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in the 1950s. John Burr Williams wrote
about them in the 1930s.

personal account. Drawing account.

PERT (Program Evaluation and Review

Technique). A method of network analysis in
which the analyst makes three time estimates
for each activity—the optimistic time, the
most likely time, and the pessimistic time—
and gives an expected completion date for
the project within a probability range.

petty cash fund. Currency and coins main-
tained for expenditures that the firm makes
with cash on hand.

physical units method. A method of allocating
a joint cost to the joint products based on a
physical measure of the joint products; for
example, allocating the cost of a cow to sir-
loin steak and to hamburger, based on the
weight of the meat. This method usually pro-
vides nonsensical (see sterilized allocation)
results unless the physical units of the joint
products tend to have the same value.

physical verification. Verification, by an audi-
tor, performed by actually inspecting items
in inventory, plant assets, and the like, in
contrast to merely checking the written
records. The auditor may use statistical sam-
pling procedures.

planning and control process. General name
for the management techniques comprising
the setting of organizational goals and strate-
gic plans, capital budgeting, operations bud-
geting, comparison of plans with actual
results, performance evaluation and correc-
tive action, and revisions of goals, plans, and
budgets.

plant. Plant assets.

plant asset turnover. Number of dollars of
sales generated per dollar of plant assets;
equal to sales divided by average plant assets.

plant assets. Assets used in the revenue-pro-
duction process. Plant assets include build-
ings, machinery, equipment, land, and natural
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resources. The phrase “property, plant, and
equipment” (though often appearing on bal-
ance sheets) is therefore a redundancy. In
this context, “plant” used alone means
buildings.

plantwide allocation method. A method for
allocating overhead costs to product. First,
use one cost pool for the entire plant. Then,
allocate all costs from that pool to products
using a single overhead allocation rate, or
one set of rates, for all the products of the
plant, independent of the number of depart-
ments in the plant.

PLC (public limited company). United King-
dom: a publicly held corporation. Contrast
with Ltd.

pledging. The borrower assigns assets as secu-
rity or collateral for repayment of a loan.

pledging of receivables. The process of using
expected collections on accounts receivable
as collateral for a loan. The borrower re-
mains responsible for collecting the receiv-
able but promises to use the proceeds for
repaying the debt.

plow back. To retain assets generated by earn-
ings for continued investment in the business.

plug. Process for finding an unknown amount.
For any account, Beginning balance + Addi-
tions — Deductions = Ending balance; if you
know any three of the four items, you can
find the fourth with simple arithmetic, called
“plugging.” In making a journal entry, often
you know all debits and all but one of the
credits (or vice versa). Because double-entry
bookkeeping requires equal debits and cred-
its, you can compute the unknown quantity
by subtracting the sum of the known credits
from the sum of all the debits (or vice versa),
also called “plugging.” Accountants often
call the unknown the “plug.” For example, in
amortizing a discount on bonds payable with
the straight-line depreciation method, inter-
est expense is a plug: Interest expense =

plantwide allocation method — post

Interest payable + Discount amortization.
See trade-in transaction for an example. The
term sometimes has a bad connotation for ac-
countants because plugging can occur in a
slightly different context. During the process
of preparing a preclosing trial balance (or
balance sheet), often the sum of the debits
does not equal the sum of the credits. Rather
than find the error, some accountants are
tempted to force equality by changing one of
the amounts, with a plugged debit or credit to
an account such as Other Expenses. No harm
results from this procedure if the amount of
the error is small compared with asset totals,
since spending tens or hundreds of dollars in
a bookkeeper’s or accountant’s time to find
an error of a few dollars will not be cost-
effective. Still, most accounting teachers
rightly disallow this use of plugging because
exercises and problems set for students pro-
vide enough information not to require it.

point of sale. The time, not the location, at

which a sale occurs.

pooling-of-interests method. Accounting for a

business combination by adding together the
book value of the assets and equities of the
combined firms; generally leads to a higher
reported net income for the combined firms
than results when the firm accounts for the
business combination as a purchase because
the market values of the merged assets gen-
erally exceed their book values. US GAAP
do not allow this method, although it previ-
ously did, so financial statements still reflect
the effects of pooling accounting. Contrast
with purchase method. Called uniting-of-in-
terests method by the IASB.

population. The entire set of numbers or items

from which the analyst samples or performs
some other analysis.

positive confirmation. See confirmation.

post. To record entries in an account to a led-

ger, usually as transfers from a journal.
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post-closing trial balance. Trial balance taken
after the accountant has closed all temporary
accounts.

post-statement events. Events that have mate-
rial impact and that occur between the end of
the accounting period and the formal publi-
cation of the financial statements. Even
though the events occur after the end of the
period being reported on, the firm must dis-
close such events in notes if the auditor is to
give a clean opinion.

potentially dilutive security. A security that
its holder may convert into, or exchange for,
common stock and thereby reduce reported
earnings per share; options, warrants, con-
vertible bonds, and convertible preferred
stock.

PPB. Program budgeting. The second “P”
stands for “plan.”

practical capacity. Maximum level at which a
plant or department can operate efficiently.

precision. The degree of accuracy for an esti-
mate derived from a sampling process, usu-
ally expressed as a range of values around
the estimate. The analyst might express a
sample estimate in the following terms:
“Based on the sample, we are 95 percent sure
[confidence level] that the true population
value is within the range of X to Y [preci-
sion].” See confidence level.

preclosing trial balance. Trial balance taken
at the end of the period before closing en-
tries; in this sense, an adjusted trial balance;
sometimes taken before adjusting entries
and then synonymous with unadjusted trial
balance.

predatory prices. Setting prices below some
measure of cost in an effort to drive out com-
petitors with the hope of recouping losses
later by charging monopoly prices. Illegal in
the United States if the prices set are below
long-run variable costs. We know of no
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empirical evidence that firms are successful
at recoupment.

predetermined (factory) overhead rate. Rate
used in applying overhead costs to products
or departments developed at the start of a
period. Compute the rate as estimated over-
head cost divided by the estimated number
of units of the overhead allocation base (or
denominator volume) activity. See normal
costing.

preemptive right. The privilege of a share-
holder to maintain a proportionate share of
ownership by purchasing a proportionate
share of any new stock issues. Most state
corporation laws allow corporations to pay
shareholders to waive their preemptive rights
or state that preemptive rights exist only if
the corporation charter explicitly grants
them. In practice, then, preemptive rights are
the exception rather than the rule.

preference as to assets. The rights of preferred
shareholders to receive certain payments be-
fore common shareholders receive payments
in case the board dissolves the corporation.

preferred shares. Capital stock with a claim to
income or assets after bondholders but be-
fore common shares. Dividends on preferred
shares are income distributions, not ex-
penses. See cumulative preferred stock.

premium. The excess of issue (or market) price
over par value. For a different context, see
insurance.

premium on capital stock. Alternative but in-
ferior title for capital contributed in excess of
par (or stated) value.

prepaid expense. An expenditure that leads to
a deferred charge or prepayment. Strictly
speaking, this is a contradiction in terms be-
cause an expense is a gone asset, and this title
refers to past expenditures, such as for rent or
insurance premiums, that still have future
benefits and thus are assets. We try to avoid
this term and use “prepayment” instead.
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prepaid income. An inferior alternative title
for advances from customers. Do not call an
item revenue or income until the firm earns it
by delivering goods or rendering services.

prepayments. Deferred charges; assets repre-
senting expenditures for future benefits. Rent
and insurance premiums paid in advance are
usually current prepayments.

present value. Value today (or at some specific
date) of an amount or amounts to be paid or
received later (or at other, different dates),
discounted at some interest or discount rate;
an amount that, if invested today at the spec-
ified rate, will grow to the amount to be paid
or received in the future.

prevention costs. Costs incurred to prevent de-
fects in the products or services they pro-
duce, including procurement inspection,
processing control (inspection), design, qual-
ity training and machine inspection.

price. The quantity of one good or service, usu-
ally cash, asked in return for a unit of an-
other good or service. See fair value.

price—earnings (P/E) ratio. At a given time,
the market value of a company’s common
share, per share, divided by the earnings per
common share for the past year. The analyst
usually bases the denominator on income
from continuing operations or, if the analyst
thinks the current figure for that amount does
not represent a usual situation—such as
when the number is negative or, if positive,
close to zero—on some estimate of the num-
ber. See ratio.

price index. A series of numbers, one for each
period, that purports to represent some aver-
age of prices for a series of periods, relative
to a base period.

price level. The number from a price index se-
ries for a given period or date.

price level-adjusted statements. Financial
statements expressed in terms of dollars of
uniform purchasing power. The statements

prepaid income — prior-period adjustment

restate nonmonetary items to reflect changes
in general price levels since the time the firm
acquired specific assets and incurred liabili-
ties. The statements recognize a gain or loss
on monetary items as the firm holds them
over time periods when the general price
level changes. Conventional financial state-
ments show historical costs and ignore dif-
ferences in purchasing power in different
periods.

price variance. In accounting for standard
costs, an amount equal to (Actual cost per unit
— Standard cost per unit) x Actual quantity.

primary earnings per share (PEPS). Net in-
come to common shareholders plus interest
(net of tax effects) or dividends paid on com-
mon-stock equivalents divided by (weighted
average of common shares outstanding plus
the net increase in the number of common
shares that would become outstanding if the
holders of all common stock equivalents
were to exchange them for common shares
with cash proceeds, if any, used to retire
common shares). As of 1997 and SFAS No.
128, replaced with basic earnings per share.

prime cost. Sum of direct materials plus direct
labor costs assigned to product.

prime rate. The loan rate charged by commer-
cial banks to their creditworthy customers.
Some customers pay even less than the prime
rate and others, more. The Federal Reserve
Bulletin is the authoritative source of infor-
mation about historical prime rates.

principal. An amount on which interest ac-
crues, either as expense (for the borrower) or
as revenue (for the lender); the face amount
of a loan; also, the absent owner (principal)
who hires the manager (agent) in a “princi-
pal-agent” relation.

principle. See generally accepted accounting
principles.

prior-period adjustment. A debit or credit
that is made directly to retained earnings
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(and that does not affect income for the pe-
riod) to adjust earnings as calculated for
prior periods. Such adjustments are now rare.
Theory suggests that accounting should cor-
rect for errors in accounting estimates (such
as the depreciable life or salvage value of an
asset) by adjusting retained earnings so that
statements for future periods will show cor-
rect amounts. But GAAP require that correc-
tions of such estimates flow through current,
and perhaps future, income statements. See
accounting changes and accounting errors.

prior service cost. Present value at a given
time of a pension plan’s retroactive benefits.
“Unrecognized prior service cost” refers to
that portion of prior service cost not yet deb-
ited to expense. See actuarial accrued liabil-
ity and funded. Contrast with normal cost.

pro forma income. See pro forma statements.

pro forma statements. Hypothetical statements;
financial statements as they would appear if
some event, such as a merger or increased
production and sales, had occurred or were
to occur; sometimes spelled as one word,
“proforma.” The phrase “pro forma income”
has come to disrepute, as some companies
have published pro forma income statements
showing their good news, their recurring in-
come, and omitting the bad news, as non-
recurring. They have attempted to focus the
investment community on their own pre-
sentation of this good news, de-emphasizing
GAAP net income. The SEC and others
have attempted to make these disclosures
less misleading.

probable. In many of its definitions, the FASB
uses the term “probable.” See, for example,
asset, firm commitment, liability. A survey
of practicing accountants revealed that the
average of the probabilities that those sur-
veyed had in mind when they used the term
“probable” was 85 percent. Some accoun-
tants think that any event whose outcome is
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greater than 50 percent should be called
“probable.” The FASB uses the phrase
“more likely than not” when it means
greater than 50 percent.

proceeds. The funds received from the disposi-
tion of assets or from the issue of securities.

process costing. A method of cost accounting
based on average costs (total cost divided by
the equivalent units of work done in a pe-
riod); typically used for assembly lines or for
products that the firm produces in a series of
steps that are more continuous than discrete.

product. Goods or services produced.

product cost. Any manufacturing cost that the
firm can—or, in some contexts, should—debit
to an inventory account. See flow of costs, for
example. Contrast with period expenses.

product life cycle. Time span between initial
concept (typically starting with research and
development) of a good or service and the
time when the firm ceases to support custom-
ers who have purchased the good or service.

production cost. Manufacturing cost.

production cost account. A temporary account
for accumulating manufacturing costs during
a period.

production department. A department produc-
ing salable goods or services; contrast with
service department.

production method (depreciation). One form
of straight-line depreciation. The firm as-
signs to the depreciable asset (e.g., a truck) a
depreciable life measured not in elapsed time
but in units of output (e.g., miles) or perhaps
in units of time of expected use. Then the de-
preciation charge for a period is a portion of
depreciable cost equal to a fraction computed
as the actual output produced during the pe-
riod divided by the expected total output to
be produced over the life of the asset. This
method is sometimes called the “units-of-
production (or output) method.”
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production method (revenue recognition).
Percentage-of-completion method for recog-
nizing revenue.

production volume variance. Standard fixed
overhead rate per unit of normal capacity (or
base activity) times (units of base activity
budgeted or planned for a period minus ac-
tual units of base activity worked or assigned
to product during the period); often called a
“volume variance.”

productive capacity. One attribute measured
for assets. The current cost of long-term as-
sets means the cost of reproducing the pro-
ductive capacity (e.g., the ability to
manufacture one million units a year), not
the cost of reproducing the actual physical
assets currently used (see reproduction cost).
Replacement cost of productive capacity will
be the same as reproduction cost of assets
only in the unusual case when no technologi-
cal improvement in production processes has
occurred and the relative prices of goods and
services used in production have remained
approximately the same as when the firm ac-
quired the currently used goods and services.

product-level activities. Work that supports a
particular product or service line. Examples
include design work, supervision, and adver-
tising that are specific to each type of prod-
uct or service.

production cycle efficiency. Measures the ef-
ficiency of the production cycle by comput-
ing the ratio of the time spent processing a
unit divided by the production cycle time.
The higher the percentage, the less the time
and costs spent on non-value-added activi-
ties, such as moving and storage.

production cycle time. The total time to pro-
duce a unit. Includes processing, moving,
storing, and inspecting.

profit. Excess of revenues over expenses for a
transaction; sometimes used synonymously
with net income for the period.

production method (revenue recognition) — profitability accounting

profit-and-loss account. United Kingdom: re-
tained earnings.

profit-and-loss sharing ratio. The fraction of
net income or loss allocable to a partner in a
partnership. Need not be the same fraction
as the partner’s share of capital.

profit-and-loss statement. Income statement.

profit center. A responsibility center for which
a firm accumulates both revenues and ex-
penses. Contrast with cost center.

profit margin. Sales minus all expenses.

profit margin percentage. Profit margin di-
vided by net sales.

profit maximization. The doctrine that the
firm should account for a given set of opera-
tions so as to make reported net income as
large as possible; contrast with conservatism.
This concept in accounting differs from the
profit-maximizing concept in economics,
which states that the firm should manage op-
erations to maximize the present value of the
firm’s wealth, generally by equating mar-
ginal costs and marginal revenues.

profit plan. The income statement portion of a
master budget.

profit-sharing plan. A defined-contribution
plan in which the employer contributes
amounts based on net income.

profit variance analysis. Analysis of the causes
of the difference between budgeted profit in
the master budget and the profits earned.

profit-volume analysis (equation). Analysis of
effects, on profits, caused by changes in vol-
ume or contribution margin per unit or fixed
costs. See breakeven chart.

profit-volume graph. See breakeven chart.

profit-volume ratio. Net income divided by net
sales in dollars.

profitability accounting. Responsibility ac-
counting.
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program budgeting (PPB). Specification and
analysis of inputs, outputs, costs, and alter-
natives that link plans to budgets.

programmed cost. A fixed cost not essential
for carrying out operations. For example, a
firm can control costs for research and devel-
opment and advertising designed to generate
new business, but once it commits to incur
them, they become fixed costs. These costs
are sometimes called managed costs or dis-
cretionary costs. Contrast with capacity
Costs.

progressive tax. Tax for which the rate in-
creases as the taxed base, such as income, in-
creases. Contrast with regressive tax.

project financing arrangement. As defined by
SFAS No. 47, the financing of an investment
project in which the lender looks principally
to the cash flows and earnings of the project
as the source of funds for repayment and to
the assets of the project as collateral for the
loan. The general credit of the project entity
usually does not affect the terms of the fi-
nancing either because the borrowing entity
is a corporation without other assets or be-
cause the financing provides that the lender
has no direct recourse to the entity’s owners.

projected benefit obligation. The actuarial
present value at a given date of all pension
benefits attributed by a defined-benefit pen-
sion formula to employee service rendered
before that date. The analyst measures the
obligation using assumptions as to future
compensation levels if the formula incorpo-
rates future compensation, as happens, for
example, when the plan bases the eventual
pension benefit on wages of the last several
years of employees’ work lives. Contrast to
“accumulated benefit obligation,” where the
analyst measures the obligation using em-
ployee compensation levels at the time of the
measurement date.

projected financial statement. Pro forma fi-
nancial statement.
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projection. See financial projection for defini-
tion and contrast.

promissory note. An unconditional written
promise to pay a specified sum of cash on de-
mand or at a specified date.

proof of journal. The process of checking the
arithmetic accuracy of journal entries by
testing for the equality of all debits and all
credits since the last previous proof.

property dividend. A dividend in kind.

property, plant, and equipment. See plant
assets.

proportionate consolidation. Canada: a pre-
sentation of the financial statements of any
investor-investment relationship, whereby
the investor’s pro rata share of each asset, li-
ability, income item, and expense item ap-
pears in the financial statements of the
investor under the various balance sheet and
income statement headings.

proprietary accounts. See budgetary accounts
for definition and contrast in the context of
governmental accounting.

proprietorship. Assets minus liabilities of an
entity; equals contributed capital plus re-
tained earnings.

proprietorship theory. The corporation view
that emphasizes the form of the accounting
equation that says assets — liabilities = own-
ers’ equity; contrast with entity theory. The
major implication of a choice between
these theories deals with the treatment of
subsidiaries. For example, the proprietor-
ship theory views minority interest as an
indeterminate-term liability. The proprietor-
ship theory implies using a single-step in-
come statement.

prorate. To allocate in proportion to some
base; for example, to allocate service depart-
ment costs in proportion to hours of service
used by the benefited department or to allo-
cate manufacturing variances to product sold
and to product added to ending inventory.
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prorating variances. See prorate.

prospectus. Formal written document describ-
ing securities a firm will issue. See proxy.

protest fee. Fee charged by banks or other fi-
nancial agencies when the bank cannot col-
lect items (such as checks) presented for
collection.

provision. Part of an account title. Often the
firm must recognize an expense even though
it cannot be sure of the exact amount. The
entry for the estimated expense, such as for
income taxes or expected costs under war-
ranty, is as follows:

Retained Earnings (Estimated). . . .. X

Liability Increase
(Estimated) .................. X

American terminology often uses “provi-
sion” in the expense account title of the
above entry. Thus, Provision for Income
Taxes means the estimate of income tax ex-
pense. (British terminology uses “provision”
in the title for the estimated liability of the
above entry, so that Provision for Income
Taxes is a balance sheet account.)

proxy. Written authorization given by one per-
son to another so that the second person can
act for the first, such as to vote shares of
stock; of particular significance to accoun-
tants because the SEC presumes that man-
agement distributes financial information
along with its proxy solicitations.

public accountant. Generally, this term is
synonymous with certified public accoun-
tant. Some jurisdictions, however, license
individuals who are not CPAs as public
accountants.

public accounting. That portion of accounting
primarily involving the attest function, cul-
minating in the auditor’s report.

prorating variances — purchase order

Public Company Accounting Oversight Board,

PCAOB. A board established by the Sarbanes-
Oxley Act of 2002 which regulates the audit-
ing profession and sets standards for audits
of public companies. The SEC appoints its
members.

PuPU. Acronym for purchasing power unit;
conceived by John C. Burton, former chief
accountant of the SEC. Those who think that
constant-dollar accounting is not particu-
larly useful poke fun at it by calling it “PuPU
accounting.”

purchase allowance. A reduction in sales in-
voice price usually granted because the pur-
chaser received goods not exactly as ordered.
The purchaser does not return the goods but
agrees to keep them for a price lower than
originally agreed upon.

purchase discount. A reduction in purchase in-
voice price granted for prompt payment. See
sales discount and terms of sale.

purchase investigation. An investigation of
the financial affairs of a company for the
purpose of disclosing matters that may influ-
ence the terms or conclusion of a potential
acquisition.

purchase method. Accounting for a business
combination by adding the acquired com-
pany’s assets at the price paid for them to the
acquiring company’s assets. Contrast with
pooling-of-interests method. The firm adds
the acquired assets to the books at current
values rather than original costs; the subse-
quent amortization expenses usually exceed
those (and reported income is smaller than
that) for the same business combination ac-
counted for as a pooling of interests. US
GAAP now require that the acquirer use the
purchase method, but other countries still al-
low poolings.

purchase order. Document issued by a buyer
authorizing a seller to deliver goods, with the
buyer to make payment later.
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purchasing power gain or loss. Monetary gain

or loss.

push-down accounting. An accounting method

used in some purchase transactions. Assume
that Company A purchases substantially all
the common shares of Company B but that
Company B must still issue its own financial
statements. The question arises, shall Com-
pany B change the basis for its assets and
equities on its own books to the same up-
dated amounts at which they appear on Com-
pany A’s consolidated financial statements?
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Company B uses “push-down accounting”
when it shows the new asset and equity bases
reflecting Company A’s purchase, because
the method “pushes down” the new bases
from Company A (where GAAP require
them) to Company B (where the new bases
would not appear in historical cost account-
ing). Since 1983, the SEC has required push-
down accounting under some circumstances.

put. An option to sell shares of a publicly

traded corporation at a fixed price during a
fixed time span. Contrast with call.

qualified report (opinion). Auditor’s report con-

taining a statement that the auditor was un-
able to complete a satisfactory examination
of all things considered relevant or that the
auditor has doubts about the financial im-
pact of some material item reported in the
financial statements. See except for and sub-
ject to.

quality. In modern usage, a product or service

has quality to the extent it conforms to speci-
fications or provides customers the charac-
teristics promised them.

quality of earnings. A phrase with no single,

agreed-upon meaning. Some who use the
phrase use it with different meanings on dif-
ferent occasions. “Quality of earnings” has
an accounting aspect and a business cycle
aspect.

In its accounting aspect, managers have
choices in measuring and reporting earnings.
This discretion can involve any of the fol-
lowing: selecting accounting principles or
standards when GAAP allow a choice; mak-
ing estimates in the application of accounting
principles; and timing transactions to allow
recognizing nonrecurring items in earnings.
In some instances the range of choices has a

large impact on reported earnings and in oth-
ers, small. (1) Some use the phrase “quality
of earnings” to mean the degree to which
management can affect reported income by
its choices of accounting estimates even
though the choices recur every period. These
users judge, for example, insurance compa-
nies to have low-quality earnings. Insurance
company management must reestimate its li-
abilities for future payments to the insured
each period, thereby having an opportunity
to report periodic earnings within a wide
range. (2) Others use the phrase to mean the
degree to which management actually takes
advantage of its flexibility. For them, an in-
surance company that does not vary its meth-
ods and estimating techniques, even though
it has the opportunity to do so, has high-qual-
ity earnings. (3) Some have in mind the
proximity in time between revenue recogni-
tion and cash collection. For them, the
smaller the time delay, the higher will be the
quality. (4) Still others use the phrase to
mean the degree to which managers who
have a choice among the items with large in-
fluence on earnings choose the ones that re-
sult in income measures that are more likely
to recur. For them, the more likely an item of
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earnings is to recur, the higher will be its
quality. Often these last two groups trade off
with each other. Consider a dealer leasing a
car on a long-term lease, receiving monthly
collections. The dealer who uses sales-type
lease accounting scores low on proximity of
revenue recognition (all at the time of sign-
ing the lease) to cash collection but high-
lights the nonrepetitive nature of the
transaction. The leasing dealer who uses op-
erating lease accounting has perfectly
matching revenue recognition and cash col-
lection, but the recurring nature of the reve-
nue gives a misleading picture of a repetitive
transaction. The phrase “item of earnings” in
(4) is ambiguous. The writer could mean the
underlying economic event (which occurs
when the lease for the car is signed) or the
revenue recognition (which occurs every
time the dealer using operating lease ac-
counting receives cash). Hence, you should
try to understand what other speakers and
writers mean by “quality of earnings” when
you interpret what they say and write. Some
who refer to “earnings quality” suspect that
managers will usually make choices that en-
hance current earnings and present the firm
in the best light, independent of the ability of
the firm to generate similar earnings in the
future.

In the business cycle aspect, manage-
ment’s action often has no impact on the sta-
bility and recurrence of earnings. Compare a
company that sells consumer products and
likely has sales repeating every week with a
construction company that builds to order.
Companies in noncyclical businesses, such
as some public utilities, likely have more
stable earnings than ones in cyclical busi-
nesses, such as steel. Some use “quality of
earnings” to refer to the stability and recur-
rence of basic revenue-generating activities.
Those who use the phrase this way rarely

quality of financial position — quick ratio

associate earnings quality with accounting
issues.

quality of financial position. Because of the
articulation of the income statement with the
balance sheet, the factors that imply a high
(or low) quality of earnings also affect the
balance sheet. Users of this phrase have in
mind the same accounting issues as they
have in mind when they use the phrase
“quality of earnings.”

quantitative performance measure. A mea-
sure of output based on an objectively ob-
servable quantity, such as units produced or
direct costs incurred, rather than on an unob-
servable quantity or a quantity observable
only nonobjectively, like quality of service
provided.

quantity discount. A reduction in purchase
price as quantity purchased increases. The
Robinson-Patman Act constrains the amount
of the discount. Do not confuse with pur-
chase discount.

quantity variance. Efficiency variance; in stan-
dard cost systems, the standard price per unit
times (actual quantity used minus standard
quantity that should be used).

quasi-reorganization. A reorganization in which
no new company emerges or no court has in-
tervened, as would happen in bankruptcy.
The primary purpose is to rid the balance
sheet of a deficit (negative retained earn-
ings) and give the firm a “fresh start.”

quick assets. Assets readily convertible into
cash; includes cash, current marketable secu-
rities, and current receivables.

quick ratio. Sum of (cash, current marketable
securities, and current receivables) divided
by current liabilities; often called the “acid
test ratio.” The analyst may exclude some
nonliquid receivables from the numerator.
See ratio.
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R2. The proportion of the statistical variance of
a dependent variable explained by the equa-
tion fit to independent variable(s) in a re-
gression analysis.

Railroad Accounting Principles Board

(RAPB). A board brought into existence by the
Staggers Rail Act of 1980 to advise the Inter-
state Commerce Commission on accounting
matters affecting railroads. The RAPB was
the only cost-accounting body authorized by
the government during the decade of the
1980s (because Congress ceased funding the
CASB during the 1980s). The RAPB incor-
porated the pronouncements of the CASB
and became the government’s authority on
cost accounting principles.

R&D. See research and development.

random number sampling. For choosing a
sample, a method in which the analyst se-
lects items from the population by using a
random number table or generator.

random sampling. For choosing a sample, a
method in which all items in the population
have an equal chance of being selected. Com-
pare judgment(al) sampling.

RAPB. Railroad Accounting Principles Board.
rate of return on assets. Return on assets.

rate of return on common stock equity. See
ratio.

rate of return on shareholders’ (owners’)
equity. See ratio.

rate of return (on total capital). See ratio and
return on assets.

rate variance. Price variance, usually for di-
rect labor costs.

ratio. The number resulting when one number
divides another. Analysts generally use ra-
tios to assess aspects of profitability, sol-
vency, and liquidity. The commonly used
financial ratios fall into three categories: (1)
those that summarize some aspect of opera-
tions for a period, usually a year, (2) those
that summarize some aspect of financial po-
sition at a given moment—the moment for
which a balance sheet reports, and (3) those
that relate some aspect of operations to some
aspect of financial position. Exhibit 1-3 lists
common financial ratios and shows sepa-
rately both the numerator and the denomina-
tor for each ratio.

Ratio

Numerator

Denominator

Profitability Ratios
Rate of return on assets

Profit margin for ROA (before
interest effects)

Various expense ratios

Total assets turnover ratio

Accounts receivable turnover
ratio

Inventory turnover ratio

Net income + Interest expense
(net of tax effects)2

Net income + Interest expense
(net of tax effects)2

Various expenses
Sales

Sales

Cost of goods sold

EXHIBIT 1.3 SUMMARY OF FINANCIAL STATEMENT RATIOS

Average total assets during the
period

Sales

Sales

Average total assets during the
period

Average accounts receivable
during the period

Average inventory during the
period
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Ratio

Numerator

Denominator

Fixed asset turnover ratio

Rate of return on common
shareholders’ equity

Profit margin for ROCE (after
interest expense and
preferred dividends)

Capital structure leverage ratio

Earnings per share of common
stockp

Sales

Net income — Preferred stock
dividends

Net income — Preferred stock
Dividends

Average total assets during the
period

Net income — Preferred stock
dividends

Average fixed assets during the
period

Average common shareholders’
equity during the period

Sales

Average common shareholders’
equity during the period

Weighted-average number of
common shares outstanding

Short-term Liquidity Ratios
Current ratio
Quick or acid test ratio

Cash flow from operations to
current liabilities ratio

Accounts payable turnover
ratio

Days accounts receivable
outstanding

Days inventories held

Days accounts payable
outstanding

Current assets

Highly liquid assets (cash,
marketable securities, and
receivables)c

Cash flow from operations

Purchasesd
365 days

365 days
365 days

Current liabilities
Current liabilities

Average current liabilities
during the period

Average accounts payable
during the period

Accounts receivable turnover
ratio

Inventory turnover ratio
Accounts payable turnover ratio

Long-term Liquidity Ratios
Long-term debt ratio

Debt—equity ratio

Cash flow from operations to
total liabilities ratio

Interest coverage ratio

Total long-term debt

Total liabilities

Cash flow from operations

Income before Interest and
income taxes

Total long-term debt plus
shareholders’ equity

Total equities (total liabilities +
shareholders’ equity = total
assets)

Average total liabilities during
the period

Interest expense

a |f the parent company does not own all of a consolidated subsidiary, the calculation also adds back to net
income the minority interest share of earnings. See Chapter 11 for discussion of minority interest.

b This calculation is more complicated when there are convertible securities, options, or warrants outstanding.

¢ The calculation could conceivably exclude receivables for some firms and include inventories for others.

d Purchases = Cost of goods sold + Ending inventories — Beginning inventories

EXHIBIT 1.3 SUMMARY OF FINANCIAL STATEMENT RATIOS (CONTINUED)

For all ratios that require an average bal-
ance during the period, the analyst often de-
rives the average as one half the sum of the
beginning and the ending balances. Sophis-
ticated analysts recognize, however, that

particularly when companies use a fiscal
year different from the calendar year, this
averaging of beginning and ending balances
may mislead. Consider, for example, the
rate of return on assets of Sears Company,
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whose fiscal year ends on January 31. Sears
chooses a January 31 closing date at least in
part because inventories are at a low level
and are therefore easy to count—it has sold
the Christmas merchandise, and the Easter
merchandise has not yet all arrived. Further-
more, by January 31, Sears has collected for
most Christmas sales, so receivable amounts
are not unusually large. Thus at January 31,
the amount of total assets is lower than at
many other times during the year. Conse-
quently, the denominator of the rate of re-
turn on assets, total assets, for Sears more
likely represents the smallest amount of total
assets on hand during the year rather than
the average amount. The return on assets
rate for Sears and other companies that
choose a fiscal year-end to coincide with
low points in the inventory cycle is likely to
exceed the ratio measured with a more accu-
rate estimate of the average amounts of total
assets.

raw material. Goods purchased for use in man-
ufacturing a product.

reacquired stock. Treasury shares.

real accounts. Balance sheet accounts, as op-
posed to nominal accounts. See permanent
accounts.

real amount (value). An amount stated in con-
stant dollars. For example, if the firm sells
an investment costing $100 for $130 after a
period of 10 percent general inflation, the
nominal amount of gain is $30 (= $130 -
$100) but the real amount of gain is C$20 (=
$130 — 1.10 x $100), where “C$” denotes
constant dollars of purchasing power on the
date of sale.

real estate. Land and its improvements, such as
landscaping and roads, but not buildings.

real interest rate. Interest rate reflecting the
productivity of capital, not including a pre-
mium for inflation anticipated over the life of
the loan.

Glossary 119

realizable value. Fair value or, sometimes, net
realizable (sales) value.

realization convention. The accounting prac-
tice of delaying the recognition of gains and
losses from changes in the market price of
assets until the firm sells the assets. How-
ever, the firm recognizes unrealized losses
on inventory (or marketable securities classi-
fied as trading securities) prior to sale when
the firm uses the lower-of-cost-or-market
valuation basis for inventory (or the fair
value basis for marketable securities).

realize. To convert into funds; when applied to
a gain or loss, implies that an arm’s-length
transaction has taken place. Contrast with
recognize; the firm may recognize a loss (as,
for example, on marketable equity securities)
in the financial statements even though it has
not yet realized the loss via a transaction.

realized gain (or loss) on marketable equity

securities. An income statement account title
for the difference between the proceeds of
disposition and the original cost of market-
able equity securities.

realized holding gain. See inventory profit for
definition and an example.

rearrangement costs. Costs of reinstalling as-
sets, perhaps in a different location. The firm
may, but need not, capitalize them as part of
the assets cost, just as is done with original
installation cost. The firm will expense these
costs if they merely maintain the asset’s fu-
ture benefits at their originally intended level
before the relocation.

recapitalization. Reorganization.

recapture. Name for one kind of tax payment.
Various provisions of the income tax rules
require a refund by the taxpayer (recapture
by the government) of various tax advan-
tages under certain conditions. For example,
the taxpayer must repay tax savings provided
by accelerated depreciation if the taxpayer
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prematurely retires the item providing the tax
savings.

receipt. Acquisition of cash.

receivable. Any collectible, whether or not it is
currently due.

receivable turnover. See ratio.

reciprocal holdings. Company A owns stock
of Company B, and Company B owns stock
of Company A; or Company B owns stock of
Company C, which owns stock of Company
A

recognize. To enter a transaction in the ac-
counts; not synonymous with realize.

reconciliation. A calculation that shows how
one balance or figure derives from another,
such as a reconciliation of retained earnings or
a bank reconciliation schedule. See articulate.

record date. The date at which the firm pays
dividends on payment date to those who own
the stock.

recourse. The rights of the lender if a borrower
does not repay as promised. A recourse loan
gives the lender the right to take any of the
borrower’s assets not exempted from such
taking by the contract. See also note receiv-
able discounted.

recovery of unrealized loss on trading

securities. An income statement account title
for the gain during the current period on
trading securities.

recurring. Occurring again; occurring repeti-
tively; in accounting, an adjective often used
in describing revenue or earnings. In some
contexts, the term “recurring revenue” is
ambiguous. Consider a construction con-
tractor who accounts for a single long-term
project with the installment method, with
revenue recognized at the time of each cash
collection from the customer. The recog-
nized revenue is recurring, but the transac-
tion leading to the revenue is not. See
quality of earnings.

receipt — regression analysis

redemption. Retirement by the issuer, usually
by a purchase or call, of stocks or bonds.

redemption premium. Call premium.

redemption value. The price a corporation will
pay to retire bonds or preferred stock if it
calls them before maturity.

refinancing. An adjustment in the capital struc-
ture of a corporation, involving changes in
the nature and amounts of the various classes
of debt and, in some cases, capital as well as
other components of shareholders’ equity.
Asset carrying values in the accounts remain
unchanged.

refunding bond issue. Said of a bond issue
whose proceeds the firm uses to retire bonds
that are already outstanding.

register. A collection of consecutive entries, or
other information, in chronological order,
such as a check register or an insurance reg-
ister that lists all insurance policies owned. If
the firm records entries in the register, it can
serve as a journal.

registered bond. A bond for which the issuer
will pay the principal and interest, if regis-
tered as to interest, to the owner listed on the
books of the issuer; as opposed to a bearer
bond, in which the issuer must pay the pos-
sessor of the bond.

registrar. An agent, usually a bank or trust
company, appointed by a corporation to keep
track of the names of shareholders and distri-
butions to them.

registration statement. Required by the Securi-
ties Act of 1933, statement of most companies
that want to have owners of their securities
trade the securities in public markets. The
statement discloses financial data and other
items of interest to potential investors.

regression analysis. A method of cost estima-
tion based on statistical techniques for fitting
a line (or its equivalent in higher mathemati-
cal dimensions) to an observed series of data
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points, usually by minimizing the sum of
squared deviations of the observed data from
the fitted line. Common usage calls the cost
that the analysis explains the “dependent
variable”; it calls the variable(s) we use to
estimate cost behavior “independent vari-
able(s).” If we use more than one indepen-
dent variable, the term for the analysis is
“multiple regression analysis.” See R?, stan-
dard error, and t-value.

regressive tax. Tax for which the rate de-
creases as the taxed base, such as income, in-
creases. Contrast with progressive tax.

Regulation S-K. The SEC’s standardization of
nonfinancial statement disclosure require-
ments for documents filed with the SEC.

Regulation S-T. The SEC’s regulations speci-
fying formats for electronic filing and the
EDGAR system.

Regulation S-X. The SEC’s principal account-
ing regulation, which specifies the form and
content of financial reports to the SEC.

rehabilitation. The improving of a used as-
set via an extensive repair. Ordinary re-
pairs and maintenance restore or maintain
expected service potential of an asset, and
the firm treats them as expenses. A rehabil-
itation improves the asset beyond its cur-
rent service potential, enhancing the
service potential to a significantly higher
level than before the rehabilitation. Once
rehabilitated, the asset may be better, but
need not be, than it was when new. The
firm will capitalize expenditures for reha-
bilitation, like those for betterments and
improvements.

reinvestment rate. In a capital budgeting con-
text, the rate at which the firm invests cash
inflows from a project occurring before the
project’s completion. Once the analyst as-
sumes such a rate, no project can ever have
multiple internal rates of return. See Des-
cartes’ rule of signs.
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relative performance evaluation. Setting per-
formance targets and, sometimes, compensa-
tion in relation to the performance of others,
perhaps in different firms or divisions, who
face a similar environment.

relative sales value method. See net realizable
(sales) value.

relevant cost. Cost used by an analyst in mak-
ing a decision. Incremental cost; opportunity
cost.

relevant cost analysis. ldentifies the costs (or
revenues) relevant to the decision to be
made. A cost or revenue is relevant only if an
amount differs between alternatives. Also
called differential cost analysis

relevant range. Activity levels over which
costs are linear or for which flexible budget
estimates and breakeven charts will remain
valid.

remit earnings. An expression likely to con-
fuse a reader without a firm understanding
of accounting basics. A firm generates net
assets by earning income and retains net
assets if it does not declare dividends in the
amount of net income. When a firm de-
clares dividends and pays the cash (or
other net assets), some writers would say
the firm “remits earnings.” We think the
student learns better by conceiving earn-
ings as a credit balance. When a firm pays
dividends it sends net assets, things with
debit balances, not something with a credit
balance, to the recipient. When writers say
firms “remit earnings,” they mean the
firms send assets (or net assets) that previ-
ous earnings have generated and reduce re-
tained earnings.

remittance advice. Information on a check
stub, or on a document attached to a check
by the drawer, that tells the payee why a
payment is being made.

rent. A charge for use of land, buildings, or
other assets.
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reorganization. In the capital structure of a
corporation, a major change that leads to
changes in the rights, interests, and implied
ownership of the various security owners;
usually results from a merger or an agree-
ment by senior security holders to take action
to forestall bankruptcy.

repair. An expenditure to restore an asset’s
service potential after damage or after pro-
longed use. In the second sense, after pro-
longed use, the difference between repairs
and maintenance is one of degree and not of
kind. A repair is treated as an expense of the
period when incurred. Because the firm
treats repairs and maintenance similarly in
this regard, the distinction is not important.
A repair helps to maintain capacity at the
levels planned when the firm acquired the
asset. Contrast with improvement.

replacement cost. For an asset, the current fair
market price to purchase another, similar as-
set (with the same future benefit or service
potential). Current cost. See reproduction
cost and productive capacity. See also dis-
tributable income and inventory profit.

replacement cost method of depreciation.
Method in which the analyst augments the
original-cost depreciation charge with an
amount based on a portion of the difference
between the current replacement cost of the
asset and its original cost.

replacement system of depreciation. See re-
tirement method of depreciation for defini-
tion and contrast.

report. Financial statement; auditor’s report.

report form. Balance sheet form that typically
shows assets minus liabilities as one total.
Then, below that total appears the compo-
nents of owners’ equity summing to the same
total. Often, the top section shows current
assets less current liabilities before noncur-
rent assets less noncurrent liabilities. Con-
trast with account form.

reorganization — reserve

reporting objectives (policies). The general pur-
poses for which the firm prepares financial
statements. The FASB has discussed these in
SFAC No. 1.

representative item sampling. Sampling in which
the analyst believes the sample selected is
typical of the entire population from which
it comes. Compare specific item sampling.

reproduction cost. The cost necessary to ac-
quire an asset similar in all physical respects
to another asset for which the analyst re-
quires a current value. See replacement cost
and productive capacity for contrast.

required rate of return (RRR). Cost of capital.

requisition. A formal written order or request,
such as for withdrawal of supplies from the
storeroom.

resale value. Exit value; net realizable value.

research and development (R&D). A form of
economic activity with special accounting
rules. Firms engage in research in hopes of
discovering new knowledge that will create a
new product, process, or service or of im-
proving a present product, process, or ser-
vice. Development translates research
findings or other knowledge into a new or
improved product, process, or service. SFAS
No. 2 requires that firms expense costs of
such activities as incurred on the grounds
that the future benefits are too uncertain to
warrant capitalization as an asset. This treat-
ment seems questionable to us because we
wonder why firms would continue to under-
take R&D if there was no expectation of fu-
ture benefit; if future benefits exist, then
R&D costs should be assets that appear, like
other assets, at historical cost.

reserve. The worst word in accounting because
almost everyone not trained in accounting,
and some who are, misunderstand it. The
common confusion is that “reserves” repre-
sent a pool of cash or other assets available
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when the firm needs them. Wrong. Cash al-
ways has a debit balance. Reserves always
have a credit balance. When properly used in
accounting, “reserves” refer to an account
that appropriates retained earnings and re-
stricts dividend declarations. Appropriating
retained earnings is itself a poor and vanish-
ing practice, so the word should seldom ap-
pear in accounting. In addition, “reserve”
was used in the past to indicate an asset con-
tra account (e.g., “reserve for depreciation”)
or an estimated liability (e.g., “reserve for
warranty costs”). In any case, reserve ac-
counts have credit balances and are not pools
of funds, as the unwary reader might infer. If
a company has set aside a pool of cash (or
marketable securities) to serve some specific
purpose such as paying for a new factory,
then it will call that cash a fund. No other
word in accounting causes so much misun-
derstanding by nonexperts—as well as by
“experts” —who should know better. A lead-
ing unabridged dictionary defines “reserve”
as “cash, or assets readily convertible into
cash, held aside, as by a corporation, bank,
state or national government, etc. to meet ex-
pected or unexpected demands.” This defini-
tion is absolutely wrong in accounting.
Reserves are not funds. For example, the
firm creates a contingency fund of $10,000
by depositing cash in a fund and makes the
following entry:

Contingency Fund . ....... 10,000

Cash ................

