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This book is dedicated to Cindy D. Edmonds, a former coauthor of the Edmonds / Olds series
of introductory accounting textbooks. Her countless contributions assisted students

in obtaining the knowledge and skills necessary to be successful accountants. Her work
was recently recognized through the establishment of a memorial scholarship that provides
financial support for UAB Department of Accounting students. She will be forever missed

by her family, colleagues, and the thousands of students she served.
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S UNIQUE USER PERSPECTIVE

This text focuses on the development of decision-making skills. The decision-making
emphasis is evident from a review of the table of contents. You will notice that topics
Connect related to decision making are placed first while procedural topics like manufacturing
cost flow, job order, and process costing are placed at the end of our text. In addition
we have made an effort to reduce coverage of recording procedures. Accordingly, the
text is a natural fit for schools that have decided to take a user-oriented approach for
their introductory financial accounting course.

The text places an unusually heavy emphasis on service and merchandising com-
panies. For example, the budgeting chapter uses a merchandising business whilg
most traditional texts use a manufacturing company. Using a service company is not
only more relevant but also simplifies the learning environment, thereby making it eas-
ier for students to focus on budgeting concepts rather than procedural details. For a
more detailed description of the unique features of this text, see “How Does Edmonds
Help Students See the Big Picture?”

A PATHWAY FORWARD: LESSONS LEARNED FROM
THE PANDEMIC

@ In March 2020, the world was disrupted by a global pandemic. Businesses and edu- @
cators alike had to quickly adapt to the changing environment by moving operations
online with little notice or time to prepare. We feel strongly that the resources within
this text provide a pathway forward to meet future challenges faced by educators, giv-
ing them the ability to deliver quality instruction online.
Perhaps the biggest challenge faced by educators during the pandemic was how
to best deliver course content in an online format. The majority of educators simply
did not have the time to create videos of their course delivery given such short notice
A survey conducted by Higher Education provides strong evidence that the use of
instructional videos is here to stay long after the pandemic is over. In the survey, 79%
of the students indicated that they want lecture video content going forward, irrespec-
tive of how the class is delivered (reference below image). To address this concern in
a fast and effective manner, this text includes the most comprehensive set of instruc-
tional videos on the market today. These instructional videos explain the content
associated with every learning objective introduced throughout the text. Unlike many
instructional videos included with other texts, our videos have been developed by a
member of the author team. They have the touch and feel of a live lecture. This allows
educators to deliver a similar level of quality in disseminating course content online as
they would in a face-to-face environment. To ensure students are comprehending the
material, every video in the text includes an assessment quiz with feedback.
Another major challenge recognized during the pandemic was the difficulty edu-
cators had in working problems without the assistance of a whiteboard. We overcame
this challenge by creating templates for every exercise and problem in the text,
known as Active Learning Worksheets (ALWs). Educators can load these templates
onto a tablet, allowing them to work problems on the screen, and students can use the
templates to work the problem along with the educator, preventing them from taking

iv Fundamental Managerial Accounting Concepts
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unnecessary notes. This puts the focus where it belongs, on working and understand-
ing the various aspects of each problem, instead of spending large amounts of time
setting the problem up. For more information on these templates, we’ve included a
detailed discussion of the IRK in a separate section below.

Pandemic-Era Experiences Students Want Post-COVID

Lectures made available online so
you can go back and review material

The option of whether to attend
courses in person or online

The ability to communicate privately with a
professor (such as via chat) during a lecture

Virtual events/virtual access to live events
Online access to college support resources
Fewer group projects

@ Smaller class sizes

More individual assignments

Less grading weight on
class participation

Expanded hours of student
services-related departments

More grading weight on
class participation

Online organizations or clubs

None of the above/Other

0 10 20 30 40 50 60 70 80

Melissa Ezarik, “COVID-Era College: Are Students Satisfied?” Inside Higher Ed, March 24, 2021.

We believe all these unique resources, in addition to the standard resources
included in most other texts (e.g., online homework managers (Connect), guided home-
work exercises, algorithmic test bank questions, PowerPoint presentations) provide
educators with the pathway of resources to adapt to any classroom environment. As
an author team, we continually search for ways to improve content delivery and do our
best to make the resources easy to implement in all types of classroom environments.
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ADAPTING TO A CHANGING ACCOUNTING
ENVIRONMENT: A PATHWAY FOR HOW TO
INTEGRATE DATA ANALYTICS AND FINANCIAL
STATEMENT ANALYSIS

All industries undergo rapid changes over time and the accounting profession is ng
exception. Many leading industry professionals have begun to point out the importance
of teaching students data analytics skills and financial statement analysis techniques
This text provides a pathway educators can use to incorporate data analytics content
into an introductory-level accounting course. We created custom Tableau Dashboard
Activities (TDA) for nearly every chapter in the text. TDAs are data visualizations gen-
erated in Tableau related to in-chapter content. These activities are hosted within the
Connect platform, eliminating the need for your students to work within the Tableau
software. This greatly reduces headaches associated with getting software installed
on student computers and avoids countless questions that naturally arise when work-
ing within a complex software package. Each activity includes a set of multiple-choice
questions pertaining to information in the TDA. These questions vary in difficulty and
test skills ranging from being able to interpret information displayed in the dashboard
to thinking critically about the deeper story a particular dashboard is showing regard-
ing company operations. These activities provide instructors with an efficient means of
@ incorporating data analytics content into their managerial accounting course. @

We also wanted to provide an option for those who prefer a hands-on experience
working with software. To accomplish this, we created Appendix B at the end of this
text that provides an opportunity for students to install Tableau and perform a variety
of functions within the software. This appendix includes an author-created instruc-
tional video that walks students through several Tableau techniques giving them the
ability to create their own data visualizations. We also created a separate assignable
project in Connect that provides students with an actual dataset that they can load into
Tableau. The assignment requires students to perform the same functions discussed
in the instructional video and answer a set of auto-gradable questions pertaining to
their outputs. We believe between both of these options, this text provides an abun-
dance of resources to assist educators in incorporating data analytics content into
their classroom.

Finally, in relation to increased calls to teach more financial statement analysis
(FSA) skills to students, our text includes a separate chapter (Chapter 13) focusing
solely on FSA. We have kept this chapter separate, giving educators the choice as
to whether they want to incorporate this content or leave it to a different accounting
course in their curriculum.

INNOVATIVE INSTRUCTIONAL METHODOLOGY

As previously mentioned, this text is accompanied by the most comprehensive set of
instructional videos on the market today. Videos allow students to pause for contem-
plation and note-taking. They permit students to repeat difficult concepts or fast for-
ward through content they have mastered. In other words, videos enable self-paced
learning. No longer is the lecture too fast for some and too slow for others. Now the

vi Fundamental Managerial Accounting Concepts
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lecture satisfies the needs of each individual student. A recent study found that the
availability of pre-class videos significantly improved student final exam performance
Robert O’Harver, Advances in Accounting Education, 2020).

Many accounting educators have taught in professional exam prep courses that
make extensive use of video lectures. Now you can bring that prep course learning
approach into your everyday classroom. Here are some examples of how you can use
instructional videos to improve the classroom environment.

raditional Courses

'ou do not have to change the way you teach your class to reap the benefits available
rom video instruction. Students who have to miss class or who have trouble com-
prehending certain concepts can benefit from watching video lectures. Also, many
students who attend class will be able to build confidence by watching videos that
reinforce the concepts presented in class. Since each video is tied directly to a learn-
ing objective, you can develop a personalized plan for students struggling with spe-
ific topics. Alternatively, you may offer video instruction to enable advanced students
o cover additional topics.

Online Courses

One of the fastest-growing markets in higher education today is Internet-based courses.
Many students struggle with online learning. Generally, they would prefer to learn
rom a lecture but due to timing or location are unable to attend class. Pre-recorded
@ ideo lectures solve this problem by allowing students to access lectures on demand. @
Until now, the only way to provide video coverage was for the instructor to make per-
sonal recordings. Anyone who has tried this knows it is a time-consuming activity.

e offer a standardized, turnkey course that is composed of author-created instruc-
ional videos, student-directed self-assessment quizzes, and instructor-generated
evaluative exams. The instructor simply selects the learning objectives to be covered.

here is no simpler way to develop a distance learning course. Personally, we see
higher student evaluations in our online sections and our students tell us that it is
because of the video content provided in this text.

Flipped Courses
Instructional videos enable instructors to flip the traditional teaching model. Specifi-
ally, instead of providing a lecture in class and then assigning homework, flipped
ourses deliver the lecture at home and use the classroom as a place for students
o work problems and ask questions. The instructor’s function moves from lecturer
o coach and tutor. Without a requirement to deliver a lecture, the instructor is free to
utor students in small groups or individually. Instruction becomes more focused and
individualized. Indeed, when coupled with Connect technology, instructors can obtain
real-time feedback that allows them to identify and approach specific students who
are having difficulty without disturbing those students who are able to digest the mate-
rial independently.

Hybrid Courses

Many instructors are developing hybrid classes where some classes involve face-to-
ace time with the instructor and other class time is devoted to group work, individ-
ualized instruction, case study, or other activities. This means there is less time for
raditional lectures. Instructional videos are ideal for filling the lecture gap. Instructors

vii
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can cover the key concepts in their lectures and leave the detailed presentation to the
video lectures.

Mass Section Courses

Many schools deliver live lectures to mass section classes. Students then break into
small groups that are led by teaching assistants or adjunct faculty. While this approach
is cost-effective, it frequently results in dissatisfaction. Students often find it difficult to
see and hear in large lecture halls. Also, the lecture must be set at an average pace
that, by its nature, is too fast for many students and too slow for others. Prerecorded
video lectures resolve these issues. They enable students to study the lecture beforg
class. Students can then bring questions about the lecture to the breakout sessions.

ACTIVE LEARNING WORKSHEETS (ALWs)

As many students choose to adopt the electronic version of textbooks, instructors are
beginning to face a situation where students do not have textbooks available in the
classroom. Accordingly, working a particular exercise or problem in class is frustrated
by the fact that students do not have access to the exercises and problems being
worked. To resolve this issue we now offer Active Learning Worksheets (ALWs).

The ALW includes a general set of instructions for how to conduct flipped, online
and hybrid classes. It has a chapter-by-chapter Microsoft Word document that con-
@ tains an instructor version of all B-set exercises and problems. The corresponding @
solution is shown directly below each exercise and problem. The matching of exer-
cises and problems with solutions makes it easy for instructors to toggle between the
problem and solution when making classroom presentations. An example of Exercise
2-7B instructor version appears as follows.

Exercise 2-7B Fixed versus variable cost behavior (LO 2-1)

Shawn Corder needs extra money quickly to help cover some unexpected school expenses. Mr. Corder
has learned fortune-telling skills through his long friendship with Fred Molloy, who tells fortunes during
the day at the city market. Mr. Molloy has agreed to let Mr. Corder use his booth to tell fortunes during
the evening for a rent of $90 per night.

Required

a.  What is the total and per customer booth rental cost if the number of customers 1s 5, 10, 15, 20, or 25?
Round your figures to 2 decimal points.

