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To the reader This dictionary is for business persons,
students, accountants, attorneys, inves-
tors, administrators, and others who
need accurate but not abstruse expla-
nations of terms encountered in ac-
counting and business. Accounting is a
complex subject; nevertheless the defin-
itions and examples have been kept as
clear and understandable as possible.
For technical terms, references have
been given to authoritative sources:

APB Opinions-Accounting Principle
Board Opinions, available from the
American Institute of Certified Public
Accountants (AICPA), 1211 Avenue of
the Americas, New York, New York

ARB-Accounting Research Bulletin,
available from the AICPA

FASB Statements-Financial Account-
ing Standards Board Statements, avail-
able from the Financial Accounting
Standards Board, High Ridge Park,
Stamford, Connecticut 06905

SAS--Statements on Auditing Stan-
dards, available from the AICPA

When more than one definition is
given, the most common usage is pre-
sented first. Terms printed within a
definition in italics are defined in this
dictionary.

With a few exceptions, accounts have
a normal balance, meaning that the con-
dition of the account under usual, non-
extraordinary conditions can be indi-
cated. For example, a positive cash
balance is normal; a negative or over-
draft position is abnormal. Under nor-
mal conditions the cash account in the
general ledger thus has a positive or de-
bit balance. When possible, the normal
balance condition is indicated in the def1
initions of accounts. I

Journal entries are shown for most ac-
counts, illustrating the most common
transactions involving those accounts. As
a further aid in understanding the
meaning of different accounts and their
relationships, formats for the most com-
mon financial statements are illustrated
in the appendix.
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AAA

AAA
American Accounting Association.

abacus
A device for performing calculations,
primarily addition and subtraction but
also multiplication and division, by slid-
ing beads along rods or wires. The aba-
cus has been especially popular in the
Orient.

ABC method
An inventory control method that em-
phasizes the importance or value of the
inventory items; often used when many
inventory items are carried and detailed
attention to each item is not feasible.
Items are assigned to classes A, B, and C
(even D in some companies). The most
expensive or important items are as-
signed to class A, the least expensive to
C, and the rest to B. The A and B classes
are controlled more closely and ordered
more frequently in smaller quantities, to
minimize the inventory investment; per-
petual records may also be maintained
for the A and B items. The ABC method
recognizes that a relatively small number
of items usually account for a large per-
centage of total costs and that these items
deserve tighter (and more costly) con-
trol.

absolute value
The magnitude of a number without re-
gard to its algebraic (plus or minus) sign.
Thus the absolute value of -12 is simply
12.

absorption costing
A method of accounting for costs of pro-
duction in which both variable and fixed
manufacturing costs are treated as prod-
uct costs. Contrast with direct costing in
which only variable manufacturing costs
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are treated as product costs and fixed
manufacturing costs are deducted fully
from income in the period incurred.
Generally accepted accounting principles re-
quire the use of absorption costing for
financial reporting purposes.

accelerated depreciation
A form of depreciation in which the larg-
est proportion of an asset's cost is written
off in the earliest years of its useful life .
Contrast with straight-line depreciation.
See also declining balance depreciation, sum-
of-the-years-digits depreciation.

account
A record of the increases, decreases, and
the balance of an item reported in finan-
cial statements (such as cash, inventory,
sales revenue, telephone expense). Ac-
counts allow for recording of debits, cred-
its, and balances and may be located
physically in ledger sheets, open files,
computer tape, or computer random ac-
cess storage. One common form of
ledger account, showing a running bal-
ance, is illustrated. Notice the debit and
credit entries and the running balance.
Not illustrated is the T-account, in which
debits are recorded on the left side of
the page, credits on the right, and the
balance noted periodically at the bottom
of the appropriate side.
A/C CASH
#1001
Date
1/1/83
1/8
1/8
1/15
1/15
1/22
1/22
1/29
1/29

Ref.
CRI
CR12
CD2
CR20
CD8
CR31
CD17
CR40
CD25

Debit
500
200

Credit Balance
500
700
400
850
650

1200
800

1200
900

300
450

200
550

400
400

300

accounting period

account form
A form of balance sheet presentation in
which assets are shown on the left side,
with liabilities and owners' equity on the
right. Contrast with report form.

accountancy
The profession and practice of account-
ing.

accountant
A person who performs accounting work:
a certified public accountant, performing
independent audits of financial state-
ments as well as tax and management
advisory services; controller, supervising
the design and functioning of an organ-
ization's information system and finan-
cial reporting; a cost accountant, con-
cerned with accumulation and analysis
of product costs; any other person per-
forming accounting work and services.

Accountants for the Public Interest
(API)
An organization of accountants, lawyers,
and others that works, through its na-
tional and affiliate offices and through
individual members, to provide objective
analysis of public issues and to provide
accounting services to persons and or-
ganizations that cannot afford to pay
professional fees.

Accountants International StUdy
Group (AISG)
An organization created by the Ameri-
can Institute of Certified Public Ac-
countants and the Institutes of Char-
tered Accountants of Canada, England
and Wales, Scotland, and Ireland, to
identify and describe accepted account-
ing practices in those countries.
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accounting
Activities that provide information, usu-
ally quantitative and often expressed in
monetary units, for decision making,
planning, evaluating performance, con-
trolling resources and operations, and
external financial reporting to investors,
creditors, regulatory authorities, and the
public.

accounting cycle
The accounting steps from initial rec-
ognition of transactions and events
through production of financial state-
ments. The accounting cycle includes
making journal entries to record transac-
tions and events; posting entries to ac-
counts in ledgers; preparing a trial balance;
making adjusting entries; preparingfinan-
cial statements; recording closing entries.

accounting equation
An expression showing the equality of
assets and interests, or equities, in those
assets. The equation may be expressed in
several forms:
A = E (Assets =Equities)
A = L + P (Assets = Liabilities +
Proprietorship)
A = L + C (Assets = Liabilities +
Capital)
A = L + OE (Assets = Liabilities +
Owners' Equity)
A - L ~ P (Assets - Liabilities =
Proprietorship)

accounting period
The period of time covered by an income
statement and other financial reports. Vir-
tually all organizations prepare reports
annually; many also prepare monthly,
quarterly, or semiannual reports. See
also fiscal year, natural business year.



accounting principles

accounting principles
See generally accepted accounting principles.

Accounting Principles Board (APB)
A group appointed by the American In-
stitute of Certified Public Accountants to
establish acceptable accounting princi-
ples, announced in APB Opinions. The
Accounting Principles Board was dis-
continued upon the establishment of the
Financial Accounting Standards Board in
1973.

Accounting Research Bulletin (ARB)
A statement on accounting principles is-
sued by the American Institute of Cer-
tified Public Accountants' Committee on
Accounting Procedure. The committee
was replaced in 1959 by the Accounting
Principles Board, in turn replaced in 1973
by the Financial Accounting Standards
Board. ARBs that have not been modi-
fied, replaced, or rescinded remain in
force as authoritative pronouncements
on generally accepted accounting principles.