The following entry may accompany the
previous entry, if the firm wants to appropri-
ate retained earnings:

Retained Earnings .. ...... 10,000

Reserve for

Contingencies ........ 10,000
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The transaction leading to the first entry
has economic significance. The second entry
has little economic impact for most firms.
The problem with the word “reserve” arises
because the firm can make the second entry
without the first—a company can create a re-
serve, that is, appropriate retained earnings,
without creating a fund. The problem results,
at least in part, from the fact that in common
usage, “reserve” means a pool of assets, as in
the phrase “oil reserves.” The Internal Reve-
nue Service does not help in dispelling con-
fusion about the term “reserves.” The federal
income tax return for corporations uses the
title “Reserve for Bad Debts” to mean “Al-
lowance for Uncollectible Accounts” and
speaks of the “Reserve Method” in referring
to the allowance method for estimating reve-
nue or income reductions from estimated
uncollectibles.

reserve recognition accounting (RRA). One

form of accounting for natural resources. In
exploration for natural resources, the prob-
lem arises of how to treat the expenditures
for exploration, both before the firm knows
the outcome of the efforts and after it knows
the outcome. Suppose that the firm spends
$10 million to drill 10 holes ($1 million
each) and that nine of them are dry whereas
one is a gusher containing oil with a net real-
izable value of $40 million. Dry hole, or suc-
cessful efforts, accounting would expense $9
million and capitalize $1 million, which the
firm will deplete as it lifts the oil from the
ground. SFAS No. 19, now suspended, re-
quired successful efforts costing. Full costing
would expense nothing but would capitalize
the $10 million of drilling costs that the firm
will deplete as it lifts the oil from the single
productive well. Reserve recognition ac-
counting would capitalize $40 million,
which the firm will deplete as it lifts the oil,
with a $30 million credit to income or con-
tributed capital. The balance sheet shows
the net realizable value of proven oil and gas
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reserves. The income statement has three
sorts of items: (1) current income resulting
from production or “lifting profit,” which is
the revenue from sales of oil and gas less the
expense based on the current valuation
amount at which these items have appeared
on the balance sheet, (2) profit or loss from
exploration efforts in which the current value
of new discoveries is revenue and all the ex-
ploration cost is expense, and (3) gain or loss
on changes in current value during the year,
which accountants in other contexts call a
holding gain or loss.

reset bond. A bond, typically a junk bond, that

specifies that periodically the issuer will re-
set the coupon rate so that the bond sells at
par in the market. Investment bankers cre-
ated this type of instrument to help ensure
the purchasers of such bonds of getting a
fair rate of return, given the riskiness of the
issuer. If the issuer gets into financial trou-
ble, its bonds will trade for less than par in
the market. The issuer of a reset bond prom-
ises to raise the interest rate and preserve
the value of the bond. Ironically, the reset
feature has often had just the opposite ef-
fect. The default risk of many issuers of re-
set bonds has deteriorated so much that the
bonds have dropped to less than 50 percent
of par. To raise the value to par, the issuer
would have to raise the interest rate to more
than 25 percent per year. That rate is so
large that issuers have declared bankruptcy
rather than attempt to make the new large
interest payments; this then reduces the
market value of the bonds rather than in-
creases them.

residual income. In an external reporting con-

text, a term that refers to net income to
common shares (= net income less pre-
ferred stock dividends). In managerial ac-
counting, this term refers to the excess of
income for a division or segment of a com-
pany over the product of the cost of capital
for the company multiplied by the average

reset bond — restricted retained earnings

amount of capital invested in the division
during the period over which the division
earned the income.

residual security. A potentially dilutive secu-
rity. Options, warrants, convertible bonds,
and convertible preferred stock.

residual value. At any time, the estimated or
actual net realizable value (that is, proceeds
less removal costs) of an asset, usually a de-
preciable plant asset. In the context of depre-
ciation accounting, this term is equivalent to
salvage value and is preferred to scrap value
because the firm need not scrap the asset. It
is sometimes used to mean net book value. In
the context of a noncancelable lease, it is the
estimated value of the leased asset at the end
of the lease period. See lease.

resources supplied. Expenditures made for an
activity.

resources used. Cost driver rate times cost
driver volume.

responsibility accounting. Accounting for a
business by considering various units as sep-
arate entities, or profit centers, giving man-
agement of each unit responsibility for the
unit’s revenues and expenses. See transfer
price.

responsibility center. An organization part or
segment that top management holds account-
able for a specified set of activities. Also
called “accountability center.” See cost cen-
ter, investment center, profit center, and rev-
enue center.

restricted assets. Governmental resources re-
stricted by legal or contractual requirements
for specific purpose.

restricted retained earnings. That part of re-
tained earnings not legally available for divi-
dends. See retained earnings, appropriated.
Bond indentures and other loan contracts can
curtail the legal ability of the corporation to
declare dividends without formally requiring
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a retained earnings appropriation, but the
firm must disclose such restrictions.

retail inventory method. Ascertaining cost
amounts of ending inventory as follows (as-
suming FIFO): cost of ending inventory =
(selling price of goods available for sale —
sales) x cost percentage. The analyst then
computes cost of goods sold from the inven-
tory equation; costs of beginning inventory,
purchases, and ending inventory are all
known. (When the firm uses LIFO, the
method resembles the dollar-value LIFO
method.) See markup.

retail terminology. See markup.

retained earnings. Net income over the life of
a corporation less all dividends (including
capitalization through stock dividends); own-
ers’ equity less contributed capital.

retained earnings, appropriated. An account
set up by crediting it and debiting retained
earnings; used to indicate that a portion of
retained earnings is not available for divi-
dends. The practice of appropriating retained
earnings is misleading unless the firm marks
all capital with its use, which is not practica-
ble, nor sensible, since capital is fungible—
all the equities jointly fund all the assets. The
use of formal retained earnings appropria-
tions is declining.

retained earnings statement. A reconciliation
of the beginning and the ending balances in
the retained earnings account; required by
generally accepted accounting principles
whenever the firm presents comparative
balance sheets and an income statement.
This reconciliation can appear in a separate
statement, in a combined statement of in-
come and retained earnings, or in the bal-
ance sheet.

retirement method of depreciation. A method
in which the firm records no entry for depre-
ciation expense until it retires an asset from
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service. Then, it makes an entry debiting de-
preciation expense and crediting the asset ac-
count for the cost of the asset retired. If the
retired asset has a salvage value, the firm
reduces the amount of the debit to deprecia-
tion expense by the amount of salvage value
with a corresponding debit to cash, receiv-
ables, or salvaged materials. The “replace-
ment system of depreciation” is similar,
except that the debit to depreciation expense
equals the cost of the new asset less the sal-
vage value, if any, of the old asset. Some
public utilities used these methods. For ex-
ample, if the firm acquired 10 telephone
poles in Year 1 for $60 each and replaces
them in Year 10 for $100 each when the sal-
vage value of the old poles is $5 each, the ac-
counting would be as follows:

Retirement Method

600
To acquire assetsin Year 1. ... ..
Depreciation Expense . .. ......
Salvage Receivable........... 50

PlantAssets ............... 600

To record retirement and depre-
ciation in Year 10.

To record acquisition of new assets
in Year 10.

Replacement Method
Plant Assets .. ................
600

To record depreciation on old
asset in amount quantified by
net cost of replacement asset in
Year 10.

The retirement method is like FIFO in
that it records the cost of the first assets as
depreciation and puts the cost of the second
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assets on the balance sheet. The replacement
method is like LIFO in that it records the cost
of the second assets as depreciation expense
and leaves the cost of the first assets on the
balance sheet.

retirement plan. Pension plan.

retroactive benefits. In initiating or amending
a defined-benefit pension plan, benefits that
the benefit formula attributes to employee
services rendered in periods prior to the
initiation or amendment. See prior service
Costs.

return. A schedule of information required by
governmental bodies, such as the tax return
required by the Internal Revenue Service;
also the physical return of merchandise. See
also return on investment.

return on assets (ROA). Net income plus af-
ter-tax interest charges plus minority inter-
est in income divided by average total
assets; perhaps the single most useful ratio
for assessing management’s overall operat-
ing performance. Most financial economists
would subtract average noninterest-bearing
liabilities from the denominator. Econo-
mists realize that when liabilities do not
provide for explicit interest charges, the
creditor adjusts the terms of contract, such
as setting a higher selling price or lower
discount, to those who do not pay cash im-
mediately. (To take an extreme example,
consider how much higher salary a worker
who receives a salary once per year, rather
than once per month, would demand.) This
ratio requires in the numerator the income
amount before the firm accrues any charges
to suppliers of funds. We cannot measure
the interest charges implicit in the noninter-
est-bearing liabilities because they cause
items such as cost of goods sold and salary
expense to be somewhat larger, since the in-
terest is implicit. Subtracting their amounts
from the denominator adjusts for their im-
plicit cost. Such subtraction assumes that

retirement plan — reversal (reversing) entry

assets financed with noninterest-bearing lia-
bilities have the same rate of return as all
the other assets.

return on investment (ROI), return on capital.
Income (before distributions to suppliers of

capital) for a period; as a rate, this amount
divided by average total assets. The analyst
should add back interest, net of tax effects,
to net income for the numerator. See ratio.

revenue. The owners’ equity increase accom-
panying the net assets increase caused by
selling goods or rendering services; in short,
a service rendered; sales of products, mer-
chandise, and services and earnings from in-
terest, dividends, rents, and the like. Measure
revenue as the expected net present value of
the net assets the firm will receive. Do not
confuse with receipt of funds, which may oc-
cur before, when, or after revenue is recog-
nized. Contrast with gain and income. See
also holding gain. Some writers use the term
gross income synonymously with revenue;
avoid such usage.

revenue center. Within a firm, a responsibility
center that has control only over revenues
generated. Contrast with cost center. See
profit center.

revenue expenditure. A term sometimes used
to mean an expense, in contrast to a capital
expenditure to acquire an asset or to dis-
charge a liability. Avoid using this term; use
period expense instead.

revenue received in advance. An inferior term
for advances from customers.

reversal (reversing) entry. An entry in which
all debits and credits are the credits and deb-
its, respectively, of another entry, and in the
same amounts. The accountant usually
records a reversal entry on the first day of an
accounting period to reverse a previous ad-
justing entry, usually an accrual. The purpose
of such entries is to make the bookkeeper’s
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tasks easier. Suppose that the firm pays sala-
ries every other Friday, with paychecks com-
pensating employees for the two weeks just
ended. Total salaries accrue at the rate of
$5,000 per five-day workweek. The book-
keeper is accustomed to making the follow-
ing entry every other Friday:

To record salary expense and
salary payments.

If the firm delivers paychecks to employ-
ees on Friday, November 25, then the adjust-
ing entry made on November 30 (or perhaps
later) to record accrued salaries for Novem-
ber 28, 29, and 30 would be as follows:

(2) Salary Expense . . ........ 3,000
Salaries Payable . ... ..

To charge November opera-
tions with all salaries earned in
November.

The firm would close the Salary Expense
account as part of the November 30 closing
entries. On the next payday, December 9, the
salary entry would be as follows:

(3) Salary Expense .. ........ 7,000
Salaries Payable ... ...... 3,000
Cash................ 10,000

To record salary payments split
between expense for Decem-
ber (seven days) and liability
carried over from November.

To make entry (3), the bookkeeper must
look back into the records to see how much
of the debit is to Salaries Payable accrued
from the previous month in order to split the
total debits between December expense and
the liability carried over from November.
Notice that this entry forces the bookkeeper
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both (a) to refer to balances in old accounts
and (b) to make an entry different from the
one customarily made, entry (1). The revers-
ing entry, made just after the books have
been closed for the second quarter, makes
the salary entry for December 9 the same as
that made on all other Friday paydays. The
reversing entry merely reverses the adjusting

entry (2):

(4) Salaries Payable . ........ 3,000
Salary Expense .. ...... 3,000
To reverse the adjusting entry.

This entry results in a zero balance in the
Salaries Payable account and a credit balance
in the Salary Expense account. If the firm
makes entry (4) just after it closes the books
for November, then the entry on December 9
will be the customary entry (1). Entries (4)
and (1) together have exactly the same effect
as entry (3).

The procedure for using reversal entries
is as follows: the firm makes the required
adjustment to record an accrual (payable or
receivable) at the end of an accounting pe-
riod; it makes the closing entry as usual; as
of the first day of the following period, it
makes an entry reversing the adjusting en-
try; when the firm makes (or receives) a
payment, it records the entry as though it
had not recorded an adjusting entry at the
end of the preceding period. Whether a firm
uses reversal entries affects the record-
keeping procedures but not the financial
statements.

This term is also used to describe the en-
try reversing an incorrect entry before re-
cording the correct entry.

reverse stock split. A stock split in which the
firm decreases the number of shares out-
standing. See stock split.
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revolving fund. A fund whose amounts the
firm continually spends and replenishes; for
example, a petty cash fund.

revolving loan. A loan that both the borrower
and the lender expect to renew at maturity.

right. The privilege to subscribe to new stock
issues or to purchase stock. Usually, securi-
ties called warrants contain the rights, and
the owner of the warrants may sell them. See
also preemptive right.

risk. A measure of the variability of the return
on investment. For a given expected amount
of return, most people prefer less risk to
more risk. Therefore, in rational markets, in-
vestments with more risk usually promise, or
investors expect to receive, a higher rate of
return than investments with lower risk.
Most people use “risk” and “uncertainty” as
synonyms. In technical language, however,
these terms have different meanings. We use
“risk” when we know the probabilities at-
tached to the various outcomes, such as the
probabilities of heads or tails in the flip of a
fair coin. “Uncertainty” refers to an event for
which we can only estimate the probabilities
of the outcomes, such as winning or losing a
lawsuit.

risk-adjusted discount rate. Rate used in dis-
counting cash flows for projects more or less
risky than the firm’s average. In a capital
budgeting context, a decision analyst com-
pares projects by comparing their net present
values for a given interest rate, usually the
cost of capital. If the analyst considers a
given project’s outcome to be much more or
much less risky than the normal undertakings
of the company, then the analyst will use a
larger interest rate (if the project is riskier) or
a smaller interest rate (if less risky) in dis-
counting, and the rate used is “risk-adjusted.”

risk-free rate. An interest rate reflecting only
the pure interest rate plus an amount to
compensate for inflation anticipated over

revolving fund — rule of 72

the life of a loan, excluding a premium for
the risk of default by the borrower. Finan-
cial economists usually measure the risk-
free rate in the United States from U.S. gov-
ernment securities, such as Treasury bills
and notes.

risk premium. Extra compensation paid to em-
ployees or extra interest paid to lenders, over
amounts usually considered normal, in return
for their undertaking to engage in activities
riskier than normal.

ROA. Return on assets.

ROI. Return on investment; usually used to re-
fer to a single project and expressed as a ra-
tio: income divided by average cost of assets
devoted to the project.

royalty. Compensation for the use of property,
usually a patent, copyrighted material, or
natural resources. The amount is often ex-
pressed as a percentage of receipts from us-
ing the property or as an amount per unit
produced.

RRA. Reserve recognition accounting.
RRR. Required rate of return. See cost of capital.

rule of 69. Rule stating that an amount of cash
invested at r percent per period will double
in 69/r + .35 periods. This approximation is
accurate to one-tenth of a period for interest
rates between 1/4 and 100 percent per pe-
riod. For example, at 10 percent per period,
the rule says that a given sum will double in
69/10 + .35 = 7.25 periods. At 10 percent per
period, a given sum actually doubles in
7.27+ periods.

rule of 72. Rule stating that an amount of cash
invested at r percent per period will double
in 72/r periods. A reasonable approximation
for interest rates between 4 and 10 percent
but not nearly as accurate as the rule of 69
for interest rates outside that range. For ex-
ample, at 10 percent per period, the rule says
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that a given sum will double in 72/10 = 7.2
periods.

rule of 78. The rule followed by many finance

companies for allocating earnings on loans
among the months of a year on the sum-of-
the-months’-digits basis when the borrower
makes equal monthly payments to the
lender. The sum of the digits from 1
through 12 is 78, so the rule allocates 12/78
of the year’s earnings to the first month, 11/
78 to the second month, and so on. This ap-
proximation allocates more of the early
payments to interest and less to principal
than does the correct, compound-interest
method. Hence, lenders still use this method
even though present-day computers can
make the compound-interest computation
as easily as they can carry out the approxi-
mation. See sum-of- the-years’-digits de-
preciation.

ruling (and balancing) an account. The pro-

cess of summarizing a series of entries in an
account by computing a new balance and
drawing double lines to indicate that the
new balance summarizes the information
above the double lines. An illustration appears

Rutgers Accounting Web Site. See
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below. The steps are as follows: (1) Com-
pute the sum of all debit entries including
opening debit balance, if any—$1,464.16.
(2) Compute the sum of all credit entries in-
cluding opening credit balance, if any—
$413.57. (3) If the amount in (1) exceeds
the amount in (2), then write the excess
as a credit with a checkmark—$1,464.16 —
$413.57 = $1,050.59. (4) Add both debit and
credit columns, which should both now sum
to the same amount, and show that identical
total at the foot of both columns. (5) Draw
double lines under those numbers and write
the excess of debits over credits as the new
debit balance with a checkmark. (6) If the
amount in (2) exceeds the amount in (1),
then write the excess as a debit with a
checkmark. (7) Do steps (4) and (5) except
that the excess becomes the new credit bal-
ance. (8) If the amount in (1) equals the
amount in (2), then the balance is zero, and
only the totals with the double lines beneath
them need appear.

http://
www.rutgers.edu/Accounting/ for a useful
compendium of accounting information.

AN OPEN ACCOUNT, RULED AND BALANCED
(STEPS INDICATED IN PARENTHESES CORRESPOND TO STEPS DESCRIBED IN “RULING AN ACCOUNT.”)

Date Explanation | Ref. Debit Date Explanation | Ref. Credit

2004 (1) 2004 ()

Jan. 2 Balance v 100.00

Jan. 13 VR 12137 | Sept. 15 ] 42

Mar. 20 VR 56.42 Nov. 12 ] 413.15

June 5 J 1,138.09 | Dec. 31 Balance v 1,050.59 |(3)

Aug. 18 J 1.21

Nov. 20 VR 38.43

Dec. 7 VR 8.64
(4)| 2005 1,464.16 | 2005 1,464.16 |(4)
)| Jan. 1 Balance v 1,050.59
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S corporation — sales volume variance

S corporation. A corporation taxed like a part-
nership. Corporation (or partnership) agree-
ments allocate the periodic income to the
individual shareholders (or partners) who re-
port these amounts on their individual income
tax returns. Contrast with C corporation.

SA (société anonyme). France: A corporation.
SAB. Staff Accounting Bulletin of the SEC.
safe-harbor lease. A form of tax-transfer lease.

safety stock. Extra items of inventory kept on
hand to protect against running out.

salary. Compensation earned by managers, ad-
ministrators, and professionals, not based on
an hourly rate. Contrast with wage.

sale. A revenue transaction in which the firm
delivers goods or services to a customer in
return for cash or a contractual obligation to

pay.

sale and leaseback. A financing transaction in
which the firm sells improved property but
takes it back for use on a long-term lease.
Such transactions often have advantageous
income-tax effects but usually have no effect
on financial statement income.

sales activity variance. Sales volume variance.

sales allowance. A sales invoice price reduc-
tion that a seller grants to a buyer because the
seller delivered goods different from, per-
haps because of damage, those the buyer or-
dered. The seller often accumulates amounts
of such adjustments in a temporary revenue
contra account having this, or a similar, title.
See sales discount.

sales basis of revenue recognition. Recogni-
tion of revenue not when a firm produces
goods or when it receives orders but only
when it has completed the sale by deliver-
ing the goods or services and has received
cash or a claim to cash. Most firms recognize

revenue on this basis. Compare with the
percentage-of-completion method and the
installment method. This is identical with
the completed contract method, but the lat-
ter term ordinarily applies only to long-term
construction projects.

sales contra, estimated uncollectibles. A ti-
tle for the contra-revenue account to recog-
nize estimated reductions in income caused
by accounts receivable that will not be col-
lected. See bad debt expense, allowance for
uncollectibles, and allowance method.

sales discount. A sales invoice price reduction
usually offered for prompt payment. See
terms of sale and 2/10, n/30.

sales return. The physical return of merchan-
dise. The seller often accumulates amounts
of such returns in a temporary revenue contra
account.

sales-type (capital) lease. A form of lease. See
capital lease. When a manufacturer (or other
firm) that ordinarily sells goods enters a cap-
ital lease as lessor, the lease is a “sales-type
lease.” When a financial firm, such as a bank
or insurance company or leasing company,
acquires the asset from the manufacturer and
then enters a capital lease as lessor, the lease
is a “direct-financing-type lease.” The manu-
facturer recognizes its ordinary profit (sales
price less cost of goods sold, where sales
price is the present value of the contractual
lease payments plus any down payment) on
executing the sales-type capital lease, but the
financial firm does not recognize profit on
executing a capital lease of the direct-financ-
ing type.

sales value method. Relative sales value method.
See net realizable value method.

sales volume variance. Budgeted contribution
margin per unit times (planned sales volume
minus actual sales volume).
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salvage value. Actual or estimated selling price,
net of removal or disposal costs, of a used
plant asset that the firm expects to sell or
otherwise retire. See residual value.

SAR. Summary annual report.

Sarbanes-Oxley Act. The law, passed in 2002
in the wake of the Enron and related scan-
dals, to stiffen the requirements for corporate
governance, including accounting issues. It
speaks, among other things, to the regulation
of the accounting profession, the standards
for audit committees of public companies,
the certifications managements must sign,
and standards of internal control that compa-
nies must meet.

SARL (société a responsabilité limitée). France:
a corporation with limited liability and a
life of no more than 99 years; must have at
least two and no more than 50 shareholders.

SAS. Statement on Auditing Standards of the
AICPA.

scale effect. See discounted cash flow.

scatter diagram. A graphic representation of
the relation between two or more variables
within a population.

schedule. A supporting set of calculations, with
explanations, that show how to derive fig-
ures in a financial statement or tax return.

scientific method. Effective interest method of
amortizing bond discount or premium.

scrap value. Salvage value assuming the owner
intends to junk the item. A net realizable
value. Residual value.

SEC (Securities and Exchange Commission).
An agency authorized by the U.S. Congress
to regulate, among other things, the financial
reporting practices of most public corpora-
tions. The SEC has indicated that it will usu-
ally allow the FASB to set accounting
principles, but it often requires more disclo-
sure than the FASB requires. The SEC states
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its accounting requirements in its Accounting
Series Releases (ASR—replaced in 1982 by
the following two), Financial Reporting Re-
leases, Accounting and Auditing Enforce-
ment Releases, Staff Accounting Bulletins
(these are, strictly speaking, interpretations
by the accounting staff, not rules of the com-
missioners themselves), and Regulation S-X
and Regulation S-K. See also registration
statement, 10-K, and 20-F.

secret reserve. Hidden reserve.
Securities and Exchange Commission. SEC.

securitization. The process of bundling to-
gether a group of like assets, for example ac-
counts receivable, into a single portfolio,
then selling that portfolio or partial owner-
ship shares in it. This has roughly the same
economic effect as using the assets as collat-
eral for a borrowing, but the securitization
transaction removes the assets from the bal-
ance sheet.

security. Document that indicates ownership,
such as a share of stock, or indebtedness,
such as a bond, or potential ownership, such
as an option or warrant.

security available for sale. According to SFAS
No. 115 (1993), a debt or equity security that
is not a trading security, or a debt security
that is not a security held to maturity.

security held to maturity. According to SFAS
No. 115 (1993), a debt security that the
holder has both the ability and the intent to
hold to maturity; valued in the balance sheet
at amortized acquisition cost: the book value
of the security at the end of each period is the
book value at the beginning of the period
multiplied by the historical yield on the secu-
rity (measured as of the time of purchase)
less any cash the holder receives at the end of
this period from the security.

segment (of a business). As defined by APB
Opinion No. 30, “a component of an entity
whose activities represent a separate major
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line of business or class of customer. . .. [It
may be] a subsidiary, a division, or a
department, . .. provided that its assets, re-
sults of operations, and activities can be
clearly distinguished, physically and opera-
tionally for financial reporting purposes,
from the other assets, results of operations,
and activities of the entity.” In SFAS No. 14,
a segment is defined as a “component of an
enterprise engaged in promoting a product
or service or a group of related products
and services primarily to unaffiliated
customers . .. for a profit.” SFAS No. 131
defines operating segments using the “man-
agement approach” as components of the
enterprise engaging in revenue- and ex-
pense-generating business activities “whose
operating results are regularly reviewed by
the enterprise’s chief operating decision
maker to make decisions about resources ...
and asset performance.”

segment reporting. Reporting of sales, in-
come, and assets by segments of a business,
usually classified by nature of products sold
but sometimes by geographical area where
the firm produces or sells goods or by type of
customers; sometimes called “line of busi-
ness reporting.” The accounting for segment
income does not allocate central corporate
expenses to the segments.

self-balancing. A set of records with equal
debits and credits such as the ledger (but not
individual accounts), the balance sheet, and
a fund in nonprofit accounting.

self-check(ing) digit. A digit forming part of
an account or code number, normally the last
digit of the number, which is mathematically
derived from the other numbers of the code
and is used to detect errors in transcribing the
code number. For example, assume the last
digit of the account number is the remainder
after summing the preceding digits and divid-
ing that sum by nine. Suppose the computer
encounters the account numbers 7027261-7

segment reporting — serial bonds

and 9445229-7. The program can tell that
something has gone wrong with the encoding
of the second account number because the
sum of the first seven digits is 35, whose re-
mainder on division by 9 is 8, not 7. The first
account number does not show such an error
because the sum of the first seven digits is
25, whose remainder on division by 9 is, in-
deed, 7. The first account number may be in
error, but the second surely is.

self-insurance. See insurance.

self-sustaining foreign operation. A foreign
operation both financially and operationally
independent of the reporting enterprise
(owner) so that the owner’s exposure to ex-
change-rate changes results only from the
owner’s net investment in the foreign entity.

selling and administrative expenses. Expenses
not specifically identifiable with, or assigned
to, production.

semifixed costs. Costs that increase with activ-
ity as a step function.

semivariable costs. Costs that increase strictly
linearly with activity but that are positive at
zero activity level. Royalty fees of 2 percent of
sales are variable; royalty fees of $1,000 per
year plus 2 percent of sales are semivariable.

senior securities. Bonds as opposed to pre-
ferred stock; preferred stock as opposed to
common stock. The firm must meet the se-
nior security claim against earnings or assets
before meeting the claims of less-senior se-
curities.

sensitivity analysis. A study of how the out-
come of a decision-making process changes
as one or more of the assumptions change.

sequential access. Computer-storage access in
which the analyst can locate information
only by a sequential search of the storage
file. Compare direct access.

serial bonds. An issue of bonds that mature in
part at one date, another part on another date,
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and so on. The various maturity dates usually
occur at equally spaced intervals. Contrast
with term bonds.

service basis of depreciation. Production
method.

service bureau. A commercial data-processing
center providing service to various customers.

service cost, (current) service cost. Pension
plan expenses incurred during an accounting
period for employment services performed
during that period. Contrast with prior ser-
vice cost. See funded.

service department. A department, such as the
personnel or computer department, that pro-
vides services to other departments rather
than direct work on a salable product. Con-
trast with production department. A firm
must allocate costs of service departments
whose services benefit manufacturing opera-
tions to product costs under full absorption
costing.

service department cost allocation. A proce-
dure in which firms allocate the costs of
operating service departments to other de-
partments.

service life. Period of expected usefulness of an
asset; may differ from depreciable life for in-
come tax purposes.

service potential. The future benefits that
cause an item to be classified as an asset.
Without service potential, an item has no fu-
ture benefits, and accounting will not clas-
sify the item as an asset. SFAC No. 6
suggests that the primary characteristic of
service potential is the ability to generate fu-
ture net cash inflows.

services. Useful work done by a person, a ma-
chine, or an organization. See goods.

setup. The time or costs required to prepare
production equipment for doing a job.

SFAC. Statement of Financial Accounting Con-
cepts of the FASB.
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SFAS. Statement of Financial Accounting Stan-
dards. See FASB.

shadow price. An opportunity cost. A linear
programming analysis provides as one of its
outputs the potential value of having avail-
able more of the scarce resources that con-
strain the production process, for example,
the value of having more time available on a
machine tool critical to the production of two
products. Common terminology refers to this
value as the “shadow price” or the “dual
value” of the scarce resource.

share. A unit of stock representing ownership
in a corporation.

share premium. United Kingdom: additional
paid-in capital or capital contributed in ex-
cess of par value.

shareholders’ equity. Proprietorship or own-
ers’ equity of a corporation. Because stock
means inventory in Australia, the United
Kingdom, and Canada, their writers use the
term “shareholders’ equity” rather than the
term “stockholders’ equity.”

short run. short term. Contrast with long run.
Managers mean a period of time long enough
to allow change the level of production or
other activity within the constraints of cur-
rent total productive capacity. In a balance
sheet context, it means current, ordinarily
due within one year. Use a hyphen when the
phrase is an adjective, but no hyphen when it
is a noun.

short-term liquidity risk. The risk that an en-
tity will not have enough cash in the short
run to pay its debts.

short-term operating budget. Management’s
quantitative action plan for the coming year.

shrinkage. An excess of inventory shown on
the books over actual physical quantities on
hand; can result from theft or shoplifting as
well as from evaporation or general wear and
tear. Some accountants, in an attempt to
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downplay their own errors, use the term to
mean record-keeping mistakes that they later
must correct, with some embarrassment, and
that result in material changes in reported in-
come. One should not use the term “shrink-
age” for the correction of mistakes because
adequate terminology exists for describing
mistakes.

time. Simple interest is seldom used in eco-
nomic calculations except for periods of less
than one year and then only for computa-
tional convenience. Contrast with compound
interest.

single-entry accounting. Accounting that is
neither self-balancing nor articulated. That
is, it does not rely on equal debits and cred-
its. The firm makes no journal entries and
must plug to derive owners’ equity for the
balance sheet.

shutdown cost. Those fixed costs that the firm
continues to incur after it has ceased produc-
tion; the costs of closing down a particular

production facility. single proprietorship. Sole proprietorship.

side letter. See channel stuffing. single-step. Said of an income statement in

sight draft. A demand for payment drawn by which ordinary revenue and gain items ap-

Person A to whom Person B owes cash. Per-
son A presents the draft to Person B’s (the
debtor’s) bank in expectation that Person B
will authorize his or her bank to disburse the
funds. Sellers often use such drafts when
selling goods to a new customer in a differ-
ent city. The seller is uncertain whether the
buyer will pay the bill. The seller sends the
bill of lading, or other evidence of ownership
of the goods, along with a sight draft to the
buyer’s bank. Before the warehouse holding
the goods can release them to the buyer,
the buyer must instruct its bank to honor the
sight draft by withdrawing funds from the
buyer’s account. Once the bank honors the sight
draft, it hands to the buyer the bill of lad-
ing or other document evidencing ownership,
and the goods become the property of the
buyer.

simple interest. Interest calculated on princi-

pal where interest earned during periods be-
fore maturity of the loan does not increase
the principal amount earning interest for the
subsequent periods and the lender cannot
withdraw the funds before maturity. Interest
= principal x interest rate x time, where the
rate is a rate per period (typically a year) and
time is expressed in units of that period. For
example, if the rate is annual and the time is
two months, then in the formula, use 2/12 for

pear first, with their total. Then come all or-
dinary expenses and losses, with their total.
The difference between these two totals, plus
the effect of income from discontinued oper-
ations and extraordinary items, appears as
net income. Contrast with multiple-step and
see proprietorship theory.

sinking fund. Assets and their earnings ear-

marked for the retirement of bonds or other
long-term obligations. Earnings of sinking
fund investments become taxable income of
the company.

sinking fund method of depreciation. Method

in which the periodic charge is an equal
amount each period so that the future value
of the charges, considered as an annuity, will
accumulate at the end of the depreciable life
to an amount equal to the acquisition cost of
the asset. The firm does not necessarily, or
even usually, accumulate a fund of cash.
Firms rarely use this method.

skeleton account. T-account.

slide. The name of the error made by a book-

keeper in recording the digits of a number cor-
rectly with the decimal point misplaced; for
example, recording $123.40 as $1,234.00 or
as $12.34. If the only errors in a trial balance
result from one or more slides, then the differ-
ence between the sum of the debits and the
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sum of the credits will be divisible by nine.
Not all such differences divisible by nine re-
sult from slides. See transposition error.

SMAC (Society of Management Accountants

of Canada). The national association of accoun-
tants whose provincial associations engage in
industrial and governmental accounting. The
association undertakes research and adminis-
ters an educational program and comprehen-
sive examinations; those who pass qualify to
be designated CMA (Certified Management
Accountants), formerly called RIA (Regis-
tered Industrial Accountant).

SNC (société en nom collectif). France: a part-
nership.

soak-up method. The equity method.

Social Security taxes. Taxes levied by the fed-
eral government on both employers and em-
ployees to provide funds to pay retired
persons (or their survivors) who are entitled
to receive such payments, either because
they paid Social Security taxes themselves or
because Congress has declared them eligible.
Unlike a pension plan, the Social Security
system does not collect funds and invest them
for many years. The tax collections in a given
year pay primarily for benefits distributed
that year. At any given time the system has a
multitrillion-dollar unfunded obligation to
current workers for their eventual retirement
benefits. See Old Age, Survivors, Disability,
and Health Insurance.

software. The programming aids—such as com-
pilers—sort and report programs, and gener-
ators, that extend the capabilities of and
simplify the use of the computer, as well as
certain operating systems and other control
programs. Compare hardware.

sole proprietorship. A firm in which all own-
ers’ equity belongs to one person.

solvent. Able to meet debts when due.
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SOP. Statement of Position (of the AcSEC of
the AICPA).

sound value. A phrase used mainly in ap-
praisals of fixed assets to mean fair market
price (value) or replacement cost in present
condition.

source of funds. Any transaction that increases
cash and marketable securities held as current
assets.

sources and uses statement. Statement of cash
flows.

SOYD. Sum-of-the-years’-digits depreciation.

SP (société en participation). France: a silent
partnership in which the managing partner
acts for the partnership as an individual in
transacting with others who need not know
that the person represents a partnership.

special assessment. A compulsory levy made
by a governmental unit on property to pay
the costs of a specific improvement or ser-
vice presumed not to benefit the general pub-
lic but only the owners of the property so
assessed; accounted for in a special assess-
ment fund.

special journal. A journal, such as a sales jour-
nal or cash disbursements journal, to record
transactions of a similar nature that occur
frequently.

special purpose entity. The name for a busi-
ness now known as a variable interest entity.
GAAP never defined this name, but brought
it into existence with an EITF consensus in
1990. The Enron financial manipulations de-
pended in part on use of these entities to
achieve off-balance-sheet financing.

special revenue debt. A governmental unit’s
debt backed only by revenues from specific
sources, such as tolls from a bridge.

specific identification method. Method for val-
uing ending inventory and cost of goods sold
by identifying actual units sold and remain-
ing in inventory and summing the actual
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costs of those individual units; usually used
for items with large unit values, such as pre-
cious jewelry, automobiles, and fur coats.

specific item sampling. Sampling in which the
analyst selects particular items because of
their nature, value, or method of recording.
Compare representative item sampling.

specific price changes. Changes in the market
prices of specific goods and services. Con-
trast with general price-level changes.

specific price index. A measure of the price of
a specific good or service, or a small group
of similar goods or services, at one time rela-
tive to the price during a base period. Con-
trast with general price index. See dollar-
value LIFO method.

spending variance. In standard cost systems,
the rate or price variance for overhead costs.

split. Stock split. Sometimes called “split-up.”

split-off point. In accumulating and allocating
costs for joint products, the point at which all
costs are no longer joint costs but at which an
analyst can identify costs associated with in-
dividual products or perhaps with a smaller
number of joint products.

spoilage. See abnormal spoilage and normal
spoilage.

spot price. The price of a commodity for deliv-
ery on the day of the price quotation. See for-
ward price for contrast.

spreadsheet. For many years, a term that re-
ferred specifically to a work sheet organized
like a matrix that provides a two-way classi-
fication of accounting data. The rows and
columns both have labels, which are account
titles. An entry in a row represents a debit,
whereas an entry in a column represents a
credit. Thus, the number “100” in the “cash”
row and the “accounts receivable” column
records an entry debiting cash and crediting
accounts receivable for $100. A given row
total indicates all debit entries to the account

specific item sampling — standard cost

represented by that row, and a given column
total indicates the sum of all credit entries to
the account represented by the column.
Since personal-computer software has be-
come widespread, this term has come to refer
to any file created by programs such as Lotus
1-2-3® and Microsoft Excel®. Such files
have rows and columns, but they need not
represent debits and credits. Moreover, they
can have more than two dimensions.

squeeze. A term sometimes used for plug.

SSARS. Statement on Standards for Account-
ing and Review Services.

stabilized accounting. Constant-dollar account-
ing.

stable monetary unit assumption. In spite of
inflation, which appears to be a way of life,
the assumption that underlies historical cost/
nominal-dollar accounting—namely that one
can meaningfully add together current dollars
and dollars of previous years. The assump-
tion gives no specific recognition to changing
values of the dollar in the usual financial
statements. See constant-dollar accounting.

Staff Accounting Bulletin. An interpretation
issued by the staff of the Chief Accountant of
the SEC “suggesting” how the accountants
should apply various Accounting Series
Releases in practice. The suggestions are
part of GAAP.

stakeholder. An individual or group, such as
employees, suppliers, customers, and share-
holders, who have an interest in the corpora-
tion’s activities and outcomes.

standard cost. Anticipated cost of producing a
unit of output; a predetermined cost to be as-
signed to products produced. Standard cost
implies a norm—uwhat costs should be. Bud-
geted cost implies a forecast—something
likely, but not necessarily, a “should,” as im-
plied by a norm. Firms use standard costs as
the benchmark for gauging good and bad
performance. Although a firm may similarly
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use a budget, it need not. A budget may be a
planning document, subject to changes when-
ever plans change, whereas standard costs
usually change annually or when technology
significantly changes or when costs of labor
and materials significantly change.

standard costing. Costing based on standard
costs.

standard costing system. Product costing us-
ing standard costs rather than actual costs.
The firm may use either full absorption or
variable costing principles.

standard error (of regression coefficients). A
measure of the uncertainty about the magni-
tude of the estimated parameters of an equa-
tion fit with a regression analysis.

standard manufacturing overhead. Overhead
costs expected to be incurred per unit of time
and per unit produced.

standard price (rate). Unit price established
for materials or labor used in standard cost
systems.

standard quantity allowed. The direct mate-
rial or direct labor (inputs) quantity that pro-
duction should have used if it had produced
the units of output in accordance with preset
standards.

standby costs. A type of capacity cost, such as
property taxes, incurred even if a firm shuts
down operations completely. Contrast with
enabling costs.

stated capital. Amount of capital contributed
by shareholders; sometimes used to mean le-
gal capital.

stated value. A term sometimes used for the
face amount of capital stock, when the
board has not designated a par value. Where
there is stated value per share, capital con-
tributed in excess of stated value may come
into being.

statement of affairs. A balance sheet showing
immediate liquidation amounts rather than
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historical costs, usually prepared when in-
solvency or bankruptcy is imminent. Such a
statement specifically does not use the go-
ing-concern assumption.

statement of cash flows. A schedule of cash
receipts and payments, classified by invest-
ing, financing, and operating activities; re-
quired by the FASB for all for-profit
companies. Companies may report operating
activities with either the direct method
(which shows only receipts and payments of
cash) or the indirect method (which starts
with net income and shows adjustments for
revenues not currently producing cash and for
expenses not currently using cash). “Cash”
includes cash equivalents such as Treasury
bills, commercial paper, and marketable se-
curities held as current assets. This is some-
times called the “funds statement.” Before
1987, the FASB required the presentation of
a similar statement called the statement of
changes in financial position, which tended
to emphasize working capital, not cash.

statement of changes in financial position.
As defined by APB Opinion No. 19, a state-
ment that explains the changes in working
capital (or cash) balances during a period
and shows the changes in the working capital
(or cash) accounts themselves. The statement
of cash flows has replaced this statement.

statement of charge and discharge. A finan-
cial statement, showing net assets or income,
drawn up by an executor or administrator, to
account for receipts and dispositions of cash
or other assets in an estate or trust.

Statement of Financial Accounting Concepts

(SFAC). One of a series of FASB publications
in its conceptual framework for financial ac-
counting and reporting. Such statements set
forth objectives and fundamentals to be the
basis for specific financial accounting and
reporting standards.

Statement of Financial Accounting Standards
(SFAS). See FASB.
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statement of financial position. Balance sheet.

Statement of Position (SOP). A recommenda-
tion, on an emerging accounting problem,
issued by the AcSEC of the AICPA. The
AICPA’s Code of Professional Ethics specif-
ically states that CPAs need not treat SOPs as
they do rules from the FASB, but a CPA
would be wary of departing from the recom-
mendations of an SOP.

statement of retained earnings (income). A
statement that reconciles the beginning-of-
period and the end-of-period balances in the
retained earnings account. It shows the ef-
fects of earnings, dividend declarations, and
prior-period adjustments.

statement of significant accounting policies

(principles). A summary of the significant ac-
counting principles used in compiling an an-
nual report; required by APB Opinion No.
22. This summary may be a separate exhibit
or the first note to the financial statements.

Statement on Auditing Standards (SAS). A se-
ries addressing specific auditing standards
and procedures. No. 1 (1973) of this series
codifies all statements on auditing standards
previously promulgated by the AICPA.

Statement on Standards for Accounting and

Review Services (SSARS). Pronouncements is-
sued by the AICPA on unaudited financial
statements and unaudited financial informa-
tion of nonpublic entities.

static budget. Fixed budget. Budget devel-
oped for a set level of the driving variable,
such as production or sales, which the ana-
lyst does not change if the actual level devi-
ates from the level set at the outset of the
analysis.

status quo. Events or cost incurrences that will
happen or that a firm expects to happen in the
absence of taking some contemplated action.

statutory tax rate. The tax rate specified in the
income tax law for each type of income (e.g.,
ordinary income, capital gain or loss).

statement of financial position — stewardship

step allocation method. Step-down method.
step cost. Semifixed cost.

step-down method. In allocating service de-
partment costs, a method that starts by allo-
cating one service department’s costs to
production departments and to all other ser-
vice departments. Then the firm allocates a
second service department’s costs, including
costs allocated from the first, to production
departments and to all other service depart-
ments except the first one. In this fashion, a
firm may allocate all service departments’
costs, including previous allocations, to pro-
duction departments and to those service de-
partments whose costs it has not yet allocated.

step method. Step-down method.
step(ped) cost. Semifixed cost.

sterilized allocation. Desirable characteristics
of cost allocation methods. Optimal deci-
sions result from considering incremental
costs only. Optimal decisions never require
allocations of joint or common costs. A “ster-
ilized allocation” causes the optimal decision
choice not to differ from the one that occurs
when the accountant does not allocate joint or
common costs “sterilized” with respect to
that decision. Arthur L. Thomas first used
the term in this context. Because absorption
costing requires that product costs absorb
all manufacturing costs and because some
allocations can lead to bad decisions, Tho-
mas (and we) advocate that the analyst
choose a sterilized allocation scheme that
will not alter the otherwise optimal deci-
sion. No single allocation scheme is always
sterilized with respect to all decisions.
Thus, Thomas (and we) advocate that deci-
sions be made on the basis of incremental
costs before any allocations.

stewardship. Principle by which management
is accountable for an entity’s resources, for
their efficient use, and for protecting them
from adverse impact. Some theorists be-
lieve that a primary goal of accounting is to



stock — stratified sampling

aid users of financial statements in their as-
sessment of management’s performance in
stewardship.

stock. A measure of the amount of something
on hand at a specific time. In this sense, con-
trast with flow. See inventory and capital
stock.

stock appreciation rights. An employer’s prom-
ise to pay to the employee an amount of cash
on a certain future date, with the amount of
cash being the difference between the market
value of a specified number of shares of
stock in the employer’s company on the
given future date and some base price set on
the date the rights are granted. Firms some-
times use this form of compensation because
changes in tax laws in recent years have
made stock options relatively less attractive.
GAAP compute compensation based on the
difference between the market value of the
shares and the base price set at the time of
the grant.

stock dividend. A so-called dividend in which
the firm distributes additional shares of capi-
tal stock without cash payments to existing
shareholders. It results in a debit to retained
earnings in the amount of the market value
of the shares issued and a credit to capital
stock accounts. Firms ordinarily use stock
dividends to indicate that they have perma-
nently reinvested earnings in the business.
Contrast with a stock split, which requires no
entry in the capital stock accounts other than
a notation that the par or stated value per
share has changed.

stock option. The right to purchase or sell a
specified number of shares of stock for a
specified price at specified times. Employee
stock options are purchase rights granted by a
corporation to employees, a form of compen-
sation. Traded stock options are derivative
securities, rights created and traded by inves-
tors, independent of the corporation whose
stock is optioned. Contrast with warrant.
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stock right. See right.

stock split(-up). Increase in the number of
common shares outstanding resulting from
the issuance of additional shares to existing
shareholders without additional capital con-
tributions by them. Does not increase the to-
tal value (or stated value) of common shares
outstanding because the board reduces the
par (or stated) value per share in inverse pro-
portion. A three-for-one stock split reduces
par (or stated) value per share to one-third of
its former amount. A stock split usually im-
plies a distribution that increases the number
of shares outstanding by 20 percent or more.
Compare with stock dividend.

stock subscriptions. See subscription and sub-
scribed stock.

stock warrant. See warrant.
stockholders’ equity. See shareholders’ equity.

stockout. Occurs when a firm needs a unit of
inventory to use in production or to sell to a
customer but has none available.

stockout costs. Contribution margin or other
measure of profits not earned because a
seller has run out of inventory and cannot fill
a customer’s order. A firm may incur an ex-
tra cost because of delay in filling an order.

stores. Raw materials, parts, and supplies.

straight-debt value. An estimate of the market
value of a convertible bond if the bond did
not contain a conversion privilege.

straight-line depreciation. Method in which,
if the depreciable life is n periods, the peri-
odic depreciation charge is 1/n of the depre-
ciable cost; results in equal periodic charges.
Accountants sometimes call it “straight-time
depreciation.”

strategic plan. A statement of the method for
achieving an organization’s goals.

stratified sampling. In choosing a sample, a
method in which the investigator first di-
vides the entire population into relatively
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homogeneous subgroups (strata) and then se-
lects random samples from these subgroups.

street security. A stock certificate in immedi-
ately transferable form, most commonly be-
cause the issuing firm has registered it in the
name of the broker, who has endorsed it with
“payee” left blank.

Subchapter S corporation. A firm legally or-
ganized as a corporation but taxed as if it
were a partnership. Tax terminology calls
the corporations paying their own income
taxes C corporations.

subject to. In an auditor’s report, qualifications
usually caused by a material uncertainty in
the valuation of an item, such as future prom-
ised payments from a foreign government or
outcome of pending litigation.

subordinated. Debt whose claim on income or
assets has lower priority than claims of other
debt.

subscribed stock. A shareholders’ equity ac-
count showing the capital that the firm will
receive as soon as the share-purchaser pays
the subscription price. A subscription is a
legal contract, so once the share-purchaser
signs it, the firm makes an entry debiting an
owners’ equity contra account and crediting
subscribed stock.

subscription. Agreement to buy a security or to
purchase periodicals, such as magazines.

subsequent events. Poststatement events.

subsidiary. A company in which another com-
pany owns more than 50 percent of the vot-
ing shares.

subsidiary ledger. The ledger that contains the
detailed accounts whose total appears in a
controlling account of the general ledger.

subsidiary (ledger) accounts. The accounts in
a subsidiary ledger.

successful efforts costing. In petroleum ac-
counting, the capitalization of the drilling
costs of only those wells that contain gas or

street security — sunk cost

oil. See reserve recognition accounting for
an example.

summary annual report (SAR). Condensed fi-
nancial statements distributed in lieu of the
usual annual report. Since 1987, the SEC has
allowed firms to include such statements in
the annual report to shareholders as long as
the firm includes full, detailed statements in
SEC filings and in proxy materials sent to
shareholders.

summary of significant accounting principles
Statement of significant accounting policies
(principles).

sum-of-the-years’-digits depreciation (SYD,

SOYD). An accelerated depreciation method
for an asset with depreciable life of n years
where the charge in periodi (i=1,...,n)is
the fraction (n + 1 —i)/[n(n + 1)/2] of the de-
preciable cost. If an asset has a depreciable
cost of $15,000 and a five-year depreciable
life, for example, the depreciation charges
would be $5,000 (= 5/15 x $15,000) in the first
year, $4,000 in the second, $3,000 in the third,
$2,000 in the fourth, and $1,000 in the
fifth. The name derives from the fact that
the denominator in the fraction is the sum of
the digits 1 through n.

sunk cost. Past costs that current and future
decisions cannot affect and, hence, that are
irrelevant for decision making aside from
income tax effects. Contrast with incremen-
tal costs and imputed costs. For example,
the acquisition cost of machinery is irrele-
vant to a decision of whether to scrap the
machinery. The current exit value of the
machinery is the opportunity cost of con-
tinuing to own it, and the cost of, say, the
electricity to run the machinery is an incre-
mental cost of its operation. Sunk costs be-
come relevant for decision making when
the analysis requires taking income taxes
(gain or loss on disposal of asset) into ac-
count, since the cash payment for income
taxes depends on the tax basis of the asset.
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Avoid this term in careful writing because it
is ambiguous. Consider, for example, a ma-
chine costing $100,000 with current salvage
value of $20,000. Some (including us) would
say that $100,000 (the gross amount) is
“sunk’; others would say that only $80,000
(the net amount) is “sunk.”

supplementary statements (schedules). State-
ments (schedules) in addition to the four ba-
sic financial statements (balance sheet,
income statement, statement of cash flows,
and the statement of retained earnings).

surplus. A word once used but now considered
poor terminology; prefaced by “earned” to
mean retained earnings and prefaced by
“capital” to mean capital contributed in ex-
cess of par (or stated) value.

surplus reserves. Appropriated retained earn-
ings. A phrase with nothing to recommend it:
of all the words in accounting, reserve is the
most objectionable, and surplus is the sec-
ond-most objectionable.

suspense account. A temporary account used
to record part of a transaction before final
analysis of that transaction. For example, if a
business regularly classifies all sales into a
dozen or more different categories but wants
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to deposit the proceeds of cash sales every
day, it may credit a sales suspense account
pending detailed classification of all sales
into Durable Goods Sales, Women’s Cloth-
ing Sales, Men’s Clothing Sales, House-
wares Sales, and so on.

sustainable income. The part of distributable
income (computed from current cost data)
that the firm can expect to earn in the next
accounting period if it continues operations
at the same levels as were maintained during
the current period. Income from discontinued
operations, for example, may be distribut-
able but not sustainable.

swap. A currency swap is a financial instru-
ment in which the holder promises to pay to
(or receive from) the counterparty the differ-
ence between debt denominated in one cur-
rency (such as U.S. dollars) and the payments
on debt denominated in another currency
(such as euros). An interest-rate swap typi-
cally obligates the party and counterparty to
exchange the difference between fixed- and
floating-rate interest payments on otherwise
similar loans.