Number of Customers (a) |
Total rental cost (b) $90 $90 $90 $90 $90

Cost per customer (b) + (a) $18.00 $9.00 $6.00 $4.50 $3.60

b. Is the cost of renting the fortune-telling booth fixed or variable relative to the number of customers?

Since the cost of renting the booth is $90 regardless of the number of customers, it is a fixed cost.

viii Fundamental Managerial Accounting Concepts
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The ALW also includes a separate chapter-by-chapter Word document that
contains a student version of the B-set exercises and problems. These documents
show each exercise and problem with a corresponding working paper directly below
it. For example, Exercise 2-7B student version appears as follows.

Exercise 2-7B Fixed versus variable cost behavior (LO 2-1)

Shawn Corder needs extra money quickly to help cover some unexpected school expenses. Mr. Corder
has learned fortune-telling skills through his long friendship with Fred Molloy, who tells fortunes during
the day at the city market. Mr. Molloy has agreed to let Mr. Corder use his booth to tell fortunes during
the evening for a rent of $90 per night.

Required

a.  What 1s the total and per customer booth rental cost if the number of customers is 5, 10, 15, 20, or 25?
Round your figures to 2 decimal points.

Number of Customers
Total rental cost

Cost per customer

b. Is the cost of renting the fortune-telling booth fixed or variable relative to the number of customers?

Since the ALW is composed in Microsoft Word, instructors can easily cut and
paste the materials to customize content for their particular classes. Materials can
be delivered to students through electronic files or printouts. Also, the Word format
enables the development of customized electronic overhead slides with pop-up solu-
tions, thereby eliminating the need for whiteboard presentations. Not only will you
avoid annoying dried-up markers, but your students will appreciate a presentation that
perfectly matches their working paper forms. The ALW contains a video illustrating
how to implement this very attractive feature.
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homas P. Edmonds

homas P. Edmonds, Ph.D., is Professor Emeritus in the Department of Accounting at the Universit
of Alabama at Birmingham (UAB). He has been actively involved in teaching accounting principles
hroughout his academic career. Dr. Edmonds has coordinated the accounting principles courses at
he University of Houston and UAB. He has taught introductory accounting in mass sections and i
distance learning programs. He has received five prestigious teaching awards, including the Alabama
Society of CPAs’ Outstanding Educator Award, the UAB President’s Excellence in Teaching Award
and the distinguished Ellen Gregg Ingalls Award for excellence in classroom teaching. He has
ritten numerous articles that have appeared in many publications, including Issues in Accounting,
he Journal of Accounting Education, Advances in Accounting Education, Accounting Education:
A Journal of Theory, Practice and Research, the Accounting Review, Advances in Accounting, the
ournal of Accountancy, Management Accounting, the Journal of Commercial Bank Lending, the
Banker’s Magazine, and the Journal of Accounting, Auditing, and Finance. Dr. Edmonds has served as
a member of the editorial board for Advances in Accounting: Teaching and Curriculum Innovations and
ssues in Accounting Education. He has published five textbooks, five practice problems (including two
omputerized problems), and a variety of supplemental materials, including study guides, work papers
and solutions manuals. Dr. Edmonds’s writing is influenced by a wide range of business experience
He is a successful entrepreneur. He has worked as a management accountant for Refrigerated
ransport, a trucking company. Dr. Edmonds also worked in the not-for-profit sector as a commercial
ending officer for the Federal Home Loan Bank. In addition, he has acted as a consultant to majo
orporations, including First City Bank of Houston (now Citi Bank), AmSouth Bank in Birmingham
now Regions Bank), Texaco, and Cortland Chemicals. Dr. Edmonds began his academic training at
'oung Harris Community College in Young Harris, Georgia. He received a B.B.A. degree with a majo
n finance from Georgia State University in Atlanta, Georgia. He obtained an M.B.A. degree with a
oncentration in finance from St. Mary’s University in San Antonio, Texas. His Ph.D. degree with a
ajor in accounting was awarded by Georgia State University. Dr. Edmonds’s work experience and
academic training have enabled him to bring a unique user perspective to this textbook.

Courtesy of Thomas
Edmonds

hristopher T. Edmonds

hristopher T. Edmonds, Ph.D., is an Associate Professor in the Department of Accounting and
Finance at the UAB Collat School of Business. He is the course coordinator for the face-to-face
and online principles of accounting courses. Dr. Edmonds specializes in teaching and developing
engaging face-to-face and online introductory accounting courses. He is a frequent speaker at
onferences and universities on best teaching practices and has delivered over 40 professional
eaching workshops. His passion for helping students learn inspired him to create hundreds of
short videos teaching the fundamental concepts of accounting. This work led to the publicatio

of the first interactive video textbook for introductory accounting. Dr. Edmonds has received
seven prestigious teaching awards, including the UAB President’s Outstanding Teaching Award
UAB Faculty Student Success Award, UAB Transformative Online Course Award, UAB Loudel
Ellis Robinson Classroom Teaching Award, UAB Disability Support Recognition Award, and the
irginia Tech Favorite Faculty Award. He has published four textbooks and has written numerous
articles that have appeared in publications, including the Accounting Review, Auditing: A Journa
of Practice & Theory, Journal of Accounting and Public Policy, Issues in Accounting Education,
Advances in Accounting Education, Advances in Accounting, and Review of Quantitative Finance
and Accounting. He currently serves on several editorial boards. Dr. Edmonds started his career as
a web application developer creating software solutions to put newspapers online. He began his
academic training at Colorado State University. He obtained an M.B.A. from UAB. His Ph.D. with a
ajor in accounting was awarded by Virginia Polytechnic Institute and State University.

Courtesy of Christopher T.
Edmonds
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Mark A. Edmonds, Ph.D., CPA, is an Assistant Professor in the Department of Accounting and
Finance at the University of Alabama at Birmingham. He has taught undergraduate and graduate
accounting classes in face-to-face, flipped, and online formats. Dr. Edmonds began his career
providing assurance services for the internationally recognized accounting firm Ernst & Young. At
he conclusion of his professional service, he obtained his Ph.D. from Southern lllinois University—

arbondale. He serves as the education adviser on the board of the Institute of Internal Auditors
Birmingham Chapter. He has published articles in prominent journals such as Issues in Accounting
ducation, Journal of Accounting Education, Research in Accounting Regulation, and Journa
of Corporate Accounting and Finance. Dr. Edmonds’s research focuses on alternative learning
strategies and auditor decision making.

ennifer E. Edmonds

ennifer Echols Edmonds, Ph.D., is an Associate Professor at the University of Alabama at
Birmingham (UAB) Collat School of Business. Her primary teaching areas are financial and

anagerial accounting. She has experience teaching in the undergraduate, MAC, and MBA
programs and currently serves as the course coordinator for the managerial accounting sequence
at UAB. She has received the UAB Loudell Ellis Robinson Classroom Teaching Award, as wel
as teaching grants from Deloitte, UAB, and Virginia Tech. She created teaching resources for
ncorporating International Financial Reporting Standards into intermediate accounting. The
eaching resources were published online at the American Accounting Association. Dr. Edmonds
s also active in the research community. She has published articles in prominent journals such
as Journal of Accounting and Public Policy, Advances in Accounting, Research in Accounting
Regulation, and The CPA Journal. Dr. Edmonds received a Bachelor’s degree in accounting from
Birmingham-Southern College and completed her Master’s and Ph.D. degrees in accounting at
irginia Polytechnic Institute and State University.

Philip R. Olds

Professor Olds is Associate Professor Emeritus of Accounting at Virginia Commonwealth University
VVCU). He served as the coordinator of the introduction to accounting courses at VCU. Professor
Olds received his A.S. degree from Brunswick Junior College in Brunswick, Georgia (now Coastal

eorgia College). He received a B.B.A. in accounting from Georgia Southern College (now Georgia
Southern University) and his M.P.A. and Ph.D. degrees are from Georgia State University. After
graduating from Georgia Southern, he worked as an auditor with the U.S. Department of Labor
n Atlanta, Georgia. A former CPA in Virginia, Professor Olds has published articles in various
professional journals and presented papers at national and regional conferences. He also served as
he faculty adviser to the VCU chapter of Beta Alpha Psi for five years. In 1989, he was recognized

ith an Outstanding Faculty Vice-President Award by the national Beta Alpha Psi organization
Professor Olds has received both the Distinguished Teaching Award and the Distinguished Service
Award from the VCU School of Business. Most recently, he received the university’s award for

aintaining High Ethical and Academic Standards While Advocating for Student-Athletes and Their
Quest Towards a Degree.
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“This text is the ‘gold
standard’ for managerial
accounting courses both

in undergraduate business
programs and MBA pro-
grams. | appreciate that
it's scalable in that | can
teach a variety of groups
of students from the same
text by altering the exer-
cises, problems, cases
Connect exercises, and
supplemental materials |
provide the students.”

ROBERT CORNELL
UNIVERSITY OR
NEVADA, LAS VEGAS

“I believe this text is a bit
easier and more interesting
to read than many other
Managerial texts. Plus, it
has a heavy focus on rea
business decision making.

SCOTT PAXTON
VALENCIA COLLEGE
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PRINCIPAL FEATURES

Our goal in writing this text is to teach students
managerial accounting concepts that will improve their
ability to make sound business decisions. The text
differs from traditional managerial accounting books in
the following ways.

Decision-Making Skills Emphasized

Notice that the table of contents places decision making first. Procedural topics like
manufacturing cost flow, job order, and process costing are placed at the end of our
text, while traditional books discuss these topics early. We put decision making front
and center because we believe it is important. Beyond placement, we introduce top-
ics within a decision-making context. For example, in Chapter 2 we introduce “cost
behavior” within the context of operating leverage. We focus on how cost behavior
affects decisions such as “Am | sure enough that volume will be high that | want to
employ a fixed cost structure, or do | want to reduce operating leverage risk by imple-
menting a variable cost structure?” Further, notice that Chapter 3 is written around a
realistic business scenario where a management team is using CVP data to evaluate

xii
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STUDENTS SEE THE BIG PICTURE?

decision alternatives. Indeed, all chapters are written in a narrative style with content
ocused on decision-making scenarios. This makes the text easy to read and interest-
ing as well as informative.

Merchandising and Service Companies Emphasized

For example, our budgeting chapter uses a merchandising business while most tra-
ditional texts use a manufacturing company. Using a merchandising or service com-

pany is not only more relevant but also simplifies the learning environment, thereby

making it easier for students to focus on budgeting concepts rather than procedural
details. This is only one example of our efforts to place greater emphasis on service
ompanies.

Isolating Concepts

How do you promote student understanding of concepts? We believe new concepts

should be isolated and introduced individually in decision-making contexts. For exam-

ple, we do not include a chapter covering cost terminology (usually Chapter 2 in tra-

ditional approaches). We believe introducing a plethora of detached cost terms in a

single chapter is ineffective, as students have no conceptual framework for the new
ocabulary.