Accounting Series Release (ASR)
A statement issued by the Securities and
Exchange Commission to specify or clar-
ify accounting and auditing procedures
to be followed in reports filed with the
SEC.

accounting system
The set of rules, policies, records, stan-
dard procedures, and organizational
relationships designed to control the
operations and resources of an organ-
ization and to provide information for
planning, decision making, and exter-
nal reporting.
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accounts payable
Amounts owed to others, often re-
stricted to amounts due to suppliers. Ac-
counts Payable is a current liability with a
normal credit balance. The most com-
mon journal entries affecting the ac-
count occur when material is purchased:
Purchases (or Materials
Inventory) xxx
Accounts Payable xxx

and when accounts are paid:
Accounts Payable xxx

Cash xxx

pense on a note payable is recognized at
the end of each accounting period, based
on the time elapsed, even though the
interest might not be paid until several
months later; depreciation is recorded
as an asset is used, while the cash ex-
penditure for that asset may have oc-
curred several years earlier. Accrual ac-
counting is used by most larger
companies. Contrast with cash basis ac-
counting. See also accrued income, accrued
expense.

accounts receivable
Amounts due from others, usually re-
stricted to amounts due from the sale of
goods or services. Accounts Receivable
is a current asset with a normal debit bal-
ance. It is increased by sales on account
recorded as follows:
Accounts Receivable

Sales

accrued expense
An expense incurred but not yet paid;
recorded in the accounts by debiting an
expense account and crediting a liability
account. For example, wages for work
performed represent an accrued ex-
pense until they are paid and are re-
corded:
Salaries and Wages Ex-
~n~ =x

Accrued Salaries and
Wages Payable xxx

See also accrued liability.

xxx
xxx

Collections from customers on account
require the following journal entry:
Cash xxx

Accounts Receivable xxx

accounts receivable turnover
See receivables turnover.

accrued income
Income earned but not yet received; re-
corded by debiting a receivable account
and crediting an income or revenue ac-
count. For example, interest earned but
not yet collected is recorded:
Interest Receivable xxx

Interest Income xxx

accrual accounting
A method of accounting in which reve-
nue is recognized and recorded when
earned, expenses are recognized when
incurred, and other changes in the con-
dition of an organization are recognized
as they occur, without regard to the tim-
ing of related cash receipts and expend-
itures. For example, sales revenue is rec-
ognized when goods are delivered to or
picked up by a customer even though
payment for those goods may not be re-
ceived for several weeks; interest ex-

accrued liability
An obligation incurred over time but not
yet paid. Examples include accrued in-
come taxes, accrued salaries and wages,
and accrued interest payable. An ac-
crued liability has a normal credit bal-
ance and is classified as a current liability
if due within one year. An example of a
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journal entry for an accrued liability is:
Provision for Income
Taxes xxx

Income Taxes Payable xxx

accumulated depreciation
The total depreciation recognized and re-
corded for an asset since its acquisition.
Accumulated depreciation is a contra as-
set and is subtracted from the original
cost of the asset to give book value.
Accumulated Depreciation has a normal
credit balance. Ajournal entry to recog-
nize depreciation is made each account-
ing period:
Depreciation Expense xxx

Accumulated Deprecia-
tion xxx

accumulated earnings tax
A federal tax designed to prevent tax-
payers from using the corporate form of
organization to avoid personal income
taxes. Without such a tax, owners of a
corporation might avoid personal in-
come taxes on business earnings. For ex-
ample, a majority shareholder of a cor-
poration might refuse to declare any
dividends until after retirement when
the shareholder's personal income tax
rate would probably be lower. The ac-
cumulated earnings tax is assessed on
earnings retained (not paid out in divi-
'dends) in the business beyond reasona-
ble and anticipated needs. The recent
rate was 271'2% on the first $100,000 of I
taxable accumulated earnings and I
381'2% on any amount over $100,000.
The accumulated earnings tax is subject
to various adjustments, deductions, and
credits. Internal Revenue Service regu-
lations should be consulted for current
provisions.



acid-test ratio

acid-test ratio
The sum of cash, temporary investments
in marketable securities, and current re-
ceivables, divided by current liabilities
(also called the quick ratio). The acid-test
ratio is a conservative measure of ability
to meet current obligations.

acquisition cost
See historical cost.

actuarial gain or loss
A change in pension cost due to a change
in actuarial assumptions such as mortal-
ity rate, employee turnover, and pension
fund earnings.

actuary
A person who calculates risks, insurance
premiums, and costs, based on life ex-
pectancy and mortality statistics.

ad valorem tax
A tax based on some measure of the
value, such as cost or appraised value, of
goods or property. A property tax is an
ad valorem tax.

addition
An increase in the capacity of an existing
asset through its enlargement or expan-
sion, such as the construction of a new
wing on a factory. See also betterment.

additional first-year depreciation
A provision in federal income tax regu-
lations permitting taxpayers to deduct
20% of the cost of newly acquired ma-
chinery and equipment during the first
year of use; this deduction is subject to
certain limitations and is in addition to
the regular depreciation on the remain-
der of the cost. For example, a taxpayer
who pays $50,000 for equipment with an
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estimated ten-year useful life and no sal-
vage value may deduct 20%, or $10,000,
as additional first-year depreciation and
may also deduct regular depreciation of
($50,000 - $10,000)""" 10, or $4,000.
The total depreciation allowed in the
first year, for tax purposes, is thus
$14,000. Additional first-year deprecia-
tion applies only to income tax report-
ing; it is not relevant for normal financial
reporting.

additional paid-In-capital
Paid-in-capital in addition to the par value
or stated value of stock issued. For ex-
am ple , a share of $1 0 par value common
stock issued at $27 results in $17 of ad-
ditional paid-in capital. Additional paid-
in capital may also include capital con-
tributed from other sources (excluding
earnings retained in the business), such
as gifts or donations to the company.
Additional Paid-In Capital is an owner's
equity account with a normal credit bal-
ance. The journal entry to record issu-
ance of a share of $1 0 per value common
stock at $27 would be
Cash 27

Common Stock 10
Additional Paid-In Capi-
tal 17

adjusted gross Income
A subtotal, essentially gross income mi-
nus business deductions, used as a basis
for calculating certain percentage de-
ductions for federal income tax report-
ing.

adjusting entry
A journal entry made at the end of an
accounting period to record previously
unrecognized changes in assets, liabili-
ties, revenue, and expenses. Examples

all-inclusive method

include entries to recognize deprecia-
tion, accrued liabilities and income, end-
ing inventories (when the periodic inven-
tory method is used), and uncollectible
accounts expense.

adjustment
See adjusting entry.

administrative expense
A current deduction from revenue to
reflect a cost of an organization's central
office and general support services, as
distinguished from a manufacturing cost
or a selling expense; examples include of-
fice salaries, legal services, and office
rent.

ADR
Asset depreciation range.

adverse opinion
An opinion by a certified public accountant
that financial statements do not fairly
present an organization's financial posi-
tion, results of operations, and changes
in financial position in accordance with
generally accepted accounting principles; one
form of an audit opinion.

affiliate
A member of a group of two or more
companies related to one another
through some form of control, usually
stock ownership. A parent company and a
subsidiary company have an affiliate rela-
tionship.

AGA
Association of Government Accountants.

agency fund
A set of resources, with related accounts
and controls, administered but not
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owned by a governmental unit, and typ-
ically held for a relatively short period of
time. For example, a $50,000 gift from
a citizen to a city to be used for a public
park would probably be accounted for
in an agency fund until used for the des-
ignated purpose.

aging of accounts
A process in which transactions making
up an account balance are classified ac-
cording to the date on which each oc-
curred, thus indicating the "age" of each
transaction. Aging of accounts receiva-
ble is often accomplished by classifying
the charges as current (30 days or less),
31-60 days, 61-90 days, over 90 days.
This classifications is useful for assessing
the collectibility of accounts and for set-
ting credit policies.

AlA
American Institute of Accountants, the
former name of the American Institute of
Certified Public Accountants.

AICPA
American Institute of Certified Public Ac-
countants.

AISG
Accountants International Study Group.