S-X. See Regulation S-X.
SYD. Sum-of-the-years’-digits depreciation.

T-account. Account form shaped like the letter
T with the title above the horizontal line.
Debits appear on the left of the vertical line,
credits on the right.

take-home pay. The amount of a paycheck;
earned wages or salary reduced by deduc-
tions for income taxes, Social Security taxes,
contributions to fringe-benefit plans, union
dues, and so on. Take-home pay might be as
little as half of earned compensation.

take-or-pay contract. As defined by SFAS No.
47, a purchaser-seller agreement that provides

for the purchaser to pay specified amounts pe-
riodically in return for products or services.
The purchaser must make specified minimum
payments even if it does not take delivery of
the contracted products or services.

taking a bath. To incur a large loss. See big
bath.

tangible. Having physical form. Accounting
has never satisfactorily defined the distinc-
tion between tangible and intangible assets.
Typically, accountants define intangibles by
giving an exhaustive list, and everything not
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on the list is defined as tangible. See intangi-
ble asset for such a list.

target cost. Standard cost. Sometimes, target
price less expected profit margin.

target price. Selling price based on custom-
ers’ value in use of a good or service, con-
strained by competitors’ prices of similar
items.

tax. A nonpenal, but compulsory, charge lev-
ied by a government on income, consump-
tion, wealth, or other basis, for the benefit of
all those governed. The term does not in-
clude fines or specific charges for benefits
accruing only to those paying the charges,
such as licenses, permits, special assess-
ments, admission fees, and tolls.

tax allocation: interperiod. See deferred in-
come tax liability.

tax allocation: intrastatement. The showing
of income tax effects on extraordinary items,
income from discontinued operations, and
prior-period adjustments, along with these
items, separately from income taxes on other
income. See net-of-tax reporting.

tax avoidance. See tax shelter and loophole.

tax basis of assets and liabilities. A concept
important for applying SFAS No. 109 on de-
ferred income taxes. Two assets will gener-
ally have different book values if the firm
paid different amounts for them, amortizes
them on a different schedule, or both. Simi-
larly, a single asset will generally have a book
value different from what it will have for tax
purposes if the firm recorded different acqui-
sition amounts for the asset for book and for
tax purposes, amortizes it differently for
book and for tax purposes, or both. The dif-
ference between financial book value and
income tax basis becomes important in com-
puting deferred income tax amounts. The ad-
justed cost in the financial records is the
“book basis,” and the adjusted amount in the
tax records is the “tax basis.” Differences

target cost — taxable income

between book and tax basis can arise for lia-
bilities as well as for assets.

tax credit. A subtraction from taxes otherwise
payable. Contrast with tax deduction.

tax deduction. A subtraction from revenues and
gains to arrive at taxable income. Tax deduc-
tions differ technically from tax exemptions,
but both reduce gross income in computing
taxable income. Both differ from tax credits,
which reduce the computed tax itself in com-
puting taxes payable. If the tax rate is the frac-
tion t of pretax income, then a tax credit of $1
is worth $1/t of tax deductions.

tax evasion. The fraudulent understatement of
taxable revenues or overstatement of deduc-
tions and expenses or both. Contrast with tax
shelter and loophole.

tax-exempts. See municipal bonds.

tax shelter. The legal avoidance of, or reduc-
tion in, income taxes resulting from a careful
reading of the complex income-tax regula-
tions and the subsequent rearrangement of
financial affairs to take advantage of the reg-
ulations. Often writers use the term pejora-
tively, but the courts have long held that a
taxpayer has no obligation to pay taxes any
larger than the legal minimum. If the public
concludes that a given tax shelter is “unfair,”
then Congress can, and has, changed the
laws and regulations. The term is sometimes
used to refer to the investment that permits
tax avoidance. See loophole.

tax shield. The amount of an expense, such as
depreciation, that reduces taxable income
but does not require working capital. Some-
times this term includes expenses that reduce
taxable income and use working capital. A
depreciation deduction (or R&D expense in
the expanded sense) of $10,000 provides a
tax shield of $3,700 when the marginal tax
rate is 37 percent.

taxable income. Income computed according
to IRS regulations and subject to income
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taxes. Contrast with income, net income, in-
come before taxes (in the income statement),
and comprehensive income (a financial re-
porting concept). Use the term “pretax in-
come” to refer to income before taxes on the
income statement in financial reports.

tax-transfer lease. One form of capital lease.

Congress has in the past provided business
with an incentive to invest in qualifying
plant and equipment by granting an invest-
ment credit, which, though it occurs as a re-
duction in income taxes otherwise payable,
effectively reduces the purchase price of the
assets. Similarly, Congress continues to
grant an incentive to acquire such assets by
allowing the Modified Accelerated Cost Re-
covery System (MACRS, form of unusually
accelerated depreciation). Accelerated de-
preciation for tax purposes allows a reduc-
tion of taxes paid in the early years of an
asset’s life, providing the firm with an in-
creased net present value of cash flows. The
IRS administers both of these incentives
through the income tax laws, rather than pay-
ing an outright cash payment. A business
with no taxable income in many cases had
difficulty reaping the benefits of the invest-
ment credit or of accelerated depreciation be-
cause Congress had not provided for tax
refunds to those who acquire qualifying as-
sets but who have no taxable income. In
principle, a company without taxable income
could lease from another firm with taxable
income an asset that it would otherwise pur-
chase. The second firm acquires the asset,
gets the tax-reduction benefits from the ac-
quisition, and becomes a lessor, leasing the
asset (presumably at a lower price reflecting
its own costs lowered by the tax reductions)
to the unprofitable company. Before 1981,
tax laws discouraged such leases. That is, al-
though firms could enter into such leases,
they could not legally transfer the tax bene-
fits. Under certain restrictive conditions, the
tax law now allows a profitable firm to earn
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tax credits and take deductions while leasing
to the firm without tax liability in such
leases. These are sometimes called “safe-
harbor leases.”

Technical Bulletin. The FASB has authorized

its staff to issue bulletins to provide guidance
on financial accounting and reporting prob-
lems. Although the FASB does not formally
approve the contents of the bulletins, their
contents are part of GAAP.

technology. The sum of a firm’s technical

trade secrets and know-how, as distinct from
its patents.

temporary account. Account that does not ap-

pear on the balance sheet; revenue and ex-
pense accounts, their adjuncts and contras,
production cost accounts, dividend distribu-
tion accounts, and purchases-related accounts
(which close to the various inventories);
sometimes called a “nominal account.”

temporary difference. According to the SFAS

No. 109 (1992) definition: “A difference be-
tween the tax basis of an asset or liability and
its reported amount in the financial state-
ments that will result in taxable or deductible
amounts in future years.” Temporary differ-
ences include timing differences and differ-
ences between taxable income and pretax
income caused by different cost bases for as-
sets. For example, a plant asset might have a
cost of $10,000 for financial reporting but a
basis of $7,000 for income tax purposes.
This temporary difference might arise be-
cause the firm has used an accelerated depre-
ciation method for tax but straight-line for
book, or the firm may have purchased the as-
set in a transaction in which the fair value of
the asset exceeded its tax basis. Both situa-
tions create a temporary difference.

temporary investments. Investments in mar-

ketable securities that the owner intends to
sell within a short time, usually one year, and
hence classifies as current assets.
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10-K. The name of the annual report that the
SEC requires of nearly all publicly held cor-
porations.

term bonds. A bond issue whose component
bonds all mature at the same time. Contrast
with serial bonds.

terminal cash flows. Cash flows that occur at
the end of an investment project. Often in-
clude proceeds of salvage of equipment and
tax on gain (loss) on disposal.

term loan. A loan with a maturity date, as op-
posed to a demand loan, which is due when-
ever the lender requests payment. In practice,
bankers and auditors use this phrase only for
loans for a year or more.

term structure. A phrase with different mean-
ings in accounting and financial economics.
In accounting, it refers to the pattern of times
that must elapse before assets turn into, or
produce, cash and the pattern of times that
must elapse before liabilities require cash. In
financial economics, the phrase refers to the
pattern of interest rates as a function of the
time that elapses for loans to come due. For
example, if six-month loans cost 6 percent
per year and 10-year loans cost 9 percent per
year, this is called a “normal” term structure
because the longer-term loan carries a higher
rate. If the six-month loan costs 9 percent per
year and the 10-year loan costs 6 percent per
year, the term structure is said to be “in-
verted.” See yield curve.

terms of sale. The conditions governing pay-
ment for a sale. For example, the terms 2/10,
n(et)/30 mean that if the purchaser makes
payment within 10 days of the invoice date,
it can take a discount of 2 percent from in-
voice price; the purchaser must pay the in-
voice amount, in any event, within 30 days,
or it becomes overdue.

theory of constraints (TOC). Concept of im-
proving operations by identifying and reduc-
ing bottlenecks in process flows.

10-K — Toronto Stock Exchange (TSX)

thin capitalization. A state of having a high
debt-equity ratio. Under income tax legisla-
tion, the term has a special meaning.

throughput contract. As defined by SFAS No.
47, an agreement that is signed by a shipper
(processor) and by the owner of a transporta-
tion facility (such as an oil or natural gas
pipeline or a ship) or a manufacturing facility
and that provides for the shipper (processor)
to pay specified amounts periodically in re-
turn for the transportation (processing) of a
product. The shipper (processor) must make
cash payments even if it does not ship (pro-
cess) the contracted quantities.

throughput contribution. Sales dollars minus
the sum of all short-run variable costs.

tickler file. A collection of vouchers or other
memoranda arranged chronologically to re-
mind the person in charge of certain duties
to make payments (or to do other tasks) as
scheduled.

time-adjusted rate of return. Internal rate of
return.

time cost. Period cost.

time deposit. Cash in bank earning interest.
Contrast with demand deposit.

time-series analysis. See cross-section analy-
sis for definition and contrast.

times-interest (charges) earned. Ratio of pre-
tax income plus interest charges to interest
charges. See ratio.

timing difference. The major type of tempo-
rary difference between taxable income and
pretax income reported to shareholders; re-
verses in a subsequent period and requires an
entry in the deferred income tax account; for
example, the use of accelerated depreciation
for tax returns and straight-line depreciation
for financial reporting. Contrast with perma-
nent difference.

Toronto Stock Exchange (TSX). A public mar-
ket where various corporate securities trade.
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total assets turnover. Sales divided by average
total assets.

total quality management (TQM). Concept
of organizing a company to excel in all its
activities in order to increase the quality of
products and services.

traceable cost. A cost that a firm can identify
with or assign to a specific product. Contrast
with a joint cost.

trade acceptance. A draft that a seller presents
for signature (acceptance) to the buyer at the
time it sells goods. The draft then becomes
the equivalent of a note receivable of the
seller and a note payable of the buyer.

trade credit. Occurs when one business allows
another to buy from it in return for a promise
to pay later. Contrast with “consumer
credit,” which occurs when a business ex-
tends a retail customer the privilege of pay-
ing later.

trade discount. A list price discount offered to
all customers of a given type. Contrast with a
discount offered for prompt payment and
with quantity discount.

trade-in. Acquiring a new asset in exchange
for a used one and perhaps additional cash.
See boot and trade-in transaction.

trade-in transaction. The accounting for a
trade-in; depends on whether the firm re-
ceives an asset “similar” to (and used in the
same line of business as) the asset traded in
and whether the accounting is for financial
statements or for income tax returns. Assume
that an old asset cost $5,000, has $3,000 of
accumulated depreciation (after recording
depreciation to the date of the trade-in), and
hence has a book value of $2,000. The old
asset appears to have a market value of
$1,500, according to price quotations in used
asset markets. The firm trades in the old as-
set on a new asset with a list price of
$10,000. The firm gives up the old asset and
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$5,500 cash (boot) for the new asset. The
generic entry for the trade-in transaction is as
follows:

New Asset . ............. A

Accumulated
Depreciation

(Old Asset) ............ 3,000
Adjustment on Exchange
of Asset ............... B or B
OldAsset ............ 5,000
Cash................ 5,500

1. The list price method of accounting for
trade-ins rests on the assumption that the
list price of the new asset closely
approximates its market value. The firm
records the new asset at its list price (A =
$10,000 in the example); B is a plug (=
$2,500 credit in the example). If B
requires a debit plug, the Adjustment on
Exchange of Asset is a loss; if B requires
a credit plug (as in the example), the
adjustment is a gain.

2. Another theoretically sound method of
accounting for trade-ins rests on the
assumption that the price quotation from
used-asset markets gives a market value
of the old asset that is a more reliable
measure than the market value of the new
asset determined by list price. This
method uses the fair market price (value)
of the old asset, $1,500 in the example, to
determine B (= $2,000 book value -
$1,500 assumed proceeds on disposition
= $500 debit or loss). The exchange
results in a loss if the book value of the
old asset exceeds its market value and in
a gain if the market value exceeds the
book value. The firm records the new
asset on the books by plugging for A (=
$7,000 in the example).

3. For income tax reporting, the taxpayer
must recognize neither gain nor loss on
the trade-in. Thus the taxpayer records
the new asset for tax purposes by
assuming B is zero and plugging for A (=
$7,500 in the example). In practice, firms
that want to recognize the loss currently
will sell the old asset directly, rather than
trading it in, and acquire the new asset
entirely for cash.
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4. Generally accepted accounting principles
(APB Opinion No. 29) require a variant of
these methods. The basic method is (1) or
(2), depending on whether the list price of
the new asset (1) or the quotation of the
old asset’s market value (2) provides the
more reliable indication of market value.
If the basic method requires a debit entry,
or loss, for the Adjustment on Exchange
of Asset, then the firm records the trade-in
as in (1) or (2) and recognizes the full
amount of the loss currently. If, however,
the basic method requires a credit entry,
or gain, for the Adjustment on Exchange
of Asset, then the firm recognizes the gain
currently if the old asset and the new asset
are not “similar.” If the assets are similar

trade payables (receivables) — trademark right

and the party trading in receives no cash,
then it recognizes no gain and the
treatment resembles that in (3); that is B =
0, plug for A. If the assets are similar and
the firm trading in receives cash—a rare
case—then it recognizes a portion of the
gain currently. The portion of the gain
recognized currently is the fraction cash
received/fair market value of total
consideration received. (When the firm
uses the list price method, (1), it assumes
that the market value of the old asset is the
list price of the new asset plus the amount
of cash received by the party trading in.)

A summary of the results of applying
GAAP to the example follows.

. . Old Asset Compared with New Asset
More Reliable Information

as to Fair Market Value Similar Not Similar
New Asset List . .......... A = $7,500 A = $10,000
Price................... B= 0 B= 2,500 gain
Old Asset Market ........ A =$7,000 A=$ 7,000
Price.............oo... B= 500 loss B = 500 loss

trade payables (receivables). Payables (receiv- dispenser and that uniquely identifies the

ables) arising in the ordinary course of busi-
ness transactions. Most accounts payable
(receivable) are of this kind.

trade secret. Technical or business information

such as formulas, recipes, computer pro-
grams, and marketing data not generally
known by competitors and maintained by the
firm as a secret; theoretically capable of hav-
ing an indefinite, finite life. A famous exam-
ple is the secret process for Coca-Cola® (a
registered trademark of the company). Com-
pare with know-how. The firm will capitalize
this intangible asset only if purchased. If this
intangible has a finite, expected useful life,
GAAP require amortization over that estimate
of its life. If the right has indefinite life, then
GAAP require no amortization, but annual
tests for impairment. If the firm develops the
intangible internally, the firm will expense the
costs as incurred and show no asset.

trademark. A distinctive word or symbol that

is affixed to a product, its package, or its

firm’s products and services. See trademark
right.

trademark right. The right to exclude com-

petitors in sales or advertising from using
words or symbols that are so similar to the
firm’s trademarks as possibly to confuse
consumers. Trademark rights last as long as
the firm continues to use the trademarks in
question. In the United States, trademark
rights arise from use and not from govern-
ment registration. They therefore have a
legal life independent of the life of a regis-
tration. Registrations last 20 years, and the
holder may renew them as long as the holder
uses the trademark. If this intangible has a
finite, expected useful life, GAAP require
amortization over that estimate of its life. If
the right has indefinite life, then GAAP re-
quire no amortization, but annual tests for
impairment. Under SFAS No. 2, the firm
must expense internally developed trade-
mark rights.
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trading on the equity. Said of a firm engaging

in debt financing; frequently said of a firm
doing so to a degree considered abnormal for
a firm of its kind. Leverage.

trading securities. Marketable securities that a

firm holds and expects to sell within a rela-
tively short time; a classification important
in SFAS No. 115, which requires the owner
to carry marketable equity securities on the
balance sheet at market value, not at cost.
Contrast with available for sale, securities
and held-to-maturity securities. Under SFAS
No. 115, the balance sheet reports trading se-
curities at market value on the balance sheet
date, and the income statement reports hold-
ing gains and losses on trading securities.
When the firm sells the securities, it reports
realized gain or loss as the difference be-
tween the selling price and the market value
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business unless a firm sets transfer prices
properly.

transfer-pricing problem. The problem of set-

ting transfer prices so that both buyer and
seller have goal congruence with respect to
the parent organization’s goals.

translation adjustment. The effect of ex-

change-rate changes caused by converting
the value of a net investment denominated in
a foreign currency to the entity’s reporting
currency. SFAS No. 52 requires firms to
translate their net investment in relatively
self-contained foreign operations at the bal-
ance sheet date. Year-to-year changes in
value caused by exchange-rate changes ac-
cumulate in an owners’ equity account,
sometimes called the “cumulative transla-
tion adjustment.”

translation gain (or loss). Foreign exchange

at the last balance sheet date. .
gain (or loss).

transaction. A transfer (of more than prom-
ises—see executory contract) between the ac-
counting entity and another party or parties.

transportation-in. Freight-in.

transposition error. An error in recordkeeping
resulting from reversing the order of digits in
a number, such as recording “32” for “23.” If
the only errors in a trial balance result from
one or more transposition errors, then the
difference between the sum of the debits and
the sum of the credits will be divisible by
nine. Not all such differences result from
transposition errors. See slide.

transfer. Under SFAC No. 6, consists of two
types: “reciprocal” and “nonreciprocal.” In a
reciprocal transfer, or “exchange,” the entity
both receives and sacrifices. In a nonrecipro-
cal transfer, the entity sacrifices but does not
receive (examples include gifts, distributions
to owners) or receives but does not sacrifice
(investment by owner in entity). SFAC No. 6
suggests that the term “internal transfer” is
self-contradictory and that writers should use
the term “internal event” instead.

treasurer. The financial officer responsible for
managing cash and raising funds.

treasury bond. A bond issued by a corporation
and then reacquired. Such bonds are treated
as retired when reacquired, and an extraordi-
nary gain or loss on reacquisition is recog-
nized. This term also refers to a bond issued
by the U.S. Treasury Department.

transfer agent. Usually a bank or trust com-
pany designated by a corporation to make le-
gal transfers of stock (bonds) and, perhaps, to
pay dividends (coupons).

transfer price. A substitute for a market, or
arm’s-length, price used in profit, or respon-
sibility center, accounting when one segment
of the business “sells” to another segment.
Incentives of profit center managers will not
coincide with the best interests of the entire

treasury shares. Capital stock issued and then
reacquired by the corporation. Such reacquisi-
tions result in a reduction of shareholders’ eg-
uity and usually appear on the balance sheet as
contra to shareholders’ equity. Accounting
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recognizes neither gain nor loss on transac-
tions involving treasury stock. The accounting
debits (if positive) or credits (if negative) any
difference between the amounts paid and re-
ceived for treasury stock transactions to addi-
tional paid-in capital. See cost method and
par value method.

treasury stock. Treasury shares.

trend analysis. Investigation of sales or other
economic trends. Can range from a simple
visual extrapolation of points on a graph to
a sophisticated computerized time series
analysis.

trial balance. A two-column listing of account
balances. The left-hand column shows all
accounts with debit balances and their total.
The right-hand column shows all accounts
with credit balances and their total. The two
totals should be equal. Accountants compute
trial balances as a partial check of the arith-
metic accuracy of the entries previously
made. See adjusted, preclosing, post-closing,
unadjusted trial balance, plug, slide, and
transposition error.

troubled debt restructuring. As defined in
SFAS No. 15, a concession (changing of the
terms of a debt) that is granted by a creditor
for economic or legal reasons related to the
debtor’s financial difficulty and that the
creditor would not otherwise consider.

TSE. Toronto Stock Exchange.

treasury stock — uncollectible account

t-statistic. For an estimated regression coeffi-
cient, the estimated coefficient divided by
the standard error of the estimate.

turnover. The number of times that assets,
such as inventory or accounts receivable, are
replaced on average during the period. Ac-
counts receivable turnover, for example, is
total sales on account for a period divided by
the average accounts receivable balance for
the period. See ratio. In the United King-
dom, “turnover” means sales.

turnover of plant and equipment. See ratio.

t-value. In regression analysis, the ratio of an
estimated regression coefficient divided by
its standard error.

20-F. Form required by the SEC for foreign
companies issuing or trading their securities
in the United States. This form reconciles the
foreign accounting amounts resulting from
using foreign GAAP to amounts resulting
from using U.S. GAAP.

two T-account method. A method for comput-
ing either (1) foreign-exchange gains and
losses or (2) monetary gains or losses for
constant-dollar accounting statements. The
left-hand T-account shows actual net bal-
ances of monetary items, and the right-hand
T-account shows implied (common) dollar
amounts.

2/10, n(et)/30. See terms of sale.

unadjusted trial balance. Trial balance taken
before the accountant makes adjusting and
closing entries at the end of the period.

unappropriated retained earnings. Retained
earnings not appropriated and therefore
against which the board can declare divi-
dends in the absence of retained earnings re-
strictions. See restricted retained earnings.

unavoidable cost. A cost that is not an avoid-
able cost.

uncertainty. See risk for definition and contrast.

uncollectible account. An account receivable
that the debtor will not pay. If the firm uses
the preferable allowance method, the entry
on judging a specific account to be uncollect-
ible debits the allowance for uncollectible
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accounts and credits the specific account re-
ceivable. See bad debt expense and sales
contra, estimated uncollectibles.

unconsolidated subsidiary. A subsidiary not
consolidated and, hence, not accounted for in
the equity method.

uncontrollable cost. The opposite of controlla-
ble cost.

underapplied (underabsorbed) overhead. An
excess of actual overhead costs for a period
over costs applied, or charged, to products
produced during the period; a debit balance
remaining in an overhead account after the
accounting assigns overhead to product.

underlying document. The record, memoran-
dum, voucher, or other signal that is the au-
thority for making an entry into a journal.

underwriter. One who agrees to purchase an
entire security issue for a specified price,
usually for resale to others.

undistributed earnings. Retained earnings. Typ-
ically, this term refers to that amount retained
for a given year.

unearned income (revenue). Advances from cus-
tomers; strictly speaking, a contradiction in
terms because the terms “income” and “reve-
nue” mean earned.

unemployment tax. See FUTA.

unencumbered appropriation. In governmen-
tal accounting, portion of an appropriation
not yet spent or encumbered.

unexpired cost. An asset.

unfavorable variance. In standard cost ac-
counting, an excess of expected revenue over
actual revenue or an excess of actual cost
over standard cost.

unfunded. Not funded. An obligation or liabil-
ity, usually for pension costs, exists, but no
funds have been set aside to discharge the
obligation or liability.
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Uniform Partnership Act. A model law, en-
acted by many states, to govern the relations
between partners when the partnership agree-
ment fails to specify the agreed-upon treatment.

unissued capital stock. Stock authorized but not
yet issued.

uniting-of-interests method. The IASB’s term
for the pooling-of-interests method. The
IASB allows uniting of interests only when
the merging firms are roughly equal in size
and the shareholders retain substantially the
same, relative to each other, voting rights
and interests in the combined entity after the
combination as before.

unit-level activities. Work that converts re-
sources into individual products. Examples
include direct materials, direct labor, and
energy to run the machines.

units-of-production method. The production
method of depreciation.

unlimited liability. The legal obligation of
general partners or the sole proprietor for
all debts of the partnership or sole propri-
etorship.

unqualified opinion. See auditor’s report.

unrealized appreciation. An unrealized hold-
ing gain; frequently used in the context of
marketable securities.

unrealized gain (loss) on marketable securities.
An income statement account title for the
amount of gain (loss) during the current pe-
riod on the portfolio of marketable securities
held as trading securities. SFAS No. 115 re-
quires the firm to recognize, in the income
statement, gains and losses caused by
changes in market values, even though the
firm has not yet realized them.

unrealized gross margin (profit). A contra
account to installment accounts receivable
used with the installment method of revenue
recognition; shows the amount of profit that
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the firm will eventually realize when it col-
lects the receivable. Some accountants show
this account as a liability.

unrealized holding gain. See inventory profit
for the definition and an example.

unrecovered cost. Book value of an asset.

unrealized holding gain — VIE (variable interest entity)

unused capacity. The difference between re-
sources supplied and resources used.

usage variance. Efficiency variance.

use of funds. Any transaction that reduces funds
(however “funds” is defined).

useful life. Service life.

valuation account. A contra account or ad-
junct account. When the firm reports ac-
counts receivable at expected collectible
amounts, it will credit any expected uncol-
lectible amounts to the allowance for uncol-
lectibles, a valuation account. In this way,
the firm can show both the gross receivables
amount and the amount it expects to collect.
SFAC No. 6 says a valuation account is “a
separate item that reduces and increases the
carrying amount” of an asset (or liability).
The accounts are part of the related assets (or
liabilities) and are not assets (or liabilities) in
their own right.

value. Monetary worth. This term is usually so
vague that you should not use it without a
modifying adjective unless most people
would agree on the amount. Do not confuse
with cost. See fair market price (value), en-
try value, and exit value.

value added. Cost of a product or work-in-pro-
cess minus the cost of the material purchased
for the product or work-in-process.

value-added activity. Any activity that in-
creases the usefulness to a customer of a
product or service.

value chain. The set of business functions that
increase the usefulness to the customer of a
product or service; typically including re-
search and development, design of products
and services, production, marketing, distri-
bution, and customer service.

value engineering. An evaluation of the activi-
ties in the value chain to reduce costs.

value variance. Price variance.

variable annuity. An annuity whose periodic
payments depend on some uncertain out-
come, such as stock market prices.

variable budget. Flexible budget.

variable costing. In allocating costs, a method
that assigns only variable manufacturing
costs to products and treats fixed manufac-
turing costs as period expenses. Contrast
with full absorption costing.

variable costs. Costs that change as activity
levels change. Strictly speaking, variable
costs are zero when the activity level is zero.
See semi-variable costs. In accounting, this
term most often means the sum of direct
costs and variable overhead.

VIE (variable interest entity). An entity ar-
ranged so that one cannot analyze controlling
financial interest by analyzing voting interest,
because the entity has insufficient owners’
equity at risk, which means it cannot finance
its operations without additional financial
support, such as the promises of another en-
tity. The entity’s owners’ equity lacks at-
tributes associated with equity: the ability to
absorb losses, the right to receive residual re-
turns, and the ability, conveyed by voting
rights, to make decisions. The entity may, but
need not, have a “primary beneficiary,”
which absorbs (or receives) a majority of the
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variability of outcomes of the entity. If there
is a primary beneficiary, that business will
consolidate the VIE, regardless of ownership.

variable overhead efficiency variance. The
difference between the actual and standard
cost driver volume times the standard cost
driver rate.

variable overhead price variance. The differ-
ence between the actual and standard cost
driver rate times the actual cost driver volume.

variable overhead variance. Difference  be-
tween actual and standard variable overhead
costs.

variable rate debt. Debt whose interest rate re-
sults from the periodic application of a for-
mula, such as “three-month LIBOR [London
Interbank Offered Rate] plus 1 percent [one
hundred basis points] set on the 8t day of
each February, May, August, and November.”

variables sampling. The use of a sampling tech-
nique in which the sampler infers a particular
quantitative characteristic of an entire popu-
lation from a sample (e.g., mean amount of
accounts receivable). See also estimation
sampling. See attribute(s) sampling for con-
trast and further examples.

variance. Difference between actual and stan-
dard costs or between budgeted and actual
expenditures or, sometimes, expenses. The
word has completely different meanings in
accounting and in statistics, where it means a
measure of dispersion of a distribution.

variance analysis. Variance investigation. This
term’s meaning differs in statistics.

variance investigation. A step in managerial
control processes. Standard costing systems
produce variance numbers of various sorts.
These numbers seldom exactly equal to zero.
Management must decide when a variance
differs sufficiently from zero to study its
cause. This term refers both to the decision
about when to study the cause and to the
study itself.
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variation analysis. Analysis of the causes of
changes in financial statement items of inter-
est such as net income or gross margin.

VAT (value-added tax). A tax levied on the
market value of a firm’s outputs less the mar-
ket value of its purchased inputs.

vendor. A seller; sometimes spelled “vender.”

verifiable. A qualitative objective of financial
reporting specifying that accountants can
trace items in financial statements back to
underlying documents—supporting invoices,
canceled checks, and other physical pieces of
evidence.

verification. The auditor’s act of reviewing or
checking items in financial statements by
tracing back to underlying documents—sup-
porting invoices, canceled checks, and other
business documents—or sending out confir-
mations to be returned. Compare with physi-
cal verification.

vertical analysis. Analysis of the financial state-
ments of a single firm or across several firms
for a particular time, as opposed to horizon-
tal or time-series analysis, in which the ana-
lyst compares items over time for a single
firm or across firms.

vertical integration. The extension of activ-
ity by an organization into business directly
related to the production or distribution of
the organization’s end products. Although
a firm may sell products to others at vari-
ous stages, a vertically integrated firm de-
votes the substantial portion of the output
at each stage to the production of the next
stage or to end products. Compare horizon-
tal integration.

vested. An employee’s pension plan benefits
that are not contingent on the employee’s
continuing to work for the employer.

VIE. Variable interest entity.

visual curve fitting method. One crude form
of cost estimation. Sometimes, when a firm
needs only rough approximations of the
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amounts of fixed and variable costs, manage-
ment need not perform a formal regression
analysis but can plot the data and draw a line
that seems to fit the data. Then it can use the
parameters of that line for the rough approxi-
mations.

volume variance. Production volume variance;
less often, used to mean sales volume vari-
ance.

voucher. A document that signals recognition
of a liability and authorizes the disbursement

volume variance — weighted average

of cash; sometimes used to refer to the writ-
ten evidence documenting an accounting en-
try, as in the term journal voucher.

voucher system. In controlling cash, a method
that requires someone in the firm to autho-
rize each check with an approved voucher.
The firm makes no disbursements of cur-
rency or coins except from petty cash funds.

vouching. The function performed by an audi-
tor to ascertain that underlying data or docu-
ments support a journal entry.

%%

wage. Compensation of employees based on
time worked or output of product for manual
labor. But see take-home pay.

warning signal. Tool used to identify quality-
control problems; only signals a problem.
Contrast with diagnostic signal, which both
signals a problem and suggests its cause

warrant. A certificate entitling the owner to
buy a specified number of shares at a speci-
fied time(s) for a specified price; differs from
a stock option only in that the firm grants op-
tions to employees and issues warrants to the
public. See right.

warranty. A promise by a seller to correct defi-
ciencies in products sold. When the seller
gives warranties, proper accounting practice
recognizes an estimate of warranty expense
and an estimated liability at the time of sale.
See guarantee for contrast in proper usage.

wash sale. The sale and purchase of the same
or similar asset within a short time period.
For income tax purposes, the taxpayer may
not recognize losses on a sale of stock if the
taxpayer purchases equivalent stock within
30 days before or after the date of sale.

waste. Material that is a residue from manufac-
turing operations and that has no sale value.

Frequently, this has negative value because a
firm must incur additional costs for disposal.

wasting asset. A natural resource that has a
limited useful life and, hence, is subject to am-
ortization, called depletion. Examples are tim-
ber, oil and gas, and ore deposits.

watered stock. Shares issued for assets with
fair market price (value) less than par or
stated value. The firm records the assets on
the books at the overstated values. In the law,
for shares to be considered watered, the
board of directors must have acted in bad
faith or fraudulently in issuing the shares un-
der these circumstances. The term originated
from a former practice of cattle owners who
fed cattle (“stock”) large quantities of salt to
make them thirsty. The cattle then drank
much water before their owner took them to
market. The owners did this to make the cat-
tle appear heavier and more valuable than
otherwise.

weighted average. An average computed by
counting each occurrence of each value, not
merely a single occurrence of each value.
For example, if a firm purchases one unit for
$1 and two units for $2 each, then the simple
average of the purchase prices is $1.50, but
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the weighted average price per unit is $5/3 =
$1.67. Contrast with moving average.

weighted-average cost of capital. Measured as
the weighted-average of the after-tax cost of
long-term debt and the cost of equity.

weighted-average inventory method. Valu-
ing either withdrawals or ending inventory at
the weighted-average purchase price of all
units on hand at the time of withdrawal or of
computation of ending inventory. The firm
uses the inventory equation to calculate the
other quantity. If a firm uses the perpetual
inventory method, accountants often call it
the moving average method.

where-got, where-gone statement. A term al-
legedly used in the 1920s by W. M. Cole for
a statement much like the statement of cash
flows. Noted accounting historian S. Zeff re-
ports that Cole actually used the term
“where-got-gone” statement.

wind up. To bring to an end, such as the life of
a corporation. The board winds up the life of
a corporation by following the winding-up
provisions of applicable statutes, by surren-
dering the charter, or by following bank-
ruptcy proceedings. See also liquidation.

window dressing. The attempt to make finan-
cial statements show operating results, or a
financial position, more favorable than they
would otherwise show.

with recourse. See note receivable discounted.

withdrawals. Assets distributed to an owner.
Partner’s drawings. See inventory equation
for another context.

withholding. Deductions that are taken from
salaries or wages, usually for income taxes,
and that the employer remits, in the em-
ployee’s name, to the taxing authority.

without recourse. See note receivable dis-
counted.

work sheet (program). (1) A computer pro-
gram designed to combine explanations and
calculations. This type of program helps in
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preparing financial statements and sched-
ules. (2) A tabular schedule for convenient
summary of adjusting and closing entries.
The work sheet usually begins with an unad-
justed trial balance. Adjusting entries appear
in the next two columns, one for debits and
one for credits. The work sheet carries the
horizontal sum of each line to the right into
either the income statement or the balance
sheet column, as appropriate. The plug to
equate the income statement column totals
is, if a debit, the income or, if a credit, a loss
for the period. That income will close re-
tained earnings on the balance sheet. The in-
come statement credit columns are the
revenues for the period, and the debit col-
umns are the expenses (and revenue contras)
that appear on the income statement. “Work
sheet” also refers to schedules for ascertain-
ing other items that appear on the financial
statements and that require adjustment or
compilation.

working capital. Current assets minus current
liabilities; sometimes called “net working
capital” or “net current assets.”

work(ing) papers. The schedules and analyses
prepared by the auditor in carrying out in-
vestigations before issuing an opinion on fi-
nancial statements.

work-in-process (inventory account). Partially
completed product; appears on the balance
sheet as inventory.

worth, Value. See net worth.

worth-debt ratio. Reciprocal of the debt-eg-
uity ratio. See ratio.

write down. To write off, except that the firm
does not charge all the asset’s cost to ex-
pense or loss; generally used for nonrecur-
ring items.

write off. To charge an asset to expense or
loss; that is, to debit expense (or loss) and
credit the asset.
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write-off method. For treating uncollectible ac-

counts, a method that debits bad debt expense
and credits accounts receivable of specific
customers as the firm identifies specific ac-
counts as uncollectible. The firm cannot use
this method when it can estimate uncollectible
amounts and they are significant. See bad debt
expense, sales contra, estimated uncollecti-
bles, and the allowance method for contrast.

write-off method — zero-base(d) budgeting (ZBB)

write up. To increase the recorded cost of an

asset with no corresponding disbursement of
funds; that is, to debit asset and credit reve-
nue or, perhaps, owners’ equity; seldom
done in the United States because currently
accepted accounting principles await actual
transactions before recording asset increases.
An exception occurs in accounting for mar-
ketable equity securities.

yield. Internal rate of return of a stream of cash

flows. Cash vyield is cash flow divided by
book value. See also dividend yield.

yield curve. The relation between interest rates

and the term to maturity of loans. Ordinarily,
longer-term loans have higher interest rates
than shorter-term loans. This is called a “nor-
mal” yield curve. Sometimes long-term and
short-term rates are approximately the same—
a “flat” yield curve. Sometimes short-term
loans have a higher rate than long-term
ones—an “inverted” yield curve. Term struc-
ture of interest rates.

yield to maturity. At a given time, the internal

rate of return of a series of cash flows; usu-
ally said of a bond; sometimes called the “ef-
fective rate.”

yield variance. Measures the input-output rela-

tion while holding the standard mix of inputs
constant: (Standard price x Actual amount of
input used in the standard mix) — (Standard
price x Standard quantity allowed for the ac-
tual output). It is the part of the efficiency
variance not called the mix variance.

zero-base(d) budgeting (ZBB). One philoso-

phy for setting budgets. In preparing an ordi-
nary budget for the next period, a manager
starts with the budget for the current period
and makes adjustments as seem necessary
because of changed conditions for the next
period. Since most managers like to increase
the scope of the activities managed and since
most prices increase most of the time,
amounts in budgets prepared in the ordinary,
incremental way seem to increase period af-
ter period. The authority approving the bud-
get assumes that managers will carry out
operations in the same way as in the past and

that next period’s expenditures will have to
be at least as large as those of the current pe-
riod. Thus, this authority tends to study only
the increments to the current period’s bud-
get. In ZBB, the authority questions the pro-
cess for carrying out a program and the entire
budget for the next period. The authority
studies every dollar in the budget, not just
the dollars incremental to the previous pe-
riod’s amounts. The advocates of ZBB claim
that in this way, (1) management will more
likely delete programs or divisions of mar-
ginal benefit to the business or governmental
unit, rather than continuing with costs at
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least as large as the present ones, and (2)
management may discover and implement
alternative, more cost-effective ways of car-
rying out programs. ZBB implies question-
ing the existence of programs and the

fundamental nature of the way that firms
carry them out, not merely the amounts used
to fund them. Experts appear to divide
evenly as to whether the middle word should
be “base” or “based.”
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Management accounting springs from the needs of managers and others to make deci-
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defined set of concepts drawn from economic theory. It uses some economic concepts
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directly, particularly in cost estimation, but often the accountant can only approximate the
economic concept.

This chapter discusses economic concepts, not economic principles. A concept describes
a presumed phenomenon or relation. Economic principles serve as a basis for action. They
include economic decision rules (e.g., maximization of present value) and analytical tech-
niques (e.g., mathematical optimization), as well as presumed laws of economic behavior
(e.g., raise a price and customers do not buy more; demand curves slope downward).

2.2 INTERFACES BETWEEN ECONOMICS AND MANAGEMENT
ACCOUNTING

Although economics and management accounting deal with the same phenomena, they
typically approach these differently. Often, economists prescribe and management
accountants measure. At least four groups of economists have had some effect on man-
agement accounting or use some of its output:

1. Microeconomists focus on the forces that affect the allocation of resources within
the economy.

2. Managerial economists make economic theory a useful tool in managerial plan-
ning and decision making.

3. Industrial organization economists apply microeconomic theory to public policy,
particularly in antitrust analysis and issues involving intellectual property rights.

4. Macroeconomists study, and sometimes attempt to alter, relations among aggre-
gative economic variables for regions, or nations, or the world.

The economic concepts embodied in most aspects of management accounting come
mainly from microeconomics and managerial economics. Where management account-
ing stops and managerial economics begins is neither clear nor important. The micro-
economist develops theoretical models to predict the behavior of individual firms and the
markets in which they operate. The cost relations in these models rely on logical reason-
ing, although some economists attempt to identify them empirically.l Abstractions are
both inevitable and necessary for this purpose. Rarely do we ask whether one can mea-
sure any of the variables in a theory—the theory stands or falls on its internal logic and
the consistency of its predictions with observable conditions.

The management accountant’s interest in cost is more mundane: management wants
to know what things cost. Management wants this information partly to help it set prices
on its products, partly to decide whether new products are worth introducing or old prod-
ucts are worth keeping, and partly to find out whether costs exceed expectations or bud-
gets. Management wants numbers, not abstractions. Sometimes, the data that managers
request will not help them make decisions, and the accountant must show the manager
why other data are more pertinent than the cost data the manager requested.

Management accountants have found that they cannot provide numbers useful to
managers without some theory underlying the measurements, and so they, too, have built
up a theoretical structure.2 This structure does not try to answer any major questions;
instead, it helps the practicing accountant define costs in each of a number of situations.

1. J.Johnston, Statistical Cost Analysis (New York: McGraw-Hill, 1960), chapters 4 and 5. This is the classic text.
An early theoretical structure appeared in the American Accounting Association Committee on Concepts
and Standards, “Tentative Statement of Cost Concepts Underlying Reports for Management Purposes,”
Accounting Review, XXXI, 2 (April 1956), pp. 182-193.
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These definitions in effect paraphrase the questions that the measures of cost intend to
answer. The question, “What would happen to cost if we were to use our current facili-
ties to fill customer order 4276 for delivery to customer A in location B at time C?” calls
for a different answer from the question, “What would happen to cost if we were to
acquire, equip, and staff new facilities to make repeated deliveries to a number of cus-
tomers in different locations over a period of years?” The theoretical structure of man-
agement accounting consists of guides to generating data that will provide answers to
questions like these.

The management accountant must resolve the measurement problems that the micro-
economist can assume away. The economist can, if the model’s objective permits, ignore
multiproduct situations and other complicating elements; management accountants must
deal with costs as they find them, in all their complexity. The management accountant
can accept any kind of cost behavior, unrestricted by any a priori assumptions as to the
kinds of cost behavior that are consistent with a specific model. In practice, we observe
that management accountants use linear (straight-line) cost relations more often than do
economists.

The industrial organization economist, interested in such questions as the desirability
of antitrust action or the need for government regulation, starts with the same models the
microeconomist uses. The industrial organization economist, unlike the microeconomist,
however, needs data drawn from actual experience, and, given power to intervene, can
specify how to construct these data. In some situations, these economists must rely on
accounting data supplied by the firms.

The macroeconomist has both less interest in the work of the management accountant
and less power to influence it. The input-output models of macroeconomics will likely
call for data on physical quantities that emerge from other parts of business information
systems. National income statistics use data on business income and inventories, but so
many others want to know these same quantities that the macroeconomist cannot pre-
scribe the accounting methods to use.

2.3 MEASUREMENT CONCEPTS

This section presents ten measurement concepts that can guide management accountants
by describing quantities that they might expect to measure or how they should measure
them:

Short run versus long run

Variable cost

Fixed cost

Short-run marginal cost

Marginal contribution

Incremental cost

Opportunity cost

Long-run average cost

Current cost

j. Present value

SQ -~ ® Q0o T o

(@ SHORT RUN AND LONG RUN. The capacity of any organization to carry out its
activities can change only slowly. It takes time to recognize the need for new facilities,
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arrange for financing, complete facilities construction or acquisition, provide the neces-
sary staff and personnel, and put all of these resources to work. Capacity reductions also
take time. This means that during any short period of time, the firm must operate with a
relatively constant stock of productive resources.

This fact provides the basis for the distinction the economist makes between the short
run and the long run. The short run is a period long enough to permit management to
change the volume of production of goods or services but too short to enable manage-
ment to increase or decrease the amount of productive capacity. The long run is a period
long enough to permit management to increase or decrease the organization’s operating
capacity so that total cost of production will be the lowest permitted by the available tech-
nology for that volume of activity. Short-run capacity may consist of a mixture of facili-
ties of varying age, condition, and efficiency; in the long run, all facilities can be brand
new, of the latest design, and operated smoothly by well-trained, efficient personnel.

(b) VARIABLE COST. Costs that change as a necessary response to small changes in the
rate of use of existing capacity are known as variable costs. Variable cost is a short-run
concept. In the long run all costs are variable, so accountants need to clarify the time
horizon envisioned in identifying a cost as variable.

Exhibit 2.1 shows two of the many possible patterns of cost variation. The straight line
in Exhibit 2.1 represents a cost that changes in direct proportion to changes in volume—
for example, a royalty charge computed at a constant amount per unit sold. In contrast, the
curved line shows costs rising sharply at first, then more gradually as volume achieves
normal operating levels, and then sharply again as operations began to approach capacity
limits.

Exhibit 2.1 illustrates two possible relations between total volume and total variable
cost in a specified period of time. Exhibit 2.2 shows two possible relations between total
volume and average variable cost per unit of activity. The horizontal line in this exhibit
corresponds to the straight line in Exhibit 2.1. If total variable cost always increases in
proportion to changes in volume, then average variable cost must remain constant as vol-
ume changes. For a variable cost described by the curved line in Exhibit 2.1, however,
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EXHIBIT 2.1 VARIABLE COSTS
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EXHIBIT 2.2 AVERAGE VARIABLE COST

average variable cost will vary, as illustrated in column (3) of Exhibit 2.3. The variable
cost of the first 1,000 units produced is high, $5.00. As the total variable cost curve levels
off, the increase in cost is less than proportional to the increase in volume, and average
variable cost decreases. Total variable cost begins to climb more rapidly again at a vol-
ume of 7,000 units per week, and average variable cost starts to increase.

