ACCOUNTING
A Management Approach

MYRON J. GORDON, Ph.D.

Professor of Finance
Faculty of Management Studies
University of Toronto

GORDON SHILLINGLAW, Ph.D.

Professor of Accounting
Graduate School of Business
Columbia University

TECHNISCHE HOCHSCHULE DARMSTADﬂ
Fachbereich 1
Gesamtbibliothek
Betriebswirtschaftsiehre
Inventar-Nr. :.....s3. 2. 7.6.%

AOSNNT. ...t DR L L2T
Sachgebiete: ....cZ s
QS 243

FIFTH EDITION - 1974

RICHARD D. IRWIN, INC. Homewood, Illinois 60430

Irwin-Dorsey International London, England WC2H 9NJ
Irwin-Dorsey Limited Georgetown, Ontario L7G 4B3



CONTENTS

Part 1 BASIC ACCOUNTING CONCEPTS

T. Introduction .......cv i ennan P, e e

The Role of Accounting, 3

Accounting Practitioners, 5

Enterprise Financial Statements, 7
Assets.and Asset Measurement, 8
Liabilities and Owners’ Equity, 9
The Accounting Equation, 10
Working Capital, 10
The Income Statement, 11
Accounting Principles and Standards, 13

Management’s Interest in Accounting, 14

The Influence of Government, 14

2. Deriving Financial Statements from Transactions Analyses..........

Transactions Analysis, 23
Investment Transactions, 23
Purchase and Payment Transactions, 24 -
Maintaining the-Accounting Equation, 26
Sale Transactions: Revenue and Expense Accounts, 26
Cost versus Expense, 28-
Operating Expense Transactions, 28
Other Transactions, .29 .
End-of-Period Analyses, 30,
The Financial Statements, 31
The Income Statement, 31 -
Treatment of Owner’s Withdrawals, 33
Statement of Changes in Owner’s Equity, 34
The Statement of Financial Position, 35
Omissions from Financial Statements, 35
Net Income versus Taxable Income, 36

[



xiv

Contents .

The Mechanics of Transactions Analysis.............cooiinn

The Bookkeeping Process, 47
Accounts, 47
Documents, Journals, and Ledgers, 49
Double-Entry Bookkeeping, 50
Debit and Credit Notation, 52
Revenue and Expense Accounts, 53
Inventory Bookkeeping, 54
Closing Entries, 55
Accounting for Depreciable Assets: Contra Accounts, 56
Recording Depreciation, 56
Sale of Depreciable Assets, 58
Corporate Owners’ Equity Accounts, 60

Income and Cash Flows from Manufacturing Operations . ..........

Accrual Basis Accounting, 75
Manufacturing Cost Flows, 76
Preproduction Transactions, 77
Recording Issuance of Materials, 78
Recording Factory Payrolls, 78
Recording Depreciation, 79
Other Factory Costs, 79
The Cost of Goods Finished, 80
The Cost of Goods Sold, 81
The Manufacturing Cost Statement, 81
Nonmanufacturing Costs and the Income Statement, 83
Income versus Cash Flow, 84

The Timing of Revenue and Expense Recognition.................

Criteria for Revenue Recognition, 98
Revenue Recognition at Time of Delivery, 99
Reasons for Prevalence of Delivery Basis, 100
Transactions Analysis, 102
Customer Defaults, 103 .
Write-off of Uncollectible Accounts, 105
Aging the Accounts, 106
Collection Costs, 107
‘ Managerial Implications of Customer Defaults, 107
Revenue Recognition at Time of Sales Orders, 108
Revenue Recognition at Time of Production, 108
Meeting the Recognition Criteria, 109
Percentage-of-Completion Accounting, 110
Estimating the Percentage of Completion, 111
Revenue Recognition at Time of Collection, 111

Purchases, Sales, and Payroll Transactions .. ....................