AJE
Adjusting journal entry; see adjusting en-
try. I

I
all-inclusive method
A method of reporting the results of op-
erations in which extraordinary trans-
actions and corrections of the results of
prior periods are included in the deter-
mination of current income; the pre-
ferred method under current account-
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allocation

ing standards. Contrast with current
operating performance method. Ref.: FASB
Statement No.9.

allocation
A systematic distribution or assigment of
a total amount among several years, ac-
counts, products, departments, or other
elements.

allowance
(I) An account deducted from an asset

.account to reflect a reduction in value or
utility of the asset; a contra asset. Allowance
for doubtful accounts, allowance for depre-
ciation are examples. (2) A reduction in
price or amount due; for example, an
allowance for freight damage or for re-
turned merchandise. See alsosales returns
and allowances.

allowance for bad debts
See allowance for doubtful accounts.

allowance for depreciation
See accumulated depreciation.

allowance for doubtful accounts
The amount provided for notes and ac-
counts receivable estimated to be uncol-
lectible. Allowance for Doubtful Ac-
counts is a contra asset, with a normal
credit balance, deducted from notes and
accounts receivable to give the net book
value of receivables. The account is af-
fected when the following periodic jour-
nal entry is made to record the estimated
expense of uncollectible accounts:
Bad Debt Expense xxx

Allowance for Doubtful
Accounts xxx

and when specific accounts are actually
determined to be uncollectible:
Allowance for Doubtful
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Accounts xxx
Accounts Receivable xxx

Also called allowance for bad debts, al-
lowance for uncollectible accounts, re-
serve for doubtful accounts, reserve for
bad debts.

allowance for uncollectible accounts
See allowance for doubtful accounts.

American Accounting Association
(AAA)
An organization that seeks to advance
accounting education and accounting
research, largely through publication of
the quarterly journal The Accounting Re-
view, sponsorship of research, and work-
ing committees. Widely viewed as con-
sisting primarily of accounting educators
but includes a large proportion of ac-
counting practitioners.

American Institute of Accountants
(AlA)
Former name of the American Institute of
Certified Public Accountarus.

American Institute of Certified Public
Accountants (AICPA)
A professional organization whose mem-
bership is restricted to certified public ac-
countants. The AICPA publishes The
Journal of Accountancy (monthly) and
through its council and committees
strongly influences U.S. accounting
principles and auditing standards.

American Society of Women
Accountants (ASWA)
An organization that seeks to promote
and assist women in the profession of
accounting. The ASWA publishes The
Woman CPA jointly with the American
Woman's Society of Certified Public Account-
ants.

annuity method of depreciation

American Woman's Society of
Certified Public Accountants
(AWSCPA)
An organization of certified public ac-
countants, both women and men, that
seeks to encourage women accountants
in their professional advancement, in-
crease the recognition of women in the
accounting profession, and encourage
the participation of women in technical
and professional accounting programs.
The AWSCPA publishes The Woman
CPA jointly with the American Society of
Women Accountants.

amortization
The systematic reduction or writing off
of an amount, such as an account balance,
over a specific number of time periods.
Depreciation is one form of amortization.

amortize
To systematically reduce or write off an
original amount or account balance over
a specific number of time periods.

analytical review
A review by an auditor of financial state-
ment ratios, changes in balances from
one period to the next, and trends in
financial data in order to obtain a broad
understanding of a client's financial po-
sition and reulsts of operations, and to
identify unusual fluctuations and ques-
tionable items for further investigation.
Contrast with test of transactions.

annual report
A document issued each year by a cor-
poration and containing financial state-
ments. A typical annual report consists
of a letter from the chief executive offi-
cer summarizing the year's operations;
financial statements including a balance
sheet, income statement, and statement
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of changes in financial position; an in-
dependent auditor's opinion on the fi-
nancial statements; and often additional
information about the company and its
products.

annuity
A fixed amount to be received or paid in
each of a given number of time periods,
such as $ I 00 per year for ten years.

annuity method of depreciation
A method of recording depreciation that
provides for an imputed interest return on
the amount invested in an asset. A peri-
odic depreciation charge (expense) is
first calculated:
Periodic depreciation charge

salvage value
asset cost - (I + i)"

aii];

where 1 = imputed interest rate, n =

asset's useful life in years, aU]; = present
value of an annuity of $ I for n years at
an interest rate of i, Each period the book
value, or un depreciated balance of the
asset, is multiplied by the imputed inter-
est rate. This amount is recorded as in-
terest income and is subtracted from the
calculated depreciation charge; the re-
mainder of the calculated charge is cred-
ited to accumulated depreciation, reduc-
ing the asset's book value. For example,
assume a periodic depreciation charge
of $ I 58, asset book value at the begin-
ning of the current period of $ I ,000, I
and an imputed interest rate of 8%. Im- I
puted interest income would thus be
0.08 x $ I ,000, or $80. The following
journal entry would be made to record
depreciation for the current period:
Depreciation Expense 158

Interest Income 80
Accumulated Depreciation 78



APB

APB
Accounting Principles Board.

APBOpinion
A statement issued by the Accounting
Principles Board to resolve financial re-
porting controversies and to establish
acceptable accounting principles. See
also FASB Statement.

API
Accountantsfor the Public Interest.

application of funds
A use or expenditure of liquid resources
(sometimes used more restrictively to re-
fer to a use or decrease in working capital).

appraisal
An estimate of value, usually made by a
person trained and experienced in mak-
ing such estimates.

appraisal capital
A recorded increase in owners' equity re-
sulting from an upward adjustment in
the carrying value of an asset on the basis
of an appraisal; rarely encountered in
the United States, but more common in
other countries. Appraisal Capital is an
owners' equity account with a normal
credit balance.

appraisal surplus
See appraisal capital.

appraisal value
See appraised value.

appraised value
An estimate of worth based on an ap-
praisal.
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appreciation
An increase in value or amount.

ing. Full membership is restricted to per-
sons with a minimum of six years of ac-
counting, auditing, budgeting, or
financial management experience, al-
though a college degree in accounting or
business administration, or a CPA certif-
icate may substitute for three years of
the required experience. The AGA pub-
lishes, The Government AccountantsJournal
(quarterly).

appropriated retained earnings
A portion of retained earnings identified,
usually by a corporation's board of di-
rectors, for a specified purpose (such as
plant expansion) and thus not available
for dividends.

appropriation
An amount designated for a specified
purpose, and not otherwise available.

ASWA
American Society of Women Accountants.

ARB
Accounting Research Bulletin.

attest
To provide assurance with respect to
specified information or assertions. Au-
ditors attest to the fairness of financial
statements by issuing an audit opinion.

ASR
Accounting Series Release.

asset
An object, right, or claim that is expected
to provide benefits to its owner. An asset
appears on the balance sheet and has a
normal debit balance.

attestation
A statement in support of the truth, va-
lidity, or fairness of specified informa-
tion or assertions. An audit opinion is an
attestation on the fairness of financial
statements.

asset depreciation range (ADR)
Upper and lower limits set by the Inter-
nal Revenue Service for asset lives; an
asset may be depreciated, for federal in-
come tax purposes, over a useful life se-
lected from within this range, without
further justification.

attributes sampling
See sampling for attributes.

audit
(I) A review to determine the accuracy
and validity of records and reports or
the conformity of procedures with estab-
lished policies; especially, the exami-
nation of financial statements of a re-
porting company by an independent
certified public accountant to determine
whether, in the CPA's opinion, the state-
ments fairly present the company's fi-
nancial' position, results of operations,
and changes in financial position. (2) To
perform such a review or examination.

asset turnover
A statistic used to evaluate the revenue-
producing power of assets, calculated by
dividing sales revenue by average total
assets for the period.