Interrelationships between Concepts

Although introducing concepts in isolation enhances student comprehension of them,
students must ultimately understand how business concepts interrelate. The text is
designed to build knowledge progressively, leading students to integrate the concepts
hey have learned independently. For example, see how the concept of relevance is
ompared in Chapter 6 to the concept of cost behavior (which is explained in Chapter
2 ) and how the definitions of direct costs are contrasted in Chapter 4 with the earlier
introduced concepts of cost behavior. Also, Chapters 1 through 12 include a compre-
hensive problem designed to integrate concepts across chapters. The problem builds
in each successive chapter with the same company experiencing new conditions that
require the application of concepts across chapters.

ontext-Sensitive Nature of Terminology

Students can be confused when they discover the exact same cost can be classi-
ied as fixed, variable, direct, indirect, relevant, or not relevant. For example, the
ost of a store manager’s salary is fixed regardless of the number of customers that

shop in the store. The cost of store manager salaries, however, is variable relative

o the number of stores a company operates. The salary costs are directly trace-
able to particular stores but not to particular sales made in a store. The salary cost

is relevant when deciding whether to eliminate a given store but not relevant when
deciding whether to eliminate a department within a store. Students must learn to

identify the circumstances that determine the classification of costs. The chapter

“This book is excellent

or the non-accounting
major because it is
user-oriented. This book
actually interests
non-accounting majors. |
have seen many students
actually get excited
about what they are
learning because they

an relate the information
o the real world.”

ACQUELINE BURKE,
HOFSTRA UNIVERSITY

‘| think Edmonds’
approach to introducing
oncepts, and his flow of
opics, is the best of any
accounting textbook |
have used. His approach
allows me to emphasize
a piece of the puzzle at
a time [while] building to
he whole picture.”

ARY REYNOLDS,
OZARK TECHNICAL
OMMUNITY COLLEGE

‘One of the reasons

| chose the Edmonds
extbooks is because |
have always enjoyed the
horizontal statements
model’ used by Edmonds
in his financial accounting
extbooks. In my opinion,
it gives the students a
much better picture of
how each business trans-
action affects the financial
statements.”

EROLD K. BRAUN, DAYTONA
STATE COLLEGE

Tom Edmonds/Chris Edmonds/Mark Edmonds/Jennifer Edmonds/Phil Olds
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material, exercises, and problems in this text are designed to encourage students to
analyze the decision-making context rather than to memorize definitions. ATC 4-1 in
Chapter 4 illustrates how the text teaches students to interpret different decision-
making environments.

ANALYZE, THINK, COMMUNICATE

ATC 41 Business Applications Case  Allocating fixed costs at Encompass Health
Corporation

Encompass Health Corporation (formerly HealthSouth Corporation) claims to be “a leading pro-
@ O vider of integrated healthcare services, offering both facility-based and home-based patient care
through our network of inpatient rehabilitation hospitals, home health ies, and hospice ag
As of December 31, 2019, our national footprint spans 37 states and Puerto Rico and includes 133 hos-
pitals and 245 home health and 83 hospice locations.” As of December 31, 2019, the company derived
76.3 percent of its hospital revenues from inpatient services. During 2019, it treated and discharged
186,842 patients, and the average length of a patient’s stay was 12.6 days. If one patient occupying
one bed for one day represents a “patient-day,” then Encompass produced 2,354,209 patient-days of
output during 2019 (186,842 x 12.6 = 2,354,209). During this period, Encompass incurred deprecia-
tion and amortization costs of $218,700,000. For the purpose of this problem, assume that all of this is
depreciation that is related to the property, plant, and equipment of inpatient hospitals.

Required

a. Indi whether the depreciation cost is a:

1. Product (i.e., patient) cost or a general, selling, and administrative cost.
2. Fixed or variable cost relative to the volume of production.
3. Direct or indirect cost if the cost object is the cost of patient services provided in 2019.

b. Assume that Encompass incurred depreciation of $18,225,000 during each month of the 2019
fiscal year, but that it produced 212,000 patient-days of service during February and 179,000
@ patient-days of service during March. Based on monthly costs and service levels, what was the @
average amount of depreciation cost per patient-day of service provided during each of these two

months, assuming each patient-day of service was charged the same amount of depreciation?

“Given the current Corporate Governance
economic environment

[Edmonds’] extensive cov-
erage of corporate gover-
nance is critica
to accounting’

Accountants have always recognized the importance of ethical conduct. However, the
enactment of Sarbanes—Oxley (SOX) has signaled the need for educators to expand
the subject of ethics to a broader concept of corporate governance. We focus our
expanded coverage on four specific areas, including:

- Quality of Earnings—We explain how financial statements can be manipulated.

« The Statement of Ethical Professional Practice for Management Accountants—Our
coverage focuses on the policies and practices promulgated by the Institute of Man-
agement Accountants.

« The Fraud Triangle—We discuss the three common features of criminal and ethical
misconduct, including opportunity, pressure, and rationalization.

« Specified Features of Sarbanes—Oxley (SOX)—We cover four key provisions of SOX
that are applicable to managerial accountants.

PATRICK STEGMAN
COLLEGE OF LAKE
COUNTY|

Corporate governance is introduced in Chapter 1. This chapter includes four exer-
cises, two problems, and one case that relate to the subject. Thereafter, a corporate
governance case is included in every chapter, thereby enabling continuing coverage
of this critically important topic.
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Excel Spreadsheets ‘[The text is] easy to
read and it is innova-

tive for including Excel
spreadsheets and the
accounting template.”

Spreadsheet applications are essential to contemporary accounting practice. Stu-
dents must recognize the power of spreadsheet software and know how accounting
data are presented in spreadsheets. We discuss Microsoft Excel spreadsheet appli-
cations where appropriate throughout the text. In most instances, the text illustrates

actual spreadsheets. End-of-chapter materials include problems students can com- WEDE ELLIOTT-
plgte using spreadsheet software. .A sa.mple of the logo used to identify problems BROWNELL, SOUTHERN
suitable for Excel spreadsheet solutions is shown here. UNIVERSITY/A&M
COLLEGE
Problem 1-24A  Service versus (e ing compani LO 1-4
‘Wang Company began operations on January 1, Year 1, by issuing common stock for $70,000 cash. exce’

During Year 1, Wang received $88,000 cash from revenue and incurred costs that required $65,000 of

cash payments. O
Required

Prepare a GAAP-based income statement and balance sheet for Wang Company for Year 1, under CHECK FIGURES
each of the following independent scenarios. a. Netincome: $23,000

b. Total assets: $145,000

a. Wang is a promoter of rock concerts. The $65,000 was paid to provide a rock concert that pro-
c. Netincome: $54,500

duced the revenue.

b. Wang is in the car rental business. The $65,000 was paid to purchase automobiles. The automobiles
were purchased on January 1, Year 1, and have five-year useful lives, with no expected salvage
value. Wang uses straight-line depreciation. The revenue was generated by leasing the automobiles.

@ c. Wang is a manufacturing company. The $65,000 was paid to purchase the following items: @

(1) Paid $10,000 cash to purchase materials that were used to make products during the year.

(2) Paid $20,000 cash for wages of factory workers who made products during the year.

(3) Paid $5,000 cash for salaries of sales and administrative employees.

(4) Paid $30,000 cash to purchase manufacturing equipment. The equipment was used solely to
make products. It had a three-year life and a $6,000 salvage value. The company uses straight-
line depreciation.
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HOW DOES EDMONDS

Real-World Examples

This text provides a variety of thought
provoking, real-world examples of manage-
rial accounting as an essential part of the
management process.

The Curious Accountant

In the first course of accounting, you learned how
retailers, such as Walmart, account for the cost of
equipment that lasts more than one year.|Recall that
the equipment was recorded as when pur-

chased, and then it was depreciated over i{s expected

useful life. The depreciation charge reduced the
company’s assets and increased its expenses. This
approach was justified under the matching principle,
which seeks to recognize costs as in the same period that the cost (resource) is used to gener-
ate revenue.

Is depreciation always shown as|an expense on the income statement? The answer may surprise you. Th e Cu rious ACCOU nta nt
Consider the following scenario. Razpr USA, LLC., manufactures numerous models of electric scooters that . .
o Each chapter opens with a short vignette

it sells through various retailers, including Walmart. Assume that in order to produce the scooters, Razor had

to purchase a robotic machine that it|expedts can be used to produce 1,000,000 scooters. that sets the stage and helps pique student
Do you think Razor should accqunt for depreciation on its manufacturing equipment the same way . . .

Walmart accounts for depreciation onlits registers at the checkout counters? If not, how should Razor account interest. These Vlgnettes pOSG a questlon
its depreciation? Remember the matching principle when thinking of your answer. (Answer on page 12.. about a real-world accounting issue related

s Accountant 69 P LETD Eea, EEEAig) (i to the topic of the chapter. The answer to

depreciation related to manufacturing th t . t d b
assets is different from accounting fof depréciation for nonmanufacturing assets. Depreciation on the checkout equip- e qUeS on appea rsina separa € sidebar a

ment at Walmart is recorded as depieciatign expense. Depreciation on manufacturing equipment at Razor is consid- few pages further into the Chapte r.

ered a product cost. It is included first as part of the cost of inventory and eventually as part of the expense, cost of

Arme Beruldsen/Shutterstock

goods sold. Recording depreciation op m:

5

ntifacturing equipment as an inventory cost is simply another example of the

matching principle, because the cost floes not become an expense until revenue from the product sale is recognized.

@ FOCUS ON INTERNATIONAL ISSUES @

FINANCIAL ACCOUNTING|VERSUS MANAGERIAL
ACCOUNTING—AN INTERNATIONAL PERSPECTIVE

This chapter has already explained some of the conceptual differences
between financial and manageria accoupting, but these differences
have implications for i i i as well. With respect to
financial accounting, publicly traded companies in most countries must
follow the generally accepted ac¢ounting principles (GAAP) for their
country, but these rules can vary from country to country. Generally,
companies that are audited under the auditing standards of the United
States follow the standards established by the Financial Accounting
Standards Board (FASB). Most companies located outside the United
States follow the standards established by|the International Accounting
Standards Board (IASB). For example, the|United States is one of very
few countries whose GAAP allow {the use of the LIFO inventory cost — UWE ANSPACH/Getty Images
flow assumption.

Conversely, most of the managerial [accounting concepts introduced in this course can be used by businesses in any country. For
example, activity-based costing (ABC) is a|topic addressed in Chapter 5 and is used by many companies in the United States. Additionally,

Focus on International Issues

These boxed inserts expose students
to international issues in accounting.

while accrual-based earnings can differ depending on whether a company uses U.S. GAAP or IFRS, cash flow will not. As you will learn in this

course, managerial accounting dedisions aften focus on cash flow versus accrual-based income. Therefore, managerial accounting concepts C h eck YO u rse If

are more uni Lthas-fiaaacial L
™ cHECK YOURSELF 1.5 These short question/answer features
A strike at a brake plant caused an almost immediate shutdown of many of the com- H H
pany’s assembly plants. What could have caused such a rapid and widespread shutdown? occur at the en d Of eaCh main toplc a nd
Answer A rapid and widespread shutdown could have occurred because General Motors uses a JIT aSk Students tO StOp a nd th n k a bOUt the
inventory system. With a JIT inventory system, there is no stockpile of inventory to draw on when strikes . . .
or other forces disrupt inventory deliveries. This illustrates a potential negative effect of using a JIT material JLISt covered. The answer is then
inventory system. . . . .

given to provide immediate feedback

before students go on to a new topic.