Purchase Transactions, 127
Cash Discounts, 128
Purchase Discounts Lost, 128
Using the Gross Price Method, 129



Contents

Sales Transactions, 129
Merchandise Sales, 130
Sales Discounts, 130
Returns and Allowances, 131

Payroll Transactions, 131
Recording Gross Pay, 131
Recording Payroll Taxes, 132
Payroll Payments, 133

‘

Preparing the Statements

Trial Balance, 142
Cost Amortizations, 143
Amortizing Prepaid Insurance Costs, 143
Amortizing Furniture and Equipment Costs, 144
Revenue Adjustments, 145 '
Recognizing Cash Discounts on Outstanding Receivables, 146
Interest and Payroll Accruals, 147
Accruing Interest Expense, 147
Accruing Interest Revenue, 148
Payroll Accruals, 149
Other Adjustments, 150
Inventory Shrinkage, 150
Bookkeeping Corrections, 151
Income Tax Accrual, 151
Statement Preparation and Presentation, 152
The Income Statement, 153 .
Income from Discontinued Operations and
Extraordinary Events, 155
Statement of Changes in Retained Earnings, 156
Statement of Financial Position, 157
Closing Entries, 158

Processing Accounting Data ........ .. ... .. . ool

General Characteristics of Data Processing Systems, 178
Basic Elements of Data Processing Systems, 178
Characteristics of Business Data Processing, 180

Processing Routine Commercial Transactions, 181
The Chart of Accounts, 181
Multicolumn Journals: Purchases, 184
Special Journals: The Purchases Journal, 185
Specialization in Data Processing, 187
Subsidiary Ledgers, 189
Cash Disbursements: The Check Register, 191
Processing Payrolls, 192
Processing Sales Transactions, 194
Recording Cash Receipts, 197
The General Journal, 197

Other Dimensions of Accounting Data Processing Systems, 198
Internal Control, 199
The Audit Trail, 200
Petty Cash: Imprest Funds, 201

xXv



xvi

10.

11.

Contents
Introduction to Financial Statement Analysis............. PRI 217

Objectives of Financial Statement Analysis, 217
Hlustrative Statements, 218
Measures of Profitability, 218
Earnings per Common Share, 220
Return on Common Equity, 220 1
Return on Assets and the Leverage Effect, 221
After-Tax Return on Assets, 222
Profit Margin Ratios, 223
Asset Turnover Ratios, 224 .
Sources and Uses of Funds, 224
Analysis of the Funds Structure, 225
Funds Flow Analysis, 227 )
Measures of Short-Term Debt-Paying Ability, 228
Coverage Ratios, 229
Current Ratio, 230
Quick Ratio, 231
Receivables Turnover, 231
Inventory Turnover, 232

Part II EXTERNAL FINANCIAL REPORTING

PresentValve................... e N e 245

The Measurement of Present Value, 245 ‘
The Nature of Economic Beneﬁts 246
Compound Interest, 246
Present Value, 247
The Value of a Series of Cash Recezpts 249
Interest Tables, 249

Financial Statements Based on Present Value, 250
Valuation of a Going Concern, 251

- Calculation of Present Value, 252

Goodwill, 254 o
A Balance Sheet Based on Present Value, 254
Income Measurement on a Present Value quzs,'255
The Case against Present Value, 257 -
Alternatives to Present Value, 258

Inventory Costing Methods............ FIPU T 269

Historical Costing Methods, 269

First-in, First-out (Fifo) Costing, 270

Last-in, First-out (Lifo) Costing, 271 . ,

Cost or Market, Whichever Is Lower, 274
Measurement at Current Cost, 274

Current Gross Margins, 275

Holding Gains and Losses, 276

Speculative Gains and Losses, 277

Financial Statements Based on Current Cost, 277
Analysis of Fifo Costing, 279 '



12.

13.