Association of Government
Accountants (AGA)
An organization of accountants with a
special interest in government account-
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audit certificate
See audit opinion.

audit committee
A board of directors committee that se-
lects or participates in selection of the
company's outside auditors. Major prob-
lems encountered by outside auditors
during an audit, such as restrictions on
audit procedures or differences of opin-
ion with management over the presen-
tation of financial statements, are usually
brought to the attention of the audit
committee.

audit guides
See industry audit guides.

audit opinion
The report given by a certified public
accountant following an examination of
financial statements, expressing an opin-
ion on the fairness of presentation of
those statements. The opinion may take
one of the following forms: unqualified
opinion (see standard opinion); qualified
opinion (see "except for" opinion and "sub-
ject to" opinion); adverse opinion; disclaimer
of opinion.

audit program
A list or description of objectives to be
attained and procedures to be per-
formed during an audit.

audit report
See audit opinion.

audit trail
A chain of evidence, provided through
coding, cross references, and documen-
tation, connecting account balances or
other summary results to original trans-
actions and calculations. For example,
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the audit trail for total advertising ex-
pense for a period runs from the account
balance back through individual entries
in the account, to journal entries, and
finally to documents supporting the
journal entries such as paid invoices and
canceled checks. The purposes of an au-
dit trail are to permit verification of bal-
ances and to facilitate location and cor-
rection of errors.

auditing
The process of conducting an audit.

auditing standards
See generally accepted auditing standards.

auditor
One who performs an audit. External au-
ditors examine financial statements of a
client with a view to expressing an opin-
ion on their fairness; internal auditors
review the operating and managerial
practices of their employer to determine
conformity with established policies and
to seek cost savings and operating effi-
ciencies.

auditor's opinion
See audit opinion.

auditor's report
See audit opinion.

average cost
(I) Total cost divided by number of pe-
riods or units. (2) A method of costing
inventory by dividing the sum of begin-
ning inventory cost, plus cost of addi-
tions to inventory, by total units available
during the period.

AWSCPA
American Woman's Society of Certified Public
Accountants.



back order

back order
A sales order received for goods or serv-
ices that have not yet been delivered.
Back orders are filled as the goods be-
come available.

bad check
A check that is not covered by an ade-
quate balance in the bank; an NSF check.

bad debt
An account receivable or note receivable that
has become uncollectible, because of a
creditor's inability or unwillingness to
pay. Bad debts are recorded by either
the direct writeoff method or the allow-
ance method. With the former, a bad
debt is not recognized until it becomes
evident that the account will not be col-
lected; at that time the following journal
entry is made:
Bad Debt Expense xxx
. Accounts Receivable xxx
With the allowance method, which is
preferred, a bad debt expense is re-
corded each period to reflect the esti-
mated amount of that period's sales that
will ultimately prove to be uncollectible,
using the following journal entry:
Bad Debt Expense xxx

Allowance for Doubtful
Accounts xxx

When specific accounts are determined
to be uncollectible under the allowance
method, the following entry is made:
Allowance for Doubtful
Accounts xxx

Accounts Receivable xxx

bad debt expense
An amount deducted in determining in-
come to reflect the estimated portion of
receivables arising from current sales
that will not be collected. See bad debt for
examples of journal entries.
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balance
The remainder; in an account, the dif-
ference between debits and credits. For an
asset or liability the balance is the book
value or carrying value; for a revenue or
expense account the balance is the total
of that revenue or expense to date.
When accounts or other sums are said to
"balance," they are equal to each other.

base stock
A minimum level of inventory consid-
ered to be a more or less permanent in-
vestment; used in the base-stock method for
costing inventory.

base-stock method
A procedure for determining the cost of
inventory in which a base stock is valued
at a so-called normal price and any ad-
ditional quantity is valued on a last-in,

first-out basis.
balance sheet
A report of a company's assets, liabilities,
and equities, also called the statement of
financial position. The balance sheet gets
its name from the fact that the sum of
the assets eq uals the sum of the liabilities
plus equities; the totals "balance." Refer
to the appendix for an example.

BASIC
(Beginner's All-purpose Symbolic In-
struction Code) A simple and easily
learned computer programming lan-
guage designed primarily for time-shar-
ing usage.

bank reconciliation
An analysis of the items causing a differ-
ence between the balance in a bank ac-
count as shown in the depositor's records
(check register, check stubs, or cash ac-
count) and the balance reported on the
bank statement. Such items include out-
standing checks, deposits in transit and not
yet recorded by the bank, items collected
for the depositor by the bank but not yet
recorded by the depositor, and bank
service charges.

basis
The amount compared to (subtracted
from) proceeds from sale of property to
determine gain or loss for federal in-
come tax purposes. For example, sale of
an asset for $12,000 that has a basis of
$10,000 results in a gain of$2,000. The
basis is usually the cost or the book value,
but adjustments may be required or al-
lowed by Internal Revenue Service reg-
ulations.

bankruptcy
A condition under the Federal Bank-
ruptcy Act in which an individual's or
company's assets are assumed by a fed-
eral court official and used, to the extent
possible, to payoff creditors. Bank-
ruptcy may be either voluntary (elected
by the individual or company) or invol-
untary (forced by creditors). The attrac-
tion of bankruptcy is the opportunity to
be freed of oppressive debts and to start
again, debt free.

batch processing
A procedure in a computer system in
which similar items are accumulated and
processed as a group. Contrast with time
sharing.

beginning inventory
The inventory balance at the beginning
of an accounting period.

benefit-cost analysis
See cost-benefit analysis.
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betterment
An improvement to an existing asset that
results in increased productivity, better
service, or longer life; see also addition.
The cost of a betterment is capitalized,
that is, added to the asset account to be
depreciated over its future life.

"BigS"
The eight largest accounting firms in the
United States: Arthur Andersen & Co.,
Arthur Young & Co., Coopers & Ly-
brand, Deloitte, Haskins & Sells, Ernst
& Whinney, Peat, Marwick, Mitchell &
Co., Price Waterhouse & Co., Touche
Ross & Co.

bill of lading
A document issued by a transportation
or shipping company acknowledging the
receipt of goods for shipment.

bill of materials
A listing of raw material specifications and
quantities required for production of a
unit or batch of finished product.

bill of sale
A document formally conveying title to
goods or property from one party to an-
other.

bond
(1) A written coutract evidencjng a Ipng-
term, interest-bearinfi Ipan. Bonds may

.Qe secured by mortgages on specific as-
sets, or they may be debentures secured
oply by the earpjpg power and unmort-
gaged [fSOHtcAS of the horroweI. (2) A
cash or property deposit made to guar-
antee performance. For example, a con-
tractor may be required to deposit a per-
formance bond to ensure completion of
construction by a target date, after which



I
i

1 I1.

bond discount

all or part of the bond is forfeited. (3) A
form of insurance policy providing for
reimbursement to the employer for em-
ployee theft or defalcation.

bond discount
See discount on bonds payable.

bond premium
See premium on bonds payable.

bond sinking fund
-Resources accumulated, usually in the
form of investments in securities, to be
used for the retirement of bonds paya-
ble.

bonds payable
A liability account showing the balance
owed on bonds by the issuing company.
The account Bonds Payable has a normal
credit balance. Sale of bonds is recorded
in the following journal entry:
Cash xxx

Bonds Payable xxx
Bond redemption is recorded by:
Bonds Payable xxx

Cash xxx
See also discount on bonds payable, premium
on bonds payable.

book of original entry
The first place a transaction is recorded
in an accounting system; ajournal.

book value
The amount at which an item is carried
in accounting records and reported in
financial statements. Book value of a
fixed asset is original cost less accumulated
depreciation. Book value per share of com-
mon stock is equal to total assets, minus
total liabilities and any amount assigna-
ble to preferred stock, divided by the num-
ber of common shares outstanding.
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bookkeeper
A person who performs bookkeeping
work, such as preparing journal entries,
posting the general ledger, maintaining
accounts receivable and accounts paya-
ble ledgers, and preparing payrolls. A
bookkeeper is not required to exercise
the same level of judgment as an accoun-
tant and is generally on a lower level in
an organization.

bookkeeping
The detailed, routine work of preparing
and posting journal entries and main-
taining accounts. Bookkeeping is one as-
pect of accounting but requires less edu-
cation, creativity, judgment, and
authority.

books
Journals, ledgers, and other accounting
records.

boot
For federal income tax reporting pur-
poses, any additional cash given in con-
nection with a trade. For example, when
a used truck plus $5,000 cash arc given
for a new truck, the $5,000 cash is boot.

bottom line
A colloquial term referring to the end
result, the ultimate objective, the net ef-
fect; derived from the location of net
income as the last line on an income
statement.

breakeven analysis
A form of cost-volume-profit analysis that
focuses on the breakeven point, or point
of zero profit or loss. The breakeven
point is that volume (or level of revenue)
at which total revenue equals total vari-
able expenses plus total fixed expenses:
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p X = V X + F, where P = unit sales
price, X = volume, V = unit variable
expense, F = total fixed expenses.

breakeven chart
A chart used in cost-volume-profit analysis
to show the interrelationship of fixed
costs, variable costs, revenue, contribu-
tion margin, and profit or loss.