“| especially like the Check Yourself and A Look Back/A Look Forward features because they help students to review
and refresh topics as they progress through the chapter.”

ANNA L. LUSHER, SLIPPERY ROCK UNIVERSITY

“The Curious Accountant, the|real-world examples, and the Check Yourself boxes are unique features.”

RONALD REED, UNIVERSITY OF NORTHERN COLORADO
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Reality Bytes

Real-world applications related to specific chapter top-
cs are introduced through this feature. Reality Bytes
may offer survey results, graphics, quotations from
business leaders, and other supplemental topics that
enhance opportunities for students to connect the text
material to actual accounting practice.

Chapter Focus Company

Each chapter introduces important managerial account-
ng topics within the context of a realistic company.
Students see the impact of managerial accounting
decisions on the company as they work through the
chapter. When the Focus Company is presented in the
chapter, its logo is shown so the students see its appli-
cation to the text topics.

End-of-Chapter Study Guides

Each chapter includes a study guide to make it easier
for students to identify the most important points in a
chapter. The study guide is broken into two sections: A
Look Back and A Look Forward. A Look Back provides
a summary of the content covered in each chapter
presented in bulleted form. A Look Forward provides
students a road map for what to expect from future
chapters. Both of these resources combine to assist
students in understanding how the content covered in
each chapter fits into the big picture.

REALITY BYTES

Unethical behavior occurs in most large but some

seem to have fewer ethics

problems than others. In its 2018 report, The State of Ethics and C

in the the Ethics

& Compliance Initiative reported its findings of the occurrences and re|
on a survey of workers across the United States. A similar survey has
eleven times over the past 18 years.

Forty-seven percent of those surveyed reported having observed uf
The rate of observed unethical conduct over the 18 years the survey
45 percent to 54 percent. Sixty-nine percent of those who said they

orting
been ¢

ethica
as bee
ad ob

f unethical behavior as based
onducted by the organization

conduct during the past year.
n conducted has ranged from
erved misconduct went on to

report it to their employer. However, fear of retaliation for reporting miscondu

t was a concern. Of respond-

ents who said they had reported misconduct at their companies, 44
some form of retaliation, such as being excluded from decision maki
retaliation reported by these surveys.

The ethics culture of an organization has a large influence on the Iy

percel
ing. Thi

vel of

it said they had experienced
is by far the highest rate of

bserved and reported uneth-

ical conduct. In organizations with a strong ethics culture only 28 p
conduct, 88 percent of these said they reported it, and 43 percent rep
izations with a weak ethics culture 83 percent reported observing u|
these said they reported it, and 55 percent reported retaliation. L

rcent
rted ref
ethica)

eported observing unethical
aliation. In contrast, in organ-
conduct, only 52 percent of

Purestock/SuperStock

strong ethics culture.
The definition of ethical misconduct used in the study was quite br

ad, an:

only 21 percent of respondents said their organization has a

included misuse of company time, abusive behavior, abusing

For more information go to www.ethics.org.

company resources, lying to employees, and violating the company’s polici

for using the Internet.

“By following one company thr
several situations as the chap-
ter progresses, more of a ‘real
world’ decision-making proces
obtained.”

ALEECIA HIBBETS, UNIVERSIT
LOUISIANA AT MONROE

“I like the different approaches
have real-world examples and
problems within the chapter th
show how to do things.”

CHRISTINA WILLIAMS,
NORTHEASTERN UNIVERSITY|

s is

Y

the
at

DF

A Look Back

Chapter 4 focuses on how to allocate in
information covered in this chapter has i
izing management behavior.

irect ¢
portan!

sts to products, services and entities. The
implications for profitability and incentiv-

A Look Forward

The next chapter will show
ity. You will learn to deterr
sold in order to break even|
that is exactly equal to total
a cost-plus pricing approac}
approach. Finally, the chap
potential profitability over

as sensitivity analysis to ex:
costs, and variable costs aff¢

ou ho
nine thi
(the n)
cost).

and
ter wil
range
imine
st prof

changes in cost, volume, and pricing affect profitabil-
number of units of product that must be produced and
umber of units that will produce an amount of revenue
You will learn to establish the price of a product using
0 establish the cost of a product using a target-pricing

show you how to use a break-even chart to examine
of operating activity and how to use a technique known
ow simultaneous changes in sales price, volume, fixed
itability.
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HOW ARE CHAPTER CONCEPTS

Regardless of the instructional approach, there is no shortcut
to learning accounting. Students must practice to master basic
accounting concepts. The text includes an ample supply of
practice materials, exercises, and problems.

Video lectures and i If-
objectives.

e SELF-STUDY REVIEW PROBLEM

quizzes are available in Connect for all learning

- =
= 2

Lol S

bl AN L

e »

Tuscan Manufactufing Campany makes a unique headset for use with mobile phones. During Year 1
Tuscan experiencefl the following accounting events. Other than the adjusting entries for depreciation,
assume that all ions are cash i

Acquired $850,000 cdsh from the issue of common stock.
Paid $50,000 of research and development costs to develop the headset.

Paid $140,000for the|materials used to make headsets, all of which were started and completed
during the yeat.

Paid salaries of $82,200 to selling and administrative employees.
Paid wages of $224,000 to production workers.

Paid $48,000 t purchase furniture used in selling and administrative offices.

i on the office furniture. The furniture, acquired January 1, had
an $8,000 estimated Salvage value and a four-year useful life. The amount of depreciation
is computed a$ [(Cost — Salvage) + Useful life]. Specifically, [($48,000 — $8,000) + 4 =

$10,000].

Paid $63,000 th purchase manufacturing equipment.

i ialion on the ing equi The equi acquired
January 1, had a $5.000 estimated salvage value and a three-year useful life. The amount
of depreciatio is computed as [(Cost — Salvage) + Useful life]. Specifically, [($65.000 —
$5,000) + 3 =($20,000]

. Paid $136,000 for rent and utility costs on the manufacturing facility.

. Paid $41,000 for invehtory holding expenses for completed headsets (rental of warchouse space,

salaries of and other general storage costs).

PROBLEMS—SERIES A

a.

b.

Required

@ connect an applicable Problems in Series A are available in Connect.

LO 8-1 Problem 8-18A | Flexible budget planning
eXcel Howard Cooper, the president of Glacier Computer Services, needs your help. He wonders about the C h ec k F| g ures
potential effects on the firm’s net income if he changes the service rate that the firm charges its cus-
CHECK FIGURES tomers. The following basic data pertain to fiscal Year 3. » : H
o T(PeE The figures provide a quick reference for stu-
c. NI=$130,000

Standard rate and variable costs

Prepare the prp forma income statement that would appear in the master budget if the firm expects
to provide 30,000 hojrs of services in Year 3.

A marketing ltant suggests to Mr. Cooper that the service rate may affect the number of
service hours that the firm can achieve. According to the consultant’s analysis, if Glacier charges
customers $56 per hour, the firm can achieve 38,000 hours of services. Prepare a flexible budget
using the congultant’s assumption.

Seiceate prhour 2000 problem. These are included for all problems
abjor cost

Overhead cost 5.76 H 1

Selling, general, and administrative cost 344 n Serles A
Expedted fixed costs

Facility maintenance $320,000

Selling, general, and administrative 120,000

Self-Study Review Problem

These representative example problems
include a detailed, worked-out solution and
provide another level of support for students
before they work problems on their own
These review problems are included as ani
mated audio presentations available in the
Connect Library.

“End-of-chapter exercise and problem
materials are varied and first rate.”

DARLENE COARTS, UNIVERSITY OF
NORTHERN IOWA

Exercise Series A & B and Problem Series
A&B

There are two sets of problems and exercises
Series A and B. The authors suggest assigning
Set A exercises and problems for homework
(available in Connect) and using the Set B
exercises and problems for in-class activities.

dents to check their progress in solving the

Excel

Many exercises and problems can be solved
using the Excel spreadsheet templates
located in the Connect Library. A logo appears
in the margins next to these exercises and
problems for easy identification.
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Analyze, Think, Communicate (ATC)

ANALYZE, THINK, COMMUNICATE

EaCh Chapter InC|Udes an innovative section O a ATC11  Business Applications Case |Financial versus managerial accounting
Called An a|yze Think Communicate (ATC) g The following information was taken from GoPro, Ine.’s SEC filings.
B ) .
This section contains: Fiscal Year Ended
Decembdr 31,2019 December 31,2018
re . Number of employees 26 891
. Wr|t|ng A55|gnments Revenues (in thousands) $1,194,651 $1,148,337
Properties (in thousands) 370 square feet 549 square feet
Total assets (in thousands) $ 792,803 $ 698,359
Units shipped (in thousands) 41260 4,337
Net earnings (in thousands) $ (14.642) $(109,034)
. Required
» Group Exercises Q 2. Explin whethe ach i ofnformtio i thepreceing bl would bt b dscrbd 5 being
primarily financial ing or managgriz ing in nature.
b. Provide some additional examples of ial and financial ing i ion that could
apply to GoPro.

- Ethics Cases @

- Internet Assignments

- Real Company Examples

‘The students also seem to like the ATC group
assignments. These work very well as an
n-class activity.”

CASSIE BRADLEY, DALTON STATE COLLEGE ATC3.6 Spreadsheet Assignment  Using Excel

exc el Bishop Company has provided the estimated data that appear in rows 4 to 8 of the following
P spreadsheet.

Mastering Excel and Using Excel
The Excel applications are used to make stu- =

A B c
ATC 36 Working with Excel Namd:

1
dents comfortable with this analytical tool and 5
. . . 4 Bishop Company Forecast for December, Yéar 2
to show its use in accounting. s Vetegmcssoperant © 1200
. U st ¥ S
o SR
1" Income Statement
2 L
The innovative end-of-chapter materials are i S
especially on target as an aid to improving A ationa Tam
ey . . ey . 20
student critical thinking and writing skills. The 4 e
Excel spreadsheet applications are also excel- P —————

Microsoft Excel 2016

lent real-world activities.”
Required
Using the Wdsheet tips that follow, truct adsheet that all to determi 't

DAN R. WARD, UNIVERSITY OF LOUISIANA, o e T T T T o R o et
the effects of ch to the estimates. Set up tl adsheet so that h the estimate
LAFAYETTE illastomatically be reflcted n the ealelation of et nebrme, break even, and operating levrage.

Spreadsheet Tip

To center a heading across several columns, such as the Income Statement title, highlight the area
to be centered (columns B, C, and D), choose Format, |then choose Cells, and click on the tab
titled Alignment. Near the bottom of the alignment window, place a check mark in the box titled
Merge cells.
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IN THIS EDITION?

Accounting and

Revised learning objective seven to include a short dis-
cussion of blockchain technology.

Updated Curious Accountant feature.

Updated two Reality Bytes features.