Contents xvii

Fifo Financial Statements, 279
Realized versus Unrealized Holding Gains and. Losses, 280
Evaluation of Fifo, 282
Evaluating Fifo Cost or Market, 283
Analysis of Lifo Costing, 284
Holding Gains and Losses under Lifo, 284
Effect on Inventory Balances, 286
Avoiding Lifo Liquidation Profits, 286
Evaluation of Lifo Costing, 287
A Compromise Solution, 288
Price Level Adjustments, 289

Depreciation Policy ........... ..ot P 304

Depreciation for Nonaccounting Purposes, 304
Depreciation for Acquisition, Use, and Disposal Decisions, 305
Depreciation and Taxes, 306 '
Depreciation and Asset Replacement, 306
Economic Life, 307
Physical Deterioration, 307
Obsolescence, 308~
Depreciation Time Patterns, 308
Implicit Interest Depreciation, 308
Production-Unit Depreciation, 310
Straight-Line Depreciation, 311
Diminishing-Charge Depreciation Methods, 311
Pragmatic Considerations, 313
Group Depreciation, 314
Depreciation Adjustments, 318
Rationale for Predetermined Depreciation Charges, 318
Write-Downs of Assets, 319
Change in Depreciation Method, 320
Revision of Life Estimates, 321
Depreciation Based on Current Cost, 321

Capitalization Policy. ............. e DR e 339

Capitalizing Ancillary Expenditures: Basic Principles, 340
Identifying Capitalizable Costs, 340
Separate Capitalization, 341
Maintenance versus Replacement, 341
Maintenance versus Betterments, 342
Major Overhauls, 343 s
Capitalizing Ancillary Expenditures: Pragmat1c Criteria, 345
Bookkeeping Convenience, 345
Tax Advantage, 345
. Conservatism, 346 .
" Income Control, 347 . : \
Consistency and Disclosure, 348
Intanglble Assets, 348
Purchases of Specific Intangibles, 349
Sales Promotion Expenditures, 350



xviii

14.

15.

Contents

Research and Development Expenditures, 350
Acquisition Cost Approximations, 352

Allocation of Joint Acquisition Cost, 352

Noncash Acquisitions, 353

Purchase in Advance of Use, 354

Ligbilities ...t e e e e e

Long-Term Borrowing, 366
Bonds and Bond Values, 366
The Use of Bond Value Tables, 368
Measuring the Initial Liability, 368
Periodic Interest Expense, 369
Amortization of Bond Premium, 371
Retirement of Long-Term Debt, 372
Bond Refunding, 373

Interperiod Income Tax Allocations, 374
Timing Differences, 374
Depreciation Differences, 376
Arguments against Tax Allocation, 378
The Investment Credit, 379

Liability under Pension Plans, 381
Attributes of Pension Plans, 381,
Accounting Issues, 382 '

Leases in Lessees’ Financial Statements, 384
Leasing Agreements, 384
Accounting for Leases, 386

The Shareowners” Equity . ... o i

Capital Stock and Shareowners’ Rights, 397
Shareowners’ Rights, 398
Common Stock, 399
Preferred Stock, 400
Additional Issues of Capital Stock, 401
Registration Requirements, 401
Dilution of the Equity, 402
Dilution of Earnings, 403
Capitalization of Retained Earnings, 404
Stock Dividends, 404
Stock Splits, 406
Reserves and Appropriations, 407
Appropriations of Retained Earnings, 407
Contingency Reserves, 408
Other Types of “Reserves,” 409
Hidden Reserves, 410
Treasury Stock, 410
Objectives of Treasury Stock Purchases, 410
Reporting Treasury Stock at Cost, 411
Convertible Securities and Stock Purchase Options, 412
Convertible Preferred Stock, 412
Stock Options, 415
Performance Shares, 416



16.

17.