This illustration does not give the specific nature of the units of measurement for the
volume. The most obvious choice is the number of units of goods or services produced,
which we can use for operations that produce only a single product or service. When out-
put involves multiple kinds of products or services, to measure volume requires some
other units. Usually, the measure is some form of input, such as direct labor hours or
pounds of materials used.

(c) FIXED COST. Fixed cost, like variable cost, is a short-run concept. The economist
defines fixed cost as any cost that will remain the same amount whether the firm fully

() &) @)
Weekly Weekly Average
Volume Variable Variable
(units) Cost Cost

(1)

1,000 $5,000 $5.00

2,000 9,000 4.50

3,000 12,000 4.00

4,000 15,000 3.75

5,000 18,000 3.60

6,000 21,000 3.50

7,000 24,500 3.50

8,000 29,200 3.65

9,000 36,000 4.00

10,000 46,000 4.60

EXHIBIT 2.3  AVERAGE VARIABLE COST
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uses existing capacity or leaves it idle. This ignores two phenomena: (1) indivisibilities
in the short-run cost structure, such as step-function costs; and (2) activities where the
current volume of activity does not technologically determine the scope of activity—
typically capacity costs and programmed costs, discussed next. As a result, the accoun-
tant is likely to define as fixed any cost that does not change as a necessary response to
small changes in the rate of use of existing capacity. Economists initially recognized
only capacity costs, but the distinction between them and programmed costs warrants a
separate discussion of each.

(i) Capacity Costs. Resources consumed in a period to provide or maintain the organi-
zation’s capacity to produce or sell are known as capacity costs or supportive overheads.

Capacity costs further divide into standby costs and enabling costs. Standby costs will
continue if the firm shuts down operations or facilities temporarily. Examples are depre-
ciation, property taxes, and some executive salaries. The firm will not incur enabling
costs if operations shut down, but will incur them if operations take place at all. Some of
these will likely be constant over the entire output range; others will likely vary in steps.
For example, a single-shift operation might require only one departmental supervisor,
but operation of a second shift will require a second supervisor.

Economists classify step-variable capacity costs as variable costs, but managers and
accountants classify them as fixed within the capacity range they support.

(ii) Programmed Costs. Some discussions of fixed costs focus on the relations between
volume and total capacity costs, or, on a per-unit basis, between volume and average
capacity costs. Fixed costs also include a second category fundamentally different from
the first. These are costs designed neither to maintain current operating capacity nor to
meet the demands placed on the system for the production and delivery of goods and ser-
vices. Instead, management establishes them with separate decisions to meet objectives
other than fulfilling service demands.

Costs of this sort have a variety of names, including programmed costs, discretionary
costs, and managed costs. Some programmed costs generate and retain sales orders—
this cost causes volume increase, rather than the other way around. Some programmed
costs help achieve other kinds of results unrelated to current operating volume—generating
ideas for new products, for example. Still others yield services to management, such as
financial reporting systems.

Management budgets programmed costs at specified levels for individual time peri-
ods. The calculation of per-unit-of-output costs for these items has no business purpose.

(d) SHORT-RUN MARGINAL COST. The fourth economic concept underlying manage-
ment accounting is short-run marginal cost, defined as the change in cost that results
from increasing the rate of output by one unit per period of time. This nonmathematical
definition is adequate for the purposes of this chapter, but for those who desire a precise
definition, it is the rate of change in cost for an infinitely small change in the volume of
activity, the derivative dc/dv of the relation between total cost (c) and volume (v).

A key factor in economic theories of how firms behave is whether marginal cost
remains constant as output varies, or whether it will increase or decrease as volume
increases. The behavior of marginal costs depends on the shape of the relation between
volume and total cost. If total cost increases strictly proportionally to volume, it will
appear as a straight line on a cost-volume chart, like the one illustrated earlier in Exhibit
2.1. A straight line indicates that each unit change in volume produces exactly the same
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change in total cost as every other unit change in volume. Only if cost traces a straight
line on a cost-volume chart will marginal cost remain fixed as volume varies.

The curve in Exhibit 2.4 traces a different marginal cost curve, one that is familiar to
most students of economics. This shows marginal cost decreasing at first due to econo-
mies achieved by production in larger quantities. This corresponds to the steep portion at
the left-hand side of the total variable cost curve in Exhibit 2.1. The slope of the total
cost curve at any volume represents the marginal cost at that volume.

As volume increases, the total cost curve flattens out and marginal cost remains con-
stant for a while. In practice, this seems likely to cover a larger portion of the total output
range than in this simple illustration. Finally, diseconomies begin as the organization
approaches the limits of its capacity, meaning that additional output becomes increas-
ingly costly to achieve. When this happens, the total cost curve begins to climb more and
more sharply, and marginal cost goes up.

The marginal cost curve always crosses the average total cost curve at the lowest
point on the average cost curve, as in Exhibit 2.4. Adding an amount smaller than an

16

Average total cost
14

137

11

Marginal cost

Cost per unit
[{e]
T

2k Average variable cost

0 1 1 1 1 1 1 1 1 1 1
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Weekly volume, units

EXHIBIT 2.4 MARGINAL COST AND AVERAGE COST
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existing average to any total will decrease the new average. If the added increment
exceeds the previous average, then the average will rise.

The concept of marginal cost has no meaning in connection with programmed fixed
costs. Marginal costs measure the effects of increasing volume; programmed costs do
not change as a result of changes in volume and therefore cannot be marginal with
respect to those changes. Accountants distinguish marginal costs from incremental costs,
discussed in Section 2.3(f).

(e) MARGINAL CONTRIBUTION. Managerial economists seldom have interest in cost
behavior alone. In studying possible ways of allocating any scarce resource, they look
instead at the marginal contribution the resource can make in each use. Marginal contri-
bution measures the spread between the amount of revenue to be received from one addi-
tional unit of the scarce resource and the amount of incremental cost necessary to
produce that revenue. The cost of the scarce resource itself does not enter into this calcu-
lation because the way the firm uses the resource does not change the cost.

Some economic models reflect the assumption that marginal contribution declines as
capacity usage increases. Exhibit 2.5 illustrates a relation of this kind. Marginal contri-
bution is the spread between marginal revenue and marginal cost at any volume. In this
case, as volume increases, marginal cost rises and marginal revenue falls. When the lines
cross, marginal contribution is zero.

The microeconomist’s definition of marginal contribution is a byproduct of the defini-
tions of fixed and variable cost that exclude programmed fixed costs.3 The managerial
economist may use this definition or combine it with an estimated relation between pro-
grammed cost and sales volume. Exhibit 2.6 illustrates a relation of this sort. This case
assumes a constant marginal contribution, which means assuming that the total contribu-
tion is proportional to volume. The total amount of programmed fixed cost necessary to

Marginal
cost

Marginal
contribution

Dollars

Marginal
revenue

0 Volume

EXHIBIT 2.5 DECLINING MARGINAL CONTRIBUTION

3. The notion of programmed costs dates from the 1950s, or before. See Edward H. Chamberlin, The Theory
of Monopolistic Competition, 7th ed. (Cambridge, Mass.: Harvard University Press, 1956), chaps. 6 and 7.
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obtain additional volume is not, however, linear. As management adds more of the pro-
grammed cost, additional volume becomes more difficult to obtain. This makes the addi-
tional programmed cost curve rise more and more steeply as volume increases, as in
Exhibit 2.6(a). (Additional programmed cost is the cost of obtaining one more unit of
volume.) Exhibit 2.6(b) combines these two curves into one.

(f) INCREMENTAL COST. Incremental cost, or differential cost, is the difference in
total net cash outlays that will result from choosing one alternative course of action
instead of another. Accountants distinguish incremental costs from marginal costs, dis-
cussed in Section 2.3(d). Economists tend to think of incremental costs as synonymous
with marginal costs, but when pressed will concede the difference.

For example, consider a shopping center proprietor studying the profitability of
reopening a billiards hall in the rear of the mall. The billiard tables, although not used for
several years, are in usable condition. The following table lists monthly cost estimates.

Operate the Do Not

Billiard Hall  Operate the

Billiard Hall
Food and beverages......... $45,000 $40,000
Salariesand wages .......... 16,000 12,000
Supplies . ....... ... .. 1,500 1,000
Utilitesand heat............. 600 500
Rent ...............coinn. 5,000 5,000
Insurance................... 800 800
Miscellaneous .. ............. 1,100 700
Total. . ................... $70,000 $60,000

The incremental cost in this case equals $70,000 minus $60,000, or $10,000 a month.
The proprietor needs to consider this cost, and to compare it to the incremental cash
inflows that opening for billiards will provide.

The term incremental cost often refers to the elements of cost that will change as a
result of the decision. For example, in this illustration the only costs affected by the deci-
sion are the costs of food and beverages, salaries and wages, supplies, utilities and heat,
and miscellaneous resources consumed. The analysis will be slightly simpler in this
case, significantly so in others, by eliminating the unaffected items. The simplified com-
parison would be as follows:

Operate the Do Not
Billiard Room Operate the
Billiard Room

Food and beverages ........ $45,000 $40,000
Salariesandwages.......... 16,000 12,000
Supplies. .............. ... 1,500 1,000
Utilitesand heat ............ 600 500
Miscellaneous. . ............. 1,100 700

Total . ................... $64,200 $54,200
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(i) Sunk Cost. Any cost element that is unaffected by management’s choice between
alternatives is a sunk cost. In the first table above, two of the elements were sunk: rent
$5,000 and insurance $800. Reopening the billiards hall would leave these costs
unchanged, and they become, therefore, irrelevant to the decision.4

(ii) Negative Increments. The cost differences in the preceding example were addi-
tions to cost. Incremental cost can be negative; that is, a management decision may
reduce costs. This reduction may be called a cost saving, but the analytical method is
still incremental.

(g OPPORTUNITY COST. Management’s decisions often affect the use of resources
that the organization already controls. The firm need make no cash outlay to obtain
them. They have an incremental cost, however, measured by the net cash inflow that the
firm will lose if the firm diverts these resources from their best alternative use. This dif-
ferential cost is known as the opportunity cost of these resources. It measures the benefit
that the firm would get from the opportunity foregone.

For example, a variety chain paid $1,500,000 ten years ago for a plot of land as a site
for a shopping center. Uncertainty as to state highway relocation plans forced manage-
ment to postpone the project, and the land remains idle. The company now knows the
route of the new highway, and is again considering using the land as a shopping center
site.

The original purchase price of the land is a sunk cost, irrelevant to the decision. The
shopping center proposal must be charged for the land, however, because building the
shopping center would prevent the company from using it to generate cash in other ways.
If the company can sell the land for a net price of $800,000 after deducting all commis-
sions, fees, and taxes, and if the chain has no other use for the land, then $800,000 is its
opportunity cost and the calculations in deciding on the shopping center proposal should
include this amount.>

We would not need the opportunity cost concept if we always listed all the alterna-
tives available to the decision maker. In the illustration, we could simply have labeled
one alternative “build shopping center” and another “sell land” and compare the two. We
cannot always do this, however. The owned resources to be incorporated into a particular
project are often a small part of the total project, and there may be several such
resources. A full set of alternatives would include one for each possible combination of
resource uses, and the number could become unwieldy. The better procedure ordinarily
is to compute an opportunity cost for each resource.

(h) LONG-RUN AVERAGE COST. All of the cost curves in the preceding diagrams
reflected short-run conditions. A comparable set of cost curves represents long-run cost
behavior. For example, each of the small U-shaped curves in Exhibit 2.7 represents the
average total cost (ATC) for one possible size of the firm, operating at all possible volumes

4. Careful writers avoid the term sunk cost because it is ambiguous. Consider, for example, a machine costing
$100,000 with current salvage value of $20,000. Some (including us) would say that $100,000 (the gross
amount) is “sunk”; others would say that only $80,000 (the net amount) is “sunk.” Nevertheless econo-
mists use the term often (“Ignore sunk costs™) and the accountant will need to deal with it.

5. Referto the preceding note. Some would say that only $700,000 (= $1,500,000 — $800,000) is sunk. Man-
agement needs to take account of the $800,000 in its decision making, and whether it says $700,000 or
$1,500,000 is sunk will not affect the correct analysis.
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EXHIBIT 2.7 AVERAGE TOTAL COST FOR FIRMS OF DIFFERENT SIZES

for a firm of that size. In this case, the diagram pictures a situation in which average total
cost decreases as capacity increases from size 1 to size 2 and from size 2 to size 3, then
rises again as the firm expands to size 4. The downward-sloping section of the diagram
represents a phenomenon known to economists as increasing returns to scale, meaning
that larger plants or firms are more efficient than smaller plants or firms. When the costs of
operating larger plants or firms exceed those of smaller plants or firms, as in the right-hand
portion of the exhibit, the organization is subject to diminishing returns to scale. If the low
point on the average total cost curve does not change as plant size or firm size changes,
then the situation is one of constant returns to scale.

If enough short-run cost curves appear on a single diagram, a line tracing the lowest
cost of operating at each possible level of activity might be a smooth curve like the one
in Exhibit 2.8. Long-run marginal cost is the cost of increasing volume by one unit,
including the costs of providing production capacity. Once again, average cost falls as
long as marginal cost is lower than the average and rises after marginal cost rises above
the average. When long-run marginal cost declines, the firm has an incentive to take
actions that will expand its markets. In other words, an efficient large firm will have

Long-run
marginal cost

ATC,

Dollars

N\

Long-run
average cost

0 Volume

EXHIBIT 2.8 LONG-RUN AVERAGE COST
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lower costs and a competitive advantage over efficient smaller firms. When this situation
prevails over a large portion of the possible output range, one, or a few, large firms will
likely dominate the industry.

(i) CURRENT COST. An economic concept of an entirely different order is current
cost. Economists tabulating actual data usually attempt to adjust these data for changes
in prices that have occurred. Analysts can do this in different ways, one of which is to
measure the resources consumed in any period at their current cost—in other words, the
amount that the firm would have to pay at the moment of consumption to obtain a quan-
tity identical to the quantity consumed. Accountants often refer to adjustments for infla-
tion, but careful analysis distinguishes changes in the general price level, as measured
by the GDP deflator or consumers’ price index, from changes in prices of specific goods
or services. Strictly speaking, one should attribute only the former price changes to
inflation.

The accountant can sometimes measure current cost directly, but sometimes must
approximate it by applying index numbers to historical cost data. Current cost is more
relevant than historical cost for decisions about use of an existing resource if use of the
resource will require immediate replacement. For example, a company bought 50,000
pounds of material last year at $0.50 a pound. The company uses this material as a raw
material for several products. If it uses 20,000 pounds to fill an order for a special prod-
uct, the company will have to buy 20,000 pounds at the current price of $0.60 a pound to
rebuild its inventories to the desired level. In this case, the cash outlay required by the
special order would be 20,000 pounds x $0.60 = $12,000. The historical cost figure of
$0.50 a pound has no relevance because it does not measure the current cash outlay that
accepting the order would entail.

Current cost is not always the same as opportunity cost, however, because of transac-
tion costs—the bid—ask spread. A firm cannot sell items for the same as their contempo-
raneous replacement cost. Whether to use replacement cost or opportunity cost for an
item will depend on whether the firm plans to replace the items.

() PRESENT VALUE. The economic sacrifices (costs) made to reach specific cost objec-
tives do not always occur immediately. When a cash outlay occurs later, the economic
sacrifice is smaller than if the firm must make a payment of the same amount immedi-
ately. The reason is that the organization can invest the amount of the outlay to earn a
return until it has to make the payment.

The economic concept that allows the accountant to deal with this phenomenon is
present value. The present value of an anticipated future cash sum at a specified future
date is the amount that, if invested at a specified rate of return, will grow to an amount
equal to the anticipated cash sum at the specified future date. Chapter 21 discusses the
mechanics of present value calculations.

2.4 SITUATIONAL CONCEPTS

Two other economic concepts the management accountant uses describe problems to be
solved rather than quantities to measure. These are common cost and joint cost.

(@ COMMON COST. A common cost is a cost incurred to support two or more cost
objectives, not traceable to any one of them. Accountants refer to these as indirect costs
or, more clearly, as nontraceable costs. As this may suggest, a cost becomes a common
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cost only when considering specific cost objects. For example, if the cost object is the
operation of factory department X, then the salary of the department’s supervisor is not a
common cost because it results from operating only that department. With respect to one
of the several products the department makes, however, then the supervisor’s salary
becomes a common cost. The supervisor supports and oversees everything the depart-
ment does; the accountant cannot trace any part of the supervisor’s salary to any one
product.

(b) JOINT COST. One class of common costs poses special analytical problems. These
costs are the cost of joint products, otherwise known as joint costs. Joint products are
any two or more products emerging simultaneously from a single set of inputs. Think of
the beef and hides produced from a single cow. Joint costs are the costs of all the inputs
that are necessary for the manufacture of all the joint products as a group. Costs
incurred for the production of an individual joint product are known as separable costs
or specific costs. Livestock purchasing and slaughtering costs are true joint costs of all
the products that a meat packer markets, but tanning costs are specific costs of the
tanned hides produced.

Firms tab joint costs for special attention because analysts can never trace them
directly to individual products. This poses difficult analytical problems both for the
economist and for the accountant. See Chapter 16.

2.5 APPLICATIONS IN MANAGEMENT ACCOUNTING

Merely describing the concepts in this short list does not indicate how management
accountants use each one, nor to what extent. In general, the remaining chapters of this
book must supply this information, but a thumbnail description here introduces concepts
in the chapters that follow. We indicate how the management accountant relies on each
measurement concept, both in measuring the costs of things that the organization has
done and in estimating the costs of things it may or will do in the future. For conve-
nience, we shall refer to the first of these as cost assignment and to the second as cost
estimation.

(@) FIXED AND VARIABLE COSTS. Management accountants use the concepts of fixed
and variable costs extensively in cost estimation. For periodic financial planning and
flexible budgeting, for example, management needs estimates of the absolute levels of
costs that will prevail at specified volumes during the next short-term operating period.
The accountant cannot prepare these estimates in the absence of information of some
sort on short-run cost behavior.

For specific decision choices, by contrast, management needs estimates of differential
or incremental costs. Despite this difference, knowledge of cost variability has value
here, too, to the extent that the available alternatives lead to different levels of activity.
The management accountant also uses estimates of cost variability in analyzing differ-
ences between actual profit performance and the profit plan.

The distinction between fixed and variable costs affects cost assignments by manufac-
turing firms that develop product costs on a variable costing or direct costing basis. We
lack statistical data on the incidence of the direct costing approach to product costing,
but the amount of attention devoted to it in practitioners’ publications indicates wide-
spread use. Direct costing is not an acceptable procedure, however, for external financial
reporting, nor for taxation, nor in most contract costing situations.
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(b) INCREMENTAL COST AND OPPORTUNITY COST. Incremental cost and opportu-
nity cost are decision concepts, reflecting comparisons between specified future courses
of action. As such, they are an indispensable part of the management accountant’s work-
ing vocabulary and form an integral part of the management accountant’s method for
cost estimation to support managerial decisions. If the manager has only two alternatives
to consider, the incremental cost of one activity compared to another will be the opportu-
nity cost. If more than two alternatives exist, then comparing any two of them generates
an incremental cost, but not necessarily an opportunity cost, because opportunity cost
measures assume a comparison with the next best alternative.

(c) SHORT-RUN MARGINAL COST. The uneasy and ambiguous relation between man-
agement accounting and economics becomes most apparent in the application of the con-
cept of short-run marginal cost. One problem is that marginal cost in its purest sense
refers to the cost increment accompanying an infinitesimal change in volume, whereas
management’s volume-determining decisions always relate to significant volume differ-
ences. If marginal cost is not constant throughout the entire range affected by the change,
then management cannot use point values of marginal cost to estimate incremental cost.

An economist would solve this problem by integrating, or adding, all the marginal
costs for the volume units affected by the decision. The management accountant would
accept this, but would first have to make sure that steps in fixed costs were included in
the marginal cost function. Economists define fixed costs as those that are fixed for all
possible levels of activity, including zero. Most macroeconomic models also postulate
nonfluctuating marginal cost curves, thereby leaving out steps in fixed costs entirely. The
management accountant encounters more complex cost functions in practice because the
conditions postulated by the economist do not exist. This leads to the recognition of
steps in fixed costs within the limits of existing capacity. Estimates of incremental cost
must include them when volume differentials are sufficient to move volume from one
segment of the range to another with a different level of fixed costs.

The presence of programmed fixed costs (defined in Section 2.3(c)(ii)) raises a simi-
lar problem. Because these were rare in the firms familiar to the early microeconomists,
they did not consider classifying programmed costs into fixed and variable categories. To
the extent that they relate to volume at all, they produce volume rather than result from
it. Because this excludes them from the marginal cost function, increments in these cost
elements will not be part of the sum of marginal costs.

The lack of tools sensitive enough to trace a marginal cost function with precision
presents another serious barrier to the direct adoption of the marginal cost concept by the
management accountant. Few attempts to find close correlations by analytical means
between marginal cost and volume have succeeded. The result of these measurement dif-
ficulties is that management accountants usually assume a constant marginal cost over
wide portions of the operating range. Partly for this reason, the marginal cost concept
does not enter into historical cost assignment systems.

(d) MARGINAL CONTRIBUTION. Marginal contribution has the same difficulties as
marginal cost. Management accountants approximate it with the contribution margin.
The inversion of the word order represents more than a trivial difference. Contribution
margin is always a total or an average, whereas marginal contribution always refers to an
incremental response to a change in volume. Nonlinearities in marginal cost and mar-
ginal revenue create disparities between marginal contribution and the average contribu-
tion margin.
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Some management accountants have tried to identify something similar to marginal
contribution by relating period-to-period changes in contribution margin to period-to-
period changes in other factors, such as advertising expenditures. Changes in economic
conditions or competitors’ actions make these comparisons difficult to interpret, but
management may find them useful.

Aside from calculations of this sort, the marginal contribution concept comes into
play only in profit estimation, in which management accountants and others attempt to
estimate the response of costs and profits to changes in various variables. Most such
cases use the contribution margin to approximate marginal contribution. Linear program-
ming decision models provide examples of this practice.

(e) LONG-RUN AVERAGE COST. Much management accounting reflects a full costing
approach. Tax and financial reporting, for example, require the management accoun-
tant to state inventories at their average full cost of production up to the time of revenue
recognition. Contract costing typically takes the same approach, and in the case of gov-
ernment contract costing in the United States, goes even further by including the aver-
age cost of nonmanufacturing administrative and supportive activities in contract cost.
Cost figures given management for use in catalog pricing likely reflect a full costing
approach.

Even though short-run decisions do not require long-run average cost data, which
some call full costs, they prove useful for discussion of the long run. Full cost data, some
argue, represent long-run average cost, and perhaps long-run marginal cost as well. If
this is true, they show (1) the average cost of keeping the product or service in the line on
a continuing basis; or (2) the costs that competing organizations will likely face if they
enter the market; or (3) the long-run incremental cost of expanding capacity and increas-
ing the volume of operations.

This chapter will not state whether decision makers should use long-run average
cost for any particular decision. Instead, we describe the economic concepts the man-
agement accountant tries to implement and indicate how closely management account-
ing practice can approximate them. In this case, three influences may keep accounting
average cost from having the long-run meanings attributed to it. First, average cost may
vary with the size of the firm (as in Exhibit 2.7), meaning that expanding or contracting
capacity would either increase or decrease average cost. Second, production takes
place under conditions leading to commaon costs, and the allocations of these costs may
not correspond to their long-run response to changes in capacity. Third, the average
costs produced by management accounting systems reflect the organization’s existing
facilities, location, and personnel. These are the cumulative result of many past deci-
sions or historical accidents. Even in the absence of any economies or diseconomies of
scale, such happenstance will not likely produce average costs identical to those for
new facilities of equal capacity. Only if none of these three influences seems particu-
larly strong can management interpret the accountant’s average cost as equivalent to
long-run average cost.

To implement the concept of long-run average cost, the management accountant has
developed a related concept. Most management accounting texts suggest that factory
overhead costing rates represent the costs necessary to run the plant at “normal volume”
rather than at full capacity or at estimated actual volume.

This approach argues that because total capacity costs vary with the size of the plant,
management will build plants that will minimize the average cost of serving customers
not in one year, but over the life of the plant. No one can expect average cost to be as low
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as it would be at full-capacity operation, because no plant can operate at that level all the
time. If anticipated volume had been equal to full capacity, management would have
built a larger plant to accommodate volume fluctuations. Similarly, the higher cost of
lower-than-normal usage does not measure what management wants cost to represent,
because if anticipated volume had been that low, management would have built a smaller
plant and average costs would have been lower.

Not all management accounting systems implement the normal volume concept. In
fact, government contractors even calculate their burden rates on the basis of the volume
actually achieved, mainly because contracts specify that basis. Systems that use normal
volume, however, do so because it likely gives management a better measure of long-run
average cost than do other volume bases.

(f) CURRENT COST. Management accounting systems in the United States seldom use
current cost. External financial statements reflect historical costs, and management
designs accounting systems to provide the data for these statements. Consequently, mac-
roeconomists attempt to adjust reported inventory and depreciation figures to allow for
differences between historical cost and current cost.

Cost figures available to management often approximate current cost, however.
Although some of the systems for producing such figures are highly informal, most of
them are standard costing systems. Standard costs revised annually, or more often, will
likely reasonably approximate current cost. If management wants greater accuracy than
this, it must go to the records of current purchases.

(g PRESENT VALUE. The concept of present value plays no role in the historical-cost
assignment side of management accounting. Whether the management accountant uses
it in preparing cost estimates likely depends on the issue. If management asks the
accountant to evaluate a capital expenditure proposal and the company uses present
value in screening such proposals, present values will enter into the calculations. But
asked to estimate the annual cost of manufacturing and marketing a new product, the
management accountant will likely not use the present value concept. Capital carrying
charges, or interest, typically do not appear in the management accounting records, and
management accounting estimates of annual operating costs are consistent with this.
They will include depreciation as an undiscounted average annual cost, with no provi-
sion for interest.

2.6 SUMMARY

Management accounting uses a number of economic concepts. More of these enter into
ex ante cost estimation than into ex post cost assignment, but they appear in both.

The relation between management accounting and economics is closer for some
branches of economics than for others. The industrial organization economist and the
macroeconomist will likely play a relatively passive role in management accounting,
with little power to prescribe what the management accountant does. Managerial econo-
mists have the greatest influence on management accounting. In cost estimation, the
management accountant and managerial economist build on the same concepts, and the
work of one leads directly into the work of the other. The microeconomist, by contrast,
deals with abstract models and therefore can adopt more stylized versions of certain con-
cepts than the management accountant or managerial economist, who must work with
real data.
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By far the most pervasive economic concepts in management accounting are incre-
mental and opportunity cost, present value, and long-run average cost. The first three of
these enter into cost estimation; the latter is behind both ex ante and ex post measure-
ments. The concepts of variable cost and fixed cost also have importance, but the man-
agement accountant will likely apply these in ways that the microeconomist would
regard as unacceptable.

One problem occurs because neither the management accountant nor anyone else has
tools sharp enough to measure the relations that the microeconomist knows exist.
Another difficulty is that the management accountant, in adopting the terminology of
microeconomics, has redefined some of the terms to reflect practical complexities.

But the main source of the difference probably lies in the differing orientation of the
two disciplines. Management accounting deals with a specific organization and centers
on the needs of that organization’s management. Microeconomics deals with abstrac-
tions relating to the behavior of prices, output, and the sizes of the firms in markets. The
management accountant must overcome measurement difficulties, even at the sacrifice
of some theoretical elegance; the microeconomist can assume these measurement diffi-
culties away. In the end, however, effective management accounting systems depend on a
substantial underpinning of economic concepts.
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3.1 NATURE OF COST

This chapter discusses the different meanings of cost and the various classifications of
costs that have proven useful to management. The financial executive, whether accoun-
tant or manager, should understand that different questions about costs require different
concepts for answers.

(@) COST VARIES WITH PURPOSE. Since at least 1923, writers have recognized that
different purposes require different cost concepts. J. M. Clark wrote:!
The general idea of cost covers a number of different meanings. . . . A great deal
of controversy [exists] as to whether certain items are properly costs at all. Most of
this controversy will disappear if we carry our study far enough to recognize that

there are different kinds of problems for which we need information about costs, and
the particular information we need differs from one problem to another.

Simon, Guetzkow, Kozmetsky, and Tyndall, in their classic research2 on the control
function, found that business uses cost data for various purposes: (1) as a score-card for
the appraisal of an operating unit; (2) to direct attention to problems; and (3) to aid in the
solution of problems.

They found that different purposes require different costs; moreover, they argued that
different management levels require the same cost data in different forms. Information
systems store and analyze data on multiple dimensions, but increased dimensionality has
higher data accumulation, processing, and storage costs. Accordingly, the manager of the
information system can make decisions about cost classifications only by balancing ben-
efits against the price paid for them.

(b) ALTERNATIVE DEFINITIONS OF COST. Cost has many meanings, differing among
accounting, economics, and engineering. We have prepared a chart showing more than
50 terms involving the word cost, each with meanings different from other terms with the
word cost. See the Cost Terminology Chart, alphabetized under “Cost” in Chapter 1’s
glossary.

A charge to a cost account under traditional accounting theory debits an asset,
whereas the expiration of a cost is an expense. For example, a purchase of raw materials
is a cost, a number on the balance sheet, but the payment of current advertising is an
expense. Think of cost with no further modification as an asset, or the amount of the sac-
rifice required to acquire the asset. Contrast with expense, an expired asset—one that has
given up its future benefits.

Davidson, Schindler, and Weil express this dichotomy:3

An expense is an expired asset. A firm acquires assets to obtain the services of
future benefits that the assets provide. All acquisitions are acquisitions of assets, that
is, of future benefits. As the services are used up, as the future benefits disappear,
assets become expenses. Expenses may thus be described as “gone assets,” that is, as
benefits or resources used up in the process of securing revenue. To decide when an

asset (or its synonym, a cost) loses its power to provide future benefits and, hence,
has become an expense is one of the most difficult problems in accounting.

1. J. Maurice Clark, Studies in the Economics of Overhead Costs (Chicago: University of Chicago Press,
1923), p. 35.

2. Herbert A. Simon, Harold Guetzkow, George Kozmetsky, and Gordon Tyndall, Centralization vs. Decen-
tralization in Organizing the Controller's Department (New York: Controllership Foundation, 1954), p. 3.

3. Sidney Davidson, James S. Schindler, and Roman L. Weil, Fundamentals of Accounting, 5th ed. (Hins-
dale, 11l.: Dryden Press, 1975).
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Thus, a traditional accounting definition of cost means the amount expended to
acquire an asset. A more general concept equates cost with any sacrifice, past or future.
It is the price paid for the selection of one alternative over another. Or, as Shillinglaw
states this broader economic/accounting definition:# “A cost represents the resources that
have been or must be sacrificed to attain a particular objective.”

The concept of cost is multifaceted. A useful approach for understanding the various
aspects of costs consists of examining alternative cost classification schemes, starting
with the usual general ledger classification of costs for a typical manufacturing concern.

3.2 COST ACCOUNT CLASSIFICATIONS

David Solomons® points out that the Industrial Revolution created a need for more
advanced methods of cost determination and control, particularly for manufacturing con-
cerns. Generally, a data accumulation system can classify costs incurred by manufactur-
ers into one of three taxonomies:

1. By object of expenditure (machinists' labor, setup labor, maintenance, etc.)
2. By program (such as cost of job No. 1, No. 2, etc.)
3. By responsibility center (machining, packing, distribution, etc.)

When accountants first established these taxonomies, direct labor and materials were
80 percent of total costs, with the remainder being overhead. The current manufacturing
and service firm likely has less than 50 percent direct labor and materials costs. Still,
these taxonomies prove useful in providing answers to a variety of questions.

(@) CLASSIFICATION BY OBJECT OF EXPENDITURE. The most primitive taxonomy
classifies costs by object of expenditure—that is, descriptive charges such as direct labor,
raw materials, manufacturing overhead, and subdivisions of these categories. External
reporting generally uses this classification by natural elements (in contrast to functional
elements, such as cost of goods sold, depreciation, general expenses). This classification
is simple to implement and often is the only taxonomy available for uniform classifica-
tion of expired costs in larger multiproduct organizations.

Classification by object of expenditure provides data in a convenient form for estab-
lishing trends, which helps with planning. The cost elements in a given set should
respond to volume changes in the same way. If payroll tax varies with output while prop-
erty tax varies with the value of equipment, then combining them in a single tax objec-
tive will confuse their relation to the amount of goods produced. Accordingly, a single
account for taxes would not be appropriate.

(b) COST OBJECTIVE VERSUS COST OBJECT. In some applications, cost accountants
define a cost object as any alternative, activity, or part of an organization for which man-
agement wants a separate cost measurement or aggregation. Thus, the “classification of
cost by costing objective” differs from the “classification of cost objects of expenditure.”
Managers classify costs by different objects, depending on the problem they want to
solve. They need the cost of an activity, such as filling an order, for pricing. They need

4. Gordon Shillinglaw, Cost Accounting: Analysis and Control, 3rd ed. (Homewood, Ill.: Richard D. Irwin,
1972), p. 11.

5. David Solomons, “The Historical Development of Costing,” in Studies in Cost Analysis, 2nd ed., David
Solomons, ed. (Homewood, Ill.: Richard D. Irwin, 1968).
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the cost of holding inventories for ascertaining the economic lot size of those inventories.
Classification of costs by object disaggregates costs into small building blocks that a
manager can later reassemble in various ways. It is an approach for constructing a data
base according to the specific needs of management. Aggregating and storing costs by
cost object differs from the simple classification of costs by object of expenditure. See
Chapter 6, which discusses activity based costing, for examples of the classification of
costs by cost object.

(c) CLASSIFICATION BY PROGRAM. Cost classification by program, or project, plays a
role in planning. A builder of custom homes, for example, accumulates costs for each
job, aggregating costs by stages of construction from initial excavation to final painting.
These figures assist the builder in planning future construction activities. They help sig-
nal cost overruns and builders use them for short-run pricing.

Job costs also show what work is in process at any time; thus, they enable the accoun-
tant to prepare financial reports without physical inventories. They simplify reporting
income and financial position.

(d) CLASSIFICATION BY RESPONSIBILITY CENTER. Classification by responsibility
center aids in internal control.

Managers control direct labor and raw material at the departmental level as work pro-
ceeds through a factory, but control indirect charges at a higher level. Managers imple-
ment control through departmental cost reports. These are attention-getting devices that
signal the need for immediate corrective action, and they provide the facts for long-term
decisions such as changes in methods and equipment.

(e) MASTER CODING SYSTEM. A master coding system facilitates the cross-classification
of costs by object, project, and department. Modern account codes for use with data pro-
cessing facilities generally are numbering plans with sections of digits reserved for object,
project, and department.

The diagram in Exhibit 3.1 provides an example of a master coding system for Con-
struction Corporation, which uses a 15-digit identification code for its costs comprising
four elements: general ledger, cost center, project, and detail expense. The system
assigns the 15 digits as follows:

The general ledger code, by expenditure objective, comes from the corporate level. All
reports submitted for consolidation by the centralized information system use codes from

000 _ 000 0000 00000

Detail

expense

Project

Cost

center

General

ledger

ExHIBIT 3.1 MASTER CODING SYSTEM
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the standard chart of general ledger accounts. At an intermediate management level, the
coding shows programs and services. At the operating level, the project code and the
detail expense codes result from needs of lower levels of management. Detailed data pro-
cessing is available for construction reporting, including estimating, progress reporting,
payroll, equipment programs, and accounting. The last five digits provide further detail
of expense accounts included in the general ledger code according to the dictates of the
particular division. For example, one such list analyzes costs by specific kinds of materi-
als, labor, and other costs, such as resins, hose assemblies, and so on. A list, prepared by
another division, shows costs classified by excavation, labor, framing lumber, and so on,
to meet the perceived needs of the managers in that division.

(f) PROCESS AND SERVICE INDUSTRIES. The foregoing classification illustrated the
chart of accounts for a job-order firm, one manufacturing a heterogeneous mix of prod-
ucts, such as a construction company or a print shop. A similar threefold classification
by object of expenditure, by project, and by responsibility center also applies to process
firms such as oil refiners or fruit canners.

Process firms, characterized by long runs and repetitive production, can use to good
effect the departmental performance indicators. The reports identify costs with aggregate
output for a specific period, such as a week or month. Management focuses on average
costs for control and pricing. The cost system might charge manufacturing supplies to
overhead in a job shop, but directly to the product in a process plant.

The same costing techniques apply in a wide variety of nonmanufacturing situations,
such as department stores, banks, and hotels where accountants classify costs by expen-
diture objective, project, and responsibility.

3.3 SUBDIVISION OF COST CLASSIFICATION BY OBJECT
OF EXPENDITURES

Manufacturing classified by object of expenditure fall into the three categories: (1) direct
materials, (2) direct labor, and (3) manufacturing overhead.

Direct materials are those materials, parts, and subassemblies whose cost conve-
niently can be identified with a particular job or process. Minor items are treated as
indirect materials—manufacturing overhead. The distinction between direct and indi-
rect materials is pragmatic, based on whether the savings can justify the expense of
controlling the expenditure by job. Classify materials as direct because of their impor-
tance rather than physical inclusion in the end product. For instance, a catalyst used to
effect the chemical reaction between caustic soda and animal fat in the making of
soap is a direct cost, although the catalyst does not remain in the final bar of soap. By
contrast, the system might reasonably charge the cost of nails used in building one of
several houses to overhead rather than to the job. Classify materials as direct when
their cost warrants identification with a job, or process, for managerial control and
planning.

The cost of materials includes all charges necessary to acquire and prepare them for
use, such as freight, taxes, and other acquisition charges. Theory suggests that firms
should include carrying costs, such as storage and insurance, when the firm ages its
inventories or normally keeps them on hand for a time before putting them into produc-
tion. When such incidental charges are small, most systems classify them as overhead.
Cost means spot cash price. Interest charged is a financial expense, not part of the cost of
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materials. Cash discounts represent a reduction in the invoice price, whether the firm
takes them or not. Discounts lost represent a nonmanufacturing expense.®

Charge the job’s cost with cost of scrap and defective materials unless they result
from an abnormal cause, such as a power outage, in which case these costs are a loss of
the period. Credit proceeds from scrap against the job, although when identifying recov-
ery by job is difficult, deduct these proceeds from overhead.

Direct labor identifies costs of workers whose time readily associates with specific
jobs: The pay of a cutter in a garment factory constitutes direct labor; the salary of a
sweeper is indirect labor. Direct labor costs include supplementary payments such as
payroll taxes, pension payments, and other fringe benefits of the workers whose wages
are direct labor.

The outlay for overtime premium pay is overhead unless it results from a specific job.
When a job worked on during overtime hours did not uniquely cause extra work, the
overtime premium is attributable to all jobs, because aggregate demand caused the extra
cost. Charging the overtime premium to manufacturing overhead isolates the cost for
managerial attention.

Time spent on correcting defective production should be singled out as rework, often
a critical cost. Charge the cost of rework to the job if product related, and to manufactur-
ing overhead if process related.

Separate setup cost from other labor charges. The cost of a setup remains the same
regardless of the size of a production run, and including it as direct labor would destroy
the proportionality between direct labor and the number of units produced, a useful rela-
tion for cost analysis. Charge setup labor to jobs with a coding that permits segregation
for cost analysis. The modern manufacturing firm will usually find that setup activities
constitute a useful cost object.

Manufacturing overhead comprises all manufacturing costs other than direct materi-
als and direct labor. Manufacturing overhead costs include items such as depreciation of
factory buildings, property taxes, and machinery repairs that are not readily identifiable
with any one contract or product. They are costs incurred jointly for all jobs during the
fiscal period. Manufacturing overhead is also known as burden, on-cost, and, impre-
cisely, manufacturing expense. As indirect costs—such as those for setup or quality con-
trol become more pervasive, the term indirect costs becomes more prevalent than
manufacturing overhead for all indirect costs.

(@) DISTINCTION BETWEEN COST AND EXPENSE. Manufacturing costs differ from
selling and administrative expenses for financial reporting. Manufacturing overhead is a
product cost (an asset, until the firm sells the manufactured item). Selling and adminis-
trative overheads are expenses (current period deductions from revenues).
Manufacturing costs are product costs, or assets, because the goods produced require
the benefits the costs provide. Thus, the charge for depreciation of factory machinery
constitutes an increase in an asset (work-in-process inventories). Contrast this with sell-
ing and administrative overhead expenses, deductible from revenues when incurred.
Depreciation of a factory building is a product cost; however, depreciation of a corpo-
rate office building generally is treated as an expense; although, arguably, production

6. Not taking discounts such as 2/10, net 30 (take off 2 percent if paid within 10 days; otherwise pay in
30 days) is an expensive way to borrow. Chapter 23 of this Handbook, which discusses compound in-
terest, shows that not taking such a discount is equivalent to borrowing at an annual equivalent rate of
about 45 percent.
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would not be possible without corporate resources. This dichotomy between manufactur-
ing cost and nonmanufacturing expense, though simple in concept, entails problems in
application. For instance, the salary of a divisional controller who is responsible for the
plant is part of manufacturing overhead and, hence, product cost. The cost of the same
type of financial executive who works at corporate headquarters is also a product cost.
Estimating and design costs incurred in bidding a job clearly are manufacturing costs.
The accounting system holds these cost in suspense until the firm learns whether it won
the job. If it loses, the costs become expense. Theory suggests treating promotional
expenditures incident to the securing of a specific contract the same way.

Some of the language of accounting confuses cost and expense, and imprecise usage
is widespread. “Cost of goods sold,” for example, is an operating expense title in the
income statement. The cost designates the expired cost of products sold. Also, in prac-
tice, the word cost sometimes attaches loosely to an expense item. Managers refer to the
“cost of advertising,” an expense of the current period. The common language reflects
the logic that advertising costs are conceptually assets, providing future benefits. Gener-
ally accepted accounting principles (GAAP) treat such cost incurrences as expenses,
with no future benefit.

(b) INTEREST AS A MANUFACTURING COST. Should manufacturing costs include inter-
est? Not all agree.

Those who argue in favor of inclusion point out that capital is as important as labor
for production so production costs should include both the cost of capital and the cost
of labor. They also maintain that aging may be an essential part of manufacturing, as in
the production of fine wines. When included, it logically should be a weighted average
of the cost of debt and equity funds, not just the cost of borrowed funds, so the mea-
surement of capital costs presents issues that make recognition unattractive to some.
Reports for internal reporting and decision making, however, should include capital
cost estimates.

Those who oppose inclusion note that GAAP have customarily distinguished finan-
cial expenses from manufacturing costs. They further point out the difficulty of measur-
ing imputed interest with precision.

Firms generally do not capitalize interest except when aging is significant. Regardless
of the disposition of interest for financial reporting, it should be included as a cost for
economic analyses such as inventory planning and make-or-buy decisions.

(c) EXTENSIONS OF THE OBJECT CLASSIFICATION. The classification of costs into
the threefold categories of materials, labor, and overhead can expand to suit circum-
stances. For example, a category buyouts or outsourcing accumulates data on purchases
of services from subcontractors. Cost Accounting Standards Board standards for govern-
ment contractors sometimes require separate classifications, such as one for test equip-
ment without salvage value.”

Materials, labor, and overhead combine in various ways. The sum of direct labor and
manufacturing overhead, called conversion cost, aids process costing because conversion
cost generally varies with the number of units finished during a period, whereas material
cost varies with the number of units started. The sum of materials and labor is called

7. Cost Accounting Standards Board, “Standards, Rules and Regulations as of June 30, 1975” (Washington,
D.C.: U.S. Government Printing Office, 1975).
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prime cost. Prime cost is charged directly to jobs, whereas manufacturing cost systems
allocate overhead indirectly on the basis of some index of activity. Prime cost plus an
appropriate markup covering other expenses and profits provide data frequently used for
short-term pricing decisions.

Although the classification of costs by object of expenditure is simple and applies in a
wide variety of industries, other classifications often prove more useful for cost control
and managerial planning. Modern costing systems generally classify costs at the outset
according to the way in which they vary with changes in output.

3.4 COST-VOLUME CLASSIFICATION

Costs are classified according to how they change with output for a variety of planning
decisions, including the setting of prices and negotiation of budgets.

Fixed costs remain the same in total dollar amount for various levels of output. Typi-
cal fixed costs are property taxes, superintendence, and depreciation. Variable costs
increase in total dollar amount as output increases. Examples include the costs of materi-
als and power. The distinction between fixed and variable depends on the time window.
Given long enough time periods, all costs become variable. Most cost analysis requires a
time horizon long enough for firms to carry out current plans with respect to long-term
assets.

Chapter 2 of this Handbook (Economic Concepts of Costs in Managerial Account-
ing) explores the relation between economic notions and accounting notions of the
fixed-variable dichotomy.

(@ SUBDIVISION OF FIXED COSTS. Subdivide fixed costs further for planning and
decision making. Committed costs are fixed costs that result from decisions of prior
periods. They are the costs of basic operating capacity that continue at zero output.
Examples include depreciation, insurance, property taxes, and the salaries of general
managers. Discretionary costs are fixed costs that result from decisions in the current
period. Examples include promotional expenditures, legal expenses, and research and
development. The firm can eliminate discretionary costs during temporary plant clos-
ings, caused, say, by a strike, but not committed costs. Discretionary costs sometimes
vary with volume, simply because management budgets them that way. They do not per-
force increase with output.

The committed/discretionary dichotomy aids managerial control because manage-
ment sets discretionary costs annually, but sets committed costs when it approves a
project. The distinction is also pertinent for output reduction decisions. Management can
use the data to decide, in the face of reduced demand, whether to retain skilled workers
or to dismiss them and retrain new ones when demand resumes.

(b) ALTERNATIVE TERMINOLOGY. Programmed costs are those planned costs that the
firm will incur for some particular period as a result of a management policy decision, so
they are a type of discretionary costs. Standby costs are synonymous with committed
costs; an example of these costs is the compensation for key supervisory personnel
whom management would retain when it shuts down a plant.

The costs of providing capacity also are known as capacity costs, that is, costs that do
not increase with volume. These are fixed costs planned at a specific amount for a
period, sometimes called period costs.
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(c) NATURE OF FIXED COSTS. What makes a cost fixed? This depends on organization
policy and the time span being considered. Most costs are not inherently fixed or vari-
able in nature. If management cuts the work force because of a drop in demand, labor
cost is variable; otherwise it is fixed.