Revised horizontal financial statement model format to
include statement titles|for greater clarity. Models were
also adjusted to reflect|only the book value of assets.
Added algorithmic questions to self-assessment quizzes
associated with video lectures for all learning objectives.
Company names updated to reflect modern enterprises.
Updated Exhibit 1.4|to make terminology clearer to
students.
Updated Exhibit 1.7[to reflect most recent standards.
New End of Chapter Study Guide

New Tableau Dashboard Activity

Updated exercises, problems, and ATC cases.

Chapter 2 Cost Behavior, Operating Leverage, and
Profitability Analysis

New Curious Accountant feature.

Updated two Reality Bytes features.

New Focus on International Issues feature.

Added algorithmic questions to self-assessment quiz-
zes associated with video lectures for all learning
objectives.
Company names updated to reflect modern enterprises.
Updated the presentation of Exhibit 2.27.

New End of Chapter Study Guide.

New Tableau Dashboard Activity.

Updated exercises, problems, and ATC cases.

Chapter 3 Analysis of Cost, Volume, and Pricing to
Increase Profitabilit

New Curious Accountant feature.

New Focus on International Issues feature.

Updated Reality Bytes feature.

Added algorithmic questions to self-assessment quizzes
associated with video lectures for all learning
objectives.
New End of Chapter Study Guide.

New Tableau Dashboard Activity.

Updated exercises, problems, and ATC cases.

nd focus group participants for their suggestions for the tenth edition. Many of these sugges-
tions motivated the changes described as follows.

Chapter 4 Cost Accumulation, Tracing, and Allocation

- Updated Curious Accountant feature.

« Updated Reality Bytes feature.

« Added algorithmic questions to self-assessment quizzes
associated with video lectures for all learning objectives

« New End of Chapter Study Guide.

« New Tableau Dashboard Activity.

- Updated exercises, problems, and ATC cases.

Chapter 5 Cost Management in an Automated
Environment: ABC, ABM, and TQM

- Updated Curious Accountant feature.

- Updated Reality Bytes feature.

« New Focus on International Issues feature.

- Added algorithmic questions to self-assessment quizzes
associated with video lectures for all learning objectives

« New End of Chapter Study Guide.

« Updated exercises, problems, and ATC cases.

Chapter 6 Relevant Information for Special Decisions

* New tableau dashboard activity

- Updated Curious Accountant feature.

« Added algorithmic questions to self-assessment quizzes
associated with video lectures for all learning objectives

« New End of Chapter Study Guide.

- Updated exercises, problems, and ATC cases.

Chapter 7 Planning for Profit and Cost Control

- Updated Focus on International Issues feature.

« Updated Reality Bytes feature.

- Updated the Focus on International Issues feature.

- Added algorithmic questions to self-assessment quizzes
associated with video lectures for all learning objectives

« New End of Chapter Study Guide.

« New Tableau Dashboard Activity.

- Updated exercises, problems, and ATC cases.

Chapter 8 Performance Evaluation

« New Curious Accountant feature.

« Updated Reality Bytes feature.

- Added algorithmic questions to self-assessment quizzes
associated with video lectures for all learning objectives

« New End of Chapter Study Guide.

« New Tableau Dashboard Activity.

- Updated exercises, problems, and ATC cases.

XX
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Chapter 9 Responsibility Accounting

- Updated Curious Accountant feature.

- Updated Reality Bytes feature.

- Added algorithmic questions to self-assessment quizzes
associated with video lectures for all learning objectives.

- New End of Chapter Study Guide.

- New Tableau Dashboard Activity.

- Updated exercises, problems, and ATC cases.

Chapter 10 Planning for Capital Investments

- Updated Curious Accountant feature.

- Updated Reality Bytes feature.

- Added algorithmic questions to self-assessment quizzes
associated with video lectures for all learning objectives.

- New End of Chapter Study Guide.

- New Tableau Dashboard Activity.

- Updated exercises, problems, and ATC cases.

Chapter 11 Product Costing in Service and
Manufacturing Entities

. Updated Curious Accountant feature.

- Updated Reality Bytes feature.

- Revised horizontal financial statement model format to
include statement titles for greater clarity.

- Added algorithmic questions to self-assessment quizzes
associated with video lectures for all learning objectives.

- Updated the presentation of Exhibit 11.1.

- Updated the presentation of Exhibit 11.4.

- New End of Chapter Study Guide.

- Updated exercises, problems, and ATC cases.

Chapter 12 Job-Order, Process, and Hybrid Costing
Systems

- New Curious Accountant feature.

- New Focus on International Issues feature.

- Revised horizontal financial statement model format to
include statement titles for greater clarity.

- Added algorithmic questions to self-assessment quizzes
associated with video lectures for all learning objectives.

- New End of Chapter Study Guide.

- Updated exercises, problems, and ATC cases.

Chapter 13 Financial Statement Analysis

- New Curious Accountant feature.

- Added algorithmic questions to self-assessment quizzes
associated with video lectures for all learning objectives.

- New End of Chapter Study Guide.

- Updated exercises, problems, and ATC cases.

Chapter 14 Statement of Cash Flows

« New Curious Accountant feature.

- New Reality Bytes feature.

- Updated Exhibit 14.4.

» Added algorithmic questions to self-assessment quizzes
associated with video lectures for all learning objectives.

« New End of Chapter Study Guide.

- Updated exercises, problems, and ATC cases.

Assurance of Learning Ready

Many educational institutions today are focused on the
notion of assurance of learning, an important element of
some accreditation standards ndamental Manage-
rial Accounting Concepts, 10e, is designed specifically
to support your assurance of |earning initiatives with a
simple, yet powerful, solution. [Each test bank question
for Fundamental Managerial Accounting Concepts, 10e,
maps to a specific chapter learning outcome/objective
listed in the text. You can use Connect to easily query for
learning outcomes/objectives that directly relate to the
learning objectives for your course. You can then use the
Connect reporting features to aggregate student results
in similar fashion, making the collection and presentation
of assurance of learning data simple and easy.

AACSB Statement

McGraw Hill Education is a proud corporate member of
AACSB International. Recognizing the importance and
value of AACSB accreditation, we |have sought to recog-
nize the curricula guidelines detailed in AACSB standards
for business accreditation by connecting selected ques-
tions in Edmonds 10e with the general knowledge and
skill guidelines found in the AACSB standards. The state-
ments contained in Edmonds 10e are provided only as a
guide for the users of this text. The AACSB leaves content
coverage and assessment clearly] within the realm and
control of individual schools, the mission of the school,
and the faculty. The AACSB does also charge schools
with the obligation of doing assessment against their own
content and learning goals. While|Edmonds 10e and its
teaching package make no claim of any specific AACSB
qualification or evaluation, we have labeled selected
questions according to the six general knowledge and
skills areas. The labels or tags|within Edmonds 10e are
as indicated. There are, of course,/ many more within the
test bank, the text, and the teaching package which might
be used as a “standard” for your| course. However, the
labeled questions are suggested for your consideration.
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connect

Instructors: Student Success Starts with You

Tools to enhance your unique voice 6 50/
Want to build your own course? No problem. Prefer to use an O
OLC-aligned, prebuilt course? Easy. Want to make changes throughout Less Time

the semester? Sure. And you’ll save time with Connect’s auto-grading too. Grading

Study made personal

Incorporate adaptive study resources like

SmartBook® 2.0 into your course and help your
students be better prepared in less time. Learn

more about the powerful personalized learning
experience available in SmartBook 2.0 at
www.mheducation.com/highered/connect/smartbook

Laptop: McGraw Hill; Woman/dog: GEorge Doyle/Getty Images

Affordable solutions, Solutions for %
added value 4 your challenges

wn

Make technology work for you with A product isn’t a solution. Real

LMS integration for single sign-on access, solutions are affordable, reliable,
mobile access to|the digital textbook, and come with training and

and reports to quickly show you how ongoing support when you need
each of your students is doing. And with it and how you want it. Visit www.
our Inclusive Access program you can supportateverystep.com for videos
provide all these tools at a discount to and resources both you and your
your students. Ask your McGraw Hill students can use throughout the
representative for more information. semester.

Padlock: Jobalou/Getty Images Checkmark: Jobalou/Getty Images
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Students: Get Learning that Fits Yo

Effective tools for efficient studying

Connect is designed to help you be more productive with simple, flexible, intuitive tools that maximize
your study time and meet your individual learning needs. Get learning that works for you with Connect.

Study anytime, anywhere “I really liked this
Download the free ReadAnywhere app and access app—it made it easy
your online eBook, SmartBook 2.0, or Adaptive to studa hen you
Learning Assignments when it's convenient, even don't have your text-

if you're offline. And since the app automatically
syncs with your Connect account, all of your work is
available every time you open it. Find out more at
www.mheducation.com/readanywhere

book in front of you.”

- Jordan Cunningham,
Eastern Washington University

Your Connect course has everything you need—whether reading on
your digital eBook or completing assignments for class, Connect makes
it easy to get your work done.

Calendar: owattaphotos/Getty Images

Learning for everyone

McGraw Hill works directly with Accessibility Services
Departments and faculty to meet the learning needs
of all students. Please contact your Accessibility
Services Office and ask them to email
accessibility@mheducation.com, or visit
www.mheducation.com/about/accessibility

for more information.
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HOW CAN TECHNOLOGY HELP

S O Assignments
Orapter 2 assgnment instrucions [ hep Connect helps students learn more efficiently by providing feed-
vs sove s oxt . . g
] back and practice material when they need it, where they need
B T T it. Connect grades homework automatically and gives immediate
el e e Dl . . .
LEL i N feedback on any questions students may have missed. Our assign-

able, gradable end-of-chapter content includes a general journal

application that looks and feels like what you would find in a genera

ledger software package. Also, select questions have been rede-
signed to test students’ knowledge more fully. They now include

e T340 o 8 e o] ol o e o2 tables for students to work through rather than requiring that al
calculations be done offline.

End-of-chapter content in Connect includes:

Required:
a. Whatis the relevant range of activty for new branch banks?

- Exercises

« Problems

« Analyze, Think, Communicate
« Comprehensive Problems

Lecture Videos

One or more lecture videos are available for every learning objec-
@ tive introduced throughout the text. The videos have been devel-
oped by a member of the author team and have the touch and
feel of a live lecture. The videos are accompanied by a set of self-
assessment quizzes. Students can watch the videos and then test
themselves to determine if they understand the material presented
in the video. Students can repeat the process, switching back and
forth between the video and self-assessment quizzes, until they are
satisfied that they understand the material. Incorporating lecture e R I A e A

VIdeOS as a resource for Students to |earn the matenal is great Way © Timeliness is more important in managerial accounting than in financial accounting
to flip your classroom.

ELIT

[elect the incorrect statement regarding managerial and financial accounting
(©) Users offinancial accounting information desire greater aggregation than do users of managerial accounting infarmation

Brealceven Analysis NEW* Tableau Dashboard Activities

Break-even Dollars

Tableau Dashboard Activities (TDA) are data
visualizations generated in Tableau related
to in-chapter content. Each activity includes
isairo a set of multiple-choice questions pertain-
163311 ing to information in the TDA. TDAs often
include several interactive features requiring
students to use the functions included on
the dashboard to correctly answer the quiz
questions. These activities provide instruc-
tors with a modern approach to discussing
managerial accounting concepts with their
students. TDAs are offered for the majority
of chapters and can be accessed by stu-
dents within the Connect platform.