Contents xix

Corporate Investments in Securities ......... ... ... ... ... ... 426

Marketable Securities, 426

Minority Stock Interests in Other Corporations, 427
Recognizing Income: Dividend Basis, 428
Recognizing Income: Equity Basis, 428
Recognizing Income: Market Value Basis, 429

Controlling Stock Interest in Other Corporations, 430
Reasons for Consolidated Statements, 430
Consolidation Policy, 431

The Consolidated Balance Sheet, 432
The Consolidation Process, 432
Minority Interests, 434
Consolidation Goodwill, 436
Intercompany Receivables and Payables, 437
Negative Goodwill, 438

The Consolidated Income Statement, 439
Intercorporate Dividends, 440
Amortization of Consolidation Goodwzll 440
Minority Interest in Consolidated Net Income, 441
Intercompany Sales, 441

Acquisitions by Exchange of Stock, 443
Application of the Purchase Method, 443
Pooling of Interests, 445

Financial Reporting by Conglomerate Companies, 447
Nature of the Conglomerate Company, 447
Arguments for More Detailed Disclosure, 447
Difficulties in Product-Line Reporting, 448

Cash Flows and Statements of Changes in Financial Position .. .. .. 464

Cash Flows versus Funds Flows, 464
Statement of Personal Cash Flows, 464
Statement of Changes in Financial Position, 465
Uses of Cash Flow and Funds Flow Data, 467
Uses of Cash Flow Data, 467
Uses of Financial Resource Flow Data, 468
Funds Statements of Business Firms, 469
The Statement of Changes in Financial Position, 469
First Approximation: Balance Sheet Changes, 470
Additional Information: Changes in Qwners’ Equity, 471
Funds Provided by Operations, 472
Cash Flow from Operations, 472
Reconcilitig Net Income with Funds Provided by Operations, 473
Purchases and Sales of Fixed Assets, 474
Depreciation Is Not a Source of Funds! 476
Retirement of Long-Term Debt, 476
Adjustments to Retained Earnings, 476
Format of the Statement, 477
The Extended Funds Statement, 478
Preparing the Funds Statement, 479
The Work Sheet Method, 480 .
Reconstructing Transactions, 480
The Completed Work Sheet, 484



XX

19.

20.

7

Contents

Part III ACCOUNTING DATA FOR
MANAGEMENT PLANNING AND CONTROL

Budgetary Planning........... e e i

The Planning Process, 501
Annual Budgeting, 503
Nature of the Budget, 503
Purposes of Budgeting, 504
The Budgeting Process, 505
Participative Budgeting, 505
The Role of Accounting Management, 506
Preparing the Annual Budget, 507
The Organization, 507
The Marketing Plan, 508
The Production Plan, 509
The Profit Plan and Cash Budget, 510
Budgeting as a Decision-Making Process, 512

Product Costing: Job Order Production .. [ ._'. e

Types of Costing Systems, 523
A Job Order Costing System, 524
Direct versus Overhead Costs, 524
Factory Overhead: The Burden Rate 525
Predetermined Burden Rates, 526
Collecting Job Order Costs, 527,
The Flow of Factory Costs, 528 ‘
Inventory Accounts, 528
Direct Materials Costs, 529
Direct Labor Costs, 529
Actual Factory Overhead Costs, 530
Factory Overhead Absorption, 531
Overhead Over- or Underdbsorbed, 532
Cost of Goods Finished, 532
Cost of Goods Sold, 533 :
Manufacturing Cost Summary, 533 :
External Reporting of Under- or Overabsorbed Overhead 535

Incremental Costs for Management Decisio‘ns” ............ e

The Incremental Approach, 549
Limitations of Accounting Data, 549
Incremental versus Average Cost, 550
Uncertainty and Expected Values, 552

Cost-Volume Relationships, 553
Variable and Fixed Costs, 553
Cost-Volume Diagrams, 554
Semivariable and Stepped Costs, 555
Choosing an Index of Volume, 557

Cost Concepts in Incremental Analysis, 558

- Cost Variability and Incremental Costs, 558
Cash Flow versus Accounting Cost, 560



21.