(A, contribution margin,
B, variable costs}

breakeven point
The volume of sales at which revenue is
equal to total expenses. See also breakeven
analysis.

budget
A financial plan showing estimated or
planned revenues and expenses. See
master budget, operating budget, capital
budget, cash budget.

budget variance
The difference between actual results
and amount budgeted; also used in a
standard cost system to refer to the overhead
spending variance.

burden
Seefactory overhead.
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burden rate
See overhead application rate.

business combination
The joining of two or more companies
to form a single organization for the con-
duct of business activities. (According to
APB Opinion 16, at least one of the orig-
inal companies must be a corporation.)
See also consolidation, merger, purchase me-
thod, pooling-of-interest method. Ref.: APB
Opinion No. 16, as amended.

by-product
A product whose total sales value is rel-
atively minor in comparison with the
sales value of the main product(s). For
example, a shoe manufacturer may pro-
duce leather key fobs as a by-product
from the leather scraps generated dur-
ing the production of shoes.
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CA
Chartered accountant.

callable bond
A bond that may be bought back or
"called" by the issuer after a specified
date and at a specified price; the call
price is greater than the par value of the
bond. The details of the call provision
are spelled out in the bond contract, or
indenture.

callable preferred stock
Preferred stock that may be bought back
or "called" at a specified price by the
issuing corporation, at its option.

Canadian Institute of Chartered
Accountants (CICA)
A national professional organization of
chartered accountants in Canada. The
Canadian Institute publishes the
monthly journal CA.

cancelled check
A check that has been paid by the bank
on which it is drawn. In paying or "clear-
ing" the check, the bank stamps its en-
dorsement on the front or back, thus
cancelling the check. A cancelled check
is no longer negotiable.

capacity
The maximum quantity that may be pro-
duced in a manufacturing facility during
a specified time period (usually a year)
and under specified or assumed condi-
tions.

capacity variance
See volume variance.

capital
(l) Owners' equity, or the interest of the
owners of a company in its assets, includ-
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ing both amounts paid in by the owners
and profits retained in the business. (2)
The long-term productive assets of an
enterprise. Note that these two meanings
refer to opposite sides of a balance sheet.

capital asset
A long-term, productive asset, such as a
building or manufacturing equipment.
For federal income tax purposes, capital
assets are primarily long-term invest-
ments in other companies; consult In-
ternal Revenue Service regulations.

capital budget
A plan for the acquisition of long-term
assets (such as plant and equipment),
showing planned expenditures by object
and date.

capital budgeting
The analysis and planning of invest-
ments in long-term assets.

capital expenditure
An amount spent for purchase of long-
term assets.

capital gain
For federal income tax purposes, an ex-
cess of proceeds over cost (or other basis)
from the disposition of a capital asset (pri-
marily long-term investments in other
companies). Capital gains are taxed at a
lower rate than ordinary income under
current Internal Revenue Service regu-
lations.

capital lease
A contract that transfers ownership of
property to the lessee at the end of the
lease term, covers a period of time equal
to at least 75% of the life of the property,
allows the lessee to purchase the prop-

capitalize

erty for a price significantly lower than
the fair value of the property (a "bar-
gain" price), or provides for payments
that in total approximate the value of the
property. A capital lease should be ac-
counted for as a sale or purchase of the
property involved instead of as a lease.
Ref.: FASB Statement No. 13.

capital leverage
A company's ability to generate an ad-
ditional return for stockholders by bor-
rowing, then using the borrowed funds
to obtain a return greater than the inter-
est rate; the excess thus accrues to the
stockholders. For example, consider the
following data for a company (assuming,
for simplicity, a zero tax rate):
Total assets $100,000
Total liabilities - 0 -
Total stockholders'
equity
Net income
Return on stock-
holders' equity 10%
Now assume that the company borrows
$100,000 at interest of 8% and uses the
proceeds to expand productive capacity.
Assume further that the company con-
tinues to earn a 10% return on these
additional assets. The data now appear
as follows:
Total assets
Total liabilities
Total stockholders'
equity
Net income before interest:

10% of
$200,000 =

Less interest ex-

$100,000
s 10,000

$200,000
$100,000

$100,000

$20,000

pense

Return on stock-
holders' equity

8,000 $ 12,000

12%
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This is an example of positive leverage;
negative leverage occurs when the after-
tax cost of interest exceeds the aftertax
return earned on the additional invest-
ment.

capital loss
For federal income tax purposes, an ex-
cess of cost or other basis over proceeds
from the disposition of a capital asset (pri-
marily long-term investments in other
companies). Capital losses are subject to
special treatment under Internal Reve-
nue Service regulations.

capital outlay
See capital expenditure.

capital stock
Shares of ownership in a corporation,
often used to describe common stock when
only one class of stock is outstanding.

capital surplus
See additional paid-in capital. (Note: the
term "surplus" is ambiguous and is now
avoided by most accountants.)

capitalization
(1) The sum of long-term debt and own-
ers' equity, representing the total long-
term equity in a company. (2) The proc-
ess of recording expenditures as long-
term assets instead of as expenses; see
capitalize.

capitalize
To record an expenditure as a long-term
or capital asset instead of as an expense.
For example, an addition to a building
is capitalized while a repair to the build-
ing might be expensed. The choice de-
pends on when the benefits from the
expenditure are expected. If the benefits
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are expected to be received over several
future periods, the expenditure is capi-
talized and the cost allocated via deprecia-
tion charges in the future periods; if the
benefits have already been received, the
expenditure is recorded as an expense.

carryback
See loss carryback and carryforward.

carryforward
See loss carryback and carryforward.

carrying charge
An amount periodically added to an out-
standing balance, usually calculated as a
percentage of that balance, to compen-
sate the creditor for interest, risk, and
expenses of processing the account. For
example, the carrying charge on a credit
card account is often I Y2% per month.

carrying value
See book value.

carryover
See 1055 carryback and carryforward.