Break-even Units

46.24% 131,649

42.91% 147,261

4218%

80.69%

6581% 168,816

123.08%

10150%

59.08%

22.06%

89.05%

7L37%

a1.89%
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NEW* Integrated Excel Fle  Home wet Formuas Dsta  Redew View Hep @ Tellmewhatfouwanftodo | 2 Editing v T Comments
. . D4 [ ¢ [[caer i o B Ee v A [ =vp Bl o B 8| T e P -
Our new Integrated Excel assignments pair T —
the power of Microsoft Excel with the power A o e i e o 1y MeGraw Hil * I
of Connect. A seamless integration of Excel : e =T el
. . . 4 relating to this bend is found below: | Bond Pricing
within Connect, Integrated Excel questions . Face Ve sszsont|
R . - ANTIEL DR = Check Your Answer
allow students to work in live, auto-graded
Excel spreadsheets—no additional logins, no P
need to upload or download files. Instructors ; bt of Pepments pertear i bbb
can choose to grade by formula or solution T T e T T T 1 Seratchpad (non-oraded workspace)
. . 12 |you are instructed to use a specific function:
value, and students receive instant cell-level e & _
feedback via integrated Check My Work - T T T T e r ]
17
fUnCthnallty. 1; b. Calculate the amount of interest that will be paid on March 31st. F
:? c Calculate the selling price of this bond sinz the PV Function F
2; d. Use the IF function to show the balance in the Premium ar Discount Tl
24 account at the time the bond is issued based on the selling
25 price you calculated in letter ¢. I
26
; 2) Assume the Market Interest Rate is: 6% |
;: a, Calculate the amount of interest that will be paid on March 31st. '
:; b. Calculate the selling price of this bond using the PV Function r
;i c Use the IF function to show the balance in the Premium or Discount
35 account at the time the bond is issued based on the selling
36 price you calculated in letter c. I
L
32
Excel SimUIationS HS-&- &- = Cost of Goods Manufactured and Cost ¢f Goods Sold - Excel T E - X
. . . . . HOME INSERT PAGE LAYQUT FORMULAS DATA REVIEW VIEW SignIn
Simulated Excel Questions, assignable within = x = =] B 5 & aninf]
i : X e fes = (% > (8] (»
Connect, allow students to practice their oD B | [ | 6 i B |
. ) Paste B I U~ - &~ A- Aignment Number Conditionlal Fonatas Cell  Cells Editing
Excel skills—such as basic formulas and for- = & - -+ Formating” Tible™ Stles~ - -
. eapat . Clipboard = Font ] Styks x
matting—within the content of managerial : = -
X A . ‘Al V| : ‘ * A HStanfom‘EnterpnsesusesJobﬂ rder costing. v
accounting. These questions feature ani- — - |
B i D H F G H :
mated, narrated Help and Show Me tutori- B ctanora Bt et (et job orler Gosing.
als (when enabled), as well as automatic > [T allocation hase for overbead Is drect labor hoyrs:
feedback and grading for both students and # |Data for the year just ended:
% |Estimated total manufacturing overhead cost $ 275,000
professors. 6 total direct labor hours 25,000
7 |Actual totel direct labor hours 27,730 |
8
9 |Actual costs for the year: ]
10 | purchase of raw materials (all direct) $ 375,000 |
11| pirect labor cost $ 536,300
12 | Manufacturing overhead costs s 02,750
13
14 ||nventories: Be__g_innm_g_ __En ing |
15| Raw materials (all direct) s 15,000 X 11,375
186 | workin process s 27,875 s 22,350
14| Finished goods $ 34,600 $ 26,430
18
18 |Use the data to answer the following.
20
21 |1. Computa applied overhead and deter;l\ing(he amount of underapplied cr-wﬁppl{ed ovsrhead:‘
22 | Actual manufacturing overhead cost s 302,750
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Guided Examples

The Guided Examples in Connect provide a narrated, animated, step-by-step walk-
through of select exercises similar to those assigned. These short presentations can
be turned on or off by instructors and provide reinforcement when students need it

most.
March 15 Eagle Corporation declares a quarterly cash dividend of $0.05 per
share payable on April 13 to all stockholders of record on March 30.
100 million shares are outstanding.
Cash Dividend = 100,000,000 shares X $0.05 per share = 55,000,000
March 15 Debit Credit
Dividends 5,000,000
Dividends Payable 5,000,000
(Declare cash dividends)
March 30
No Entry
® sori1a ®
Dividends Payable 5,000,000
Cash 5,000,000
{Pay cash dividends) )
NEW* Writing Assignment

Available within McGraw Hill Connect®, the Writing Assignment tool delivers a learn-
ing experience to help students improve their written communication skills and con-
ceptual understanding. As an instructor, you can assign, monitor, grade, and provide
feedback on writing more efficiently and effectively.

Test Builder in Connect
Available within Connect, Test Builder is a cloud-based tool that enables instructors
to format tests that can be printed or administered within an LMS. Test Builder offers
a modern, streamlined interface for easy content configuration that matches course
needs, without requiring a download.

Test Builder allows you to:

- access all test bank content from a particular title.

- easily pinpoint the most relevant content through robust filtering options.
- manipulate the order of questions or scramble questions and/or answers.
- pin questions to a specific location within a test.

- determine your preferred treatment of algorithmic questions.

» choose the layout and spacing.

- add instructions and configure default settings.
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Test Builder provides a secure interface for better protection of content and
allows for just-in-time updates to flow directly into assessments.

Remote Proctoring & Browser-Locking Capabilities
4 connect + @ proctorio

New remote proctoring and browser-locking capabilities, hosted by Proctorio
within Connect, provide control of the assessment environment by enabling
security options and verifying the identity of the student. Seamlessly integrated
within Connect, these services allow instructors to control students’ assessment
experience by restricting browser activity, recording students’ activity, and verifying
students are doing their own work. Instant and detailed reporting gives instructors
an at-a-glance view of potential academic integrity concerns, thereby avoiding
personal bias and supporting evidence-based claims.

Tegrity: Lectures 24/7

Tegrity in Connect is a tool that makes class time available 24/7 by automatically

capturing every lecture. With a simple one-click start-and-stop process, you capture

all computer screens and corresponding audio in a format that is easy to search,

@ frame by frame. Students can replay any part of any class with easy-to-use, browser- @
based viewing on a PC, Mac, iPod, or other mobile device.

Educators know that the more students can see, hear, and experience class
resources, the better they learn. In fact, studies prove it. Tegrity’s unique search
feature helps students efficiently find what they need, when they need it, across
an entire semester of class recordings. Help turn your students’ study time into
earning moments immediately supported by your lecture. With Tegrity, you also
ncrease intent listening and class participation by easing students’ concerns about
note-taking. Using Tegrity in Connect will make it more likely you will see students’
faces, not the tops of their heads.

McGraw Hill Customer Experience

At McGraw Hill, we understand that getting the most from new technology can be
challenging. That's why our services don’t stop after you purchase our products.
You can e-mail our Product Specialists 24 hours a day to get product training online.
Or search our knowledge bank of Frequently Asked Questions on our support web-
site. For Customer Support, call 800-331-5094 or visit www.mhhe.com/support.
One of our Technical Support Analysts will be able to assist you in a timely fashion.
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CHAPTER 1

Management Accounting
and Corporate Governance

LEARNING OBJECTIVES

After you have mastered the material in this chapter, you will be able to:

LO 1-1 Distinguish between managerial and financial accounting.
LO 1-2 Identify the cost of manufacturing a product.
LO 1-3 Show how manufacturing product costs affect financial statements.
LO 1-4 Compare the treatment of upstream, midstream, and downstream costs in manufacturing,
service, and merchandising companies.
@ LO 1-5 Show how just-in-time inventory can increase profitability. @
LO 1-6 Identify the key components of corporate governance.
LO 1-7 Identify emerging trends in managerial accounting (Appendix).

a ‘ Video lectures and accompanying self-assessment quizzes are available in Connect® for all learning

= objectives.

CHAPTER OPENING

Andy Grove, former CEO of Intel Corporation, is credited with the motto “Only the paranoid
survive.” Mr. Grove described a wide variety of concerns that made him paranoid. Specifically,
he stated:

| worry about products getting screwed up, and | worry about products getting introduced pre-
maturely. | worry about factories not performing well, and | worry about having too many factor-
ies. | worry about hiring the right people, and | worry about morale slacking off. And, of course,
| worry about competitors. | worry about other people figuring out how to do what we do better
or cheaper, and displacing us with our customers.
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Do Intel’s historically based financial statements contain the information Mr. Grove needs? No.
Financial accounting is not designed to satisfy all the information needs of business managers.
Its scope is limited to the needs of external users such as investors and creditors. The field of

accounting designed to meet the needs of internal users is called managerial accounting.

The Curious Accountant

In the first course of accounting, you learned how
retailers, such as Walmart, account for the cost of
equipment that lasts more than one year. Recall that
® the equipment was recorded as an asset when pur-
chased, and then it was depreciated over its expected
useful life. The depreciation charge reduced the
company’s assets and increased its expenses. This
approach was justified under the matching principle,
which seeks to recognize costs as expenses in the same period that the cost (resource) is used to gener-

Arne Beruldsen/Shutterstock

ate revenue.

Is depreciation always shown as an expense on the income statement? The answer may surprise you.
Consider the following scenario. Razor USA, LLC., manufactures numerous models of electric scooters that
it sells through various retailers, including Walmart. Assume that in order to produce the scooters, Razor had
to purchase a robotic machine that it expects can be used to produce 1,000,000 scooters.

Do you think Razor should account for depreciation on its manufacturing equipment the same way
Walmart accounts for depreciation on its registers at the checkout counters? If not, how should Razor account
for its depreciation? Remember the matching principle when thinking of your answer. (Answer on page 12.)
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4 Chapter 1

DIFFERENCES BETWEEN MANAGERIAL AND
FINANCIAL ACCOUNTING

While the information needs of internal and external users overlap, the needs of managers
LO 1-1 generally differ from those of investors or creditors. Some distinguishing characteristics are

‘ discussed in the following section.
—_ Distinguish between
(—]] managerial and financial .

= accounting. Users and Types of Information

Financial accounting provides information used primarily by investors, creditors, and others
outside a business. In contrast, managerial accounting focuses on information used by exec-
utives, managers, and employees who work inside the business. These two user groups need
different types of information.

Internal users need information to plan, direct, and control business operations. The
nature of information needed is related to an employee’s job level. Lower-level employees
use nonfinancial information such as work schedules, store hours, and customer service
policies. Moving up the organizational ladder, financial information becomes increasingly
important. Middle managers use a blend of financial and nonfinancial information, while
senior executives concentrate on financial data. To a lesser degree, senior executives also
use general economic data and nonfinancial operating information. For example, an execu-
tive may consider the growth rate of the economy before deciding to expand the company’s
workforce.
External users (investors and creditors) have greater needs for general economic infor-
mation than do internal users. For example, an investor debating whether to purchase stock
versus bond securities might be more interested in government tax policy than financial
statement data. Exhibit 1.1 summarizes the information needs of different user groups.