22,

Contents

Opportunity Costs, 560

Management Policy Costs, 561
Applying the Incremental Principle, 561

Pricing Additional Business, 562

Dropping an Unprofitable Product, 564
Break-Even Charts, 566

The Basic Chart, 566

Using the Chart, 568

Problems in Break-Even Chart Construction, 570

Refinements in Overhead Costing. .. ... ... nn,

Departmentalization of Costs, 583
Organizational Classification, 583
Descriptive Classification, 584
Departmental Burden Rates, 585
The Importance of Accuracy, 586
Interdepartmental Cost Allocations, 586
The Allocation Process, 587
Relevance of Allocations to Managerial Decisions, 590
Variable Costing, 590
Application to Job Order Costing, 591
Variable Costing for Easier Cost Estimation, 592
Average Cost versus Incremental Cost, 593
The Relevance of Fixed Cost: Catalog Pricing Decisions, 594
Catalog Pricing, 594
The Case for Full Cost, 595
Flexible Solutions, 597
The Costs of Joint Products, 598

The Capital Expenditure Decision .......... e

The Present Value Approach, 613
The Treatment of Depreciation, 615
The Treatment of Income Taxes, 616

Estimating the Initial Outlays, 617
Outlays for Plant and Equipment, 617
Working Capital, 618
Opportunity Cost, 618
After-Tax Outlay, 619

Economic Life, 620

Subsequent Cash Flows, 621
Operating Cash Flows, 621
After-Tax Cash Flows, 622
End-of-Life Salvage Value, 624

Discounted Cash Flow Analysis, 624
Selecting the Right Bench Mark, 625
Choosing the Discount Rate, 627
Dealing with Uncertainty, 628
The Sunk Cost Fallacy, 628
Treatment of Interest, 629

Internal Rate of Return, 630

xxi



xxii

23.

24,

Contents

The Control Process: Standard Costing. . ............. e 646

Responsive Control, 646
A Standard Costing System for Direct Labor and Materials, 647
The Need for Information, 648
Standard Product Costs, 648
Quantity Variances, 649
Price Variances, 650
Determining the Quantity Variance, 650
Accounts for Standard Costing, 651
The Basic Structure, 652
Purchases of Materials, 653
Issues of Materials, 653
Accounting for Labor Costs, 654
Completion of Intermediate and End Products, 655
Deriving Usage Variances, 656
Transactions Summary, 659
Cost of Goods Sold under Standard Costing, 659
Advantages of Standard Costing Systems, 660
Better Control Information, 660
Better Data for Decisions, 661
Clerical Economy, 662
Faster Reporting, 663
Implementation Problems in Standard Costing, 664
Data for Quantity Standards, 664
Accuracy Required for Control, 666

Control of Overhead Costs ... . ... it i an 679

The Control of Discretionary Costs, 679
Planning Criteria, 680
Feedback Reporting, 681
Reporting on Product Development Activities, 681
The Flexible Budget, 683
Structure of the Flexible Budget, 683
Sources of Budget Estimates, 685
Departmental Feedback Reports, 686
The Controllability Criterion, 687
Interdepartmental Cost Allocations, 688
Following Up the Reports, 689
Analysis of Factory Overhead Variances, 689
Reasons for Over- and Underabsorbed Overhead, 690
Overhead Variance Analysis under Standard Costing, 692
Recording Standard Overhead Costs, 693
Behavioral Issues in Cost Control Systems, 693
Identifying Cost Responsibility, 694
Budgets as Operational Objectives, 695
Participation, 695
Level of Budgetary Control, 696
System Administration, 697



Contents
25. Reporting Profits to Management . ........... .. .. ... ... ...

Purposes of Internal Profit Reporting, 717

Profit Reporting for Operations Evaluation, 718
Measuring Profit Contribution, 719
Reporting Segment Investment, 721
Analyzing Profit Variances, 721
Choosing the Aggregation Level, 723

Internal Profit Reporting for Managerial Evaluation, 727
The Profit Center Concept, 727
Reasons for Profit Decentralization, 728
Standards for Managerial Evaluation, 728
Measuring Profit Performance, 730

Internal Profit Reports for Investment Evaluation, 730

Appendix A. Compound Interest and Bond Tables .. ................

Appendix B. Solutions to Selected Problems . ......................