CASB
Cost Accounting Standards Board.

cash
Currency and coin, unrestricted bal-
ances in bank accounts, and instruments
that are accepted for deposit by a bank
(such as checks and drafts). The Cash
account includes currency and coin plus
other "near-cash" items that have the
practical liquidity of currency. Cash is a
current asset and has a normal debit bal-
ance.

cash basis accounting
A method of accounting in which
changes in the condition of an organi-
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zation are recognized only in response
to tangible, external transactions and
events, generally involving either cash
payments or receipts. Contrast with ac-
crual accounting.

i
idend. Cash dividends are recorded as
follows:
Retained Earnings xxx

Dividends Payable (or
Cash) xxx

Alternatively, a separate Dividends ac-
count may be debited and subsequently
closed to the Retained Earnings account.

cash budget
A plan or projection of cash receipts and
expenditures for a given period of time.
See also statement of cash receipts and dis-
bursements.

cash equivalent
In an exchange of property, stock, and
the like, the amount of cash that would
have been required if cash had been
given instead of property or stock. For
example, if 1,000 shares of common
stock with a quoted market price of $8
per share are given in exchange for land,
the cash equivalent is $8,000.

cash disbursements journal
A special journal used exclusively for re-
cording cash disbursements. It typically
includes columns for date, check num-
ber, and check amount, followed by a
number of columns for the more com-
mon disbursement objects such as pur-
chases, salaries expense, and supplies
expense. The total of the check amount
column is posted as a credit to the Cash
account; the totals of the remaining col-
umns are posted as debits to the respec-
tive accounts.

cash flow
The amount of cash generated by op-
erations or by a specific project. This
term sometimes refers to gross or total
cash to be received, sometimes to net
cash after payment of expenses; the spe-
cific meaning must be determined from
the context.cash discount

A reduction in the amount due from the
purchase or sale of goods in return for
payment in cash by the buyer within a
specified period. Cash discounts are
often stated in the form rid" netld2,

meaning that a discount of r% is allowed
for payment within d , days, otherwise
the full amount is due in d2 days. Thus
2/10, n/30 means that a 2% discount is
allowed for payment within 10 days, or
else the full amount is due within 30
days. See also sales discount, purchase dis-
count.

cash flow statement
See statement of cashfiow.

cash receipts journal
A special journal used exclusively for re-
cording cash receipts. It typically in-
cludes columns for date, payee, Cash de-
bit, Accounts Receivable credit, Sales
credit, and miscellaneous credits.

cash surrender value
The amount to be paid to a policyholder
by an insurance company upon the can-
cellation of a life insurance policy. This
amount is accumulated periodically as
premiums are paid (which cover both

cash dividend
A dividend paid to stockholders in cash.
Contrast with stock dividend, property div-
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the insurance and an increase in cash
surrender value) and is substantially less
than the face value of the policy to be
paid upon the death of the insured. Cash
Surrender Value of Life Insurance is an
asset usually reported among invest-
ments on the balance sheet. When peri-
odic premiums are paid, the following
journal entry is made:
Life Insurance Expense xxx
Cash Surrender Value of
Life Insurance xxx

Cash xxx

cashbook
In a simple accounting system, a record
of cash receipts and disbursements with
a running balance.

casualty loss
For federal income tax purposes, a loss
due to some sudden, unexpected, or un-
usual cause, such as a fire or tornado.

cathode-ray tube (CRT)
An electronic vacuum tube (such as the
picture tube in a television set) used for
the visual presentation of data in a com-
puter system.

COP
Certificate in data processing.

central processing unit (CPU)
In a computer system the component
that contains the arithmetic and logical
elements, transfers data among the sys-
tem components, and controls the input-
output units.

certificate in data processing (COP)
A professional designation awarded by
the Data Processing Management Asso-
ciation to persons who pass the CDP ex-



certificate in management accounting

amination (covering data processing
equipment, computer programming
and software, principles of manage-
ment, quantitative methods, and systems
analysis and design), have a minimum of
three years of experience in data proc-
essing, and hold a bachelor's degree.

certificate in management
accounting (CMA)
A professional designation awarded by
the National Association of Accountants'
Institute of Management Accounting,
granted to an accountant who has met
the requirements of the Institute, in-
cluding satisfactory completion of a
comprehensive examination in econom-
ics and business finance; organization
and behavior, including ethical consid-
erations; public reporting standards, au-
diting, and taxes; periodic reporting for
internal and external purposes; decision
analysis, including modeling and infor-
mation systems.

certified internal auditor (CIA)
A professional designation awarded by
the Institute of Internal Auditors to persons
who have three years of experience in
internal auditing, a baccalaureate degree
or its equivalent, and have passed an ex-
amination covering principles of inter-
nal auditing, internal auditing tech-
niques, principles of management, and
disciplines related to internal auditing
(such as statistical sampling and elec-
tronic data processing).

certified public accountant (CPA)
A person who has met state statutory
requirements including passage of the
Uniform Certified Public Accountants
Examination prepared by the American
Institute of Certified Public Account-
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ants. Most states require a college degree
in accounting plus either a master's de-
gree or a minimum amount of accepta-
ble experience. Only certified public ac-
countants are allowed to use the
identifying initials CPA and to perform
the work of the CPA, including expres-
sion of an opinion on the fairness of fi-
nancial statements.

The certified public accountant and char-
tered accountant designations are usu-
ally considered equivalent.

CFA
Chartered financial analyst.

chartered financial analyst (CFA)
A professional designation awarded by
the Institute of Chartered Financial An-
alysts to persons who have passed a series
of three examinations, subscribe to the
institute's Code of Ethics and Profes-
sional Conduct, and have five years of
experience in financial analysis related
to securities investment. Candidates for
the examinations generally must have a
college degree.

changes in financial position
See statement of changes in financial posi-
tion.

charge
(I) A debit to an account. (2) A sale on
credit, where payment is not made im-
mediately (a sale on credit results in a
debit or charge to the customer's account
in the seller's ledger).

chattel mortgage
A mortgage against any property other
than real property. Thus a chattel mort-
gage might be used to convey an interest
in automobiles, merchandise inventory,
or stock certificates as security for a loan,
but not an interest in land and buildings.

charge and discharge statement
A periodic report, prepared by a trustee,
administrator of an estate, or other fi-
duciary, showing the receipt and dispo-
sition of resources by the trustee.

check
A written order to a bank to pay a spec-
ified amount from the issuer's bank ac-
count to the holder of the check; a ne-
gotiable instrument, classified as cash for
accounting purposes.

chart of accounts
A list of the accounts used by an organi-
zation, with each account usually as-
signed a number or code.

check register
A record of checks written, usually show-
ing check number, date, payee, amount,
purpose of the payment, and a running
balance for the bank account. Check reg-
isters may take several forms, ranging
from check stubs (bound with the
checks) to a separate book.

chartered accountant (CA)
A professional designation used in sev-
eral countries outside the United States,
and especially in British Commonwealth
countries, to designate one who has a
specified educational background and
experience, has passed a comprehensive
professional examination, and is thereby
authorized to practice public accounting.

CIA
Certified internal auditor.
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CICA
Canadian Institute of Chartered Account-
ants.

circularization
The audit process of confirming ac-
counts receivable and accounts payable
balances by writing directly to customers
and creditors; see confirmation.

"clean" opinion
See standard opinion.

closely held corporation
A corporation whose shares are owned
by a small number of persons and are
not traded publicly.

closing
(1) Activities performed at the end of an
accounting period or fiscal year, includ-
ing preparation of closing entries and fi-
nancial statements. (2) The act of final-
izing a sale or contract.

closing entries
Journal entries made at the end of a pe-
riod to transfer the net effect of the in-
come statement accounts (nominal ac-
counts) to owners' equity. A summary
closing account is used, typically called
Profit and Loss Summary or Income
Summary. The credit balances in reve-
nue and income accounts (for example,
Sales, Interest Income, Purchase Dis-
counts) are eliminated by a debit to each
of those accounts and a credit for the
total to Income Summary. The debit bal-
ances in expense accounts are eliminated
by a credit to each and a debit to Income
Summary. The net balance in the In-
come Summary account is then elimi-
nated by a debit (if a profit was realized)
or a credit (if expenses exceed revenues



cluster sampling

and a loss has occurred) to Income Sum-
mary and the opposite entry to Retained
Earnings (for a corporation) or to indi-
vidual owners' equity accounts.

cluster sampling
A sampling method in which groups or
clusters of items are identified, some of
the clusters are selected at random, and
all items in the selected clusters are ex-
amined. For example, in the audit of
advertising expenses an auditor might
define each month as a cluster, randomly
select two months, and then examine all
advertising expenses and supporting
documents for those two months.

CMA
Certificate in management accounting.