However, the argument that costs acquire the characteristics of being fixed or variable
through operating decisions by management differs from the contention that costs
become fixed or variable depending on management's choice of accounting method. The
managerial significance of a cost does not change with the reporting of it. Some accoun-
tants would say, mistakenly in our view, that depreciation calculated by the straight-line
method is fixed, but when calculated by the unit-of-production method is variable. Man-
agement does control how reported depreciation varies with volume, but the economic
cost results from expiration of an asset's utility. As Keynes has noted,® one component of
economic depreciation relates to physical wear and tear, and is a variable cost. A second
component results from obsolescence and inadequacy, and is a fixed cost, unrelated to
the use of the asset. Economic depreciation, the periodic change in some measure of
value of the asset, differs from accounting depreciation, an allocation of original cost.

(d) MEASURING THE COST-VOLUME RELATION. Accountants use at least four meth-
ods, summarized by the following, for measuring the functional relation between costs
and output.

1. Under the engineering introspection approach, the cost analyst decides how costs
should increase with workload by examining time and motion studies or general-
ized productivity data, or both. An engineering estimate of fixed and variable
costs emerges.

2. Using the high-low approximation, the analyst plots a representative number of
weekly or monthly costs against output, then sketches a line through the high and
low points.

3. The visual scatter plot resembles the high-low approximation, except the analyst
fits the line by sight to an average of the points.

4. Regression analysis is a mathematical method for fitting a line to the data so as to
minimize the squared differences of the points from the line of best fit. The func-
tion may be linear or nonlinear and can have several independent variables. (See
Chapter 12 which discusses cost estimation.)

3.5 RESPONSIBILITY ACCOUNTING AND CONTROLLABLE COSTS

Reports for division managers have best use when they set out the costs that these man-
agers can control. Departmental statements in the past often included both controllable
and uncontrollable expenses without separation. A busy manager then had to sort out
controllable variances from a confused list, which included some outside the manager's
sphere of influence. For example, managers who had no voice in the acquisition of
machines have often viewed the related depreciation charges in their budgets as unfair.

8. John Maynard Keynes, The General Theory of Employment Interest and Money (New York: Harcourt,
Brace and Company, 1935), pp. 53-55.
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(@ RESPONSIBILITY ACCOUNTING. Responsibility accounting focuses a manager's
attention on costs that the manager can control. Practice differs among accountants in the
reporting of uncontrollable costs. Some omit them entirely from reports to lower-echelon
executives, which reduces confusion about uncontrollable variances. Others include
them in a separate section to show an executive that the enterprise incurs costs beyond
those directly controllable.

(b) CONTROLLABLE AND UNCONTROLLABLE COSTS. The success of responsibility
accounting depends on the ability of a company to identify correctly which costs each
level of management can control. Fundamentally, a manager controls a cost when the
manager exerts spending authority over it. That is, controllable costs are those that the
manager can curtail. The manager of a machining department controls indirect labor and
manufacturing supplies used in that department. Such a manager does not control his or
her own salary or the salary of higher-level managers. These salaries, allocated as a
charge against departments under traditional methods, are separate from them under
responsibility accounting.

Locus of control is relatively clear for some costs. Control of some costs resides with
several managers. The control of maintenance costs depends both on the ability of a pro-
duction manager to prevent abuse of equipment and on the proficiency of a maintenance
manager to supervise repairs.

Service organizations also have jointly controllable costs. Branch managers of a bank
might have little to say about the hiring of their employees; nonetheless, they control
scheduling and assignment of work. Accordingly, a responsibility cost system might rea-
sonably include the expense for branch salaries as controllable on branch statements.
Cost classification is a practical art.

Cost controllability has a time dimension. Costs resulting from decisions of prior
periods are not controllable in the short run by anyone. The control over a fixed-asset
acquisition, for example, occurs when management approves its purchase. The subse-
quent depreciation expense is not controllable.

All costs are controllable by someone, at least to some extent, at some time. Occa-
sionally, several executives jointly manage costs and the responsibility system reports to
each of them. As a general management rule, not an accounting rule, one person should
have responsibility for each expenditure. The existence of jointly managed costs may
signal to management the need for a restructuring of its organization. The installation of
responsibility accounting system frequently forces management to define its lines of
authority more sharply.

(c) CONTROLLABLE, VARIABLE, AND DIRECT COSTS. Not all controllable costs are
variable. Some fixed costs, such as the cost of lighting during a production shift, are also
controllable. A watchful manager may generate cost savings even though costs do not
directly relate to output.

Conversely, variable costs are not necessarily controllable costs. A cost is controllable
by one who monitors it. A cost is variable when it is a function of output. The two are not
the same. For example, a brewery found that the cost of cans varied with beer packaged;
but with little wastage of cans, the cost of containers was not controllable by the manager
of the container department. The cost of the cans varied mostly with the price of alumi-
num rather than with production.

Also, direct costs may not be controllable. Responsibility statements include control-
lable costs and exclude (or show separately) direct costs that are not controllable. “Direct
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costs” are generally costs incurred in a department, as opposed to indirect costs, or over-
head, which accounting systems allocate to departments. (The term direct costs is also a
synonym for prime costs, with context suggesting the meaning.) The direct costs of a
machining department include the salary of the manager and depreciation of machinery,
as opposed to joint departmental costs, such as building occupancy and corporate over-
heads. Depreciation of machinery is a direct cost but not controllable. Likewise, the
manager's salary is direct but not controllable, because a higher authority approves it.
Direct costs need not be controllable at the departmental level. Conventional accounting
reports mingle controllable and uncontrollable direct costs, but responsibility accounting
separates them.

3.6 COSTS FOR DECISION MAKING

Costs for decision making differ from those for managerial control. Costs for decisions
are expected sacrifices that will result from specific actions. Costs for control are past
expenditures from general operations.

The essence of decision making is the sorting out of options and the attaching of
payoffs to them. The decision maker takes action based on an evaluation of the payoffs.
The information specialist measures the expected costs and benefits that determine the
payoffs.

(@ INCREMENTAL VERSUS SUNK COST. Costs relevant for decision making are those
that change as a consequence of selecting one option as opposed to another. When a
manufacturer with unused capacity in the short run decides whether to make or buy a
component, the pertinent costs relate to the additional materials, labor, and direct super-
vision required to fabricate the component. The costs for rent, taxes, and insurance,
which continue whether the company manufactures the component or not, have no rele-
vance. The difference in total cost from selecting one option over another is called incre-
mental cost, or differential cost.

Marginal cost is the increase in total cost for one additional unit of output, a special
kind of incremental cost. It is the rate of incremental cost per unit of output at any given
level of activity. Marginal cost is used for expansion and pricing decisions. Generally, a
firm expands until marginal cost equals marginal revenue. That is, a firm expands so
long as the increase in cost is less than the increase in revenue.

A sunk cost is one that a particular decision will not affect. It will never be an incre-
mental cost. Amounts that have already been spent on research and development are
sunk costs for a firm deciding whether to go ahead with a product’s manufacture and
marketing. The expenditures of prior years are sunk costs. They do not change with the
decision to produce, and thus have no relevance for that decision. When the firm decides
whether to undertake a project requiring R & D, but has not yet done it, the cost of con-
templated R & D is an incremental cost with respect to the go/no go decision of whether
to undertake a project.

Fixed costs need not be sunk costs. The firm can change future salaries of supervisors,
though fixed over a broad range of output at current levels. Hence, these fixed costs are
not sunk costs for capital budgeting. Also, sunk costs need not be fixed costs. For exam-
ple, when a company decides whether to lease or buy a plant, the variable cost of power
will not likely be affected; hence it lacks relevance and may be termed a sunk cost for
this decision.
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In the context of an abandonment decision, an avoidable cost is one that the firm will
not incur when it discontinues part of the activities of an organization. Firms cannot
avoid sunk costs. Avoidable costs from elimination of activities may be less than the
incremental costs from their addition because of union agreements and other contractual
obligations that preclude the reduction of some costs, at least in the short run.

(b) OPPORTUNITY VERSUS MONETARY COST. Opportunity cost is the net benefit that
the firm would have received from an asset had it put the asset to its next best use. The
concept of opportunity cost is implicit in any comparison of alternatives. The merit of
any course of action is its relative merit, the difference between one action and another.
Chapter 2 (Economic Concepts of Costs in Managerial Accounting) explores opportu-
nity cost in more depth.

Opportunity cost becomes pertinent when the firm already owns some of the
resources required for a proposed project. For example, when management decides to
replace machinery with a book value of $60,000 and a resale value of $100,000, it should
treat the resale value as the cost of using the machine. Although the firm receives no cash
from selling the machinery, the cash foregone from resale (net of tax effects) is a
cost—an opportunity cost.

3.7 SUMMARY

This chapter has summarized several different meanings of cost and the various cost
classifications that have proven useful to management. Cost analysts have developed a
number of different cost constructs to guide them in the classification of costs for a vari-
ety of managerial applications. Different purposes require different cost constructs.
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4.1 INTRODUCTION

Generally accepted accounting principles (GAAP) permit alternative treatments for cer-
tain accounting events. The treatment a company chooses affects the financial statements
that the company issues. This chapter shows how alternative accounting treatments of
identical events can lead to reported income figures that are surprisingly different from
each other.

4.2 THE SCENARIO?

On January 1, two companies start in business. The two companies engage in identical
activities but account for them differently. Conservative Company chooses the account-
ing alternatives that will minimize its reported income while High Flyer Company
chooses the alternatives that will maximize its reported income. Both companies choose,
where permitted, accounting methods that will minimize income taxes. The following
events occur during the year.

1. The idea for the chapter’s title and scenario comes from an article by Leonard Spacek, “Business Success
Requires an Understanding of Unsolved Problems of Accounting and Financial Reporting,” Arthur
Andersen Pamphlet (September 25, 1959), pp. 19-28. Since the time Spacek prepared his illustration,
generally accepted accounting principles have changed, but several of the alternatives we illustrate he il-
lustrated, too.

187
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e Both companies issue common stock to raise funds necessary to commence a
merchandising business.

« Both companies purchase $6,000,000 of equipment that they assume will have
zero salvage value and useful life of 8 years.

« Both companies make the following purchases of merchandise inventory:

Date Units Purchased Unit Price Cost of Purchase
January 1................ 85,000 @ $60 = $ 5,100,000
Mayl................... 95,000 @ %$63 = 5,985,000
September1............. 100,000 @ $68 = 6,800,000
Total ................. 280,000 $17,885,000

» During the year, both companies sell 210,000 units at an average price of $100
each so that each realizes sales revenues of $21,000,000.

¢ During the year, both companies have selling, general, and administrative expenses,
excluding officers’ salaries, of $3,350,000.

¢ At the end of the year, both companies award officers options to purchase shares
of common stock, as bonuses for jobs well done. These supplement the $350,000
paid to them during the year in salaries. Comparable options have market value
of $150,000.

4.3 ACCOUNTING ALTERNATIVES

At the end of the year, both companies prepare financial statements. Both must decide
how to report the various events that occurred during the year. The companies made the
following decisions, all generally acceptable.

(@ INVENTORY COST FLOW ASSUMPTION. During the year, both companies pur-
chased more goods than they sold. Each company must make an assumption about the cost
of goods sold it will show on the income statement and, simultaneously, about the cost of
ending inventory it will show on the balance sheet. Conservative Company makes a last-
in, first-out (LIFO) cost flow assumption, while High Flyer Company makes a first-in,
first-out (FIFO) assumption.

Because the beginning inventory is zero, the cost of goods available for sale by each
company equals the purchases of $17,885,000 during the year. Both companies have
70,000 units in ending inventory. Conservative Company, using LIFO, reports a cost of
goods sold of $13,685,000 (= $17,885,000 — 70,000 x $60) while High Flyer Company
reports a cost of goods sold of $13,125,000 (= $17,885,000 — 70,000 x $68).

Income tax regulations require a company to use LIFO in its financial statements if it
uses LIFO for its tax return. High Flyer wants to report high income, so does not use
LIFO in its financial statements and, therefore, forgoes the savings in taxes from using
LIFO on its tax returns.

(b) DEPRECIATION. Conservative Company depreciates its equipment using the double-
declining-balance method on its financial statements while High Flyer Company uses the
straight-line method. Conservative Company takes a full year of depreciation in the year
it acquires equipment, while High Flyer Company uses a half-year convention under
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which it takes only one-half year of depreciation in the first year. (The modified acceler-
ated cost recovery system, MACRS, used by both companies for income tax reporting,
effectively requires that both take one-half year of depreciation on their tax returns.) Con-
servative Company therefore reports depreciation expense of $1,500,000 (= 2 x 1/8 x
$6,000,000), while High Flyer Company reports depreciation expense of $375,000 (= 1/8
x $6,000,000 x 1/2).

(c) OFFICERS’ BONUSES. Conservative Company reports expense of $150,000 for the
stock options awarded to officers, while High Flyer Company reports no expense for its
officers’ stock options. Generally accepted accounting principles recommend, but do not
require, that the firm show the fair market value of qualified stock options granted to
employees as an expense.2 If the officers later exercise the options, both companies will
record the cash received (i.e., the options’ exercise price times the number of shares
issued) as paid-in capital, but High Flyer will never record compensation expense for the
options. The IRS allows no deduction on the firm’s tax return when the employee earns
the options, but allows a compensation expense tax deduction when the employees exer-
cise the options. The deductible amount is the difference between the exercise price of
the options and the market value of the shares issued.

4.4 PUBLISHED INCOME STATEMENTS AND INCOME TAX
CALCULATION

We assume a combined federal and state income tax rate of 40 percent. Both companies
show deductions for MACRS depreciation of equipment on the income tax return differ-
ent from the depreciation expense reported to shareholders. Conservative Company also
shows an expense for stock option compensation that does not appear on its tax return.
Both are temporary differences. In other words, in subsequent years, the companies may
report on their tax returns amounts different in opposite directions from the amounts they
report to shareholders. Consequently, each company reports deferred income taxes on its
income statement and deferred tax assets or liabilities on its balance sheet.

High Flyer Company reports smaller depreciation on the income statement than the
amount of depreciation claimed on the tax return and will have deferred tax credits on its
balance sheet. (Most published annual reports reflect this situation for depreciation.)
Conservative Company reports larger depreciation and larger compensation expense on
the income statement than the amounts it claims on the tax return and will have deferred
tax assets on its balance sheet. (This phenomenon arises for Conservative’s depreciation
because the company depreciates only one item of equipment and because the first-year
conventions for tax reporting and financial reporting differ.) The following equation
holds for both companies (dollar amounts are in thousands):

Income Income Deferred Deferred
Tax = Tax + Tax — Tax
Expense Payable Credits Debits

Conservative Company:
$786 = $966 + $0 — $180

2. SFAS No. 123: Accounting for Stock-Based Compensation has been the most-debated issue ever on the
FASB's agenda.
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High Flyer Company:
$1,520 = $1,190 + $330 — $0

Deferred tax credits either increase a deferred tax liability or decrease a deferred tax
asset, and the reverse is true of deferred tax debits. In this case, Conservative Company
shows a deferred tax asset of $180,000, and High Flyer Company shows a deferred tax
liability of $330,000.

The income statements for both companies appear in Exhibit 4.1. As a result of its
conservative treatment of accounting alternatives, Conservative Company reports net

FOR THE YEAR ENDING DECEMBER 31
(AMOUNTS IN THOUSANDS EXCEPT PER SHARE AMOUNTS)

Conservative Company High Flyer Company
Financial Tax Financial Tax
Statement Return Statement Return
SalesRevenues . ..., $21,000 $21,000 $21,000  $21,000
Expenses
Costof Goods Sold . . .................. $13,685 $13,685 $13,125 $13,125
Depreciation on Equipment.............. 1,500 1,2002 375 1,2002
Officers' Compensation:
Salaries . ... 350 350 350 350
Stock Options . ..................... 150 0 0 0
Other Selling, General and Administrative
EXpenses ... 3,350 3,350 3,350 3,350
Expenses Before Income Taxes ............. $19,035 $18,585 $17,200  $18,025
Income Before Taxes . ......cooveveennnnn. $ 1,965 $ 2,415 $3800 $ 2975
Income Tax Expenseb. .. ...t 786 1,520
Netlncome............c i ... $ 1,179 $ 2,280
Earnings Per Share in Dollars
(500,000 Shares Outstanding) .............. $ 236 $ 456
aAmounts based on MACRS, 5-year class;
20 percent of cost is deducted in the first year:
.20'x $6,000 = $1,200.
bComputation of Income Tax Expense:
Income Before Taxes. . ..................... $ 1,965 $ 2,415 $ 3,800 $ 2,975
Income Tax Expense on Current Income
(at40percent) ... $ 786 $ 1,520
Income Tax Currently Payable . ............... $ 966 $ 1,190
Income Taxes Deferred by the Timing
Difference from Depreciation:
Dr. = .40 x ($1,200 — $1,500) ........... $ (120)
Cr.=.40% ($1,200~$375) ... ovvvnnn.. $ 330
Income Taxes Deferred by the Timing
Difference from Stock Options:
Dr.=.40% ($0-$150) . ........c.oo.... $ (60

EXHIBIT 4.1 ACCOUNTING MAGIC COMPARATIVE INCOME STATEMENTS
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income and earnings per share about half of High Flyer Company’s. Both companies
used generally accepted accounting principles and each would receive a clean opinion
from its auditor.

4.5 COMPARISON OF CASH FLOWS

Until the two companies paid their income taxes, they were alike in all economically sig-
nificant respects. Because High Flyer Company wished to report higher net income, it
paid $224,000 (= $1,190,000 — $966,000) more in income taxes than did Conservative
Company. Thus, after tax payments, Conservative Company, in a real sense, is wealthier
than is High Flyer. Conservative Company ends the year with $224,000 more cash (or
other net assets), than does High Flyer.

You might find it instructive to construct statements of cash flows for each of the two
companies. You will find that Conservative Company generates $224,000 (= tax savings)
more cash from operations than does High Flyer.

4.6 MANAGING REPORTED EARNINGS

The simple illustration for Conservative Company and High Flyer Company does not
exhaust the set of choices available to a firm to manage its earnings. Managing earnings
refers to a process of taking deliberate steps within the constraints of generally accepted
accounting principles to bring about a desired level of reported earnings. This section
describes some of the techniques for managing earnings and offers arguments for and
against an earnings-management policy.
Techniques for managing earnings divide into three categories:

¢ Selection of accounting principles

« Application of accounting principles

¢ Timing of asset acquisitions and dispositions

Next, we give some examples of actions in each of these categories.

(@) SELECTION OF ACCOUNTING PRINCIPLES

¢ Revenue recognition: percentage of completion, completed contract, time of sale,
installment

¢ Inventory cost-flow assumption: FIFO, LIFO, weighted average

« Depreciation method: straight-line, declining-balance, sum-of-the-years’-digits
e Leases: operating, capital

e Corporate acquisitions: purchase, pooling of interests

« Mineral resource activities: successful-efforts costing, full costing

(b) APPLICATION OF ACCOUNTING PRINCIPLES

« Estimates of degree of completion of contracts on which the percentage-of-com-
pletion method is used

« Estimates of service lives and salvage values of depreciable assets
» Estimates of uncollectible rate on accounts receivable

« Estimate of cost of warranty plans

e Treatment of indirect costs as product costs versus period expenses
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¢ Classification of common stock investments as trading securities or as available-
for-sale securities

« Selection of actuarial cost basis for pension plan
¢ Selection of interest rates for capitalized leases and for pension accounting

(c) TIMING OF ASSET ACQUISITIONS AND DISPOSITIONS

¢ Timing of discretionary expenditures for research and development, advertising,
and maintenance costs, which become expenses in the period when the firm
incurs costs.

¢ Timing of the sale of property, plant, and equipment or of investments to acceler-
ate or delay the recognition of a gain or loss.

¢ Accelerating or delaying shipments of merchandise to customers at the end of a
period.

These lists, although not exhaustive, indicate the variety of avenues available to man-
agement to manage earnings.

4.7 ARGUMENTS ABOUT MANAGING EARNINGS

Whether accounting magic matters to the reader of financial statements depends on the
answers to two questions. First, do managers select accounting techniques strategically?
Second, do managers or their firms gain anything by making strategic choices? Argu-
ments on both sides of these questions, particularly the latter, vary, both as to their under-
lying logic and to the evidence cited to support the position. We present the arguments
here in as unbiased a manner as possible so that readers can decide for themselves.

(@ STRATEGIC CHOICES. Even if managers could make all accounting decisions with
the sole objective of reporting economic reality faithfully, they would face complex
choices. Managers face conflicting goals and objectives when they make financial
reporting decisions. For example, in choosing between LIFO and FIFO, a manager must
decide what aspect of economic reality matters most. Nearly all firms manage their
inventories internally using FIFO, and FIFO typically creates a more realistic balance
sheet because the FIFO ending inventory amount reflects current costs. On one hand,
managers cannot manipulate FIFO income with end-of-year purchases as they can
LIFO, which may reassure investors. On the other hand, LIFO creates a more realistic
income statement, because the LIFO cost of goods sold number reflects current costs.
LIFO gives a tax savings? to firms facing increasing input prices, as our example illus-
trates, which leaves investors with more wealth. Last but not at all least, LIFO results in
lower net income when used by firms with increasing inventory costs, as our example
illustrates.

The LIFO/FIFO decision is the only accounting choice that affects both the firm’s
current tax bill and reported earnings. Many anecdotes and some academic studies, how-
ever, support the argument that managers make accounting decisions with the intent or
hope of reporting higher earnings. Aside from changes to LIFO, most firms’ voluntary
(i.e., not mandated by changes in GAAP) changes of accounting procedure result in

3. More precisely, LIFO defers income taxes, sometimes for long periods of time. Because taxes paid later
have smaller economic cost that taxes paid sooner, LIFO does save taxes measured in present value of cash
flows.
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higher earnings. Firms that make these changes have lower sales and earnings growth
than other firms, on average, prior to making a change. When a change in GAAP man-
dates an accounting change, firms whose earnings increase most as a result of the new
GAAP are most likely to adopt the new method before the rules require them to do
so.4Although this evidence does not prove that managers make accounting choices for
strategic reasons, it suggests such a conclusion.

(b) CAPITAL MARKET EFFICIENCY. One widely accepted view holds that earnings
management is futile because capital markets are efficient. When market prices adjust
quickly, fully, and in an unbiased manner to publicly available information, one cannot
construct trading strategies based on observable data that consistently make money, and
earnings management merely wastes valuable managerial time. Early theoretical and
empirical studies provided support for the efficiency of capital markets.5> For example,
several studies examined the effects of changes in accounting methods on stock prices,
and found that changes in accounting methods with no real or economic effects (i.e.,
those that do not affect cash flows) appear to have little effect on stock prices.6 Using
information from the financial statements and notes, investors can distinguish changes
with real effects from those without, and react accordingly.

Proponents of the contrary view, namely that capital markets are not fully efficient,
acknowledge this work but counter with two observations. First, the empirical work on
market efficiency looks at average results for large numbers of firms. Because stock
returns vary around these averages, in many cases the market has not priced securities
efficiently for particular firms at particular times. Proponents of nonefficiency point to
examples where the market prices of particular firms’ shares decreased dramatically
after analyses of the firms’ (previously disclosed) accounting procedures appeared in the
financial press.” Proponents of efficient capital markets counter that examples selected

4.  See Morton Pincus and Charles Wasley, “The Incidence of Accounting Changes and Characteristics of
Firms Making Accounting Changes,” Accounting Horizons (June 1994): 1-24, and the references listed
therein.

5. See Eugene F. Fama, “Efficient Capital Markets: A Review of Theory and Empirical Work,” Journal of
Finance (May 1970): 383-417; Nicholas J. Gonedes and Nicholas Dopuch, “Capital Market Equilibrium,
Information-Production and Selecting Accounting Techniques: Theoretical Framework and Review of
Empirical Work,” Studies on Financial Accounting Objectives: 1974, Supplement to Vol. 12, Journal of
Accounting Research: 48-129; and Robert S. Kaplan, “Information Content of Financial Accounting
Numbers: A Survey of Empirical Evidence,” in: Symposium of Impact of Accounting Research in Finan-
cial Accounting and Disclosure on Accounting Practice, ed. by T. Keller and R. Abdel-khalik (Durham:
Duke University Press, 1978). See also Thomas R. Dyckman and Dale Morse, Efficient Capital Markets
and Accounting: A Critical Analysis, 2nd ed. (Englewood Cliffs, N.J.: Prentice-Hall, 1986).

6. See, for example, Ray Ball, “Changes in Accounting Techniques and Stock Prices,” Empirical Research
in Accounting: Selected Studies, 1972, Supplement to Vol. 10, Journal of Accounting Research: 1-38;
Robert S. Kaplan and Richard Roll, “Investor Evaluation of Accounting Information: Some Empirical Ev-
idence,” Journal of Business (April 1972): 225-257; Shyam Sunder, “Relationship Between Accounting
Changes and Stock Prices: Problems of Measurement and Some Empirical Evidence,” Empirical Research
in Accounting: Selected Studies, 1973, Supplement to Vol. 11, Journal of Accounting Research: 1-45. A
more recent study on the same topic is Bala G. Dharan and Baruch Lev, “The Valuation Consequences of
Accounting Changes: A Multi-year Examination” Journal of Accounting, Auditing and Finance (Fall
1993): 475-494.

7. For several examples, see Abraham J. Briloff, More Debits Than Credits (New York: Harper & Row,
1976). For an analysis of these examples see George Foster, “Briloff and the Capital Market,” Journal of
Accounting Research (Spring 1979): 262-274.
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after the fact cannot disprove market efficiency, because trading opportunities require
one to predict future stock prices.

The second observation of the nonefficient-market proponents is that later studies
provide evidence that capital markets do not adjust fully to available information, even in
aggregate. Several recent studies document successful trading strategies for large portfo-
lios of firms based on financial statement data, and suggest that stock prices reflect a
naive understanding of accounting information.8

If capital markets are fully efficient, then earnings management cannot produce a cap-
ital market advantage. However, if capital markets are not efficient in all cases, then by
managing earnings, firms may take advantage of inefficiencies and obtain capital at a
lower cost than if they do not practice earnings management. In this case, investors do
not necessarily allocate the economy’s capital resources in a socially optimal way.

(c) MANAGEMENT INCENTIVES AND SURVIVAL. Over sufficiently long time periods,
net income equals cash-in minus cash-out, other than transactions with owners. Some
corporate managers acknowledge that, because of this eventual reckoning, earnings man-
agement will not benefit the firm in the long run. They point out, however, that the long
run comprises a series of short-run periods during which shareholders, creditors, and
boards of directors make decisions based, in part, on accounting data. (See agency theory,
page 8 of Chapter 1’s Glossary.)

Financial contracts—such as bond indenture agreements and executive compensation
contracts—often use accounting earnings as triggers for transactions and, thereby, pro-
vide managers with incentives to manage the reported numbers in the short run. For
example, bond covenants frequently contain financial ratio constraints (see the Glossary
at bond indenture, page 18 and ratio, page 117), which use reported accounting numbers.
If an accounting change prevents violation of one of these constraints, the firm may
avoid costly renegotiation with its creditors.® Likewise, corporate boards often link man-
agers’ bonus provisions to earnings performance. If managers can manipulate earnings
numbers, they may be able to affect their own compensation.10

Managers sometimes prefer lower earnings for strategic reasons. For example, firms
facing political or regulatory scrutiny, labor contract negotiations, or substantial legal

8.  See the papers published in Current Studies on The Information Content of Accounting Earnings, Supple-
ment to Vol. 27, Journal of Accounting Research, especially Victor L. Bernard and Jacob K. Thomas,
“Post-earnings-announcement Drift: Delayed Price Response or Risk Premium?” (1989): 1-36; Robert N.
Freeman and Senyo Tse, “The Multiperiod Information Content of Accounting Earnings: Confirmations
and Contradictions of Previous Earnings Reports,” (1989): 49-79; and Jane A. Ou and Stephen H. Pen-
man, “Accounting Measurement, Price-Earnings Ratio, and the Information Content of Security Prices,”
(1989): 111-144. See also Jeffery S. Abarbanell and Brian J. Bushée, “Abnormal Returns to a Fundamen-
tal Analysis Strategy,” The Accounting Review (January 1998): 19-46.

9. See Messod D. Beneish and Eric Press, “Costs of Technical Violation of Accounting-Based Debt Cove-
nants,” The Accounting Review (April 1993): 233-257; and Amy Patricia Sweeney, “Debt-covenant Vi-
olations and Managers' Accounting Responses,” Journal of Accounting and Economics (May 1994):
281-308.

10. See Paul M. Healy, “The Effect of Bonus Schemes on Accounting Decisions,” Journal of Accounting and
Economics (April 1985): 85-107; and Paul M. Healy, Sok-Hyon Kang and Krishna Palepu, “The Effect
of Accounting Procedure Changes on CEOs’ Cash Salary and Bonus Compensation,” Journal of Account-
ing and Economics (April 1987): 7-34. Interestingly, the latter paper finds that boards of directors appear
not to adjust compensation formulas for accounting method changes.
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damage awards may benefit if they can appear less profitable.11 If managers propose a
management buyout (a transaction in which managers buy the company from sharehold-
ers), they may be able to negotiate a lower buy-out price if the company appears unprof-
itable. Several studies suggest that managers use discretion in applying accounting
procedures to reduce earnings when faced with strategic concerns like these.12

Corporate managers observe that, since other firms practice earnings management,
their survival dictates that they do so as well. Shareholders, they argue, do not want to
see wide, unexpected fluctuations in earnings from year to year. To smooth out these
fluctuations and create the impression that management has operations under control,
they claim, requires earnings management. In saying this, managers espouse the view
that investors and creditors use accounting data naively, ignoring differences in account-
ing choices. Regardless of whether investors and creditors are naive in using accounting
numbers, if managers believe that it is true, then such managers have an incentive to
manage earnings, and financial statement readers will find the managers’ accounting
choices to be informative.

11.  SeeJennifer J. Jones, “Earnings Management During Import Relief Investigations,” Journal of Accounting
Research (Autumn 1991): 193-228; Steven C. Hall and William W. Stammerjohan, “Damage Awards and
Earnings Management in the Oil Industry,” The Accounting Review (January 1997): 47-65; and Kimberly
Galligan Key, “Political Cost Incentives for Earnings Management in the Cable Television Industry,”
Journal of Accounting and Economics (November 1997): 309-337;

12. See Linda Elizabeth DeAngelo, “Accounting Numbers as Market Valuation Substitutes: A Study of Man-
agement Buyouts of Public Stockholders,” The Accounting Review (July 1986): 400-420; and Woody Y.
Wu, “Management Buyouts and Earnings Management,” Journal of Accounting, Auditing and Finance
(Fall 1997): 373-389.
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5.1 INTRODUCTION

The theory and practice of cost accounting extensively uses mathematics. A single chap-
ter in a handbook cannot capture the various aspects of mathematics used, let alone the
purposes for and manners in which accountants use mathematics. In addressing the topic
of mathematical concepts, this chapter adopts a less ambitious goal than that of a coher-
ent treatment or general survey.

This chapter concentrates on a central use of mathematics in cost accounting, that of
building models and using the models to analyze issues in cost accounting. | provide ref-
erences for the reader interested in more specific techniques or uses. As such, the chapter
does not deal with the techniques of, say, statistics, matrix algebra, and the relation of
linear programming to cost accounting. Rather, we concentrate on some conceptual
underpinnings that apply to a host of cost accounting issues.

Section 5.2 explores the importance of mathematics in model building. Section 5.3
explores probability as a model of uncertainty. This provides an opportunity to explore a
useful concept as well as to illustrate the model-building theme. Section 5.4 explores

197
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single-person decision theory as a model of choice behavior under uncertainty. Finally,
Section 5.5 explores game theory as a model of choice behavior in a strategic setting.

5.2 MATHEMATICS AND COST ACCOUNTING

Mathematics is an integral part of cost accounting. Combining, relating, and allocating
costs rests on the theory of numbers. In fact, if we view mathematics in a broad sense of
“systematic treatment of relations among symbolic expressions,” it becomes clear that
cost accounting is a part of mathematics. One shouldn’t find it surprising, then, that a
large body of literature exists that employs mathematics to analyze cost accounting
practices.

Mathematics has, for example, been used to analyze various cost accounting proce-
dures. Discounting techniques, an application of time series, have been used to compare
various depreciation patterns with conventional capital budgeting procedures.® Calculus
has been used to analyze cost behavior patterns when significant learning patterns are
present.2 Algebra illuminates standard cost variance analysis procedures? and helps in
comparing, say, direct with full costing procedures, depending on whether the firm uses
LIFO or FIFO inventory cost flow assumptions.# Linear algebra has been used to explore
allocation procedures,® and the basic double-entry framework has been analyzed as a
network® as well as a functionally represented information structure.”

Similarly, analysts use various mathematical techniques to examine the use of cost
accounting data, most commonly the application of algebra and probability in breakeven
analysis.8 In addition, some have used calculus and classical optimization techniques to
examine various transfer pricing schemes® as well as allocation procedures in a single-entity

1. W. Beaver, Financial Reporting: An Accounting Revolution, 2nd ed. (Englewood Cliffs, N.J.: Prentice-
Hall, 1998); G. Feltham and J. Ohlson. “Uncertainty Resolution and the Theory of Depreciation Measure-
ment,” Journal of Accounting Research, Autumn, 1996.

2. A. Corcoran, Mathematical Applications in Accounting (New York: Harcourt, Brace and World, 1968);
J. Demski, Managerial Uses of Accounting Information (Boston: Kluwer Academic Publishers, 1996).

3. See Chapter 15 of this Handbook for a discussion of standard cost systems.

4. Y. ljiri, R. Jaedicke, and J. Livingstone, “The Effect of Inventory Costing Methods on Full and Direct
Costing,” Journal of Accounting Research (Spring 1965); S. Sunder, “Properties of Accounting Numbers
under Full Costing and Successful-Efforts Costing in the Petroleum Industry,” Accounting Review (Janu-
ary, 1976).

5. Corcoran, Mathematical Applications; R. Kaplan, “Variable and Self-service Costs in Reciprocal Alloca-
tion Models,” Accounting Review (October 1973); and J. Shank, Matrix Methods in Accounting (Reading,
Mass.: Addison-Wesley, 1972).

6. A. Charnes, W. Cooper, and Y. ljiri, “Breakeven Budgeting and Programming to Goals,” Journal of Ac-
counting Research (Spring 1963); and Y. ljiri, Management Goals and Accounting for Control (Amster-
dam, North Holland Publishing Co., 1965).

7. J. Demski and G. Feltham, Cost Determination: A Conceptual Approach (Ames, lowa: lowa State Uni-
versity Press, 1976); A. Arya et al., “Inferring Transactions and Financial Statements,” Contemporary
Accounting Research (Fall, 2000).

8. R. Jaedicke and A. Robichek, “Cost-Volume-Profit Analysis Under Uncertainty,” Accounting Review,
October 1964; G. Johnson and S. Simik, “Multiproduct C.VV.P. Analysis Under Uncertainty,” Journal
of Accounting Research, Autumn 1971; Demski, Managerial Uses of Accounting Information.

9. J. Hirshleifer, “On the Economics of Transfer Pricing,” Journal of Business, July 1956; Demski, Manage-
rial Uses of Accounting Information; I. Vaysman, “A Model of Negotiated Transfer Pricing,” Journal of
Accounting & Economics, (June 1998); R. Sansing, “Relationship-Specific Investments and the Transfer
Pricing Paradox,” Review of Accounting Studies (June 1999).
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setting, where an emphasis on marginal cost estimation is essential.1® Mathematical tech-
niques have been used to analyze whether standard cost variances warrant investigation;11
and probability theory has been used to determine consistent manners of revising cost expec-
tations when internal or external changes occur for a firm.12

Most common, however, is the use of mathematical techniques to examine formal
decision models that represent or describe management's resource allocation decisions,
in order to identify which costing procedures to use. For example, firms often examine
capital budgeting, cost-volume-profit analyses, and inventory control procedures in this
light. Strategic considerations also enter at this point. The classic study of cost account-
ing, J. M. Clark’s Economics of Overhead Costs (published in 1923 by the University of
Chicago Press), employed this notion of letting uses of data determine which data the
cost system accumulates, and it provides the structure of present-day textbooks as well
as this Handbook.

Finally, mathematics is also used to characterize the process of selecting among cost
accounting alternatives. Firms often must decide between the costliness of costing pro-
cedures and the quality of the resulting data. (We assess quality in terms of the decisions
that firms make on the basis of the data provided.) For example, the questions of whether
to adopt a full-fledged activity-based costing (ABC) system, how many cost elements to
aggregate in a common overhead pool, or how detailed a recording of scrap to employ,
force a firm to trade off costliness and quality of the data. Analysts have used mathemat-
ics to analyze such choices, employing the same techniques used to analyze manage-
ment's allocation decisions.13

(@ MODEL BUILDING. These various applications have a central theme of modeling
the process and using the model to analyze specific issues. In particular, we model vari-
ous data generating, data use, and choice processes in cost accounting. In other words,
we construct symbolic representations of the processes in question. (And in this sense,
any cost accounting system, because it purports to represent some economic phenome-
non, is a model.)

The essential idea here is deceptively simple. We merely detail the relation between
some independent and dependent variables. We might depict this as follows:

z=1(c, u) 2)

where z is the dependent variable or variables of interest, c and u are the independent
variables, and f is the detailed functional relation in question. Often we distinguish the
independent variables in terms of whether they are controllable, ¢, or uncontrollable, u.

Of course, specifying the variables and their relation provides the key to successful
representation. We seek to study, say, the relation between alternative costing procedures
but find experimentally controlled actual use of the competing procedures impractical.

10. R. Weil, Jr., “Allocating Joint Costs,” American Economic Review, December 1968; J. Christensen and
J. Demski, “Product Costing in the Presence of Endogenous Subcost Functions,” Review of Accounting
Studies (November, 1997).

11. R.Kaplan, “The Significance and Investigation of Cost Variances: Survey and Synthesis,” Journal of Ac-
counting Research (Autumn 1975), S. Baiman and J. Demski, “Economically Optimal Performance Eval-
uation and Control Systems,” Journal of Accounting Research, 1980, supp; J. Christensen and J. Demski,
Accounting Theory: An Information Content Perspective (Boston: McGraw-Hill/Irwin, 2003).

12. Demski and Feltham, Cost Determination.

13. Demski and Feltham, Cost Determination; H. Itami, Evaluation of Adaptive Behavior and Information
Timing in Management Control (New York: American Accounting Association, 1977).
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Alternatively, one could construct a model and use it to gain some insight into how the
procedures differ. In specifying the model, however, it must remain adequately simple to
address the question of interest, but rich enough to capture sufficient reality so that we
retain confidence that results bear some relation to the real phenomena in question. Oth-
erwise, the model’s complexity will make it unmanageable (either in terms of data
required or ability to take advantage of existing mathematical techniques of analysis) or
so nonrepresentative that it is useless. The key, in other words, lies in balancing tractabil-
ity with representational faithfulness in specifying the variables and their relation.14

(b) EXAMPLE OF MODEL SPECIFICATION. A simple inventory model illustrates this
philosophy. Suppose we face a problem of assessing how much of a raw material to keep
in stock. Two classes of assumptions will provide for a particularly straightforward anal-
ysis of such a question. First, we presume a known constant rate of usage for the material
and do not allow any stock-outs (i.e., demand cannot exceed available inventory). Let D
denote the known annual usage. Second, we presume a known linear cost structure con-
sisting of ordering and storage cost components. The ordering cost increases directly
with the number of units acquired during the year and with the number of orders placed
during the year. The storage cost increases directly with the average level of inventory
during the year.

Suppose the firm orders q units of the raw material with each order, and that the com-
pany times the orders to arrive just as the inventory on hand is fully depleted. The firm
will then need to place D/q orders each year, and with the inventory on hand varying uni-
formly between zero and ¢, the average inventory throughout the year equals g/2. Hence,
the presumed cost structure is linear in D, D/q, and q/2.

Now let F denote the fixed component of the total cost, P the variable cost per unit of
material (e.g., price and shipping cost), C, the variable cost per order placed and
received (e.g., order and payment processing cost), and C the variable cost per unit of
average inventory on hand (e.g., capital cost and insurance). We then have the following
total cost structure:

Total Cost =TC = F + PD + C,, (D/q) + C; (0/2) 2

Relating to our basic description of a model, we now have total cost as the dependent
variable, D, F, P, C,, and C,, as the independent, uncontrollable variables, and g as the
independent, controllable variable. Relation (2) above specifies the functional relation.

Moreover, one can use calculus to analyze the presumed structure. In particular, we
seek an order policy, g, that will minimize the total cost of acquiring D units of raw
material per year. Differentiating total cost with respect to g, setting the result equal to
zero, and solving for g produces the familiar economic order quantity or EOQ model:15

q*=,2DC,/Cq 3

14. R.L.Ackoff, Scientific Method: Optimizing Applied Research Decisions (New York: John Wiley & Sons,
1962); C. Sims, “Macroeconomics and Methodology,” Journal of Economic Perspectives (Winter 1996);
Christensen and Demski, Accounting Theory: An Information Content Perspective. | use the term repre-
sentational faithfulness to mean the same as in Statement of Financial Accounting Concepts No. 2, “Qual-
itative Characteristics of Accounting Information,” FASB: May 1980.

15. Notice dTC /dq=0=-C,D/ g2 + C4 / 2 and second-order conditions ensure a minimizing solution, as
d2TC/dg?=2C,D/ 3> 0.
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Several comments warrant mention. First, we term g* an optimal controllable vari-
able in that it produces the most desirable value of the dependent variable. Whether g*
represents a good or optimal solution to a specific problem depends on how well the
model in (2) represents that problem. We have chosen a structure that, in this case,
accommodates straightforward analysis. In other words, by endowing the model with
requisite properties, we can appeal to mathematical techniques to perform the desired
analysis. More specifically, the precise cost structure assumed provides for a straightfor-
ward, easy determination of the optimal controllable variable. Of course, one could make
alternative assumptions (e.g., allow for stock-outs, recognize an uncertain or time vary-
ing demand, recognize quantity discounts, or engineer the cost of placing an order to the
point that justifies a just-in-time system). But the basic point of trading off tractability
and representativeness remains.

Second, even when a firm must make a decision, we do not always formulate the
model to identify an optimal solution. Required complexity may be such that simulation
is used to locate the optimal solution approximately, or extensive search procedures may
be only partially implemented. Also, interactive models may be employed, in which the
model is used to predict implications of various configurations of the controllable vari-
ables, but a decision maker directly intervenes and selects the controllable variables to be
analyzed and ultimately implemented. For example, rather than directly express the ben-
efits and costs of various stock-out admitting policies in some summary profit or utility
measure, we might use a model to predict the pattern of costs and stock-outs associated
with the various policies and then allow the manager to decide the most desirable (or
least undesirable) of the possible trade-offs.16

Third, we see that the motivation for some types of cost measurements may arise in
contexts much broader than that of traditionally construed cost analysis. Here, for exam-
ple, an ability to analyze the inventory model has an impact on the basic form of cost
function that is sought. Indeed, some of the cost elements, such as capital charges imbed-
ded in the C, term, are not measured in conventional costing systems. In a larger sense,
an ABC system illustrates this point.

5.3 PROBABILITY AS A MODEL OF UNCERTAINTY

This section discusses the notion of probability. The cost accountant deals with this
important element in many models.1” And probability itself is an example of a model.
We begin with a simple example.

(@ PROBABILITY EXAMPLE. Consider a situation in which someone tosses a fair die.
We assume the die will come to rest on one of the six sides, and thus the possible out-
comes are the first six positive integers: 1, 2, 3, 4, 5, 6. Before we toss the die, we do not
know which of the six outcomes will obtain. Because the die is fair, however, we regard
each outcome as equally likely. In other words, no outcome is more likely to occur than
any other outcome. We then say in this case with six equally likely outcomes that the
probability of observing “die face up = 1” is 1/6, the probability of observing “die face

16. More broadly, we are entering the domain of management science and operations management here. See
R. Chase et al., Operations Management for Competitive Advantage (Boston: McGraw-Hill/lrwin, 2003)
or F. Hiller and M. Hillier, Introduction to Management Science (Boston: McGraw-Hill/Irwin, 2002).

17. Probability is used, for example, in the formulation and interpretation of production standards, in the cal-
culation of overhead budgets, in estimation of warranty and pension related costs, and so on.
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up =2”is 1/6, and so on. Alternatively, if you prefer the language of betting odds, we say
that the odds of observing “die face up = 1”7 are 1 to 5, or 5 to 1 against. Similarly, in
tossing a fair coin that we assume will always come to rest on one of its faces, we would
say that the probability of observing a “head” is one-half.

One could consider probability, then, as a familiar concept with a straightforward inter-
pretation. This interpretation is not, however, unique.1® (In fact, three different
interpretations of probability exist: the classical view expressed in the previous paragraph,
a relative frequency view based on repeated trials of an experiment, and a subjective view
that emphasizes information aspects of probability.) A mathematical point of view
considers probability as a special type of model.

(b) DEFINITION OF PROBABILITY. To explore the meaning of probability, we envision
some primitive experiment or uncertain event that will eventually result in some out-
come. Note that one and only one of the outcomes will eventually obtain. For example,
throwing a die in the previous illustration will result in one and only one of the first six
positive integers being observed. Let X = {x; X, .. ., Xy}represent a mutually exclusive
and collectively exhaustive collection of possible outcomes from some experiment. One
and only one member of X will obtain (and N is positive and finite).

A probability measure merely represents a rule that assigns—in a manner prescribed
below—numbers to these outcomes and their various combinations. Let ¢(x;) denote the
assigned probability of observing outcome x;, j = 1, ..., N. We may also want to know
various groupings of these possible outcomes and the probability that any outcome in a
particular grouping will obtain. We refer to any such grouping of outcomes as an event.
(Alternatively, an event is a subset of X.) For example, observing “die face up = 1” or “die
face up = 2” is an event in our die tossing experiment. Denote this event by E;, = {1, 2}.
Other examples of events in the die-tossing experiment are E, = {4, 5}, E; = {5, 6}, and
E, = {1}, where E; and E, are mutually exclusive events in the sense that if the actual
outcome is a member of E; it is not a member of E,, and vice versa.

In somewhat formal terms, now, a probability measure is a rule that assigns a number
¢(x;) to each possible outcome x;, j =1, ..., N such that

* Each number is nonnegative, ¢(x;) > 0;

N
o Their sum is unity, > ¢(x;) =1 and
j=1
* The assignments are additive across mutually exclusive events, such as ¢(x; or x;) =
o(x;) + ¢(x;) where i = j.