Level of Aggregation

External users generally desire global information that reflects the performance of a com-
pany as a whole. For example, investors are not so much interested in the performance of
a particular McDonald’s restaurant store as they are in the performance of McDonald’s
Corporation versus that of Chipotle Mexican Grill, Inc. In contrast, internal users focus
on detailed information about specific subunits of the company. To meet the needs of
the different user groups, financial accounting data are more aggregated than managerial
accounting data.

EXHIBIT 1.1

Relationship between Type of User and Type of Information

Economic data Financial data Nonfinancial data
[
2
@ Investors and creditors
3
(¢]
4
] :
T Middle managers
=

Operating employees
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Management Accounting and Corporate Governance 5

Regulation

Financial accounting is designed to generate information for the general public.
In an effort to protect the public interest, Congress established the Securities and
Exchange Commission (SEC) and gave it authority to regulate public financial
reporting practices. The SEC has delegated much of its authority for developing
accounting rules to the private-sector Financial Accounting Standards Board
FASB), thereby allowing the accounting profession considerable influence over
financial accounting reports. The FASB supports a broad base of pronouncements
and practices known as generally accepted accounting principles (GAAP).
GAAP severely restrict the accounting procedures and practices permitted in
published financial statements.

Beyond financial statement data, much of the information generated by manage-
ment accounting systems is proprietary information not available to the public. Since this
information is not distributed to the public, it need not be regulated to protect the public inter-
est. Management accounting is restricted only by the value-added principle. Management
accountants are free to engage in any information gathering and reporting activity so long
as the activity adds value in excess of its cost. For example, management accountants are
free to provide forecasted information to internal users. In contrast, financial accounting as
prescribed by GAAP does not permit forecasting.

Andersen R

Information Characteristics

While financial accounting is characterized by its objectivity, reliability, consistency, and
historical nature, managerial accounting is more concerned with relevance and timeliness.
Managerial accounting uses more estimates and fewer facts than financial accounting.
Financial accounting reports what happened yesterday; managerial accounting reports what
is expected to happen tomorrow.

Time Horizon and Reporting Frequency

Financial accounting information is reported periodically, normally at the end of a year,
Management cannot wait until the end of the year to discover problems. Planning, control-
ling, and directing require immediate attention. Managerial accounting information is deliv-
ered on a continuous basis.

Exhibit 1.2 summarizes significant differences between financial and managerial
accounting.

PRODUCT COSTING IN MANUFACTURING
COMPANIES

A major focus for managerial accountants is determining product cost.! Managers need to
know the cost of their products for a variety of reasons. For example, cost-plus pricing is a
common business practice.? Product costing is also used to control business operations. It
is useful in answering questions such as: Are costs higher or lower than expected? Who is
responsible for the variances between expected and actual costs? What actions can be taken
to control the variances?

Components of Product Cost

Generally accepted accounting principles (GAAP) recognize three types of cost that are
incurred in the process of making products. Specifically, the company must pay for (1
the materials used to make the products, (2) the labor used to transform the materials

'This text uses the term product in a generic sense to mean both goods and services.

?Other pricing strategies will be introduced in subsequent chapters

ss/Getty Images

LO 1-2
—_ Identify the cost of
&0  manufacturing
! a product.
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6 Chapter 1

. EXHIBIT 1.2

Features

Users

Information type

Level of aggregation

Regulation

Information characteristics

Time horizon
Reporting frequency

Managerial Accounting

Insiders, including executives,
managers, and operators

Economic and physical data as
well as financial data

Local information on subunits of
the organization

No regulation, limited only by
the value-added principle

Estimates that promote
relevance and enable
timeliness

Past, present, and future
Continuous reporting

Financial Accounting

Outsiders, including investors,
creditors, government agencies,
analysts, and reporters

Financial data

Global information on the
company as a whole
Regulation by SEC, FASB, and
other determiners of GAAP
Factual information that is
characterized by objectivity,
reliability, consistency, and
accuracy

Past only, historically based
Delayed, with emphasis on

annual reports

into products, and (3) the overhead (other resources such as utilities and equipment con-
sumed in the process of making the products). If the company stores its products, the
costs of the materials, labor, and overhead used in making the products are maintained in
an inventory account until the products are sold. For a detailed explanation of how prod-
uct costs flow through the financial statements, refer to the following example of Tabor
Manufacturing Company.

Tabor Manufacturing Company

Tabor Manufacturing Company makes wooden tables. The company spent $1,000 cash
to build four tables: $390 for materials, $470 for a carpenter’s labor, and $140 for
tools used in making the tables. How much is Tabor’s expense? The answer is zero.
The $1,000 cash has been converted into products (four tables). The cash payments for
materials, labor, and tools (overhead) were asset exchange transactions. One asset (cash
decreased while another asset (tables) increased. Tabor will not recognize any expense
until the tables are sold; in the meantime, the cost of the tables is held in an asset account
called Finished Goods Inventory. Exhibit 1.3 illustrates how cash is transformed
into inventory.

Average Cost per Unit

How much did each table made by Tabor cost? The actual cost of each of the four tables
likely differs. The carpenter probably spent a little more time on some of the tables than
others. Material and tool usage probably varied from table to table. Determining the exact
cost of each table is virtually impossible. Minor details such as a second of labor time can-
not be effectively measured. Even if Tabor could determine the exact cost of each table, the
information would be of little use. Minor differences in the cost per table would make no
difference in pricing or other decisions management needs to make. Accountants therefore
normally calculate cost per unit as an average. In the case of Tabor Manufacturing, the
average cost per table is $250 ($1,000 + 4 units). Unless otherwise stated, assume cost per
nit means average cost per unit.
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EXHIBIT 1.3

Transforming the Asset Cash into the Asset Finished Goods Inventory

Financial assets Manufacturing process Physical assets

— % — « >
l
$390 materials lL a lL

Converted

L

Converted
«

$1,000 of
cash

lL ~ - lL

$1,000 of
finished goods

$140 tools (overhead)

IZf CHECK YOURSELF 1.1

All boxes of General Mills’ Total Raisin Bran cereal are priced at exactly the same amount in your local
grocery store. Does this mean that the actual cost of making each box of cereal was exactly the same?

Answer No, making each box would not cost exactly the same amount. For example, some boxes
contain slightly more or less cereal than other boxes. Accordingly, some boxes cost slightly more or
less to make than others do. General Mills uses average cost rather than actual cost to develop its
pricing strategy.

Costs Can Be Assets or Expenses

[t might seem odd that wages paid to production workers are recorded as inventory instead of
being expensed. Remember, however, that expenses are assets used in the process of earning
revenue. The cash paid to production workers is not used to produce revenue. Instead, the
cash is used to produce inventory. Revenue will be earned when the inventory is used (sold).
So long as the inventory remains on hand, all product costs (materials, labor, and overhead
remain in an inventory account.

When a table is sold, the average cost of the table is transferred from the Inventory
account to the Cost of Goods Sold (expense) account. Product costs related to tables that
remain unsold at the end of the accounting period are reported as an asset (inventory) on the
balance sheet while product costs related to tables that have sold are reported as an expense

cost of goods sold) on the income statement.

Costs that are not classified as product costs are normally expensed in the period in
which they are incurred. These costs include general operating costs, selling and adminis-
trative costs, interest costs, and the cost of income taxes.

To illustrate, return to the Tabor Manufacturing example. Recall that Tabor made
four tables at an average cost per unit of $250. Assume Tabor pays an employee who sells
three of the tables a $200 sales commission. The sales commission is expensed immediately.
The total product cost for the three tables (3 tables x $250 each = $750) is expensed on the
income statement as cost of goods sold. The portion of the total product cost remaining i
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EXHIBIT 1.4

Cost Classification for Tabor Manufacturing Company

Cost category Income statement

$1,000

Product cost

- Direct materials
« Direct labor

« Overhead (tools)

$750
(Products sold)
Cost of goods sold

Balance sheet

$200
Selling and

$200

General, selling,
and administrative
expense

administrative
costs

inventory is $250 (1 table x $250). Exhibit 1.4 shows the relationship between the costs
incurred and the expenses recognized for Tabor Manufacturing Company.

PRODUCT COSTS ON FINANCIAL STATEMENTS

We illustrate accounting for product costs in manufacturing companies with Patillo Manu-
LO 1-3 facturing Company, a producer of ceramic pottery. Patillo, started on January 1, Year 1,
experienced the following accounting events during its first year of operations.? Assume that

—  Showhowmanufacturing| ] transactions except 6, 8, and 10 are cash transactions.
&@¢ product costs affect ] o
" financial statements. 1. Acquired $15,000 cash by issuing common stock.

2. Paid $2,000 for materials that were used to make products. All products started were

PATILLO completed during the period.

MANUFACTURING COMPANY 3. Paid $1,200 for salaries of selling and administrative employees.
4. Paid $3,000 for wages of production workers.
5. Paid $2,800 for furniture used in selling and administrative offices.

6. Recognized depreciation on the office furniture purchased in Event 5. The furniture was
acquired on January 1, had a $400 estimated salvage value, and a four-year useful life.
The annual depreciation charge is $600 [($2,800 — $400) + 4].

7. Paid $4,500 for manufacturing equipment.

8. Recognized depreciation on the equipment purchased in Event 7. The equipment was
acquired on January 1, had a $1,500 estimated salvage value, and a three-year useful
life. The annual depreciation charge is $1,000 [($4,500 — $1,500) =+ 3].

9. Sold inventory to customers for $7,500 cash.
10. The inventory sold in Event 9 cost $4,000 to make.

PThis illustration assumes that all inventory started during the period was completed during the period. Patillo therefore uses
only one inventory account, Finished Goods Inventory. Many manufacturing companies normally have three categories of
inventory on hand at the end of an accounting period: Raw Materials Inventory, Work in Process Inventory (inventory of
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EXHIBIT 1.5

Effect of Product versus Selling and Administrative Costs on Financial Statements

Balance Sheet

Assets Stk Equity
Event BV Office BV Manuf. C. Ret.
No Cash + Inventory + Furn* + Equip.* = Stk. +  Eamn. Rev. — Exp. = Netlnc.
1 15,000 + NA + NA + NA = 15000 + NA NA - NA = NA
2 (2,000) + 2,000 + NA + NA = NA + NA NA - NA = NA
3 (1,2000 + NA + NA + NA = NA + (1,200) NA - 1,200 = (1,200)
4 (3,000) + 3,000 + NA + NA = NA + NA NA - NA = NA
5 (2,800) + NA + 2,800 + NA = NA + NA NA - NA = NA
6 NA + NA + (600) + NA = NA + (600) NA - 600 = (600)
7 (4,500) + NA + NA + 4,500 = NA + NA NA - NA = NA
8 NA + 1,000 + NA + (1,0000 = NA + NA NA - NA = NA
9 7,500 + NA + NA + NA = NA + 7,500 7,500 — NA = 7,500
10 NA + (4,000) + NA + NA = NA + (4,000) NA — 4,000 = (4,000
Totals 9,000 + 2,000 + 2,200 + 3,500 = 15000 + 1,700 7500 - 5800 = 1,700

" BV denotes Book Value. Negative amounts in these columns represent accumulated depreciation.