COBOL
(COmmon Business Oriented Lan-
guage) A business-oriented computer
programming language that uses com-
mon English nouns, verbs, and connec-
tives.

Code of Professional Ethics
A set of rules adopted by the member-
ship of the American Institute of Certified
Public Accountants for the guidance of
CPAs in relations with other CPAs, with
clients, and with the general public.
Sanctions for violations of ethical rules
by AICPA members include reprimands
and expulsion from the AICPA.

coinsurance
A provision in some insurance contracts
requiring the insured party to insure
property for at least a specified mini-
mum percentage of its fair market value
or share the loss proportionately with
the insurance company.
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collateral
Assets pledged to secure a note or bond
payable and to which the lender is enti-
tled if the borrower does not repay the
debt on time.

collusion
Secret cooperation between two or more
persons in the commission of fraud or
other misdeeds.

combination
See business combination.

comfort letter
A statement by a certified public accoun-
tant in connection with a securities of-
fering, given to the underwriter and le-
gal counsel, asserting that the CPA has
no information to indicate that the com-
pany's financial statements are false or
misleading.

committed cost
A fixed cost set by long-term decisions
such as those concerning plant size and
production layout. Committed costs are
not readily reduced and are generally
unaffected by short-run fluctuations in
the level of production.

common cost
See joint cost.

common size statement
A financial statement with amounts ex-
pressed as percentages instead of in dol-
lar amounts. For example, an income
statement might show total revenue as
100% and all other amounts expressed
as a percentage of total revenue.

common stock
Shares of ownership in a corporation
having voting rights (for election of

comptroller

members of the board of directors, for
example) but no special preference as to
dividends. When only one class of stock
is issued, it is common stock but is often
called capital stock. Preferred stock has
preference with respect to dividends
(dividends must be paid on preferred
stock before any can be paid on common
stock) but no voting rights. Sometimes
more than one class of common stock is
issued, with the different classes having
different contractual rights. Issuance of
common stock for cash is recorded as
follows:
Cash (total proceeds) xxx
Common stock (total par
value, or total proceeds
if no par value) xxx
Additional Paid-In
Capital (excess of pro-
ceeds over par value) xxx

Common Stock is an owners' equity ac-
count with a normal credit balance.

common stock equivalent
A security, such as preferred stock or
outstanding bonds, that may be viewed
as essentially equivalent to common
stock, usually because it may be con-
verted into common stock. The concept
is important in the calculation of earnings
per share. Ref.: APB Opinion No. 15.

completed-contract method.
A method of accounting for long-term
projects, usually construction projects, in
which profit on the project is recognized
only when the project is complete. Con-
trast with the percentage-of-completion
method.

compliance audit
A review of an organization's activities
related to a specific contract, program,
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or period of time to determine whether
these activities were performed in ac-
cordance with the requirements of ap-
plicable regulations, laws, or contract
provisions.

compliance test
See test of compliance.

compound interest
Interest calculated by applying the stated
interest rate to the original principal plus
any accumulated interest. Contrast with
simple interest. For example, $100 loaned
at 6% compound interest for three years
would accumulate to $119.10.
First year: $100 + $100(0.06) = $106
Second year: $106 + $106(0.06)
=$112.36
Third year: $112.36 + $112.36(0.06)
=$119.10

In contrast, the same amount invested at
6% simple interest would accumulate to
only $118.00.
First year: $100 + $100(0.06) = $106
Second year: $106 + $100(0.06) = $1l2
Third year: $112 + $100(0.06) = $118

compound interest method of
depreciation
A method of determining periodic de-
preciation expense that provides for an
amount of assumed interest based on the
decreasing asset book value. See annuity
method of depreciation and sinking fund
method of depreciation for examples.

compound Journal entry
A journal entry affecting three or more
accounts.

comptroller
An outmoded term for controller, rarely
used outside of government agencies.



Comptroller General

Comptroller General
The chief executive of the United States
General Accounting Office.

confirmation
(I) The audit process of seeking assur-
ance from third parties on certain bal-
ances, quantities, or other information
known to the third parties. For example,
letters are sent to customers asking them
to verify the amount owed to the audited
company, creditors are asked to verify
the amount owed by the company, and
banks are asked to verify the company's
cash balance. (2) The letter or form used
to provide such assurance.

conservatism
The practice of avoiding an overly opti-
mistic presentation in financial state-
ments by anticipating losses (recording
losses when they are less than certain)
but deferring gains (avoiding recogni-
tion of gains and profit until actually re-
alized). Conservatism in accounting is in-
tended to insure that assets, income, and
owners' equity are not overstated, but
the practice has at times resulted in sig-
nificant understatement of these items.

consignment
A transfer of physical custody of goods
from the owner to one who acts as an
agent for the owner. Legal title is re-
tained by the owner or consignor; phys-
ical possession passes to the agent or con-
signee. The consignee usually has
specified authority to act for the owner,
often by selling the goods on commis-
sion.

consistency
The use of the same accounting princi-
ples in the presentation of a company's
financial statements from one period to
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the next. Consistency in accounting does
not refer to agreement in principles used
by two different companies.

idated accounts; for example, parent
and subsidiary cash accounts are added
together to arrive at consolidated cash,
parent and subsidiary sales to outsiders
are added to produce consolidated sales,
and so forth. If a portion of the shares
of any subsidiary is not owned by the
parent, the minority interest of these re-
maining shareholders in earnings and in
stockholders' equity is reported sepa-
rately.

consolidated balance sheet
See consolidated financial statements.

consolidated financial statements
Financial statements that include the ac-
counts of both a parent company and any
controlled subsidiary companies; these in-
clude the consolidated balance sheet,
consolidated income statement, and con-
solidated statement of changes in finan-
cial position. Since a parent company can
usually control the affairs of its subsidi-
aries, statements prepared for the par-
ent or for any of the individual subsidi-
aries do not reflect the activities of the
entire entity, and are thus subject to ma-
nipulation. See also consolidation.

contingency
An event that may occur but cannot be
predicted with any reasonable degree of
certainty.

contingent liability
A liability that will develop if some spec-
ified event (contingency) occurs, such as
an unfavorable judgment in a lawsuit.
Contingent liabilities are reported par-
enthetically or in footnotes to financial
statements (the amount of contingent li-
abilities is not added into the total for
liabilities), and then only when there is
a significant probability that the contin-
gency will occur.

consolidated income statement
See consolidated financial statements.

consolidated statement of changes
in financial position
See consolidatedfinancial statements.

consolidation
The process of combining the accounts
of a parent company and its subsidiary com-
panies to produce consolidated financial
statements. In the consolidation process
balances due within the group (payables
from parent to subsidiary and vice versa,
payables from one subsidiary to another)
offset each other and are thus elimi-
nated, as are balances associated with in-
tragroup investments (investment ac-
count on the owning company's books
and equivalent owners' equity accounts
on the affiliated company's books). Like
accounts of parent and subsidiaries are
then added together to produce consol-

continuing professional education
(CPE)
Educational acnviues such as courses,
seminars, and workshops undertaken by
professional accountants beyond formal
academic degree programs. Many ac-
countants continue their professional
education throughout their careers, and
several states now require continuing
professional ed ucation to retain a license
to practice as a CPA.

contra account
An account that is an offset to (or a de-
duction from) another account. The

29

contra account is used instead of reduc-
ing the primary account directly, in or-
der to retain the original balance infor-
mation shown in the primary account.
Accumulated Depreciation, Allowance
for Doubtful Accounts, and Discount on
Bonds Payable are examples of contra
accounts.

contra asset
An account balance ded ucted from an
asset account to give net book value. Ex-
amples are Accumulated Depreciation
(deducted from a fixed asset account)
and Allowance for Doubtful Accounts
(deducted from Notes and Accounts Re-
ceivable). A contra asset has a normal
credit balance. See also contra account.