In a strict sense, then, probability is a model, expressing a relation between numbers
(the dependent variable) and outcomes (the independent variables). The probability
model has only three requirements: nonnegativity, a total of unity, and additivity across
mutually exclusive events. But the attachments have no meaning, as will become clearer
in the next paragraph. Hence, one would correctly label all of the assignments for our
die-tossing experiment in Exhibit 5.1 as probabilities. Of course, we may have strong
feelings about which make more sense than others, an issue that we discuss next.

18. B. de Finetti, “Probability: Interpretations,” in International Encyclopedia of the Social Sciences (New
York: The Macmillan Company, 1968); and L. J. Savage, The Foundations of Statistics (New York: John
Wiley, 1954).



5.3 Probability as a Model of Uncertainty 203

Probabilities
Outcome Case 1 Case 2 Case 3 Case 4
1o........ 1/4 1/16 0 1/6
2. 1/4 1/16 0 1/6
3. 1/8 1/2 0 1/6
4......... 1/8 1/16 0 1/6
5. 1/8 1/16 0 1/6
6......... 1/8 1/4 1 1/6

EXHIBIT 5.1 POSSIBLE PROBABILITY ASSIGNMENTS FOR DIE-TOSSING EXPERIMENT

(c) OBJECTIVE AND SUBJECTIVE PROBABILITIES. The pure theory of probability, in
other words, does not address the related questions of how one should assign probabili-
ties (e.g., which of the probability assignments in Exhibit 5.1 is best, or what best means
in this context) and how one should interpret them. One answer to these questions lies in
the assignment and interpretation that arise from a simple counting operation that, pre-
sumably, independent observers would agree upon. That is, if one tossed a die a large
number of times, we would assign the relative frequencies as equal to the probability
assignments. This is an objective assignment and interpretation of probability. It relies
on the properties of the experiment for its justification.

Of course, we do not limit the concept of probability to situations in which one has
counting operations available or one can make a large number of repeated trials of the
experiment. Conceptually, for example, one can speak of the probability of an undiscov-
ered element, the probability that changes in the money supply systematically relate to
inflationary forces in the economy, or the probability that division Z will experience a
cost overrun next year. These subjective probabilities serve as examples of another
answer to the assignment and interpretation questions. We do not necessarily expect dif-
ferent individuals to agree here. And we interpret such an assignment as a “degree of
belief” that the respective events will obtain.

To illustrate, suppose someone offers you a choice of two bets. Either way, winning
provides you a $10,000 gain, whereas losing gives you nothing. The first requires bet-
ting on heads on the flip of a fair coin. The second requires betting on the Democratic
candidate defeating the Republican candidate to win a particular election. If you feel
indifferent between which bet you take, one could reasonably presume that you assign
subjective probability 1/2 to the Democratic candidate’s winning. Alternatively, if you
strictly prefer the latter, then you assign subjective probability in excess of 1/2 to the
Democratic candidate’s winning. (We assume here that your personal wishes for who
wins do not influence your thinking about who will likely win, or that you bet on a par-
ticular football team because you think it will more likely win and not because you want
it to win.)

(d) UNCERTAINTY REPRESENTATION AND SUMMARY MEASURES. Consider a situa-
tion in which management wants to know the cost of two alternative product-redesign
plans. No one knows for certain the cost of each alternative. Rather, analysts have identi-
fied the possible cost outcomes and encoded the beliefs as to the various likelihoods in
an assignment of (subjective) probabilities to the various possible cost outcomes. Exhibit 5.2
shows an example of such probability assignments. Thus, the probability of a cost of
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ASSIGNMENTS FOR PRODUCT-REDESIGN EXAMPLE

Probability Assignments

Possible Cost Plan a, Plan a,
$ 20,000...... .05 .00
30,000. ..... 10 10
40,000. .. ... 10 10
50,000. ..... 15 20
60,000...... 20 20
70,000...... 15 20
80,000. ..... 10 20
90,000...... 10 .00
100,000. ... ... .05 .00

100 100

EXHIBIT 5.2 POSsSIBLE OUTCOMES AND PROBABILITY

$90,000 for alternative a, equals .10; the probability of a cost of $60,000 for alternative
a, equals .20; and so on.

At this point, analysts may want to summarize the distribution of outcome possibili-
ties with some summary measures.1® A common measure of central tendency is the
mean or expected value, which we denote y. For a discrete set of outcomes, we define
it as

p=4

u=Q xjé(x;) (4)
j=1

For the two alternatives in Exhibit 5.2, we have

1y = $20,000(.05) + $30,000(.10) + - + $100,000(.05)
= $60,000
Hy, = $20,000(.00) + $30,000(.10) + - + $100,000(.00)
= $59,000
Observe that computation of this measure requires summation over all possible out-
comes, weighting each by its respective probability. The mean, in other words, is a
weighted average of the outcomes.20
Further note that summarizing the two distributions in Exhibit 5.2 with their respec-

tive means tells only part of the story. One should also ask how disperse each is about its
mean or measure of central tendency. Analysts commonly use the variance to measure

19. Numerous summary measures applicable to either probability distributions or summarizations of large
numbers of data, are discussed in statistics textbooks. See D. Anderson, et al., Essentials of Statistics for
Business and Economics (Cincinnati, Ohio: South-Western, 2002) and J. McClave et al., Statistics for
Business and Economics (Englewood Cliffs, N.J.: Prentice-Hall, 2004).

20. Such a procedure requires that the outcomes be represented numerically. (The technical term here is that
the outcome be a random variable.) We do not compute the expected value of flipping a coin; but we do
compute the expected value of a dollar bet based on the outcome of flipping a coin.
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dispersion. It is denoted o2 and is computed as the expected value of the square of the
difference between the possible outcomes and their mean:

N
0% =3 (xj = 1)*(x;)

And for each of the distributions in Exhibit 5.2, we have

62 = ($20,000 — $60,000)2(.05) + ($30,000 — $60,000)2(.10) + -
+($100,000 — $60,000)%(.05)

= $450,000,000

63 = ($20,000 — $59,000)(.00) + ($30,000 — $59,000)2(.10) + ---
+ ($100,000 — $59,000)2(.00)
= $249,000,000

We refer to the positive square root of the variance as the standard deviation. It sum-
marizes the same dispersion tendency, but has the same measurement units as the vari-
able itself. Thus, we might summarize the two distributions in Exhibit 5.2 by observing
that the first has a mean of p; = $60,000 and a standard deviation of o; = $21,213,
whereas the second has a mean of p, = $59,000 and a standard deviation of o, = $15,780.
That is, although the second has a lower mean and its possible outcomes are more tightly
distributed about that mean.

(e) USE OF PROBABILITY THEORY. One could make numerous extensions of the cost
measurement example in Exhibit 5.2. In particular, by representing the uncertainty with a
probability measure, we gain access to the many results of probability theory. We might,
for example, elect to represent the uncertainty with one of the standard probability distri-
bution functions that analysts commonly use. By adopting the normal distribution, for
example, we would admit to extremely large (indeed unbounded) negative and positive
cost outcomes, though with extremely small—likely negligible—probability. But we
would also gain use of all known results concerning the normal distribution, such as the
probability that the cost lies within one standard deviation of the mean equals .68.2!

Similarly, we might consider conducting experiments to better identify the nature of
the cost distributions. By invoking appropriate assumptions as to the underlying process
and the manner in which analysts perform the experiments, we gain access to the rich
results of sampling theory and classical hypothesis testing.22

Finally, by observing events that correlate with the process in question, we may
also systematically revise the probability assignments that we originally assigned to
the outcomes.23

21.  Anderson et al., Essentials of Statistics for Business and Economics; J. McClave et al., Statistics for Busi-
ness and Economics.

22.  Anderson et al., Essentials of Statistics for Business and Economics; J. McClave et al., Statistics for Busi-
ness and Economics.

23. R. Schlaifer, Analysis of Decisions Under Uncertainty (New York: McGraw-Hill Book Company, 1969);
Demski and Feltham, Cost Determination.
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5.4 DECISION THEORY AS A MODEL OF CHOICE BEHAVIOR

A mathematical model, recall, is a symbolic representation of some system or process. In
turn, probability is a particular type of model that, by specifying conditions the posited
relation must satisfy, provides a rich set of theoretical results. Decision theory makes
extensive use of probability theory and also provides a representation of choice behavior
in terms of maximizing the value of a particular function. This, in turn, allows us to use
the theory of optimization to study choice behavior.

(@ A MODEL OF A CHOICE PROBLEM. One can understand many of the central fea-
tures of decision theory by focusing on a setting in which one must select some act from
a set of available acts. (Presumably, at least two alternatives exist; otherwise, no choice
presents itself.) For illustration purposes, we specifically construct the type of setting
that we will explore.

We focus on a model relating dependent to controllable and uncontrollable indepen-
dent variables. We need to specify or select the controllable independent variable that, in
conjunction with the uncontrollable independent variables, results in the “best” or “most
desirable” dependent variable value. (Decision theory literature offers a more specialized
language for this cumbersome description.)

The controllable variables are termed acts. The basic problem is to select the best act
from a specified set of available acts. The uncontrollable variables are termed states. If
more than one state could exist, but one does not know which one is or will be present at
the time of act selection, the problem becomes one of choice under uncertainty. (Other-
wise, it is choice under subjective certainty.) The dependent variable of interest, in turn,
is termed an outcome. Thus, a decision problem consists of a set of acts, set of states, and
set of outcomes, and a relation specifying the outcome that will obtain for each possible
act and state combination. Exhibit 5.3 provides a symbolic representation of the assumed

structure: m acts are available (denoted a,, . . ., a,), n possible states are conceivable
(denoted sy, . . ., s,), and outcome x;; will obtain if act a; is selected and state s; is
present.

We face, then, a task of selecting from among the set of possible acts, A= {a;, .. .,
an}- If, in turn, we have a well-defined preference measure, say F(a), that well measures

Possible States

S S, S; Sn
Possible &, X11 X1z o Xy X1n
Acts a, Xo1 X9 o X o Xon
al X|1 Xi2 XI 1] Xin
Ay Xm1 Xm2 ' ' ' ij ' ' ' Xmn

EXHIBIT 5.3 MODEL OF CHOICE PROBLEM
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our preference for each possible act, we could structure the task in terms of selecting the
act with the highest preference measure:

max F(a)
acA

(b) EXAMPLE OF A CHOICE PROBLEM. An example illustrates the nature of this struc-
ture. Consider a manager who must decide whether to accept an offer to produce a vari-
ant of one of the firm's major products. Accepting or rejecting the offer will have no
effect on the firm's normal activities (excess capacity exists, no demand effects will
materialize if the firm accepts the offer, and so on). The question therefore reduces to
one of whether the offered revenue exceeds the incremental cost of production. If the
firm accepts the offer, the firm will incur the following incremental revenue, labor cost,
and material cost:

Incremental revenue............ 800,000
Incremental labor .............. 300,000
Incremental material. .. ......... 200,000 500,000
Contribution to other
costs and profit ........... 300,000

Incremental overhead remains the only other cost in question. All the manager knows
is that incremental overhead might total $100,000 or $400,000. Thus, accepting the offer
will result in either an incremental profit of $200,000 or an incremental loss of $100,000.
Rejection, on the other hand, will result in neither gain nor loss. Exhibit 5.4 summarizes
these data.

(c) REPRESENTATION OF CHOICE BEHAVIOR. In this fashion we use the state-act-
outcome model to represent the manager’s decision problem. To continue, we must now
introduce the concept of preference in order to specify which act is best. Two classes of
assumptions support preference: consistency and expected value representation. We dis-
cuss them in turn.

Consistency essentially requires that choice be a meaningful concept. We require that,
when confronted with a pair of choices, individuals be able to identify whether one is
better than the other or whether they are indifferent. Otherwise we have no concept of
preference and cannot meaningfully engage in systematic analysis of the decision prob-
lem posed in Exhibit 5.3.

Consistency also requires that these expressions of preference be transitive. If con-
fronted with three alternatives, with the first valued at least as good as the second and the
second valued at least as good as the third, the individual must also rank the first as good

Possible States

Low Overhead:s;,  High Overhead: s,

Possible a,: accept $200,000 —$100,000

Acts a,: reject 0 0

EXHIBIT 5.4 SPECIAL ORDER CHOICE PROBLEMS
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as the third. Otherwise, the choice process may whirl about in circles, needlessly con-
suming resources in the process.?4 (Imagine attempting to select a tree in a large
Christmas tree lot without transitive preferences.)

Consistency, then, refers to the desire or ability to rank all choices in a transitive man-
ner. Of course, if this consistency requirement could be readily met for all problem rep-
resentations, the choice problem would be easily resolved. The individual would simply
know, after looking at the choices available, which act or set of acts is best. However,
additional assumptions allow us to represent these consistent preferences in an expected
value manner. And this, in turn, allows us systematically to analyze the question of
which act or set of acts is best. Thus, by moving to the expected value representation, we
are able to use analysis to support this oblique and demanding concept of consistent
preference among acts.

Basically, these additional assumptions require that the individual assign probabilities
to the various outcomes and then choose among the acts in a manner consistent with
these probability assignments.2> To illustrate, return to the example in Exhibit 5.4 and
suppose that the manager assigns a probability of .6 to the low incremental overhead
event, ¢(s;) = .6, and .4 to the high incremental overhead event, ¢(s,) = .4. (This implies
a mean incremental gain of p; = $80,000 with a standard deviation of ;= $146,969.)
Further suppose that the manager's preferences for acts leading to incremental gains and
losses are such that the manager always selects the act with the maximum expected value
of incremental gain. With the assigned probabilities we then have:

F(a;) = Expected gain with a; = y,; = $80,000
F(a,) = Expected gain with a, =y, = $0

And given the preference for acts that maximize expected value of incremental gain,
the manager accepts the offer.

Once we properly specify a choice problem, then, we introduce a concept of prefer-
ence to identify which act is best (relative to the specified preferences). With an
expected value representation of these preferences, however, we have decomposed the
analysis to assess beliefs and risk-taking preferences separately. In turn, we use arith-
metic operations to evaluate each possible act; this, in its turn, allows us to use optimiza-
tion theory in locating the best act. In particular, we can satisfy the consistency
requirement, because we express our preferences in terms of the maximum expected
value measure.

Theorists do not, however, confine expected value representation to reliance on the
expected value of the outcomes. Such behavior is, in fact, an extreme form in which only
the outcome’s expected value has relevance when assessing the respective act's desirabil-
ity. This assumption ignores the dispersion of the possible outcomes about their respec-
tive means. For example, in this case, one would prefer a, to a, as long as it had a
positive expected outcome value, regardless of the variance of the outcome distribution.
Such behavior demonstrates indifference toward risk (where we define risk in terms of

24.  More specifically, suppose that a, is better than a,, a, is better than ag, but (violating transitivity) as is bet-
ter than ay. It is now conceivable that the individual could be in possession of a3, pay $100 to switch to a,,
then pay $100 to switch to a; and finally pay another $100 to switch to ag, thereby winding up at the initial
position minus $300!

25. See Demski and Feltham, Cost Determination; S. Kassouf, Normative Decision Making (Englewood
Cliffs, N.J.: Prentice-Hall, 1970); and Schlaifer, Analysis of Decisions Under Uncertainty.
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the variability or dispersion of the possible outcomes about their expected value). More
technically, theorists refer to such behavior as risk-neutral behavior.

Therefore, one may want to account for the riskiness of the alternatives in selecting
among them. Act a,, guarantees a zero outcome here and therefore has no risk. Act a,,
however, guarantees an outcome of either $200,000 or —$100,000 and carries risk. The
question is whether its riskiness exceeds an acceptable threshold.

We account for risk-taking attitudes in the analysis by introducing a utility function.
This function represents the individual’s outcome preferences. If the marginal utility of
the outcome in question decreases as more of the outcome is provided (that is the utility
of more increases at a decreasing rate), we have risk-avoiding or risk-averse behavior.
For example, the following utility function might represent the manager's risk-taking
behavior:

U(x) = (100,000 + x)v4

This particular function represents risk-taking behavior that demands a payment of at
least $375 to accept a 50-50 gamble on winning or losing $10,000. That is, if the individ-
ual is paid $375 to accept such a gamble and wins, the outcome will be x = $375 +
$10,000 = $10,375. And if the individual loses, the outcome will be x = $375 — $10,000 =
—$9,625. The expected value of the utility of these outcomes is

.50(100,000 + 10,375)Y4 + .50(100,000 — 9,625)V4 = 17.78
which is precisely equal to the utility of not participating in the gamble,
(100,000)V/4 = 17.78

Now analyze the choices in Exhibit 5.4 with this particular attitude toward incremen-
tal gain and its risk. We see that the manager would deem the offer too risky:

F(a;) = Expected utility with a; = .60(100,000 + 200,000) 4
+.40(100,000 — 100,000)Y4 = 14.04
F(a,) = Expected utility with a, = (100,000)14 = 17.78

With less risk aversion, the manager would not deem the offer as too risky. For exam-
ple, with U(x) = (100,000 + x)2, the manager would accept it:26
F(a;) = Expected utility with a; = .60(100,000 + 200,000)V2
+.40(100,000 — 100,000) V2 = 328.63
F(a,) = Expected utility with a, = (100,000) V2 = 316.23
In sum, expected value representation allows for separate encoding of beliefs (in the
probability function) and risk attitudes (in the utility function) in such a manner that the

best act results in the maximum expected value of the utility function.2” With uncertainty
represented by the probability measure, we also have access to probability theory and, in

26. This utility function requires a payment of $250 to accept a 50-50 gamble on winning or losing $10,000.
27.  Further note that procedures exist for assessing utility functions and there is no inherent reason to use a
standard function such as a square root, logarithmic, or exponential.
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particular, well-defined procedures for analyzing information-gathering options,
discussed next.

(d) INFORMATION. In analyzing the choice problem in Exhibit 5.4, the manager com-
pared the accept and reject acts in terms of the risks and returns each promised. In some
circumstances, however, one can find out more about the uncertain outcomes associated
with the various acts before committing to a particular act.

An extreme form of this question arises when we entertain the possibility of a clair-
voyant revealing—with absolute certainty—which state will obtain before the manager
must select an act. Quite obviously, if the clairvoyant revealed that the new project would
have low overhead (s,), the manager would accept the offer (select a,). If the clairvoyant
revealed that the project would have high overhead (s,), the manager would reject the
offer (select a,). Of course, before the clairvoyant's revealing, the manager would not
know what message (s, or s,) the clairvoyant would provide. Hence, before the clairvoy-
ant's revealing, the manager faces an outcome structure of $200,000 incremental gain if
the clairvoyant reveals s, and 0 if the clairvoyant reveals s,. Using the risk-neutral case,
the manager would then perceive an expected outcome of

.60($200,000) + .40($0) = $120,000

Conversely, because the manager would select a; (with an expected outcome of
$80,000) without a clairvoyant, the manager would pay a maximum of

$120,000 — $80,000 = $40,000

for a clairvoyant's services. Theorists refer to this amount as the expected value of per-
fect information. It is the maximum amount the manager would pay to learn more about
the cost structure in this particular setting.28

We consider the clairvoyant's message as information because it causes the manager
to revise the state occurrence probability assignments. Moreover, it derives its value
from the fact that the manager's act choice depends on which message the clairvoyant
conveys. That is, the manager selects a, if the message is s; and selects a, if the message
is s, Compare this with the case where a, results in only a $100 incremental gain if s,
obtains; all other data remain as before. In this case, the manager will select a, regardless
of what the clairvoyant reveals. Without any information, the manager selects a; with an
expected outcome of

.60($200,000) + .40($100) = $120,040
The manager will not use the information or outcome to alter behavior:
.60($200,000) + .40($100) = $120,040

Thus, the information has no value in this particular case. Information will surely
alter the manager's beliefs, but it does not affect the act selected and we have therefore
no reason to commit resources to altering the beliefs.

Finally, one can extend this type of analysis to questions of gathering less than perfect
information. The information is again modeled in terms of probability revision. The only
difference is that we do not alter the state probability assignments to the 0 or 1 extremes.

28. In the U(x) = (100,000 + x)V4 risk-averse case, we have an expected value of perfect information of
$80,000 because (100,000) ¥4 = .60(300,000 — z) 14 + .40(100,000 — z) V4 when z = 80,000.
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To illustrate, consider a situation in which the manager in the previous example may,
before selecting between the two options, commission a special accounting study to ana-
lyze some similar products in the firm. Such a study will result in one of two conclu-
sions. Either the previous cost experience was above expectations (High Cost) or below
expectations (Low Cost). Moreover, the recent experience relates to current production
possibilities in such a manner that observing the High Cost event will convince the man-
ager that s, will obtain for certain, whereas observing the Low Cost event will convince
the manager that s; will obtain with probability .75 (and s, with probability .25).

Evaluating this information option requires that the manager decide what to do upon
receipt of either message and then, in conjunction with the message probabilities, evalu-
ate the various possible outcomes. Given that the manager uses probability as a model of
uncertainty, however, the message probabilities must show consistency with the other
probability assignments. In particular, the manager must assign ¢(High Cost) = .20 and
¢(Low Cost) = .80.2% Exhibit 5.5, where we display the joint probability of state and cost
study conclusion, summarizes these assignments. For example, the joint probability that
state s, and a Low Cost conclusion obtain is ¢ (s;, Low Cost) = .6. Further notice we con-
tinue to have ¢(s;) =0 + .6 = .6, and so on.

Continuing, the Low Cost conclusion will obtain with probability

¢(Low Cost) = ¢(sq, Low Cost) + ¢(s,, Low Cost)
=.60 + .20 = .80.

And, again insisting on consistency among the probabilities, from Bayes’ Rule we
have the probability that s; obtains, given we have observed a Low Cost report, is30

#(s1| Low Cost) = ¢(s1, Low Cost)/¢(Low Cost)
=.60/.80 =.75.

Observe, now, that if the study reports High Cost, the manager knows for certain that
s, will obtain. (After all, from Exhibit 5.5 we see High Cost guarantees a high cost, ors,

$1 Sy
High Cost 0 .20
Low Cost .60 .20

EXHIBIT 5.5 JOINT PROBABILITY ASSIGNMENTS
FOR SPECIAL ORDER EXAMPLE

29. Recall that ¢(s;) = .6 and ¢(sy, given Low Cost) = ¢(s,| Low Cost) =.75. Also, the High Cost event cannot—
by assumption—occur in conjunction with s;. Consistency in the probability assignments then requires that
¢ (Low Cost) = .60/.75 = .80. Moreover, we now encounter use of probability theory to revise probability
assignments consistently. By Bayes’ theorem, we have

4(5, given Low Cost) = ¢ (Low Costsy)¢(s;) _ ¢(sy Low Cost|sy)
¢ (Low Cost) ¢ (Low Cost)

1><.6:.75

and similarly, ¢(s, | Low Cost) = .25.
30. Let ¢(W,Y) be the joint probability of events W and Y. Then conditional on event Y being present, Bayes’
Rule provides the (conditional) probability of event W is ¢(W|Y) = ¢(W,Y)/o(Y).
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will obtain.) And in that event, the manager will reject the offer (select a,). Conversely, if
the study reports Low Cost, the manager assesses ¢(s;| Low Cost) = .75, and now will
accept the offer:

Expected outcome if Low Cost reported and a;
=.75(%$200,000) + .25(-$100,000) = $125,000
Expected outcome if Low Cost reported and a, = 0

If the High Cost event obtains, the manager faces an outcome of $0; and if the Low
Cost event obtains, the expected outcome equals $125,000. Hence, prior to receiving the
message (recalling that ¢(Low Cost) = .80), the manager faces the following expected
outcome:

.80($125,000) + .20($0) = $100,000

Thus, recalling an expected outcome of $80,000 without any additional information,
the manager will pay a maximum of $100,000 — $80,000 = $20,000 for this special cost
study. See Exhibit 5.6. The information clearly improves the quality of the decision.

We see, in other words, that by employing probability as a model of uncertainty, one
can systematically address questions of additional information by consistent revision of
probability assessments.

5.5 GAME THEORY AS A MODEL OF STRATEGIC CHOICE BEHAVIOR

To this point, our excursion into choice behavior has viewed the controllable variable in
the simple model in equation (1) of Section 5.2 as an act, or choice, and the uncontrolla-
ble variable as pure chance or nature’s choice. In a strategic setting, at least two individ-
uals or players make choices, and the outcome to any one depends on the others’ act
choices.

To illustrate, we revisit the special order example, but now interpret the special order
as an additional product, and further assume that a competitor, a potential producer and
seller of the additional product, exists. So we have two players, and each faces the
choice between accepting or rejecting a new product proposal. Either one’s incremental
profit depends on the act choice of both players. Exhibit 5.7 displays the assumed incre-
mental profit for each player; in each cell, the first number is the first player’s incremen-
tal profit and the second is that of the second player. For example, if the second player
selects no, the first player gains $80,000 by selecting yes (just as in the earlier example
of Section 5.4(c)).

Both players understand Exhibit 5.7, and choose their respective acts simultaneously.

Now suppose the second player selects yes. The first player is now confronted with a
loss of $10,000 (yes) or of $20,000 (no), and will clearly select the lesser of two evils.
That is, #1’s best response to #2’s yes is to play yes. Similarly, if the first player selects
yes, the second player’s best response is to play yes. Thus, yes by each player is equilib-
rium behavior, as each is a best response to the other.

To add a little structure, suppose #1 must select some act, acA, while #2 must select
some act, beB. Player #1’s preference measure, which now depends on both acts, is given
by F,(a,b), while the counterpart for player #2 is given by F,(a,b). The act pair (a*, b*)
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Player #2
yes (by) no (b,)
Player #1 yes (1) -10,000; —10,000(80,000; —20,000
no (a,) —20,000; 80,000 0; 0

EXHIBIT 5.7 INCREMENTAL PROFIT FOR EACH PLAYER

is an equilibrium if a* is best for #1 in the presence of b* and simultaneously b* is best
for #2 in the presence of a*:

max Fj(a,b*) = Fy(a*,b*)
aeA
and
max Fy(a*,b) = Fy(a*,b*)
beB

This idea of mutual best response, or equilibrium behavior, attributable to Nash, pro-
vides the centerpiece of competitive analysis (e.g., how to best exploit a cost advan-
tage), of auction theory (e.g., bidding on a construction contract), and of incentive
compensation (e.g., use of employee stock options and other pay-for-performance
arrangements).st

Questions of how to measure costs are, in fact, information questions and often have a
strategic twist. The example in Section 5.4(d) of whether to perform a special cost study
illustrates that cost measurement is a question of information. A firm deciding whether to
charge a departmental overhead rate or a firm-wide rate provides another example. Yet
another is whether a well-developed ABC system justifies its cost. In all cases, we analyze
the cost measurement alternatives in terms of whether the firm will desire the outcomes
they produce, by facilitating and influencing various decisions. Of course, this extends to
concern about strategic issues. For example, will a sophisticated costing system—perhaps
even within the framework of an enterprise resource planning (ERP) system—provide a
strategic advantage? It also extends to concern for the cost of feeding appropriate and use-
ful information to critical decision points in an organization, as well as providing on-point
evaluation measures. Regardless, mathematics allows us to structure these issues and, with
appropriate assumptions, to characterize them in terms of (strategically attuned) costs and
benefits.32

31. R.Gibbons, Game Theory for Applied Economists (Princeton, N.J.: Princeton, 1992); R. Mayerson, Game
Theory: Analysis of Conflict (Cambridge, Mass.: Harvard University Press, 1997); E. Rasmusen, Games
and Information: An Introduction to Game Theory Blackwell Publishers, 2000); and Demski, Managerial
Uses of Accounting Information. The structure of the setting in Table 6 illustrates the famous Prisoner’s
Dilemma game. Two thiefs, who work in consort, have been caught. If neither confesses, they go free; if
one confesses, the other is dealt with harshly.

32. This approach to the resolution of cost accounting issues is described in Demski and Feltham, Cost Deter-
mination, and more broadly in Christensen and Demski, Accounting Theory and W. Scott, Financial Ac-
counting Theory (Englewood Cliffs, N.J.: Prentice-Hall, 2003).
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5.6 SUMMARY

We have concentrated on the use of models in exploring mathematical concepts in cost
accounting. Companies have used models to analyze their cost measurement proce-
dures, how they use data, and how they select among alternative methods of cost mea-
surement. Ultimately, however, we must recognize that a model represents reality, and
that the mathematical analysis tells us something about the model, not necessarily about
reality. By endowing the model with sufficient mathematical properties, we can bring
the results of mathematical development to bear on the model. But what such analyses
tell us about the problem at hand depends on how faithfully the constructed model rep-
resents that problem. Models are not perfect; and in using them we must seek a proper
balance between our ability to analyze them and our ability to learn from what that anal-
ysis produces.33
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Imagine the following discussion at a meeting of senior executives in a company that has
grown and added numerous new product lines over the past 10 years:

Barbara (chief operating officer): Ten years ago, we produced only a few products,
but the company earned high profits. We have added popular new products. Each of

217
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these products appears to be profitable, but our profits for the company as a whole
have shrunk to unacceptable levels. | want some ideas, people.

Lynn (vice president of marketing): Our prices barely exceed costs now. | think the
problem is in production, where the costs are too high.

Maria (vice president of production): | think we could reduce costs if we had a better
cost system to tell us where to direct our efforts. To be frank, I don’t trust the cost
numbers we’re getting now; | think they are way out of line with reality. The accoun-
tants allocate overhead costs arbitrarily to our products. Overhead costs exceed 50
percent of the total costs of making the product. If you want me to reduce costs, then |
want a better cost system than the one we have now!

Sam (controller): Our cost system has not kept up with the complexity of our produc-
tion processes as we have added new products. | would like to study our cost and pro-
duction problems and get back to you all in a week.

Barbara: Fine. We’ll meet at this time one week from today.

Similar discussions have occurred in many companies over the past few decades. In
particular, companies find substantial advantages from improving the sophistication of
their costing systems if they have complex production or marketing processes (e.g., mul-
tiple products), have high levels of overhead, and face competitive product markets.
Most large companies in economically developed countries have substantially improved
their costing systems in recent years, mostly by implementing activity-based costing
(ABC).

Activity-based costing assigns costs first to an organization’s activities and then to the
products based on each product’s use of activities. An activity is any discrete task that an
organization undertakes to make or deliver a product (e.g., placing a purchase order).
Activity-based costing relies on the concept that products consume activities and activi-
ties consume resources.

Cost accountants generally agree that ABC became popular in the mid-1980s. One
might reasonably ask why then and not before (or after). To answer that, | provide a bit
of context to explain the popularization of ABC. After World War I, the United States
dominated the Western world’s economy. If U.S. companies could get the product out
the door, then they would likely reap profits. In the 1970s, steel companies had slogans
on their walls exhorting workers to get the product out and to meet output targets. These
slogans did not encourage product quality or cost management, mostly because output
dominated quality and cost control as a means of growth and profitability. In general,
managers of U.S. companies did not focus on cost and quality management during the
1950s through the 1970s.

By 1980, the quality movement had hit full stride in Japan. Japanese companies did
not have sophisticated costing systems, but they kept costs low by producing relatively
fewer products, and producing them well. In response, U.S. companies needed to both
reduce costs and increase quality to compete. Managers implemented ABC to help iden-
tify cost-reduction opportunities.

As this chapter will explain, ABC provides more detailed cost information about
activities. This helps managers decide how to reconfigure production processes to reduce
costs, how to reprice products to be competitive, and whether to drop unprofitable ones.

In keeping with most writing that examines this topic, this chapter will separate the
discussion into activity-based costing and activity-based management, which deal with
assigning costs to products and using the information for decision-making, respectively.
The first half of this chapter deals with costing and the second half with using the cost
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information. If you wish to skip the details of product costing, proceed to Section 6.9,
Adding Value with Activity-Based Costing.

6.2 OVERVIEW OF COST ALLOCATION METHODS

This chapter deals with allocating indirect costs to products. In this chapter, the cost
object is a product. The product can be a good, such as an automobile, or a service, such
as an X-ray examination in a hospital. Recall that indirect costs cannot be traced directly
to a product.

Examples of indirect costs include the overhead costs incurred in manufacturing a
good or providing a service, the costs incurred in marketing the product, and administra-
tion-related costs. Unlike direct costs, which one can trace directly to a product, accoun-
tants must allocate indirect costs to products.

The appendix of Chapter 16 explains how to allocate costs from one cost pool to
another (e.g., service or support departments to production departments). Cost pools are
simply groups of individual costs. This chapter describes how companies allocate costs
from cost pools to products. This chapter defines cost pools as (1) plants, which are
entire factories or stores; (2) departments within plants; or (3) activities.

6.3 ALLOCATING FOR ENTIRE PLANT OR EACH DEPARTMENT

(@) USING ONE ALLOCATION RATE FOR THE ENTIRE PLANT. We start with the sim-
plest allocation method, known as plant-wide allocation. The plant-wide allocation
method considers the entire plant as the cost pool. This method uses one overhead allo-
cation rate, or one set of rates, to allocate overhead to products for all departments in a
particular plant. We use the term plant to refer to an entire factory, store, hospital, or
other multidepartment segment of a company. The key word in the definition is all; that
is, every department uses a single rate or set of rates. Note that if a company has multiple
plants, it might use a different rate at each plant.

Although we call this plant-wide allocation, both manufacturing and nonmanufactur-
ing organizations can use this allocation concept. For example, a bank could apply over-
head to different customer accounts, to different types of loans, and to other products
using just one overhead rate for the entire bank. Although we refer to the allocated costs
as overhead costs, the concepts apply to any indirect cost allocation.

The top portion of Exhibit 6.1 shows overhead allocation using plant-wide allocation.
One can easily understand the mechanics of accounting for overhead: accountants record
all overhead costs in one cost pool in the Manufacturing Overhead account for the plant
without regard to the department or activity that caused them. Accountants use a single
overhead rate to apply overhead to products, crediting Manufacturing Overhead. For
example, to apply overhead using a rate per machine-hour, the amount of the credit to the
Manufacturing Overhead account and the debit to Work in Process for overhead costs
equals the rate per machine-hour times the total number of machine-hours worked.

Companies using a single plant-wide rate generally use a volume-based allocation
base, such as direct labor-hours, machine-hours, volume of activity, or materials costs.
This chapter discusses other types of allocation bases.

Simple organizations with only a few departments and not much variety in products
could justify a single plant-wide rate. At Domino’s Pizza, for example, using multiple
overhead rates, as opposed to only one overhead rate, for all of the products probably
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would not make much difference in the estimated costs of the regular or large pizzas.
Suppose that Domino’s becomes a more complex operation that includes extensive res-
taurant facilities as well as home delivery and food service for schools and hospitals. In
this case, the company should use different overhead rates for different departments
because different activities in different departments will likely drive overhead costs.

(b) USING A DIFFERENT ALLOCATION RATE FOR EACH DEPARTMENT IN THE
PLANT. With the department allocation method, companies have a separate cost pool
for each department. The company establishes a separate overhead allocation rate for
each department and each production department is a separate cost pool. In contrast, the
plantwide allocation method considers the entire plant as one cost pool.

The middle and bottom rows of Exhibit 6.1 show department allocation. Each depart-
ment is a cost pool and has an allocation rate. The exhibit has four overhead cost pools,
one each for Service Departments 1 and 2, and one each for Production Departments L
and M. As each production department works on a product, it applies overhead based on
the allocation rate for that department. The more departments the company has, the more
overhead cost pools it has, and the more allocation rates the accounting department must
compute.

(c) CHOICE OF COST ALLOCATION METHODS: A COST-BENEFIT DECISION. The
choice of a plantwide rate versus the more complex department rate versus the even
more complex activity-based costing, discussed in Section 6.4, requires managers to
make a cost-benefit decision. Selecting more complex allocation methods requires more
time and skill to collect and process accounting information. The firm needs to justify
such incremental costs of additional information by an increase in benefits from
improved decisions.

Note that companies using plantwide allocation, as shown in the top portion of
Exhibit 6.1, do not allocate service department costs to production departments.
Although it simplifies the calculations, omitting the allocation of service department
costs to production departments could have negative behavioral effects for the company.
Allocating service department costs to production departments enables management to
assign responsibility for service costs to the people in the production department who
wanted the services.

A departmental rate provides more detailed cost measures and more accurate product
cost numbers than a plant-wide rate does, particularly if the departments perform differ-
ent activities. For example, if one department is labor-intensive and another is machine-
intensive, it makes little sense to use a rate based on either machine-hours or labor-hours
for both departments. Companies can estimate product costs more accurately if they use
labor-hours for the labor-intensive department and machine-hours for the machine-
intensive department.

6.4 ACTIVITY-BASED COSTING

If managers want competitive products, they must know (1) the activities that go into
making the good or providing the service and (2) the cost of those activities. To reduce a
product’s costs, managers will likely have to change the activities consumed by the prod-
uct. Rarely will a manager’s announcement that everyone is to reduce costs by ten per-
cent prove sufficient to effect such a cost decrease. More likely, significant cost
reduction requires managers, production and marketing people, accountants, engineers,
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and others to thoroughly examine the activities that a product consumes to identify how
to rework those activities to make the product more efficiently.
When discussing activity-based costing, one should remember the following points:

Different cost allocation methods result in different estimates of a product’s
costs.

Activity-based costing provides more detailed measures of costs than do plant-
wide and departmental allocation methods.

Activity-based costing can help marketing people select and price products by
providing more accurate product cost numbers.

Activity-based costing also benefits production because it provides better infor-
mation about how much each activity costs. In fact, it helps identify cost drivers
(that is, the activities that cause costs) that managers did not previously recog-
nize. To manage costs, production managers learn to manage the cost drivers.

Activity-based costing provides more information about product costs but
requires more recordkeeping. Managers must decide whether the benefits of
improved decisions justify the additional cost of activity-based costing compared
to departmental or plant-wide allocation.

Installing activity-based costing requires teamwork among accounting, produc-
tion, marketing, management, and others.

We next discuss the methods used for activity-based costing and then present an
example.

(@ METHODS. Activity-based costing involves the following four steps:

Step 1. Identify the activities that consume resources and assign costs to them.

These activities could include purchasing materials or setting up machines,
for example.

Step 2. Identify the cost driver(s) associated with each activity. A cost driver causes,

or drives, an activity’s costs. For the purchasing materials activity, the cost
driver could be number of orders.

Step 3. Compute a cost rate per cost driver unit or transaction. The cost driver rate

could be the cost per purchase order, for example. Each activity could have
multiple cost drivers.

Step 4. Assign costs to products by multiplying the cost driver rate times the volume

of cost driver units consumed by the product. For example, the cost per pur-
chase order times the number of orders required for product A for the month
of December measures the cost of the purchasing activity for product A for
December.

(b) IDENTIFYING ACTIVITIES THAT USE RESOURCES. Often the most interesting and
challenging part of the exercise lies in identifying activities that use resources because it
requires people to understand all of the activities required to make the product. Imagine
the activities involved in making a simple product like a pizza—ordering, receiving, and
inspecting materials; making the dough; putting on the ingredients; cooking; and so
forth. Now imagine the number of activities involved in making a complex product like
an automobile or computer.
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Using common sense and the principle that the benefits of more detailed cost infor-
mation should exceed the costs of getting the information, companies identify only the
most important activities. For example, a Deere & Company plant identified six major
activities required to produce its products and used one cost driver for each activity.
Then it developed two cost rates for each cost driver, one for variable costs and one for
fixed costs.

(i) Complexity as a Resource-Consuming Activity. One lesson of activity-based costing
has been that costs are a function of both volume and complexity. One would expect that
a higher volume of production consumes more resources, but assuming that the company
has at least some variable costs, why does complexity consume resources?

To understand the answer to that question, imagine that you produce 100,000 gallons
of vanilla ice cream per month and your friend produces 100,000 gallons of 39 different
flavors of ice cream per month. Assume, further, that you sell your ice cream in only
one-liter containers, but your friend sells ice cream in various container sizes. Although
both of you produce the same total volume of ice cream, one would expect your friend’s
overhead costs to exceed yours. Your friend has more complicated ordering, storage,
product testing (one of the more desirable jobs, nevertheless), and packing activities.
Your friend has more machine setups, too. Presumably, you can set the machinery to one
setting to obtain the desired product quality and taste; your friend has to set the machines
each time he or she produces a new flavor.

In general, the number of activities that consumes resources is a function of the com-
pany’s complexity. The number of cost drivers increases as companies become more
highly automated and more complex. Cost systems based on a simple direct labor base
generally prove inadequate in all but the simplest production or selling enterprise.

(ii) Volume and Overhead Allocation Rates. When accountants use allocation rates
based on volume, such as direct labor-hours or machine-hours, they naturally allocate
costs to products proportional to volume, if they hold the rate constant across levels of
volume. The accountants allocate a high proportion of overhead costs to high-volume
products, and allocate a low proportion of overhead costs to low-volume products. After
installing activity-based costing, managers have frequently found that they should
increase the allocated overhead for low-volume products. Low-volume products may be
more specialized, requiring, for example, more drawings, specifications, and inspections.

Low-volume products often require more machine setups for a given level of produc-
tion output because they are produced in smaller batches. In the ice cream example, one
batch of 1,000 gallons of the low-volume 39th flavor might require as much overhead
cost for machine setups, quality inspection, and purchase orders as one batch of 100,000
gallons of the highest-volume flavor. In addition, the low-volume product adds complex-
ity to the operation by disrupting the production flow of the high-volume items. You
appreciate this fact every time you stand in line when someone ahead of you has a spe-
cial and complex transaction.

When accountants apply overhead based on the volume of output, they allocate high-
volume products relatively more overhead than that allocated to low-volume products.
High-volume products subsidize low-volume products in this case. Volume-based alloca-
tion methods hide the cost effects of keeping a large number of low-volume products.
This has led many companies to continue producing or selling products without knowing
their high costs.
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Machine-hours Computer time

Labor-hours or labor cost Items produced or sold
Pounds of materials handled Customers served

Pages typed Flight hours

Machine setups Number of surgeries

Purchase orders Scrap/reword orders

Quality inspections Hours of testing time

Number of parts in a product Number of different customers
Miles driven

EXHIBIT 6.2 EXAMPLES OF COST DRIVERS

(c) CHOOSING COST DRIVERS. Exhibit 6.2 presents several examples of the types of
cost drivers that companies use. Most related either to the volume of production or to the
complexity of the production or marketing process.

How do managers decide which cost driver to use? Consider three criteria for select-
ing cost drivers:

1. Causal relation. Choose a cost driver that causes the cost. This is ideal.

Benefits received. Choose a cost driver to assign costs in proportion to benefits
received. For example, if the research and development (R&D) Department bene-
fits more from the company’s lab space than does the Marketing Research
Department, the company should select a cost driver that recognizes such differ-
ences in benefits.

3. Reasonableness. Accountants cannot link some costs to products based on cau-
sality or benefits received, so they assign them on the basis of fairness or reason-
ableness. We noted earlier that Deere & Company selected six cost drivers for a
certain product. Accountants allocated the costs of a seventh activity, general and
administrative (G&A) overhead, to the product using the reasonableness approach.
That is, they allocated G&A as a simple percentage of the costs of labor plus the
other six activities that had been allocated to the product.

(d) COMPUTING A COST RATE PER COST DRIVER. In general, we compute predeter-
mined rates for allocating indirect costs to products as follows:

Estimated indirect cost

Predetermined rate = - -
Estimated volume of allocation base

This formula applies to any indirect cost, whether manufacturing overhead or admin-
istrative, distribution, selling, or any other indirect costs.

Companies using department rates compute the predetermined rate for each depart-
ment. First we must consider the activity center, which is a unit of the organization that
performs some activity. For example, accountants assign the costs of setting up machines
to the activity center that sets up machines. Instead of a department rate, we use activity-
based costing to compute a cost driver rate for each activity center. This means that each
activity has an associated cost pool, as Exhibit 6.3 shows. If the cost driver is the num-
ber of inspections, for example, the company must estimate the inspection costs before
the period and, ideally, track the actual cost of inspections as it is incurred during the
period.
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(e) ASSIGNING COSTS TO PRODUCTS. Workers and machines perform activities on
each product as it moves through production. Companies allocate costs to a product by
multiplying each activity’s predetermined rate by the volume of activity used in mak-
ing it.

Assume in Exhibit 6.3 that accounting has already allocated service department over-
head costs to the production department’s overhead accounts. Assume further that the
exhibit applies to only one production department, Department L. This follows the con-
vention of identifying numerous activities, or cost drivers, for each department.

As a product progresses through Department L, the operation moves materials to the
work area. Accountants allocate materials handling overhead, such as the wages paid to
the materials movers, to the product by multiplying the overhead allocation rate for
materials handling times the number of pounds of materials moved. For quality inspec-
tions, the company allocates the overhead based on the rate for inspections times the
number of inspections made on the product. All other activities progress through the
same procedure, which repeats for each product worked on in Department L.

6.5 ACTIVITY-BASED COSTING ILLUSTRATED

The following example illustrates how companies compute unit costs when they use
activity-based costing. We contrast the results using activity-based costing to those using
a department-based rate.

Assume that SU Company makes two products, Standard and Unique. The Standard
product line is a high-volume line, and the Unique line is a low-volume, specialized
product. Assume that the overhead costs from service departments have already been
allocated to Department A’s Manufacturing Overhead account.

(@@ DEPARTMENT ALLOCATION. Using department allocation, SU Company used the
following procedure to allocate manufacturing overhead costs to the two products for
January, Year 2.

e Late in Year 1, managers and accountants developed a predetermined overhead
rate based on the following estimates for Year 2:

Estimated annual overhead for

Department AforYear2.............. $2,000,000

Estimated machine-hours to be worked

during Year 2 in Department A. ........ 20,000 hours
Department A overhead rate

($2,000,000/20,000 hours) ... .......... $100 per machine-hour

¢ At the end of January, Year 2, the company had the following information for the
month of January:

Actual machine-hours used in January, Year 2

Standard products. . .............. ... 1,500
Unique products ........................ 500
Total actual machine-hours in January. . .. .. 2,000
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¢ Accountants then allocated overhead to the products worked on in January using
the predetermined rate of $100 per hour times the actual machine-hours worked
on each product in Department A:

Overhead allocated to products worked on in January

Standard products ($100 x 1,500 hours) ... .... $150,000
Unique products ($100 x 500 hours). .. ........ $ 50,000
Total overhead allocated to products . . ...... $200,000

(b) ASSIGNING COSTS USING ACTIVITY-BASED COSTING. When SU Company began
to use activity-based costing, it first identified four activities that were important cost
drivers used to allocate overhead: (1) purchasing materials, (2) setting up machines when
starting a new product, (3) inspecting products, and (4) operating machines.

Management then estimated the amount of overhead and the volume of activity for
each activity. For example, management estimated that the company would purchase
100,000 pounds of materials requiring overhead costs of $200,000 for the year. These
overhead costs include the salaries of people who purchase, inspect, and store materials.
Consequently, accountants assign each pound of materials used to make a product an
overhead cost of $2 ($200,000/100,000 pounds).