The effects of these transactions on the balance sheet and income statement are shown in
Exhibit 1.5. Study each row in this exhibit, paying particular attention to how similar costs
such as salaries for selling and administrative personnel and wages for production workers
have radically different effects on the financial statements. The example illustrates the three
elements of product costs—materials (Event 2), labor (Event 4), and overhead (Event 8).
These events are discussed in more detail as follows.

Materials Costs (Event 2)

Materials used to make products are usually called raw materials. The cost of raw materials
is first recorded in an asset account (Inventory). The cost is then transferred from the Inventory
account to the Cost of Goods Sold account at the time the goods are sold. Remember that materi-
als cost is only one component of total manufacturing costs. When inventory is sold, the combined
cost of materials, labor, and overhead is expensed as cost of goods sold. The costs of materials that
can be easily and conveniently traced to products are called direct materials costs.

Labor Costs (Event 4)

The salaries paid to selling and administrative employees (Event 3) and the wages paid
to production workers (Event 4) are accounted for differently. Salaries paid to selling and
administrative employees are expensed immediately, but the cost of production wages is
added to inventory. Production wages are expensed as part of cost of goods sold at the time
the inventory is sold. Labor costs that can be easily and conveniently traced to products are
called direct labor costs. The cost flow of wages for production employees versus salaries
for selling and administrative personnel is shown in Exhibit 1.6.

Overhead Costs (Event 8)

Although depreciation expense totaled $1,600 ($600 on office furniture and $1,000 on manufac-
turing equipment), only the $600 of depreciation on the office furniture is expensed directly on
the income statement. The depreciation expense on the manufacturing equipment is capitalized
to the balance sheet (inventory). Once the inventory is sold, the depreciation expense related to
those items will be recognized on the income statement as cost of goods sold. The depreciation
ost flow for the manufacturing equipment versus the office furniture is shown in Exhibit 1.7
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EXHIBIT 1.6

Flow of Labor Costs

Labor costs Balance sheet Income statement

Production Cost of goods sold
wages

Selling and Salaries expense
administrative
salaries

EXHIBIT 1.7

Flow of Depreciation Costs

Overhead cost Balance sheet Income statement

Depreciation on Cost of goods sold
manufacturing
equipment

Depreciation on Depreciation
office furniture expense

Total Product Cost. A summary of Patillo Manufacturing’s total product cost is shown in
Exhibit 1.8.

Financial Statements

The GAAP-based income statement and balance sheet for Patillo Manufacturing are dis-
played in Exhibit 1.9.

Product Costs. The $4,000 cost of goods sold reported on the income statement includes a
portion of the materials, labor, and overhead costs incurred by Patillo during the year. Simi-
larly, the $2,000 of finished goods inventory on the balance sheet includes materials, labor,
and overhead costs. These product costs will be recognized as an expense in the accounting
period in which the goods are sold. Initially classifying a cost as a product cost delays, but
does not eliminate, its recognition as an expense. All product costs are ultimately recognized
as an expense (cost of goods sold).

Selling, General, and Administrative Costs. Selling, general, and administrative costs
SG&A) costs are normally expensed in the period in which they are incurred. Because of thi
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" EXHIBIT 1.8 EXHIBIT 1.9

Materials $ 2,000

Labor 3,000

Manufacturing overhead* 1,000

Total product costs " 6,000 Sales revenue
Less: Cost of goods sold (4,000) Cost of goods sold
Ending inventory balance $2.000 Gross margin

SG&A expenses

Salaries expense

Depreciation expense—office furniture
Net income

*Depreciation [($4,500 — $1,500) + 3].

ecognition pattern, nonproduct expenses are
ometimes called period costs. In Patillo’s case,

he salaries expense for selling and administra- Cash
ive employees and the depreciation on office Finished goods inventory
rniture are period costs reported directly on Office furniture
he income statement. Accumulated depreciation
Book value

Manufacturing equipment
Accumulated depreciation
Book value

verhead Costs: A Closer Look

osts such as depreciation on manufacturing
quipment cannot be easily traced to products.
uppose that Patillo Manufacturing makes both
ables and chairs. What part of the depreciation
is caused by manufacturing tables versus manu-
acturing chairs? Similarly, suppose a produc-
ion supervisor oversees employees who work
n both tables and chairs. How much of the supervisor’s salary relates to tables and how much
o chairs? Likewise, the cost of glue used in the production department would be difficult to
race to tables versus chairs. You could count the drops of glue used on each product, but the
information would not be useful enough to merit the time and money spent collecting the data.

Costs that cannot be traced to products and services in a cost-effective manner are called
ndirect costs. The indirect costs incurred to make products are called manufacturing
verhead. Some of the items commonly included in manufacturing overhead are indirect
aterials, indirect labor, factory utilities, rent of manufacturing facilities, and depreciation
n manufacturing assets.

Total assets
Stockholders’ equity
Common stock
Retained earnings

Total stockholders’ equity

IZf CHECK YOURSELF 1.2

Lawson Manufacturing Company paid production workers wages of $100,000. It incurred materials
costs of $120,000 and manufacturing overhead costs of $160,000. Selling and administrative salaries
were $80,000. Lawson started and completed 1,000 units of product and sold 800 of these units.
The company sets sales prices at $220 above the average per-unit production cost. Based on this
information alone, determine the amount of gross margin and net income. What is Lawson’s pricing
strategy called?

Answer Total product costis $380,000 ($120,000 materials + $100,000 labor + $160,000 overhead).
Cost per unit is $380 ($380,000 = 1,000 units). The sales price per unit is $600 ($380 + $220). Cost
of goods sold is $304,000 ($380 x 800 units). Sales revenue is $480,000 ($600 x 800 units). Gross
margin is $176,000 ($480,000 revenue — $304,000 cost of goods sold). Net income is $96,000
($176,000 gross margin — $80,000 selling and administrative salaries). Lawson’s pricing strategy is
called cost-plus pricing.

$2,800
(600)

4,500
(1,000)

$ 7,500
(4,000)

3,500

(1,200)
(600)
$ 1,700

Balance Sheet as of December 31, Year 1

$ 9,000
2,000

2,200

3,500
$16,700

$15,000
1,700

$16,700
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EXHIBIT 1.10

Cost Allocation

Allocation rate
$120 ~ 8 = $15
per labor hour

Since indirect costs cannot be effectively traced to products, they are normally
assigned to products using cost allocation, a process of dividing a total cost into parts and
assigning the parts to relevant cost objects. To illustrate, suppose that production workers
spend an eight-hour day making a chair and a table. The chair requires two hours to com-
plete and the table requires six hours. Now suppose that $120 of utilities cost is consumed
during the day. How much of the $120 should be assigned to each piece of furniture? The
utility cost cannot be directly traced to each specific piece of furniture, but the piece of
furniture that required more labor also likely consumed more of the utility cost. Using
this line of reasoning, it is rational to allocate the utility cost to the two pieces of furniture
based on direct labor hours at a rate of $15 per hour ($120 + 8 hours). The chair would be
assigned $30 ($15 per hour X 2 hours) of the utility cost and the table would be assigned
the remaining $90 ($15 X 6 hours) of utility cost. The allocation of the utility cost is
shown in Exhibit 1.10.
We discuss the details of cost allocation in a later chapter. For now, recognize that over-
head costs are normally allocated to products rather than traced directly to them.

Manufacturing Product Cost Summary

As explained, the cost of a product made by a manufacturing company is normally composed
of three categories: direct materials, direct labor, and manufacturing overhead. Relevant
information about these three cost components is summarized in Exhibit 1.11.

Answers to The Curious Accountant As you have seen, accounting for

depreciation related to manufacturing
assets is different from accounting for depreciation for nonmanufacturing assets. Depreciation on the checkout equip-
ment at Walmart is recorded as depreciation expense. Depreciation on manufacturing equipment at Razor is consid-
ered a product cost. It is included first as part of the cost of inventory and eventually as part of the expense, cost of
goods sold. Recording depreciation on manufacturing equipment as an inventory cost is simply another example of the

matching principle, because the cost does not become an expense until revenue from the product sale is recognized.
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. EXHIBIT 1.11

Component 1—Direct Materials

Sometimes called raw materials. In addition to basic resources such as wood or metals, it can include
manufactured parts. For example, engines, glass, and car tires can be considered as raw materials for an
automotive manufacturer. If the amount of a material in a product is known, it can usually be classified as a
direct material. The cost of direct materials can be easily traced to specific products.

Component 2—Direct Labor

The cost of wages paid to factory workers involved in hands-on contact with the products being
manufactured. If the amount of time employees worked on a product can be determined, this cost can
usually be classified as direct labor. Like direct materials, labor costs must be easily traced to a specific
product in order to be classified as a direct cost.

Component 3—Manufacturing Overhead
Costs that cannot be easily traced to specific products. Accordingly, these costs are called indirect costs.
They can include but are not limited to the following:

1. Indirect materials such as glue, nails, paper, and oil. Indeed, note that indirect materials used in the
production process may not appear in the finished product. An example is a chemical solvent used to
clean products during the production process but not a component material found in the final product.

2. Indirect labor such as the cost of salaries paid to production supervisors, inspectors, and maintenance
personnel.

Rental cost for manufacturing facilities and equipment.

Utility costs at the manufacturing facilities.

Depreciation costs at the manufacturing facilities.

Security costs at the manufacturing facilities.

The cost of preparing equipment for the manufacturing process (i.e., setup costs).

O N o U R W

Maintenance cost for the manufacturing facility and equipment.

UPSTREAM, MIDSTREAM, AND
DOWNSTREAM COSTS

ccountants frequently classify cost into three categories including (1) upstream, (2) mid-
tream, and (3) downstream costs. The following section explains the treatment of these
osts in manufacturing, service, and merchandising companies.

ost Classification in Manufacturing Companies

or manufacturing companies, midstream costs are composed of the costs incurred in the
rocess of making products including direct materials, direct labor, and manufacturing over-
ead. Upstream costs are costs that are incurred prior to the manufacturing process includ-
ing research and development costs and product design costs. Downstream costs are costs
incurred after the manufacturing process including marketing, distribution, and customer
ervices. A summary of this cost classification scheme as it relates to an automobile manu-
acturing company is shown in Exhibit 1.12.
Note that the upstream, midstream, and downstream costs of one company can become

he midstream costs of another company. For example, the upstream, midstream, and down-
tream costs of a steel manufacturing company are passed on as a midstream cost (direct
aterials) to an auto parts manufacturing company when it purchases steel. Likewise, the
pstream, midstream, and downstream costs of the auto parts company are passed on to an
utomobile manufacturing company as part of its midstream (direct materials) costs when it

LO 1-4

-
&1

Compare the treatment
of upstream, midstream,
and downstream costs in
manufacturing, service,
and merchandising
companies.
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