The company made these estimates near the end of Year 1 and will use them during all
of Year 2. (In practice, companies frequently set rates for the entire year; sometimes they
set rates for shorter periods, such as a quarter.) Exhibit 6.4 shows the predetermined
annual rates computed for the four activities. To calculate the rate in column (5), one
divides the estimated overhead cost in column (3) by the cost driver volume in column (4).

The total overhead estimated for Year 2 using activity-based costing equals
$2,000,000, as it was using department allocation. One should derive equal estimates
of total overhead whether one uses plant-wide allocation, department allocation, or
activity-based costing. The primary difference between activity-based costing and
department allocation lies in the number of cost pools and activities used to allocate

1 2 3 4 5
Estimated
Overhead  Estimated Cost
Cost Driver Used  Cost for the  Driver Volume Rate
Activity to Allocate Overhead  Activity for Year 2 Col 3/Col 4

1. Purchasing materials Number of poundsof ~$ 200,000 100,000 $2 per pound
materials in each pounds
unit of product

Number of machine

2. Machine setups setups 800,000 400 setups $2,000 per setup
3. Inspections Hours of inspections 400,000 4,000 hours  $100 per hour

4. Running machines Machine-hours 600,000 20,000 hours  $30 per hour
Total estimated overhead $2,000,000

EXHIBIT 6.4 PREDETERMINED ANNUAL OVERHEAD RATES FOR ACTIVITY-BASED COSTING
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Standard Product Unique Product
1. Purchasing materials 6,000 pounds 4,000 pounds
2. Machine setups 10 setups 30 setups
3. Inspections 200 hours 200 hours
4. Running machines 1,500 hours 500 hours

EXHIBIT 6.5 VOLUME FOR FOUR COST DRIVER ACTIVITIES FOR SU COMPANY

Standard Product Unique Product

Cost
Actual Cost Cost Allocated ~ Actual Cost ~ Allocated
Driver Units  to Standard Driver Units  to Unique
Activity Rate in January Product in January Product

1. Purchasing materials $2 per pound 6,000 pounds  $12,000 4,000 pounds $ 8,000

2. Machine setups $2,000 10 setups 20,000 30 setups 60,000
per setup

3. Inspections $100 per 200 hours 20,000 200 hours 20,000
inspection hour

4. Running machines ~ $30 per hour 1,500 hours 45,000 500 hours 15,000

Total cost allocated to each product $97,000 $103,000

EXHIBIT 6.6 OVERHEAD COSTS ASSIGNED TO PRODUCTS USING ACTIVITY-BASED COSTING

overhead costs. Department allocation uses only one cost pool per department; activity-
based costing uses four in this case. In practice, companies generally use more than
four cost pools because more than four activities are important; we use four to simplify
the illustration.

By the end of January, Year 2, SU Company has collected the information about the
actual cost driver volume for each of the two products for January, shown in Exhibit 6.5.

Multiplying the actual activity events for each product times the predetermined
rates computed resulted in the overhead allocated to the two products shown in
Exhibit 6.6.

(c) UNIT COSTS COMPARED. Assume that SU Company produced 1,000 units of
Standard and 200 units of Unique in January. In addition, the direct materials cost is
$100 per unit for Standard and $200 per unit for Unique. Direct labor cost is $20 per unit
for Standard and $30 per unit for Unique. Comparing the overhead allocations of the
department allocation and the activity-based costing allocation methods reveals the dif-
ferences in unit costs shown in Exhibit 6.7.

Using activity-based costing, the company allocates more overhead per unit to the
more specialized, lower-volume Unique product. This occurs primarily because activity-
based costing recognizes the need for more setups and for as many inspection hours of
Unique as for the higher-volume Standard. Because the company failed to assign costs to
all of the activities, Standard was subsidizing Unique.

Many companies have found their situation to resemble this example. For example, a
Hewlett-Packard division in Boise, Idaho found that conventional costing had excessively
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Department Allocation Activity-Based Costing
Standard Unique Standard Unique
Direct materials ............. $100 $200 $100 $200
Directlabor ................ 20 30 20 30
Overhead .................. 1502 2500 I 515d
Total unitcost. .............. $270 $480 $217 $745

2$150 = Overhead cost allocation to products using department allocation from the table on the top of page
227 + Units produced (= $150,000/1,000 units).

b $250 = Overhead cost allocation to products using department allocation from the table on the top of page
227 + Units produced (= $50,000/200 units).

©$97 = Overhead cost allocation to products using activity-based costing from Exhibit 6.6 + Units produced
(= $97,000/1,000 units).

d$515 = Overhead cost allocation to products using activity-based costing from Exhibit 6.6 + Units produced
(= $103,000/200 units).

EXHIBIT 6.7 COMPARISON OF PRODUCT COSTS USING DEPARTMENT ALLOCATION
AND ACTIVITY-BASED COSTING

allocated costs to many of its high-volume products when compared to activity-based
costing because conventional costing allocated costs proportional to volume. Activity-
based costing revealed that low-volume, specialized products increased costs more than
managers had realized.

6.6 COST FLOWS THROUGH ACCOUNTS

Exhibit 6.8 shows the flow of costs through accounts using activity-based costing. The
amounts for direct labor and direct materials come from Exhibit 6.5. The manufacturing
overhead applied appeared in Exhibit 6.6. We assume that the accounting department
transferred all costs out of WIP Inventory—Department A to subsequent WIP departments.

6.7 CHOOSING ACTIVITY BASES IN MODERN
PRODUCTION SETTINGS

When industries first began developing cost systems, companies were more labor-inten-
sive than today. Much of the overhead cost related to the support of labor, so it made
sense to allocate overhead to products based on the amount of labor in the products.
Labor still ranks as a major product cost in many companies, especially service organiza-
tions like public accounting firms. Such companies often allocate overhead to products
(which are called jobs) on the basis of the amount of labor in the product.

As companies have become more automated, including companies in the service sec-
tor such as banks, direct labor has become less appropriate as a basis for allocating over-
head. As direct labor has dropped to less than 5 percent of product costs in many
companies and overhead has increased, companies that stubbornly continue to allocate
overhead to products based on direct labor have rate increases as high as 500 percent or
more. (We have seen cases in which overhead rates exceed 1,000 percent of direct labor
costs.)

When labor contributes so little to product costs, little or no relation exists between
labor and overhead. In addition, small errors in assigning labor to products are magnified
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Materials Inventory

Work in Process—Department A

100,0002
40,000°

Wages Payable

20,000°
6,000¢

Purchasing Materials

Manufacturing Overheadf

Standard:

Direct Materials 100,000%| 217,000 —— »

Direct Labor 20,000¢

Manufacturing

Overhead 97,0004 Costs transferred
to subsequent

. departments

Unique:

Direct Materials ~ 40,000°

Direct Labor 6,0008| 149,000 ——»

Manufacturing

Overhead 103,000¢

Manufacturing Overhead Applied?

Actual costs

Machine Setups

Manufacturing Overhead'

12,000 to Standard
8,000 to Unique

Manufacturing Overhead Appliedd

Actual costs

Inspections

Manufacturing Overheadf

20,000 to Standard
60,000 to Unique

Manufacturing Overhead Applied?

Actual costs

Running Machines

Manufacturing Overhead'

20,000 to Standard
20,000 to Unique

Manufacturing Overhead Appliedd

Actual costs

2$100,000 = 1,000 units x $100
b $40,000 = 200 units x $200
€$20,000 = 1,000 units x $20

45,000 to Standard
15,000 to Unique

d Given as the overhead applied in Exhibit 6.6

€$6,000 = 200 units x $30

f Actual manufacturing overhead for each activity center, or cost pool, in Department A is recorded
here, including costs allocated to Department A.

EXHIBIT 6.8 FLOW OF COSTS THROUGH ACCOUNTS USING ACTIVITY-BASED COSTING
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many times with overhead rates of several hundred percent or more of labor costs.
Finally, allocating overhead on the basis of direct labor sends signals that direct labor
costs more than it really does. This also creates tremendous incentives to reduce the
labor content of products. Companies may desire this in particular circumstances, but
they should base such decisions on accurate cost numbers, not those that are heavily
biased because of an arbitrary cost allocation method.

6.8 ACTIVITY-BASED COSTING IN MARKETING
AND ADMINISTRATION

One can also apply activity-based costing to marketing or administrative activities using
the same principles and methods discussed in Section 6.4 and reiterated here:

« |dentify activities that consume resources.
« |dentify cost drivers associated with each activity.
e Compute a cost rate for each cost driver.

¢ Assign costs to products by multiplying the cost driver rate by the volume of cost
driver units consumed for the marketing or administration activity.

Instead of computing the cost of a product, however, accountants compute a cost of
performing an administrative or marketing service, as the following example illustrates.

Suppose that SU Company has an order-filling service. Customers can call an 800
number and order either the Standard or Unique product. Management has concerns
about the cost for this service and might outsource it to another company. SU accepts
bids from outside companies to perform the order-filling service, the lowest of which
was $30 per unit. Managers want to know how much this service costs SU so they can
decide whether to continue filling orders internally, and, if so, to identify ways to
improve efficiency. The team appointed to the task proceeds as follows:

1. Identify the activities that cause costs. The team identified order taking, order
filling, shipping, and customer returns, listed in column (1) in Exhibit 6.9.

2. ldentify cost drivers, listed in column (2) for each activity in Exhibit 6.9.

3. Compute cost driver rates. Column (3) in Exhibit 6.9 presents the estimated
monthly cost for each activity. Column (4) shows the estimated monthly cost
driver volume, and column (5) shows the cost driver rate for each cost driver.

1 2 3 4 5
Estimated
Estimated Monthly Cost ~ Cost Driver

Activities Cost Drivers Monthly Cost  Driver Volume Rate
Order taking Number of orders $5,000 1,000 $5
Order filling Number of orders 3,000 1,000 3
Shipping 1. Number of orders 1,000 1,000 1
2. Number of units shipped 6,000 3,000 2

Customer returns  Number of units shipped 10,000 1,000 10
Total order filling COSES . . . .. .o $21

EXHIBIT 6.9 ACTIVITY-BASED COSTING FOR SELLING-SU COMPANY
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This analysis shows that order-filling costs total $21 per unit, much lower than the
best outside bid of $30 per unit. Management decides to reject the idea of outsourcing
this activity and takes action to improve the efficiency of its order-filling service. Rec-
ognizing that customer returns were expensive ($10 per unit), management looks for
ways to reduce them. Management found that by improving its descriptions of the prod-
ucts in advertisements, the company could reduce the number of customer returns by
nearly 50 percent.

6.9 ADDING VALUE WITH ACTIVITY-BASED COSTING

Activity-based costing offers many opportunities to add value to organizations. Many
consulting firms have opened in the last decade to advise companies on activity-based
costing systems, and many organizations have their own internal groups implementing
activity-based costing. Surveys have indicated that hundreds and perhaps thousands of
companies—including service, merchandising, and manufacturing companies—have
implemented activity-based costing.

Experience over the past 10 to 15 years indicates two key ways to add value to com-
panies using activity-based costing:

1. Better information about product costs. Activity-based costing uses more data
than conventional costing and provides more informed estimates of product
costs. Better product cost information helps managers make decisions about pric-
ing and whether to keep or drop products. Although managers must respond to
the market, they also consider their product costs in setting prices. Marketing
managers, in particular, often strategically price these products below the market
price to capture a larger share of the market. Or they may want to offer special
prices to certain customers, such as the special discount fares offered by airlines
or to open new markets in third world countries in which they must charge lower
prices. Good product cost information can help them decide how far to drop these
prices.

Managers also use this information to decide whether to continue selling cer-
tain products. If a product’s profit margins are too low, or if it loses money, man-
agers will probably decide to stop selling it. Deciding to discontinue selling
goods or services is difficult, and managers need the best possible information to
make such decisions.

2. Better information about the cost of activities and processes. As noted in the
order filling example of Section 6.8(a), activity-based costing helped managers
realize the high cost of one of the activities (customer returns) and took steps to
reduce its costs. By identifying the cost of various activities, managers gain use-
ful information that the accounting system previously buried. The idea is analo-
gous to lowering the water in a river to expose the rocks: Before lowering the
water, you probably suspected or knew that the rocks were there. Until you low-
ered the water, however, you didn’t know the location or size of the big ones.
Sometimes managers find all sorts of interesting and helpful information about
the cost of activities. Other times, implementing activity-based costing doesn’t
reveal anything new but confirms what managers already knew. Until you lower
the water or implement activity-based costing, however, you don’t know about
the size of the rocks or the cost of the activities.
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So far, the discussion has implied that implementing activity-based costing will add
value to the organization. That will likely prove true in varying degrees. Companies with
complex production processes that make many different products and that operate in
highly competitive markets probably stand to benefit the most. That’s why companies
such as Hewlett-Packard, Chrysler, and IBM have implemented activity-based costing.
Companies such as Starbucks and Nike would probably benefit also but less than more
complex companies.

In considering how much value activity-based costing adds to a company, remember
that implementing activity-based costing can be expensive. These costs include those of
the accountants and other people who develop and implement activity-based costing,
additional recordkeeping costs, software costs, and, possibly, consulting costs. It also
shakes up the organization by changing the accounting rules. This can reap benefits, but
many companies also have found it painful.

6.10 STRATEGIC USE OF ACTIVITY-BASED COSTING

Many experts think that activity-based costing offers strategic opportunities to compa-
nies. In the cost arena, companies develop competitive advantage by becoming a low-
cost producer or seller. Companies such as Wal-Mart in retailing, United Parcel Service
in delivery services, and Southwest Airlines in the airline industry have created a com-
petitive advantage by reducing costs. Some companies have learned to use the informa-
tion gained from their cost systems to cut prices substantially to increase market share.

Activity-based costing plays an important role in companies’ strategies and long-
range plans to develop a competitive cost advantage. While activity-based costing
focuses attention on activities in allocating overhead costs to products, activity-based
management focuses on managing activities to reduce costs. Cost reduction generally
requires a change in activities. Top management can send notices to company employees
to reduce costs, but the implementation requires a change in activities. If you have lived
in a city that has had to reduce costs, you know that achieving the reduction required a
change in activities such as fewer police patrols, a cut in library hours, and reduced
social services. An entity cannot know the effect of a change in activities on costs with-
out the type of cost information provided by activity-based costing.

6.11 ACTIVITY-BASED MANAGEMENT AND THE VALUE CHAIN

Activity analysis is an approach to operations control. As noted in Section 6.1, an activ-
ity is any discrete task that an organization undertakes to make or deliver a product or
service. Specifically, activity analysis has four steps:

1. Identify the process objectives defined by what the customer wants or expects
from the process.

2. Record by charting, from start to finish, the activities used to complete the prod-
uct or service.

3. Classify all activities as value-added or nonvalue-added.

4. Continuously improve the efficiency of all value-added activities and develop
plans to eliminate or reduce nonvalue-added activities.

Value-added activities make up the value chain. As Exhibit 6.10 illustrates, the value
chain is a linked set of value-creating activities leading from research and development
to the end use of goods and services produced.
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Research Customer Value of good
and Design Production » Marketing » Distribution ) — V&IUE OF gOOOS
Service and services
Development
to customers

EXHIBIT 6.10 THE VALUE CHAIN

Managers should constantly ask whether activities add value. As Exhibit 6.11 shows,
managers should analyze activities and classify them as value added or nonvalue added.
If they do not add value, management should try to eliminate or at least reduce them. If
they add value, management should re-evaluate them regularly to ensure that they con-
tinue to add value.

Activity analysis represents a systematic way for organizations to think about the pro-
cesses that they use to provide products to their customers. Companies can use activity-
based management to identify and eliminate activities that add costs but not value to the
product. Nonvalue-added costs are costs of activities that a company could eliminate
without reducing product quality, performance, or value. For example, storing bicycle
frames until needed for production does not add to the finished bike’s value. Suppose
that management can find ways to eliminate storing the frames by using just-in-time pur-
chasing. If so, the company could save money without reducing the finished product’s
quality.

Firms should consider eliminating the following types of activities because they do
not add value to the product:

» Storage. Storage of materials, WIP, and finished goods inventories present obvi-
ous nonvalue-added activities. Many companies have applied the just-in-time
philosophy to purchasing and production to reduce or even eliminate storage.

¢ Moving items. Moving parts, materials, and other items around the factory floor
does not add value to the finished product. A steel mill in Michigan once had
hundreds of miles of railroad tracks to move materials and partially finished
products from one part of the factory to another. Eliminating 100 miles or so of
track reduced both labor and overhead costs, and even eliminated some spoilage
because train accidents sometimes damaged products.

Activities <

Analysis and
Classification

Reevaluation

Nonvalue-added Value-added
activities activities

EXHIBIT 6.11 ARE ACTIVITIES VALUE-ADDED?
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« Waiting for work. Idle time does not add value to products. Reducing the amount
of time people wait to work on something reduces the cost of idle time.

¢ Production process. Managers should investigate the entire production process,
from purchasing, to production, to inspection, to shipping; they should identify
activities that do not add value to the finished product. Managers should ascertain
whether the company needs as many setups, whether a reduction in inspection
time could justify the cost of higher-quality materials and labor, whether the firm
could reduce the cost of ordering, and so forth.

This list mentions only a few examples of nonvalue-added costs. If you observe activ-
ities at health care organizations, fast-food restaurants, construction sites, government
agencies, and many other organizations, you will see numerous examples of nonvalue-
added activities.

Activity-based costing helps measure the costs of nonvalue-added activities. For
example, Deere & Company measured the variable cost of moving materials at $293 per
load (defined as a movement of materials around the factory). If the company could have
eliminated 1,000 loads per year, it would have saved $293,000, all things being equal,
without reducing the value of the finished product.

6.12 USING ACTIVITY-BASED COST INFORMATION TO MANAGE
CUSTOMER RESPONSE TIME

Exhibit 6.12 shows the chain of events from the placement of a customer order to cus-
tomer delivery. Reducing that time can increase output, customer satisfaction, and prof-
its. For example, suppose that a loan officer at a mortgage company can process 30 loan
applications per month. If the company can improve the process so that the loan officer
can process 30 loan applications in one-half month, several good things happen. Cus-
tomer satisfaction increases with the shorter processing time, the cost per application
goes down, and the company processes more applications per month.

Activity-based management helps to reduce customer response time by identifying
activities that consume the most resources, both in dollars and time. For example, verifi-
cation of required credit, bank, employment, and other information often delays mort-
gage loan applications. Use of computer networks could substantially reduce that
verification time. Moreover, a mortgage company could easily reject or approve many
loan applicants using limited financial information. In short, much of the paperwork that
organizations require does not add value to transactions. Waiting, storing, moving, and

Customer Customer
laces order . receives product
P Order ready Order is Product P
for setup set up completed
Order Order Order Order
receipt waiting manufacturing delivery
time time time time
A A
Y ZTX ZTX ZTX
Total customer reponse time

EXHIBIT 6.12 ELEMENTS OF CUSTOMER RESPONSE TIME
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inspecting products are other examples that do not add value to customers. Activity-
based management can help spot such nonvalue-added activities.

As we improve the efficiency of value-added activities or eliminate nonvalue-added
activities, both customer response time and costs will fall. Of course, customers also value
a quick response to their orders, another important benefit of short customer response time.

6.13 COST HIERARCHIES

Companies can associate some—but not all—costs with units of input or output. Conse-
quently, allocating all costs (such as building leases) to units can mislead management if
some costs do not vary with the volume of units. As a result, management cannot effec-
tively control these costs by focusing on the volume of units. For example, the costs of
machine setups generally relate to the number of batches. Each new batch of products
requires a machine setup, whether the batch contains 1 unit or 1,000 units. The number
of batches, not the number of units, affects the setup cost.

Management can establish a hierarchy of costs like that shown in Exhibit 6.13. The
volume of units produced affect strictly variable costs, such as energy costs to run
machines. These appear at the bottom of the exhibit as unit-level costs. Naturally, any
variable costs such as direct materials costs are unit-level costs.

Capacity-related costs fall at the other extreme (the top of the exhibit). Management’s
decisions to have a particular size of store, factory, hospital, or other facility fix these
costs. Although these costs are fixed with respect to volume, do not think that manage-
ment has no control over them. Managers can make decisions that affect capacity costs.
Such decisions, however, require a longer time horizon to implement than do decisions
to reduce unit-level costs.

The way the company manages its activities affects the two middle categories of costs
shown in Exhibit 6.13. A company that makes custom products will have more product/
customer-level costs than a company that provides limited choices. A company that
schedules its work to make one product on Monday, a second product on Tuesday, and so
on through Friday has lower batch-related costs than if it produced all five products on

Cost Category Cost-Generating Activities

1. Capacity-related costs Plant management
Building depreciation and rent
Heating and lighting

2. Product- and customer-level costs Customer records and files
Product specifications
Customer service

3. Batch-related costs Machine setups
Quality inspections

4. Unit-level costs Energy to run machines
Direct materials

Adapted from and permission granted by Harvard Business Review From “Profit
Priorities from Activity-Based costing” by R. Cooper and R.S. Kaplan, (May-June
1991).

Copyright © 1991 by the Harvard Business School Publishing Corporation; all
rights reserved.

ExHIBIT 6.13 HIERARCHY OF PrRODUCT COSTS
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Monday, all five again on Tuesday, and so on through the week. In practice, many of the
greatest opportunities for reducing costs through activity-based management exist in
these middle categories of product/customer-level and batch-related costs.

Using a hierarchy similar to this, if management makes decisions that affect units, but
not batches, products, customers, or capacity, it would analyze category 4 costs of unit-
level activities. Management decisions that affect capacity, however, would probably
affect all activities in categories 1 through 4, and managers would analyze costs in all
four categories.

6.14 DISTINGUISHING BETWEEN RESOURCES USED
AND RESOURCES SUPPLIED

In some situations, costs go up and down proportionately with the cost driver. Materials,
energy, and piecework labor are excellent examples. Suppose that workers are paid $1.50
per crate to pick strawberries from a field. The cost driver is obviously crates of straw-
berries, and the cost driver rate is $1.50 per crate.

Now suppose that the farm hires strawberry workers for a month for $8 per hour. The
cost driver might still be crates of strawberries. We calculate the cost driver rate as fol-
lows: estimated wages of strawberry workers for the month divided by estimated number
of crates of strawberries that workers can pick during the month. Assume that this calcu-
lation gives a rate of $2 per crate. In general, this cost driver rate could be higher, lower,
or the same as the piecework rate. We assume that the rate is $2, just to help you recog-
nize that a difference exists between the piecework rate and the cost driver rate when the
farm paid workers by the hour.

The grower employs five workers who each work eight-hour days. These workers
each have the capacity to pick four crates per hour, or a total of 160 crates per day.
Assume, however, that on Tuesday, the workers picked 140 crates. The grower had 20
crates, or $40 ($2 cost driver rate x 20 crates), of unused capacity on Tuesday. The
grower has costs of $320 computed either of two ways:

o $320 = 5 Workers x $8 per hour x 8-hour day
e $320 = $2 per Crate x 160 Crate capacity

The grower supplied resources of $320 to the strawberry-picking activity. The opera-
tions used only $280 of strawberry-picking resources, however, leaving $40 of unused
capacity ($280 = $2 x 140 crates actually picked). The grower knows that the five work-
ers could have picked more strawberries without increasing the resources supplied to the
activity.

The resources supplied to an activity are the expenditures or the amounts spent on the
activity. In the strawberry example, resources supplied were the $320 paid to the straw-
berry pickers. Financial statements reflect expenditures for resources supplied. The dif-
ference between resources used and resources supplied represents unused resource
capacity.

Activity-based management strives to reduce unused resource capacity. For example, the
strawberry grower may look for ways to reduce the $40 (or 20 crates) of unused resource
capacity. Suppose that the grower had not sufficiently trained the people to efficiently check
each case for quantity and quality. Consequently, the checkers were slowing the picking
process. The activity-based management information (provided by the activity-based cost-
ing system) signaled the existence of unused resource capacity, which helped the grower
and workers improve the production flow.
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Differences between resource usage and resource supply generally occur because
managers commit to supply a certain level of resources before they are used. In the
strawberry example, the grower committed to the $8 per hour in advance of the actual
picking of the strawberries.

When management can arrange to supply resources as operations uses them, the
resource supply generally equals the resource used, eliminating the unused capacity.
Materials costs and piecework labor are good examples. If the grower had paid the piece-
work labor rate of $1.50 per crate, the resources supplied and the resources used would
have been $1.50 per crate of strawberries picked. Thus, the farmer would eliminate
unused resource capacity. The next section expands these ideas by suggesting a new
reporting format that presents to managers important information about resources used,
resources supplied, and unused resource capacity.

6.15 ACTIVITY-BASED REPORTING OF UNUSED RESOURCES

We now discuss an important way to add value to managers and their companies. Sec-
tions 6.13 and 6.14 demonstrated the importance of two key concepts, the cost hierarchy
and the difference between resources used and resources supplied. Conventional man-
agement reports do not make those distinctions. Typical reports show costs as line items
as shown for Cooper Company in Exhibit 6.14. Managers cannot distinguish resources
used from resources supplied in such reports.

This section presents a new type of report that shows managers a comparison of
resources used with resources supplied and classifies costs into cost hierarchies. This
type of reporting will prove valuable to managers who want to manage resources wisely.

Coorer Co.
JANUARY

Sales ...t e $180,000
Costs

Materials. .. ........... ... ... ... $30,000

Energy ... 10,000

Short-termlabor .. ................. 4,000

Outside contracts . ................. 6,000

SEtUPS . v 20,000

Quality inspection. . ................ 10,000

Parts management. ................. 7,000

Marketing. . ... 15,000

Customer service .................. 4,000

Engineering changes. .. ............. 6,000

Long-termlabor ................... 7,000

Depreciation (buildings) . ............ 20,000

Administrative .................... 13,000
Total Costs. . ..o v v viiiiiiiiiinnnnn 152,000

Operating Profit. . ............ ... ... $ 28,000

EXHIBIT 6.14 TRADITIONAL (DETAILED) INCOME STATEMENT
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Exhibit 6.15 provides an example of this new type of report. Note first that it catego-
rizes costs into the cost hierarchies discussed in Section 6.13. Managers can look at the
amount of costs in each hierarchy and find ways to manage those resources. For example,
managers see that the company spends $30,000 of resources on batch-related activities
such as setups. They investigate how much they can save of that $30,000 by changing the
production process, for example, to reduce the number of setups by half.

Perhaps of more interest, the report shows managers how much of the resources
remain unused for each type of cost. Here’s how it works: Assume that the cost driver for
setup costs is hours of setup at a rate of $100 per hour. Based on the information in the

COOPER CO.
JANUARY
SaleS v it e e $180,000
Unused
Resources Resource Resources
Used Capacity Supplied
Sales
Unit
Materials . ....................... $ 30,000 $ - $ 30,000
Energy ..o 10,000 - 10,000
Short-termlabor................... 3,500 500 4,000
Outsidecontracts . . ................ 6,000 - 6,000
$ 49,500 $ 500 $ 50,000
Batch
SEtUPS. . oo e $ 14,000 $ 6,000 $ 20,000
Quality inspection ................. 8,500 1,500 10,000

$ 22,500 $ 7,500 $ 30,000

Product and customer sustaining

Parts management ................. $ 6,000 $ 1,000 $ 7,000
Marketing. ... 14,000 1,000 15,000
Customerservice . ................. 2,000 2,000 4,000
Engineering changes ............... 5,000 1,000 6,000

$ 27,000 $ 5,000 $ 32,000

Capacity sustaining

Long-termlabor................... $ 5,000 $ 2,000 $ 7,000
Depreciation (buildings). . ........... 12,000 8,000 20,000
Administrative . ................... 10,000 3,000 13,000

$ 27,000 $13,000 $ 40,000

Total Costs. .........ooovnivninnn.. $126,000 $ 26,000 $152,000

Operating Profit. ... ................ $28,000

a This income statement was inspired by R. Cooper and R.S. Kaplan, “Activity-Based Systems:
Measuring the Costs of Resource Usage,” Accounting Horizons 6, no. 3 (1992), pp. 1-13.

EXHIBIT 6.15 ACTIVITY-BASED MANAGEMENT INCOME STATEMENT
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income statement, Cooper spent $20,000 on setups. That represents 200 hours of setup
capacity ($20,000/$100 per setup hour = 200 setup hours of available resource). How-
ever, operations used only 140 hours during the month ($14,000 resources used + $100
cost driver rate = 140 hours of setup used). The report shows managers that $6,000 (or
60 hours) of unused setup resources are available.

All other things being equal, perhaps as much as 60 additional hours of setup could
have been done in January without increasing expenditures. In reality, managers recog-
nize the benefits of some unused resources. Having some unstructured time for ad hoc
training, leisure, and thinking about ways to improve the work and work environment
can prove useful for morale and productivity.

Note that some costs have more unused resources than others. The items listed under
unit-related costs at the top of the report show little or no unused resources. These costs
vary proportionately with output and often have little or no unused resources. Short-term
labor, for example, is the cost of piecework labor or temporary help that is employed on
an as-needed basis. Many of us have worked as short-term laborers during the summer in
resorts, on farms, in forests fighting fires, or in retail stores or providing delivery ser-
vices during the holidays.

Capacity-related costs have unused resources unless the company operates at full
capacity. Long-term labor resources are the costs of employing people whom the firm
does not lay off during temporary fluctuations in production.

6.16 IMPLEMENTING ADVANCED COST MANAGEMENT SYSTEMS

Accountants cannot implement activity-based management without becoming familiar
with a company’s operations. In identifying activities, accountants become part of a
team with management and people from production, engineering, marketing, and other
parts of the company who work to identify the activities that drive the company’s costs.
This often creates discomfort at first as accountants deal with unfamiliar areas, but in
the long run, their familiarity with the company’s operating activities can improve their
contribution to it. Nonaccounting personnel also feel a greater sense of ownership of the
numbers that the accounting system reports as accounting improves its credibility
among nonaccountants.

To ensure success when implementing activity-based management, influential people
in the organization must support the process. Accounting methods in companies resem-
ble rules in sports; people become accustomed to playing by them and oppose change to
something unknown. Employee resistance is the largest obstacle to implementing activity-
based management.

For example, two analysts at one company spent several months and hundreds of
hours of computer time developing an activity-based costing system. Their analysis
revealed several hundred unprofitable products that the company should eliminate. How-
ever, the key managers who made product elimination decisions agreed to eliminate only
about 20 products. Why? The analysts had failed to talk to these managers early in the
process. When presented with the final results, the managers raised numerous objections
that the analysts had not anticipated. The moral of this example: Anyone trying to make
a change in a company or system should involve all of the people who are important to
that change early in the process.
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6.17 SUMMARY

This chapter discusses the allocation of indirect costs to products. Activity-based cost-
ing, one such method, assigns costs first to activities (discrete tasks that an organization
undertakes to make or deliver a product) and then to the products based on each prod-
uct’s use of activities. Activity-based costing is based on the premise that products con-
sume activities and activities consume resources. Activity-based costing involves four
steps (discussed in Section 6.4).

Activity-based costing can help marketing and production personnel by providing
detailed product cost information; it also helps management identify the processes that
add value to the company. Implementing such a system can prove costly, however, and
requires commitment from key decision makers.

Companies can use activity-based costing management to help manage activities that
affect costs. One can group these activities and related costs into four categories: capac-
ity related, product and customer related, batch related, and unit related. Companies can
use such analyses to identify costly activities and manage them, identify nonvalue-added
activities and eliminate them, and manage customer response time.

Companies can also use activity-based costing management to measure and minimize
the difference between resources used and resources supplied. Management must try to
match activities supplied to activities used to maximize efficiency.
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Target costing is a structured approach to establish the cost at which a firm must manu-
facture a proposed product with specified functionality and quality to generate the
desired profitability over its life-cycle at its anticipated selling price.! It is a tool of profit

This chapter is based on material contained in Target Costing and Value Engineering, Robin Cooper and
Regine Slagmulder, Portland, Ore.: Productivity Press; 1997.

Target costs should include any costs that are driven by the number of units sold. For example, if the firm
accepts responsibility for disposing a product at the end of its useful life, the target cost would include

these costs.
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management as well as cost management. In Japan, where the lean enterprise? evolved,
firms view target costing not as a stand-alone program, but as an integral part of their
product development process. These firms have developed target costing to bring the
competitive challenge of the marketplace to both the product designers and the firm’s
suppliers. When applied effectively, target costing creates a discipline that harmonizes
the labor of disparate participants in the product development effort, from designers and
manufacturing engineers to market researchers and suppliers.

At the heart of target costing lies a deceptively simple equation:

Target cost = Target selling price — Target profit margin @)

According to this equation, the firm need only select the price at which its future
products will sell, subtract the required profit margin, and then design products so that it
can manufacture them at their target costs. In fact, the process is more complicated than
the equation suggests. First, before a firm can establish the target selling price, it must
define the proposed product’s quality and functionality. These product characteristics
establish the value that the customers associate with the new product. Second, the firm
must set the target profit margin so that the product will generate an adequate return on
the up-front investment throughout its life. Before the firm can establish the target profit
margin, however, it must estimate the product’s sales volume. Thus, embedded into the
target costing equation is an assumption about the proposed product’s sales volume.

Target costing is the critical first step in managing product costs because once a firm
locks in a product’s design, many of the costs become immutable. For example, a prod-
uct’s design determines the number of components, the different materials used and the
time required for assembly. Some authorities estimate that design drives as much as 90 to
95 percent of a product’s costs—costs the firm cannot avoid without redesigning the prod-
uct. Exhibit 7.1 shows that the level of committed costs increases as the design process
advances with approximately 66 percent of costs committed at the end of the product
planning stage, approximately 85 percent by the end of the preliminary design stage and
approximately 95 percent by the end of the detailed design stage. Once a firm has

95 100

85

(2]

Committed Costs (%)
[ . W' )

Product Preliminary Detailed Production Logistics
Planning design design support

Source: Adapted from B.S. Blanchard, Design and Manage to Life-Cycle Cost (Portland, Ore.: Dilithium Press,
1978)

ExHIBIT 7.1 COMMITTED COSTS

2. Lean manufacturing is characterized by manufacturing a single part just-in-time for its incorporation into
the product.
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EXHIBIT 7.2 THE TARGET COSTING TRIANGLE

designed a product, it has little freedom to manage costs. Consequently, effective cost
management programs must begin at the design and continue into the manufacturing
phase of a product’s life cycle.

Target costing’s simple equation also masks the sophistication required to effectively use
it. At many firms, the target costing process contains three major segments (see Exhibit 7.2).

e Market-driven costing identifies the allowable cost of the proposed products. It
reflects the target selling price (driven by market conditions) and the firm’s
desired target profit margin, but ignores the cost management capabilities of the
firm and its suppliers.

¢ Product-level target costing establishes the product’s target cost that reflects
more practical considerations (i.e., the firm and its suppliers’ capabilities to
affect cost) than does market-driven costing.

e Component-level target costing establishes the component-level target costs
derived from product-level target costing.

We next discuss the elements of these three target costing segments and how they
drive profit management.

7.2 MARKET-DRIVEN COSTING

The market-driven costing portion of target costing focuses on customers and their
requirements and uses this information to transmit the competitive pressure to the prod-
uct designers and suppliers (Exhibit 7.3).
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EXHIBIT 7.3 THE TARGET COSTING TRIANGLE: THE MARKET-DRIVEN COSTING STAGE

Market-driven costing consists of five major steps, illustrated in Exhibit 7.4. We list
them here and offer an expanded explanation in the subsequent sections.

1.

Set long-term sales and profit objectives. This step highlights the primary role of
target costing as a technique for profit management.

Structure the product mix to achieve maximum profitability. This step highlights
the importance of broad market analysis to effective target costing.

Set the target selling price of the proposed product. This step relies heavily on
analysis of both customer and competitor behavior.

Establish the target profit margin. This step requires a life-cycle analysis of the
product’s profitability. This analysis should include the magnitude of the up-front
investment, as well as estimates of the product’s sales price, production costs and
sales volumes over the product’s life.

Compute the allowable cost. This step simply subtracts the target profit margin
from the target selling price (Exhibit 7.5). The allowable cost is the product’s
theoretical target cost; the firm must manufacture the product at this cost to gen-
erate its target profit margin. As mentioned previously, it may not reflect a prac-
tical target cost, which is the function of product-level target costing, discussed
in Section 7.3.

(@) SETTING LONG-TERM SALES AND PROFIT OBJECTIVES. Target costing begins
with the firm’s long-term sales and profit objectives. Target costing’s primary objective
is to ensure that, over its life, each product contributes its share of profits to the firm’s
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EXHIBIT 7.4 MAJOR STEPS OF MARKET-DRIVEN COSTING

Target Subtract Target Equals
arget > Profit ¥ Allowable Cost
Selling Price Margin

EXHIBIT 7.5 MARKET-DRIVEN COSTING

long-term profit objective. The credibility of the long-term plan becomes paramount in
establishing the target costing discipline. The plan achieves credibility in three ways:

1. It results from analysis of all relevant information that the firm collects. The
credibility of the analysis influences the degree of reliance that individuals in the
firm place on the target costing process.

2. The firm approves only realistic plans. Whereas analysts may have a natural
temptation to set optimistic sales and profit objectives, an effective target costing
system must constrain optimism so that the firm approves only achievable long-
term plans. If the firm approves unrealistic plans, the target sales volumes and
profit margins will in turn reflect undue optimism. Experience has shown, how-
ever, that target costing proves effective only when the firm establishes realistic
and achievable target costs.
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3. The firm should test the plan’s robustness. Plans that rely heavily on the success
of a single product prove less robust than plans that rely on more moderate suc-
cess of multiple products.

(b) STRUCTURING THE PRODUCT MIX. Products typically exist within the context of
a product line. Any product’s success comes from both its individual quality and func-
tionality, and its relation to other products in the line. To ensure successful product lines,
firms must first design them to satisfy diverse customer tastes without an unprofitably
large number of different products. Too many products may confuse the firm’s customers
by giving them too many choices. Second, the product development costs become too
high and the product line fails to achieve its profitability objectives.

Conversely, having too few products in the line can make customers dissatisfied with
the firm’s product offering, and they may purchase competitors’ products. Consequently,
structuring product lines reflects a cost-benefit trade-off. Only with well-designed product
lines will every product sell sufficient volume to ensure that it remains profitable over its
life cycle.3

Target costing helps discipline the structuring of product lines in two ways. First, it
evaluates each product according to its ability to earn an adequate profit. If a proposed
product cannot earn an adequate return, the target costing process includes an analysis of
whether to launch the product. Second, it evaluates the proposed products’ levels of qual-
ity and functionality to ensure that the firm can justify the costs of manufacturing at such
levels. Target costing thus helps control undue increases in product functionality that prod-
uct engineers may propose.

(c) SETTING THE TARGET SELLING PRICE. The target costing process requires that the
firm establish a specific target selling price (Exhibit 7.6). A number of factors come into
play when establishing the target selling price. These factors include the relative func-
tionality and selling price of any competitive offerings that the firm anticipates will be
available when it launches its new product. If the firm expects that the competitive offer-
ings will have differing functionality and price than the proposed product, then its target
selling price will have to take these differences into account. The target selling price
should also reflect the firm’s strategic objectives for the new product. The firm also
needs to consider other factors, such as the desired market share for the new product and
impact that the new product might have on corporate image. If the firm wants to aggres-
sively pursue target market share, then the firm might have to lower the target selling
price to make the new product more attractive on launching. Similarly, if the product
plays an important role in establishing a corporate image (such as the Coca-Cola score
boards in high school gyms), the firm might lower the price to make the new product
more attractive. Finally, the selling price needs to reflect the perceived value that the cus-
tomers associate with the product and their loyalty to the firm. The higher the perceived
value or the higher the loyalty to the firm, the higher the potential selling price.

Since the target costing formula (equation 1 in Section 7.1) uses a single target selling
price, when firms sell the same product at different prices—for example, in different
countries—they must use a weighted average selling price.4 Similarly, if the firm antici-
pates changing the selling price across the product’s life, then it adopts the anticipated

3. The only exceptions should be strategic products designed to create a corporate image.
4. The weighted average would be computed by summing the product of each selling price and its associated
volume, and then dividing by the total volume expected to be sold.
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EXHIBIT 7.6  SETTING THE TARGET SELLING PRICE

selling price at launch. The firm uses the launch selling price rather than an estimated
average price across the life of the product because of the high degree of uncertainty about
that average and the ability to reduce costs through kaizen costing and other activities.>

Most firms work hard to set a realistic target selling price. Target selling prices reflect
the market conditions that the firms anticipate at the product’s launch date. Internal mar-
ket factors include the position of the model in the firm’s product line and management’s
strategic and profitability objectives for that model. External market factors include the
corporation's image and level of customer loyalty, the product’s expected quality level
and functionality compared to competitive offerings, the product’s expected market
share, and, finally, the expected price of competitive products.

(i) Customers: Perceived Value and Loyalty. Perceived value lies at the heart of the
price setting process. Customers will pay more for a product than they did for its prede-
cessor only if they perceive an increase in value. Rather than undertake the analysis de
novo, many firms take an incremental approach. They start with the predecessor prod-
uct’s actual selling price and adjust it accordingly, based on incremental perceived value.
They then calculate the selling price of a new model as the selling price of the equivalent
existing model plus any incremental value attributable to improved functionality. For
example, adding air conditioning to an automobile’s standard version will increase its
price by the perceived value of air conditioning. To assess this incremental value of a
new model, the firm must analyze market conditions. In a mature industry, such as the
automobile industry, most new features already exist in some form on other models. For
example, if the standard version will include air conditioning, the firm can evaluate its
added value using the list price of optional air conditioners for other models. If no equiv-
alent option existed—a rare event—then the firm's design engineers and market special-
ists estimate how much customers will pay for the added feature.

(ii) Competitive Offerings: Functionality/Price Tradeoff. The firm examines the interac-
tion between functionality and price during the market-driven costing process. It considers

5. See Chapter 8, “Kaizen Costing for Existing Products.”
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perceived value when setting the product’s functionality, and the product’s functionality
when setting prices. The firm aims to design a product that will sell at its target price and
achieve the desired sales volume while generating its target profit margin. Thus, the avail-
ability of competitive products and their perceived value temper the price increases associ-
ated with incremental perceived value. Selling prices can increase only if the new product’s
perceived value not only exceeds that of the product’s predecessor but also that of compet-
ing products.

The complexity of the task that the firm faces in setting target selling prices depends
primarily on the similarity or difference between product generations. This becomes par-
ticularly difficult for a product that has no direct predecessor. In contrast, the task
becomes relatively simple when the new products resemble those they will replace.

Some industries have little latitude for setting prices because the industry competes at
defined price points. For example, a relatively simple point-and-shoot camera might sell
in retail stores for $49.99, and the next model might sell for $59.99. Essentially, no cam-
eras sell between these two prices in retail camera stores. Therefore, the firm must sim-
ply identify at which price the product will sell. Sometimes the product’s specific or
distinctive functionality establishes the price. For example, a camera’s distinctive feature
(e.g., the magnification capability of the zoom lens or the camera’s small size) estab-
lishes its price. The competitive analysis and technology review used in developing the
product plan drives the relation between distinctive features and prices. The product plan
thus describes cameras only in terms of their distinctive feature. Product designers may
add other features as the camera design nears completion.

In some markets, such as that for cameras, the price/functionality trade-off changes
over time and the price for a given level of functionality falls. The reduced cost of cam-
era technology allows the functionality of the camera sold at a given price to improve
over time. Therefore, the functionality that previously defined the $59.99 price is now
available at the $49.99 price. Such firms face the challenge of introducing new levels of
functionality to maintain the high prices, while simultaneously decreasing the costs of
existing levels of functionality sufficiently to generate adequate profits as prices fall. For
example, the price at which a camera with given functionality sells tends to decrease
over time with improvements in technology. Manufacturers typically hold prices con-
stant for as long as possible by adding functionality to the cameras offered—for exam-
ple, by adding a quartz date/day feature. Typically, a manufacturer introduces a given
camera model at one price. The camera stays at that price for several years but with
increasing functionality. Eventually, there is no incremental functionality that the firm
can add so it simplifies the next generation of that distinctive functionality and issues it
at the next lower price point. This process generates new price points at the low end. For
example, the price point for the simplest compact camera was $150 in 1987 and $100 in
1990. The lowest price point by 2004 was down to $60.

Setting target selling prices requires analysis of how the customer perceives value and
how competitive offerings deliver value. Given the importance of the target selling price
to the target costing process, most firms aim to maximize the realism of their assump-
tions regarding target selling prices.

(d) ESTABLISHING THE TARGET PROFIT MARGIN. Firms set target profit margins at
levels that will ensure that they can achieve their long-term profit plan, as Exhibit 7.7
illustrates. Responsibility for achieving the overall profit target typically rests with the
division responsible for the product line. The division needs to set realistic target profit
margins that will also prove sufficient to offset the product’s life-cycle costs.
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EXHIBIT 7.7 SETTING THE TARGET PROFIT MARGIN

(i) Setting Realistic Target Profit Margins. Firms can use one of two methods to set tar-
get profit margins. The first method starts with the actual profit margin of the predeces-
sor product and then adjusts it for changes in market conditions. The other method starts
with the target profit margin of the product line (or other grouping of products) and
adjusts the target profit margin for each product based on the realities of the market
place. The choice between the two approaches depends on several factors, including the
diversity in the products. Firms often apply the second approach when the product line
has similar products. As product diversity increases, the first approach typically domi-
nates because the profit level of one product less well predicts the profitability of other
products in the line.

The firm bases the target profit margin on historical profit levels (either of the individual
product or its product line), the relative strength of competitive offerings, and its long-term
profit objective. If the firm perceives the profit objective as unrealistic, it should reduce the
target profit margin and thus increase the allowable cost. Setting target profit margins in
this manner causes the allowable costs to reflect the firm’s competitive position. An effi-
cient firm will set target profit margins that exceed those of less efficient firms and hence
have lower allowable costs for products selling at the same price. Similarly, a firm that has
products with higher functionality than its competitors will typically have higher profit
margins because it can sell its products at a premium price.

(ii) Adjusting the Target Profit Margin for Life Cycle Costs. ~ To make target costing
operational, the firm sets the target cost of a new product at the cost level that the firm
expects the product to reach some time after product launch (this time period is often
three months). It does not set it at the time of product launch because the production pro-
cess needs time to settle down and the higher costs encountered directly after launch do
not indicate the product’s long-term manufacturing cost. The firm has to adjust target
profit margins when products require high investments to launch, when the firm discon-
tinues products, or when it expects selling prices and costs to change significantly during
the products’ lives. A firm would expect a product that requires higher up-front invest-
ment to generate higher margins than one that does not, ceteris paribus. These adjust-
ments ensure that the product’s expected profitability across its life will prove adequate.
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If the firm decides that the product will make a satisfactory contribution throughout
its life cycle, the conceptual design process will continue. An evaluation of unsatisfac-
tory profit margins will induce the firm to redesign the product. When the product has a
long development cycle, the firm may use multiple life-cycle analyses. Typically, the
firm performs such life-cycle analyses at each major design step to ensure that the prod-
uct will support the firm’s profit objectives. Toward the end of the conceptual design
stage, the firm often conducts a major review of the new product. This review includes
an updated profitability study and an analysis of the model’s performance characteris-
tics. In the profitability study, the firm compares the product’s expected profitability
(i.e., target price minus target cost) to the latest estimates of the capital investment and
remaining research and development expenditures required to complete the product’s
design and begin production.

Firms that can substantially reduce the cost of their products during the manufactur-
ing stage use a different life cycle analysis. This analysis reflects any anticipated savings
in production costs during the manufacturing phase in the target costing profitability
analysis. Consequently, a firm will use a lower initial target profit margin for a product
whose costs it expects to fall more rapidly than the selling price, and a higher initial mar-
gin for a product whose costs it does not expect to fall as fast as the selling price, ceteris
paribus. Thus, the life-cycle adjustment ensures that the analysis considers all costs and
savings when setting the target profit margin. Without such adjustments, the firm risks
either launching products that do not earn an adequate return or not launching products
that, over their lives, will earn an adequate return.

(e) COMPUTING THE ALLOWABLE COST. Once the firm has established the target sell-
ing price and profit margin, it can calculate the allowable cost using the following formula:

Allowable cost = Target selling price — Target profit margin 2

The allowable cost reflects the firm’s competitive position. In competitive environ-
ments, efficient firms will have higher target profit margins and, hence, lower allowable
costs than their less-efficient competitors. Consequently, to use allowable costs as a
benchmark, the firm must set target profit margins that reflect the capabilities of the most
efficient competitor. Such margins give benchmark profits, not the firm’s lower, realistic
long-term profit objectives. Firms at a significant competitive disadvantage will benefit
most from estimating benchmark costs and calculating the difference between them and
allowable costs. If the firm faces a significant disadvantage, it might not be possible to
reach the benchmark costs in a single generation of product design. Such firms will have
to adopt a multigenerational strategy of product design, setting ever more aggressive tar-
gets for each generation. The narrowing gap between the benchmark and allowable costs
would monitor the achievement of competitive parity.

Thus, the allowable cost represents the cost at which, according to top management,
the firm must manufacture the product to achieve the target profit margin when it sells
the product at its target price. To all involved in the target costing process, the allowable
cost signals the magnitude of the cost-reduction objective that the firm must eventually
achieve. The allowable cost, however, reflects only the market’s demands and the firm’s
profit requirements. It does not reflect the actual capabilities of the firm and its suppliers.
Product-level target costing will incorporate those capabilities into the target cost, as
explained next.
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7.3 PRODUCT-LEVEL TARGET COSTING

Once the firm has calculated the allowable cost—the cost level that matches the firm’s
prices with its desired profit margin—it needs to decide whether or how it will achieve
the allowable cost level. Product-level target costing provides such a method. Firms use
product-level target costing to establish aggressive but achievable product-level target
costs. These target costs should press the firm’s product engineers to find ways to reduce
the manufacturing costs of the products they design. Target costs differ from allowable
costs because they incorporate the capabilities of the firm and its suppliers into the target
costing process. In practice, the designers cannot always find ways to achieve the allow-
able cost and still satisfy the firm’s customers; consequently, product-level target costing
increases the product’s allowable cost to a level that the firm can reasonably expect to
achieve, given its capabilities and those of its suppliers (see Exhibit 7.8).

Product-level target costing consists of three major steps (see Exhibit 7.9). We list
them here and provide an expanded explanation in the subsequent sections.

1. Set the product-level target cost. This step incorporates the capability of the firm
and its suppliers into the allowable cost to establish an achievable product-level
target cost.

2. Design the product so that the firm can manufacture it at its target cost. Achieving
the target costs in most competitive settings requires considerable engineering.
This engineering needs to take customer expectations into account, as well as cost.

3. Apply the disciplining mechanisms of target costing to ensure that the firm
achieves the product-level target cost. These mechanisms include progress moni-
toring and validation and application of the cardinal rule of target costing.
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EXHIBIT 7.8 THE TARGET COSTING TRIANGLE: THE PRODUCT-LEVEL TARGET COSTING STAGE
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EXHIBIT 7.9 PRODUCT-LEVEL TARGET COSTING

The monitoring and validation process helps ensure that the firm achieves savings identi-
fied through value engineering. Application of the cardinal rule of target costing—
namely, “Do not launch a product above its target cost”—maintains the discipline of tar-
get costing. If the designers know that violating the target cost does not lead to serious
consequences, they feel less pressure to achieve the target costs.

(@) SETTING THE PRODUCT-LEVEL TARGET COST.  In competitive markets, customers
expect each generation of products to provide more value per dollar of price than do its
predecessors. The firm can increase value by improving the quality or functionality of
the products, or by reducing its prices, or by a combination of both actions. Any of these
improvements or some combination thereof requires that the firm reduce costs to main-
tain its profitability. The cost reduction required to achieve the allowable cost is called
the cost-reduction objective, calculated by the following formula:

Cost-reduction objective = Current cost — Allowable cost 3)

Current cost is the cost of a proposed product if it were manufactured today using
existing components or variants thereof. When computing the product’s current cost,
firms do not assume any future cost-reduction activities. To calculate a meaningful cur-
rent cost, the components used in its estimation have to closely resemble those that the
firm will eventually use in the proposed product. For example, if the existing model uses
a 1.8 liter engine and the proposed model uses a 2.0 liter engine, the current cost should
reflect the cost of the most similar 2.0 liter engine the firm produces or purchases.

Since the allowable cost reflects the market’s demand rather than the firm’s design and
production capabilities, the firm runs the risk of not achieving the allowable cost. To main-
tain the discipline of target costing, the firm has to identify the achievable and the
unachievable part of the cost-reduction objective. Analyzing the ability of the product
designers and suppliers to remove costs from the product drives the achievable or target
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EXHIBIT 7.10 SETTING THE TARGET COST REDUCTION OBJECTIVE

cost-reduction objective. Thus, the target cost reduction objective reflects the internal
capabilities of the firm’s engineers to design and produce the internally manufactured
items in the new product at a lower cost and of its suppliers to provide externally sourced
items at a lower cost (see Exhibit 7.10).

The unachievable part of the cost-reduction objective is the strategic cost-reduction
challenge. That is:

Strategic cost-reduction challenge = Cost-reduction objective — Target cost
reduction objective (4)

It identifies the profit shortfall that will occur because the designers cannot achieve
the allowable cost, and it signals that the firm falls short of the efficiency demanded by
competitive conditions. A firm with a well-established target costing system will achieve
all or almost all of its cost reduction objective and will pressure its design team to ensure
that the strategic cost-reduction challenge reaches or remains at zero.

For the most efficient firms, the achievable cost reduction for a product might exceed
the cost-reduction objective. Such firms do not face a strategic cost-reduction challenge.
They can take advantage of their superior efficiency either to increase market share by
reducing the product’s selling price or increasing its functionality while keeping the
price constant or to increase profits by keeping both the price and functionality at their
targeted levels.

To maintain the discipline of target costing, the firm must manage the size of the stra-
tegic cost-reduction challenge so that it reflects the firm’s inability to match its competi-
tors’ efficiency. To ensure that the strategic cost-reduction challenge meets this
requirement, management must set the target cost-reduction objective so that the firm
can achieve the objective only if the entire organization makes a significant effort to
reach it. If management consistently sets the target cost-reduction objective too high, the
workforce will face excessive cost-reduction objectives, risking burn-out, and the firm
will lose the discipline of target costing as it frequently exceeds target costs. If manage-
ment sets the target cost-reduction objective too low, the firm will lose competitiveness
because new products will have excessively high target costs.
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The firm calculates the product-level target cost by subtracting the proposed product’s
target cost-reduction objective from its current cost:

Product-level target cost = Current cost — Target cost-reduction objective (5)

The firm measures the strategic cost-reduction challenge by subtracting the allowable
cost from the target cost

Strategic cost-reduction challenge = Target cost — Allowable cost (6)

Note that this means that the firm can calculate the product-level target cost by adding
back the strategic cost reduction challenge to the allowable cost

Product-level target cost = Allowable cost + Strategic cost-reduction challenge @)

Differentiating between the allowable cost and the target cost creates discipline in
cost-control efforts. Most firms will—at some time—face an allowable cost too low to
achieve, given the capabilities of the firm and its suppliers. Target costing systems derive
their strength from the cardinal rule: Never allow manufacturing costs to exceed target
costs.

The distinction between allowable and product-level target costs thus plays two roles.
First, it identifies the strategic cost-reduction challenge, which pressures the design team
of the product’s next generation to become even more aggressive about cost reduction. In
this way, the failure to achieve the allowable cost for the current product becomes a chal-
lenge for the future, not a current defeat. Second, it avoids weakening the cardinal rule,
which applies only to target costs (which management can set), not allowable costs
(which management cannot set). The firm must have a disciplined process to establish
the strategic cost-reduction challenge. Otherwise, target costs will be too easy to achieve,
thereby reducing the effectiveness of target costing. In most firms, top management
approves the strategic cost-reduction challenge before the chief engineer sets the product-
level target cost.

Technically, a product’s target cost equals the target selling price, less the target profit
margin, plus the strategic cost-reduction challenge. Many firms blur the distinction
between the allowable cost and the target cost by stating that the target cost equals the
target profit margin minus the target selling price, as we did in equation 1 in Section 7.1.
This simplification helps people understand the price-driven nature of target costing.
Obviously, if the strategic cost-reduction challenge equals zero, the allowable and target
costs are identical.

(b) DESIGNING THE PRODUCT. Once planners have identified the target cost-
reduction objective, product designers work toward achieving it. In this second stage
of product-level target costing, several engineering techniques can help product
designers reduce product costs (Exhibit 7.9). They include value engineering (VE),5
design for manufacture and assembly (DFMA),” and quality function deployment

6. Value engineering can be defined as an organized methodology that identifies and selects the lowest life-
cycle cost options in design, materials and processes that achieves the desired level of performance, reli-
ability and customer satisfaction. It seeks to eliminate unnecessary costs in the above areas and is often a
joint effort with cross-functional internal teams and relevant suppliers.

7. DFMA includes activities such as product simplification, should costing (should costing establishes a
benchmark for what the product “should cost.” Central to the should costing approach is accumulating real
information about manufacturing costs), and supplier bid verification.
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(QFD).8 Value engineering, the most important of the three techniques, has the primary
objective of maximizing customer value—it focuses on increasing functionality and
quality while reducing cost. In contrast, DFMA focuses on reducing costs by making
products easier to assemble or manufacture, while holding functionality at specified lev-
els. Finally, QFD provides a structured approach to ensure that the design process does
not compromise customer requirements.

Value engineering begins with the product’s conceptualization and continues through
the design process until the product advances to manufacturing. Even then the process
continues, but under the name value analysis (VA). VA and VE differ not in the approach
taken or the tools used but the point at which they occur in the product’s life cycle. In
particular, the functionality of the product is considered a variable under VE, but is a
constant under VA. The firm uses VE during the product design and development stages,
and VA during the manufacturing stage and when purchasing parts. For this reason, tar-
get costing and value engineering become concurrent activities, as do kaizen® costing
and value analysis.

One should not view VE as just another cost-reduction program. VE focuses primarily
on product functions and only secondarily on cost. Firms use VE to ensure that the product
achieves its basic function in a way that satisfies the customer at an acceptable cost. Conse-
quently, VE programs occur in the product engineer’s domain, not that of the accountant.

(c) APPLICATION OF DISCIPLINING MECHANISMS OF PRODUCT-LEVEL TARGET
COSTING. Disciplining the product-level target costing process begins with monitoring
and validating the progress of the design engineers toward reaching the cost-reduction
objective. It continues to apply the cardinal rule of target costing: Never launch a product
above its target cost. Sometimes the firm has to apply the rule in a more sophisticated way
than the conventional, single-product perspective. When one product leads to increased
sales of other products, the firm must adopt a multiproduct perspective; when it will lead
to sales of future generations of products, the analysis requires a multigenerational per-
spective. The firm can violate the target cost rule only when getting the product to market
becomes so imperative that cost merits secondary consideration. Finally, when the firm
releases the product for mass production and can measure the actual cost of manufactur-
ing, it may need to reduce those costs to the target level.

Once the firm has established the target cost-reduction objective, it can begin design-
ing the product so that manufacturing will meet the target cost. The discipline of target
costing requires that the chief engineer and his superiors continuously monitor and vali-
date the progress the design engineers make toward this objective. This monitoring
ensures that the designers can take corrective actions and that manufacturing costs will
not violate the target cost rule.

Some firms specify an as-if cost at this point in the development process. The as-if
cost reflects cost-reduction opportunities identified when the firm was designing or

8. QFD is astructured method that employs matrix analysis to link the market requirements with the devel-
opment efforts that they dictate. This method is most valuable during the stage of development when a
multifunctional team agrees on how customer needs relate to product specifications and features which de-
liver those. By explicitly linking these aspects of product design, QFD limits the chance of omitting im-
portant design characteristics or interactions across design characteristics. QFD is also an important
mechanism in promoting multifunctional teamwork.

9. Kaizen is the Japanese term for continuous improvement. We refer the reader to Chapter 8, “Kaizen Cost-
ing for Existing Products.”
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manufacturing the product’s previous generation. It is the cost at which the firm could
manufacture the product if it did so today. The as-if cost usually exceeds the target cost
of the new product. Therefore, the additional cost reduction that the firm must achieve
equals the difference between the target cost and the as-if cost.

As the design process reduces costs of the major functions,10 the estimated manufac-
turing cost gradually falls toward the target cost. Many firms call the updated estimate
the drifting cost. Exhibit 7.11 shows the relation among current cost, as-if cost, drifting
cost, target cost, and target cost reduction objective. Thus, the product design process
starts with a current cost higher than the target cost, and across the design process
reduces the expected or drifting cost until it reaches the target cost. At most firms, once
the drifting cost equals the target cost, cost-reduction activities cease. The firm will reap
no reward for achieving greater savings than those required to achieve the target cost.
The engineers should instead devote efforts toward decreasing the drifting cost of other
products to equal their target costs.

The firm will continue to compare the drifting cost to the target cost throughout the
design process. For example, product designers often make a final review of the target
cost’s feasibility just before releasing the product to production. If the estimated production
cost exceeds the target cost, designers will need to undertake additional analyses. Fre-
quently, they need to make only relatively minor changes in the product’s design to reduce
the cost estimate to the target cost level. As long as these changes do not alter the product’s
selling price, then the design engineers decide to reduce the product’s functionality (thereby
reducing cost) and submit the product for approval. If the design changes will reduce the
selling price, the research and development group typically redesigns the product.

For products that feature various options, the firm makes small adjustments to the tar-
get cost by specifying the features that the standard product will contain. For example,
faced with excessive manufacturing cost, design engineers might convert one or more
standard features to options for which the customer now has to pay. Converting features
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EXHIBIT 7.11 ACHIEVING THE TARGET COST

10. Major functions are the subassemblies that perform a critical function that supports the product in its abil-
ity to perform its primary function. For example, an engine cooling system is a major function of an auto-
mobile. The engine cooling system performs a major function, keeping the engine cool and hence running
so the automobile can achieve its primary function—transporting people.
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to options both reduces the cost of manufacturing the standard product, allowing the firm
to achieve target cost, and increases the selling price of the originally specified product,
allowing the firm to achieve target profit.

The firm should use market analysis to ensure that the customers will accept the reduc-
tion in the standard model’s functionality. For example, the firm might convert the side-
impact air bags from a standard feature to an optional one. Customers will accept this
reduction in functionality as long as competitive offerings treat the side-impact air bags in
the same way. This fine-tuning process allows firms more leeway to achieve target costs
set several years in advance. Similarly, the firm does not fix actual selling price until just
before it launches the product. Delaying these two critical decisions significantly reduces
the uncertainty that a firm faces in a multiyear product development process.

The cardinal rule (abandon a product if manufacturing costs exceed target costs) plays an
important role in maintaining the discipline of target costing. Engineers ensure that the sum
of the component target costs does not exceed the product’s target cost. Often, an increase
in the cost of one component causes the engineers to explore ways to reduce the costs of
other components by an equivalent amount. In addition, to help ensure enforcement of the
cardinal rule, most firms have a policy against launching unprofitable products. After com-
pleting the design phase, the product moves to manufacturing. As part of this transition
phase, the firm compares the target cost to the standard cost of production. If the analysis
shows excessive standard cost, the firm usually takes steps to reduce manufacturing costs to
the target level. If the standard cost lies at or below the target cost, the design engineers
freeze the product’s design for the rest of its life and the firm takes no further actions, other
than general kaizen costing (see Chapter 8), to reduce the cost of the new product.

As with any rule, firms occasionally violate the cardinal rule. This occurs when a
broader analysis indicates that doing so will benefit the firm. Target costing, by its nature,
takes a single-product orientation. Sometimes this view proves too restrictive because the
product may generate revenues beyond that attributed directly to sales of that product.
Such products include flagship products that create high visibility for the firm, products
that introduce the next generation of technology, or products that fill a critical gap in the
product line. For such products, the firm often relaxes the target cost rule to allow for the
hidden revenues. Typically, however, the firm continues to apply cost-reduction pressures
during the early stages of manufacturing until it achieves the target cost.

7.4 COMPONENT-LEVEL TARGET COSTING

We now come to the third and final stage of the target costing process, component-level
target costing (see Exhibit 7.12). This stage decomposes the product-level target cost to
the component level. The component-level target costs identify the firm’s acceptable cost
for the components that it purchases. Thus, component-level target costing sets the sell-
ing prices of the components manufactured by the firm’s suppliers and forces suppliers
to design components at low cost. It uses interorganizational costing to achieve this
objective by opening new communication channels among suppliers, customers, and
product designers. (Chapter 9 discusses interorganizational costing.)

Component-level target costing consists of three major steps, illustrated in Exhibit 7.13.
We list them here and offer an expanded explanation in the subsequent sections.

1. Select and reward suppliers.
2. Set the target costs of major functions.
3. Set the target costs of components.
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EXHIBIT 7.12 THE TARGET COSTING TRIANGLE: THE COMPONENT-LEVEL TARGET COSTING STAGE

i Selecting and
Function-Level Component-Level ;
> Target Cost ~ [€—P|  TargetCost [€—»  Rewarding

Suppliers

ExHIBIT 7.13 COMPONENT-LEVEL TARGET COSTING

(@) SELECTING AND REWARDING SUPPLIERS. The firm uses two sets of criteria to
select suppliers. The first set of criteria deals with selecting the suppliers that will make
up the firm’s supplier base and the second set deals with rewarding individual suppliers
for superior performance (see Exhibit 7.14).

The supplier-base objectives include maintaining supplier relations, extending the
supplier base, and inducing supplier creativity. When a long-term supplier fails to make
the lowest bid or develop the most innovative solution, the firm may still award it part of
the contract. In this situation, the firm wants to create a stable buyer-supplier relation.
(See also Chapter 9.) To increase the rate of innovation and enable the firm to adopt new
technologies and production processes, the firm must continuously look for new suppli-
ers. The firm needs to identify creative and innovative suppliers or suppliers that have
developed considerable expertise in technologies that the firm wants to incorporate in its
products. Finally, the firm uses contracts to reward suppliers for their innovations.

The firm rewards suppliers based on three major criteria: the competitiveness of their
bids, their reputation, and the degree of innovation they have brought to the component.
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EXHIBIT 7.14 SETTING THE TARGET COSTS OF COMPONENTS

The firm collects the bids as early as possible in the target costing process and incorpo-
rates them through an iterative process into the component-level target costs. This pro-
cess ensures that the firm can achieve individual component-level target costs that sum to
the product’s component-level target cost.

Supplier reputation for innovation influences the firm’s willingness to accept slightly
higher prices or lower levels of innovation for a particular order and still grant some of
the business. The firm should retain innovative suppliers in the supplier base. For exam-
ple, although the supplier rated with the highest value generally will win an order, firms
will award at least part of that order to reputed good suppliers even if the suppliers’ prod-
ucts do not have the highest value.

For a given component, the degree of innovation that the supplier introduces influ-
ences the value that the firm associates with the component. The higher the degree of
innovation, the higher the value, all else being equal. Since the firm wants to reward
innovation, it will typically select the most innovative design.

(b) SETTING THE TARGET COSTS OF MAJOR FUNCTIONS. Once the firm has estab-
lished a product’s target cost, it begins to disaggregate it to identify the target costs of the
components that it contains. This process begins with developing target costs for the
product’s major functions and continues with developing component-level target costs.
These steps enable the firm to achieve the second objective of target costing: transmit-
ting the competitive cost pressure that the firm faces to its suppliers. This objective
becomes critical in lean enterprises,1! which have horizontal rather than vertical integra-
tion. Such firms purchase a significant portion of the parts and materials required to
manufacture their products from external instead of internal suppliers. Thus, the horizon-
tal integration that gives lean enterprises their flexibility and responsiveness creates a
heavy reliance on suppliers. Target costing provides a powerful mechanism to discipline
suppliers by allowing the firm to set the selling prices of the suppliers’ products. With

11. Lean manufacturing is characterized by manufacturing a single part at a time just-in-time for its incorpo-
ration into the product (see Chapter 9.)
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EXHIBIT 7.15 SETTING THE TARGET COSTS OF MAJOR FUNCTIONS

complex products,’2 the firm often sets target costs for externally acquired components
by first establishing the target costs of the major functions and then, in a separate step, of
the components they contain. Major functions are the subassemblies that provide the
functionality that enables the product to achieve its purpose.

The process of establishing function-level target costs takes into account two major
factors: the cost history of the major function and the design objectives for the product
(Exhibit 7.15). The cost history of the function captures the historical rate at which the
firm has reduced the cost of the major function. The firm uses this historical rate as the
basis for estimating the likely cost reduction that it will achieve for the next generation.
It adjusts the historical rate for the design objectives of the new product. For example,
the new product might require a higher capacity engine cooling system (because the
product theme was “A more powerful driving experience”), and, hence, the function-
level target cost should increase compared with the previous generation (after allowing
for the historical cost reduction rate). Alternatively, the firm might adopt a new technol-
ogy, such as the shift from copper/brass radiators to aluminum, which would invalidate
all historical cost information. Consequently, the firm should use the rate for aluminum
radiators instead of the function cost history of copper/brass radiators.

Identifying major functions allows the engineers to organize the design process in
multiple, somewhat independent tasks. Typically, a dedicated team has responsibility for
the design of each major function. Design teams usually include representatives from a
number of disciplines such as product design, engineering, purchasing, production engi-
neering, manufacturing, and parts supply.

(i) Matrix Structure. Most firms using target costing organize product design around a
matrix structure with a design team (responsible for each major function) reporting to
the chief engineer (responsible for the entire product) and the head of the appropriate
design division. The matrix structure balances each product’s unique requirements with
the desire to maintain common design philosophies across products. Exhibit 7.16 shows
such a matrix. Assume the firm is Toyota and Major Function 1 (top row of vertical axis)
is the engine cooling system. Products A through M represent different models (Avalon,
Camry, Corolla, Highlander, Sequoia, etc.). The head of the design division for engine

12. A complex product is one that contains numerous components and has a multi-level bill of materials.



7.4 Component-Level Target Costing 263

Design Team | Design Team | Design Team Design Team
Product Product Product | eeeeeeeeees Product
A B C M
Fu’r\:l(ijigL 1 Design Design Design Design
Divisi Team Al Team B1 Team C1 Team M1
ivision
Fu’::lcatjigL 5 Design Design Design Design
A Team A2 Team B2 Team C2 Team M2
Division
Fuw(ijigl;] 3 Design Design Design Design
Divisi Team A3 Team B3 Team C3 Team M3
ivision
Major . . . .
d Design Design Design Design
Function n
Division Team An Team Bn Team Cn Team Mn

EXHIBIT 7.16 MAJOR FUNCTION DESIGN TEAMS

cooling systems will control the relative functionality and quality of the engine cooling
systems across the different models. Each model will have a dedicated design team for
each of its major functions and a chief engineer. The chief engineer or product manager
has overall responsibility for selecting the distinctive theme of the new product and coor-
dinating the integration of all of the major functions into the vehicle so that it achieves it
desired functionality and quality at its target cost. A relatively small team of design engi-
neers usually supports the chief engineer.

This matrix approach has several advantages. First, the chief engineers have responsi-
bility for coordinating the design process at the design divisions. The relatively autono-
mous design divisions need the chief engineers to develop a concept for the new vehicle
that spans multiple design divisions. Keeping the design divisions autonomous is consid-
ered important as it allows expertise sharing across all design projects. For example, the
firm quickly incorporates design advances in engine cooling systems for the Camry into
future generations of other models. If the Camry design teams reported only to the chief
engineer of that vehicle, they would possibly not share their innovations with the design
teams of other models.

(ii) Setting the Cost-Reduction Rate. Most firms set different cost-reduction objectives
for each major function. As Exhibit 7.17 shows, these different objectives acknowledge
that the firm can reduce costs for some major functions (for example, Major Function 5
in the exhibit) more easily than it can for others (such as Major Function 6). For exam-
ple, major functions that rely on new technologies and new designs often provide more
opportunities for cost reduction than major functions that rely on mature technologies
and designs.

The chief engineer has responsibility for setting the target cost of each major func-
tion, usually through an extended negotiation process with the design teams. The target
costs typically reflect historical cost-reduction rates. If the cost of a major function his-
torically has decreased by 5 percent a year, then the target cost will usually use that rate.
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EXHIBIT 7.17 DECOMPOSING THE TARGET COST TO THE MAJOR FUNCTION LEVEL

Not all firms rely solely on historical cost-reduction rates. Some use market analyses
to help set the target costs of new products. These market-based approaches apply partic-
ularly when the firm introduces new forms of product functionality. For example, Isuzu
uses monetary values or ratios to help set the target costs of major functions, and asks
customers to estimate how much they would pay for a given function. These market-
based estimates, tempered by other factors such as technical, safety, and legal consider-
ations, often lead to adjustments to the prorated target costs. For example, if the prorated
target cost for a component is too low to allow the firm to produce a safe version, the firm
increases the component’s target cost, and decreases the target cost of the other compo-
nents to compensate.

The chief engineer will modify the target costs derived either from historical rates or
market analysis for three major reasons. First, if the sum of all the historical rates doesn’t
give the desired cost-reduction objective, the chief engineer will negotiate with the head
of the design teams of the major functions for higher rates of cost reduction. These nego-
tiations continue until the sum of the target costs of the major components equals the
product’s target cost.

Second, if the relative importance of the major function changes from one generation
to the next, the chief engineer will modify the target costs accordingly. For example, if
the product theme for the new vehicle is “quieter and sportier,” the engineer might
increase the target cost of the major functions responsible for achieving those objectives
to make it easier for the design team to achieve both their functionality objective and tar-
get cost (see Exhibit 7.18). However, if the firm does not want to violate the cardinal rule
of target costing, then the firm will have to reduce the costs of other major functions so
the firm can achieve the overall target costing reduction objective.

Third, when the technology used by the major function changes, the historical cost-
reduction rate of the old technology loses relevance. Instead, the firm should use the
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EXHIBIT 7.18 DISTRIBUTING THE TARGET COST ACROSS MAJOR FUNCTIONS

historical rate for the new technology, if available. Entirely new technologies compli-
cate the cost estimation problem because no historical data on cost-reduction trends

exist.

Once the firm has established target costs of the major functions, it decomposes the
target costs to the group component and parts level as appropriate. The firm needs to set
a purchase price for every externally acquired item—uwhether they are major functions,
group components, or individual components.

(c) SETTING THE TARGET COSTS OF COMPONENTS. The process of setting compo-
nent-level target costs (see Exhibit 7.19) resembles that used to establish function-level
target costs (see Exhibit 7.15). The component cost history becomes the basis for estimat-
ing the target cost of each component, modified by the design objectives for the product.

Component
Cost History

Cost
Reduction %
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Function-Level ( ) Component-Level
Target Cost Target Cost
Design
Objectives

EXHIBIT 7.19  SETTING THE TARGET COSTS OF COMPONENTS
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The firm can establish target costs for group and individual components only when
the product design has reached the stage at which the design team can identify specific
components. For example, many car manufacturers initiate value engineering after they
have completed the engineering drawings for trial production to estimate allowable
costs for each of the components in every major function of the automobile. The firms
derive these estimates by identifying a cost-reduction objective for each outsourced
item.

Typically, the major function design teams must decompose the target cost of the
major function to the component level, as illustrated in Exhibit 7.20. Sometimes, how-
ever, the chief engineer also participates to ensure that the process meets the objectives
for the product. If the proposed design requires a higher functionality for the outsourced
item, its target costs might increase. In contrast, the firm might ask another supplier to
reduce costs because the new part will be smaller or lighter than the old one. The firm
might ask a third supplier to maintain the same cost, despite a change in materials,
because the firm anticipates no change in performance.

For products with a large number of components, firms have to develop techniques to
reduce the cost of developing target costs at the component level. Firms may estimate
target costs for similar families of components from a base case. For example, an auto-
mobile company may calculate the target cost for the most popular variant of one of its
products and then extrapolate the target costs of all of the other variants.

The completion of the target cost setting process for components signals the achieve-
ment of a major step in the product design process. The firm can now calculate the antic-
ipated cost of the product by summing the costs of all the components, group
components, and major functions either produced internally or acquired externally. The
sum of these costs cannot exceed the product’s target cost; otherwise, the firm must rede-
sign the product.

Thus, the cardinal rule continues to operate throughout the design process. Even at
this late stage, the firm will redesign the product if possible. The interaction between
design and manufacturing ensures that the new product’s manufacturing cost equals its
target cost. Without such interaction, the target cost could significantly differ from the
manufacturing cost, rendering the target costing system ineffective.

Major Function A\
Complonent Cost Reduction
Objective vy
Component Component
2 1
Component
. Component p2
Major 3
Function Component
1 Component 3
4 Component
4
Component Component
5 5
Component Component
6 6
Current Cost Current Cost Target Cost

EXHIBIT 7.20 DECOMPOSING TARGET COSTS OF MAJOR FUNCTION TO THE COMPONENT LEVEL
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7.5 SUMMARY

Target costing serves as a technique for profit management as much as it does for cost
management. The process consists of three major segments: market-driven costing,
product-level target costing, and component-level target costing. Exhibit 7.21 shows how
these segments fit together. The market-driven costing stage leads to the allowable cost,
which analysis converts into a product level target cost during the product-level target
costing stage. Finally, the analysis decomposes the product level target costs into costs
for the components in the component-level target costing stage.

Market-driven costing captures the external pressure placed on the firm by its custom-
ers and competitors and transmits this pressure to the product designers. Market-driven
costing takes the anticipated selling price of a product under development and subtracts
the desired margin to compute the allowable cost. The firm must manufacture the prod-
uct at this allowable cost so the product will achieve its profitability objectives when sold
at its target volume.

The allowable cost does not reflect the capabilities of the firm’s product designers and
manufacturing engineers. To develop achievable target costs, the second segment of
target costing—product-level target costing—establishes a realistic but stretch (i.e., dif-
ficult to achieve) product-level target cost. The firm calculates the target cost by compar-
ing the current cost of the product to its allowable cost. The resulting gap has two
elements. The first, the cost reduction objective, captures the level of cost reduction that
the firm’s engineers believe the firm can achieve. The second element, the strategic cost
reduction challenge, represents the unobtainable portion of the overall cost gap. It cap-
tures the firm’s inability to achieve cost competitiveness. The chief engineer negotiates
the split between the cost reduction objective and the strategic cost reduction challenge
with senior management. These negotiations aim to keep the strategic cost reduction
challenge as small as possible—preferably zero—while setting achievable cost reduction
objectives.

Product-level target costing develops the product-level target cost. The firm expects
to manufacture the product at this cost in the early days of the manufacturing stage of a
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product’s life cycle. Product designers can use various engineering techniques—
including value engineering, design for manufacture and assembly, and quality-function-
deployment—to try to ensure that the product achieves its target cost.

The firm should use the cardinal rule of target costing to maintain the discipline of
target costing by canceling new product development projects that the firm does not
expect to meet the product-level target cost.

The product-level target cost implicitly reflects anticipated supplier savings. The third
phase of the target costing process—component-level target costing—explicitly addresses
these savings. Component-level target costs define the suppliers’ selling prices and thus,
the level of savings the suppliers must achieve to meet their own target costs. Thus, tar-
get costing begins the interorganizational cost management process by extending the
umbrella of cost management beyond the firm’s boundaries.
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APPENDIX 7

TARGET COSTING EQUATIONS
AND GLOSSARY

The fundamental equation of target costing identifies the target cost—the cost at which
the firm must manufacture the product to generate a specified return if sold at its target
selling price:

Target cost = Target selling price — Target profit margin

This equation appears in almost all of the discussions of target costing. Unfortunately,
this fundamental equation is too simplistic to apply in practice because the market sets
the target selling price and the realities of the economics of the product set the target
profit margin. Consequently, one cannot guarantee that the firm can achieve the target
cost defined in this way. Because we want the firm to rarely modify the target cost once
it is set, we define a new term, allowable cost:

Allowable cost = Target selling price — Target profit margin

The allowable cost is the same as the conventional definition of the target cost. We can
now define a new target cost that has the added property of being achievable about 80
percent of the time. To calculate this target cost, we identify the current cost--the cost at
which the firm could build the new product today if it were already designed and the
manufacturing facilities were ready. The current cost exceeds the allowable cost, because
the firm has not yet pursued a low cost design of the new product or ways to reduce the
costs of the manufacturing processes required to produce it.

The level of cost reduction required to achieve the allowable cost is called the cost-
reduction objective:

Cost-reduction objective = Current cost — Allowable cost

Some firms set overly aggressive cost reduction objectives. They must then split the
cost-reduction objective into two parts, one achievable and the other unachievable.

Cost-reduction objective =
Target cost-reduction objective + Strategic cost-reduction objective

The firm can achieve the target cost-reduction objective portion, but cannot achieve the
strategic cost-reduction challenge portion.

The firm calculates the target cost by subtracting the proposed product’s target cost-
reduction objective from its current cost:

Target cost = Current cost — Target cost-reduction objective

One can also calculate the product-level target cost by adding the strategic cost reduction
challenge to the allowable cost:

Target cost = Allowable cost + Strategic cost-reduction challenge
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Simple algebra leads to the following observations. First, one can estimate the strate-
gic cost-reduction challenge by subtracting the target cost-reduction objective from the
cost reduction objective, as follows:

Strategic cost-reduction objective =
Cost-reduction objective — Target cost-reduction objective

Second, the firm can also estimate the strategic cost-reduction challenge by subtract-
ing the allowable cost from the target cost

Strategic cost-reduction challenge = Target cost — Allowable cost
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Kaizen is the Japanese term for continuous improvement. It connotes a continuous pro-
cess, in which the entire firm participates, of finding ways to become more efficient.
Successful kaizen programs can do more than reduce costs; they also increase the quality
of products and the safety of production processes. Kaizen costing is the application of
continuous improvement principles to reduce costs in the manufacturing stage of a prod-
uct’s life. Kaizen costing should seamlessly integrate with the firm’s target costing sys-
tem.! Target costing applies to the design stage and kaizen costing to the manufacturing
stage of the product life cycle. Two types of kaizen costing interventions occur, general
and item-specific. Each of these has two additional categories.

1. General kaizen costing reduces the costs of the products that the firm produces.
General kaizen costing consists of period-by-period programs that reduce direct
costs and multiperiod programs that reduce overhead or indirect costs, as shown
in Exhibit 8.1. Firms use kaizen costing for direct costs to continuously reduce
the material and labor content of the products in their manufacturing phase. For
this type of program, the firm sets cost reduction objectives for each period. Each

1. See Chapter 7, Target Costing for New Product Development.
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ExHIBIT 8.1 THE VARIOUS KAIZEN COSTING APPROACHES

budgetary period has modest savings objectives, but the savings accumulate over
time. Kaizen costing for indirect costs reduces the demand for production support
activities. The firm typically achieves these savings across multiple budgetary
periods.

2. ltem-specific kaizen costing reduces the costs of individual products and the com-
ponents that they contain. Product-specific kaizen costing increases the rate of
cost reduction for individual products that face particularly intense price compe-
tition in the marketplace. The firm uses the technique to ensure that the product
will earn its life-cycle profit objectives. Firms apply component-specific kaizen
costing to significantly and rapidly reduce the costs of components that have
excessive costs. Savings from these interventions add to those achieved by the
general kaizen costing programs.

Two principles govern the setting of effective cost-reduction objectives for any form
of kaizen. The achievability principle deals with the commitment to the cost reduction
objectives. The controllability principle deals with the individual or group’s ability to
influence the costs included in their cost-reduction objectives.

(@ ACHIEVABILITY. The achievability principle states that a firm should set challeng-
ing and realistic cost reduction objectives. Firms with successful kaizen costing pro-
grams typically expect about 80 percent achievement of goals. High achievement
percentages ensure a high level of commitment to achieving the cost-reduction objec-
tives. If the individual or group failed to achieve the last 10 objectives, they will have lit-
tle motivation to achieve the next objective. Furthermore, a high failure rate means that
failure has little or no stigma, even if success enjoys prestige. In contrast, high achieve-
ment will engender a strong stigma associated with failure while retaining significant
prestige related to success. Achievable cost-reduction objectives must also ensure that
the firm remains cost competitive. Consequently, a natural tension arises between setting
achievable and adequate cost-reduction objectives. A firm can use two mechanisms to
resolve this tension. First, it can translate the cost-reduction pressure imposed by the
marketplace into the corporate cost-reduction objective. The decomposition process
should maintain this pressure as the firm sets its cost-reduction objective at the material
and labor level.2 Second, it can ensure that knowledgeable individuals establish each
level of cost-reduction objectives. If the higher-level negotiator has detailed knowledge
about the lower-level negotiator’s production processes and cost-reduction capabilities,

2. See Chapter 7, “Target Costing for New Product Development.”
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the lower-level negotiator will have less temptation to introduce slack into the process.
The higher-level negotiator must set cost-reduction objectives that, while achievable,
will also challenge. Some firms refer to these as tiptoe objectives, signifying that the
firm can realize them only if everybody stretches to achieve them.

(b) CONTROLLABILITY. The controllability principle also governs the cost-reduction
objective setting process. This principle states that cost-reduction objectives should
include costs only if the group or individual can control them. For example, a kaizen pro-
gram for blue-collar workers might exclude the costs of utilities, purchased parts for
maintenance, office supplies, and white- and blue-collar wages. In contrast, a white-collar
program might include these costs. Furthermore, the controllability principle governs the
range of activities that the kaizen program considers. For example, it might expect white-
collar workers to change the production processes to make them more efficient. In con-
trast, it wouldn’t expect blue-collar workers to change the production processes, but
rather, to accept them as given and make them more efficient. Given the different con-
straints on the two groups, the white-collar cost-reduction objectives often exceed the
blue-collar objectives.

8.2 GENERAL KAIZEN COSTING

General kaizen costing has two categories. The first deals with direct costs, such materi-
als, direct labor, and equipment maintenance. The second deals with the indirect costs.
These costs include interactions with vendors, parts administration, and other costs that
relate to the acquisition of externally sourced items.

(@) KAIZEN COSTING FOR DIRECT COSTS. Kaizen costing for direct costs aims to
remove unnecessary inefficiencies from existing product designs and production pro-
cesses. As the firm removes these inefficiencies, the overall direct costs of production—
and hence, product costs—decline. In most settings, kaizen costing for direct costs is the
responsibility of small groups of individuals who have responsibility for a distinct part of
the production process. It creates a continuous pressure on these groups to reduce direct
costs by a specified amount in the current period.

The process of setting direct cost-reduction objectives typically starts with the
corporate profit plan. These plans incorporate assumptions about the level of cost-
reduction objectives that the firm will achieve each period. The level of cost reduction
demanded over time reflects the long-term cost-reduction pressure that the firm faces in
the marketplace and top management’s belief in the firm’s improvement potential. The
corporate cost-reduction objective incorporated into the profit plan identifies the level
of cost reduction that the entire firm must achieve in the period. The plan typically does
not, however, specify how the firm will achieve those savings. The process of establish-
ing detailed cost-reduction objectives begins with identifying and then decomposing
the corporate-level objective to the material and labor level. This is accomplished in
four steps:

Step 1. Identify a corporate level objective.

Step 2. Decompose the corporate-level objectives to the divisional and then plant
level. A predominately top-down negotiation process between corporate and
plant management will identify these plant-level objectives.
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Step 3. Decompose the plant-level objectives to the production group level. Typi-
cally, a more balanced negotiation process between plant management and
group leaders establishes these objectives.

Step 4. Distribute the group-level objectives to the material and labor level.

(i) Corporate-Level Cost-Reduction Objective. Management develops the annual plan
based on the corporation’s long-term and/or medium-term plans, adjusted for current
market conditions. The plan identifies the firm’s sales and profit objectives for the com-
ing year. These profit objectives reflect assumptions regarding the level of cost reduction
that the firm will achieve during the year. Management then quantifies these assumptions
into a specific cost-reduction objective for the corporation for the year.

Firms can use two approaches to setting plant-level cost-reduction objectives: the mar-
ket-driven approach and the engineering-driven approach. In the market-driven approach,
the cost-reduction objectives predominantly reflect the price pressures that the firm
encounters in the marketplace. In the engineering-driven approach, the firm establishes
cost-reduction objectives based on the savings that it can achieve. The most appropriate
approach depends on how consistently the firm can remove direct costs from its products.
The more consistent its history, the more effective the engineering-driven approach.

The market-driven approach starts with estimating the cost-reduction pressure that the
firm faces in the marketplace and uses that estimate to set a corporatewide cost-reduction
objective. Management then decomposes this objective to the plant level as shown in
Exhibit 8.2. As denoted in Exhibit 8.2, the primary communication route is top-down,
with the bottom-up communication more a reaction to the top-down communication than
initiated in its own right. The magnitude of the corporate-level cost-reduction objective
reflects the competitive pressure that the firm faces. As the competitive pressure grows,
the firm must increase the cost-reduction objective accordingly to maintain its planned

Corporate-level
cost-reduction objective

Division-level
cost-reduction objectives

_

Plant-level
cost-reduction objectives

EXHIBIT 8.2 PERIOD-SPECIFIC KAIZEN SUBTRACTION APPROACH: TOP-DOWN PROCESS
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profit levels. Typically, the cost-reduction objective reflects long-term anticipated compet-
itive pressures adjusted for current conditions. The corporate planning process, particu-
larly the firm’s annual plan, communicates the desired magnitude of the cost-reduction
objective.

The engineering-driven approach starts by establishing corporate-wide cost-reduction
rates for each major cost element (see Exhibit 8.3). Cost elements include items such
as direct material, indirect material, labor, and maintenance. These rates reflect histori-
cal experience and provide the basis for computing the plant and corporate-level cost-
reduction objective. Management then compares the resulting overall level of cost reduction
to the cost-reduction pressure encountered in the market. As Exhibit 8.3 shows, if manage-
ment decides that the cumulative cost reduction lies below what the market dictates, it will
pressure the plant to increase the individual plant-level objectives. These revised objec-
tives begin again at the cost-element level and flow bottom-up. As denoted in Exhibit 8.3,
the primary communication route is bottom-up, with the top-down communication more a
reaction to the bottom-up communication than initiated in its own right.

The engineering-driven approach calculates the corporate-level cost-reduction objec-
tive using corporatewide or plantwide cost-reduction factors for all of the major cost ele-
ments of the firm’s production processes. While practice varies, corporate planners
identify cost-reduction factors for relatively few cost elements—perhaps 10 to 15. The
factors reflect historical achievement levels. For example, if the firm has reduced the
costs of a class of direct material by 3 percent a year, the planners will begin at 3 percent
to estimate the current factor level.

Once the planners have established the cost-reduction factor for each element, they
calculate the corporatewide cost-reduction objective for each cost element by multiply-
ing the total quantity of each cost element expected to be consumed in the coming period
by the corresponding factor. They then calculate the cost-reduction objective for the cor-
poration by summing all the corporate-level cost-reduction objectives for each cost ele-
ment. If the firm uses plantwide factors, the planners make the calculations at the plant
level and cumulate them to the corporate level. The advantage of plantwide as opposed
to corporatewide factors lies in the increased accuracy of the calculations. Plants that
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ExHIBIT 8.3  PERIOD-SPECIFIC KAIZEN ADD BOTTOM-UP PROCESS
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manufacture new products typically can reduce costs faster than those that manufacture
mature products.

In an engineering-driven approach that uses corporatewide factors, management
decomposes the corporate-level cost-reduction objective to the plant level—usually by
using one of two approaches. The first approach multiplies the corporatewide objective
by the ratio of the plants’ manageable costs—that is, those subjected to kaizen costing—
to calculate the plant-level cost-reduction objective. The second approach multiplies the
corporatewide objective by the ratio of the plants’ actual costs for the previous periods.

Finally, in the last stage of the process, the planners modify these simplistic estimates
to reflect each plant’s idiosyncrasies. For example, they will typically increase the cost-
reduction objective for plants manufacturing new products and decrease the objective for
plants manufacturing mature products.

(i) Plant-Level Cost-Reduction Objectives. Corporate and divisional management decom-
pose the corporate cost-reduction objective to the plant level. Each plant-level planning
group uses its long-term and/or medium-term plans as the basis for developing the plant-
level annual plan under the umbrella of the corporate plan. This plan identifies a number
of plant-level annual objectives, including sales, operating profits, inventory levels, invest-
ments, personnel levels, and quality targets. These objectives must reflect the plant’s cost-
reduction objective.

When setting plant-level cost-reduction objectives, the firm wants to maximize those
objectives while ensuring that the workforce will commit to them. A pure top-down
approach risks setting excessively aggressive cost-reduction objectives that violate the
achievability principle. In addition, the individuals involved will likely have a low com-
mitment to the mandated cost-reduction objectives, even with achievable objectives.
Thus, a pure top-down process will usually prove ineffective. Alternatively, a pure bottom-
up approach risks setting cost-reduction objectives too low to generate the desired level
of corporate profits. Plant management will have no insights into the competitive pres-
sures faced by the fi