contributed capital
Either paid-in-capital or donated capital;
the specific meaning must be inferred
from the context.

contribution approach
A method of analyzing, evaluating, and
reporting performance that emphasizes
the relationship of variable costs to reve-
nue. See also contribution margin, contri-
bution income statement.

contribution income statement
A report on a company's operations for
a period in which all variable costs are first
deducted to give the contribution margin
and then allfixed costs are deducted ~o
give net income. Refer to the appendix
for an example, which should be con-
trasted with the ordinary income state-
ment, also illustrated in the appendix.

contribution margin
The excess of revenue over variable costs
(including manufacturing, selling, and
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administrative variable costs) for a prod-
uct, department, company, or other
profit center, indicating the contribution
to fixed costs and profit.

control account
A single account that summarizes ("con-
trols") a number of subsidiary accounts. A
control account is used to avoid clutter-
ing the chart of accounts and general ledger
with numerous individual accounts. For
example, the control account may be
.supported by many (hundreds of thou-
sands, in a large public utility) individual
receivable accounts. The subsidiary ac-
counts are maintained in a subsidiary
ledger. Entries in subsidiary accounts
must be matched by like entries in the
control account (and vice versa), and the
sum of the balances in the subsidiary
ledger should equal the balance in the
control account.

controllable cost
A cost that can be affected ("controlled")
by a given manager or at a given level of
authority. Classification of costs as con-
trollable or uncontrollable by given man-
agers is an essential aspect of responsibility
accounting.

controller
The chief accounting officer of an or-
ganization (in some organizations the
counterpart of a controller bears the title
financial vice-president). The controller
is usually responsible for the design and
direction of the information system in-
cluding internal control, cost accounting,
financial accounting, tax planning and
reporting, and external financial re-
porting. Sometimes spelled comptroller.
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conversion cost
A cost of transforming raw materials into
finished products. In a cost accounting
system the two categories of conversion
costs are direct labor and factory overhead.

correlation coefficient
A statistical measure of the strength of
the relationship between two or more
variables. The formula for simple (two
variable) correlation is

n C~XY) - (LX) (~Y)
r = -===================

Y{n (LX2) - (LX)2} {n (~y2) _ (~y)2}

Where r = coefficient of correlation, n

= number of sets of observations, X =

value of an independent variable, Y =
value of the associated dependent vari-
able, ~ = the summation operator (that
is, LX means the sum of all the values of
X). The coefficient can assume values
from - I to + I, with - I indicating a
perfect negative relationship and + I in-
dicating a perfect positive relationship.
A coefficient value around 0.0 indicates
no relationship between the two vana-
bles. See also multiple correlation

convertible bond
A bond that may be exchanged, under
prescribed conditions, for a specified
number of shares of the issuing com-
pany's stock.

convertible preferred stock
Preferred stock that may be exchanged,
under prescribed conditions, for a spec-
ified number of shares of the issuing
company's common stock.

copyright
The exclusive right to publish and con-
trol specific literary material, granted
under federal law for a prescribed pe-
riod of time. A copyright is accounted
for as an intangible asset.

cost
The sacrifice made to acquire a good or
service. The term is virtually meaning-
less without an indication of the type of
cost, such as incremental cost, variable cost,
fixed cost, replacement cost, historical cost.
The terms cost and expense are often con-
fused. Cost refers to the initial sacrifice
that may be charged against income im-
mediately or carried as an asset for some
period of time, while expense is used
only to indicate a current charge against
Income.

corporate readjustment
See quasi reorganization.

corporate social accounting
See social accounting.

corporation
An organization chartered under the
laws of a state for a specified purpose
(although the statement of purpose is
usually very broad). Ownership interests
in a corporation are represented by
shares of stock; owners are called share-
holders or stockholders.

cost accountant
A person whose work is primarily the
measurement, accumulation, analysis,
and control of costs, and especially prod-
uct costs.

correlation
The degree of relationship or association
between two or more variables. See also
correlation coefficient.

cost accounting
A broad field of accounting concerned
primarily with the measurement, accu-
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mulation, and control of product costs.
Contrast with management accounting
which includes the field of cost account-
ing but is broader.

Cost Accounting Standards Board
(CAS B)
A body established by Congress and
headed by the Comptroller General, with
responsibility for setting standards or
rules to be followed by contractors in
accounting for costs under defense con-
tracts. The board's standards have also
been adopted by the General Services
Administration and thus apply to non-
defense contracts executed by federal
agencies.

cost card
See cost sheet.

cost center
Any element of an organization-a di-
vision, department, field office, plant,
territory, function, product-for which
costs may be separately accumulated.

cost depletion
A depletion charge calculated by multi-
plying the cost of a natural resource by
a fraction representing the proportion
removed or consumed during the cur-
rent period. For example, the depletion
charge based on cost for 10,000 tons
of coal mined from land that originally
cost $2,000,000 and is expected to pro-
vide 100,000 recoverable tons IS

10,000/100,000 x $2,000,000, or
$200,000. Contrast with percentage deple-
tion.

cost of capital
The sacrifice made to obtain the use of
long-term funds, for example, interest



cost of goods manufactured

and financing charges on a bond issue.
A weighted cost of capital is often cal-
culated that takes into account the rela-
tive amounts of outstanding current and
long-term debt, preferred stock, and
common stock. This calculation can be
quite complex; refer to a current finance
text for details.

cost of goods manufactured
The cost of goods completed during a
period, including any costs in beginning
work-in-process inventory but excluding
costs in the ending work-in-process in-
ventory. Refer to the appendix for an
illustration of a statement of cost of
goods manufactured, showing the full
calculation.

cost of goods sold
The sum of all costs required to acquire
and prepare goods for sale. In a manu-
facturing concern these include the
manufacturing costs of materials, labor,
and overhead. In a merchandising or-
ganization cost of goods sold includes
the purchase cost of merchandise plus
costs such as transportation in, receiving
and inspection, and storage. Cost of
goods sold is often calculated as follows:
Beginning inventory xxx
Add purchases (or cost of goods
manufactured)
Goods available for sale
Less ending inventory
Cost of goods sold

xxx
xxx
xxx
xxx

cost of manufacturing
All costs incurred in the manufacturing
process during a period, whether the
units involved were completed during
the period or not. Cost of manufacturing
consists of direct material, direct labor, and
factory overhead costs. Compare cost of
goods manufactured.
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cost of sales
See cost of goods sold.

For example, the price for a job with
accumulated costs of$800 and a contract
calling for a fixed fee or profit of $100
would be $900; if the contract called for
cost plus profit equal to 10% of cost, the
price would be $800 + $80, or $880.

cost recovery method
A method of accounting for installment
sales and other long-term contracts in
which gross profit is recognized only
after collections exceed the cost of the
goods sold or other costs incurred under
the contract; collections prior to that
point are treated as recovery of cost with
no profit component. Because of its ex-
treme conservatism, this method is
rarely used. See also installment sales
method.

cost-volume-profit analysis
A general method for investigating the
interaction of changes in costs and vol-
ume on profit, used in evaluating alter-
natives such as a change in selling price,
introduction of a product, opening a
new territory, and expansion of capacity.
The method relies on the identity:
(Unit sales price)(units sold) =

(Variable expense per unit)(units sold)
+ (fixed expenses) + (net profit), or

Revenue = Variable expenses + fixed
expenses + net profit.
See also breakeuen analysis.

cost sheet
A record of costs incurred on a single
unit, job, or batch. The record usually
provides for accumulation of data on di-
rect material and direct labor used on the
job along with an allocation of factory
overhead. CPA

Certified public accountant.
cost-benefit analysis
The systematic comparison of expected
costs and benefits of a course of action.
When benefits and costs are measured
on the same scale, such as dollars, the
benefits should exceed the costs for a
given course of action to be taken. When
benefits cannot be measured readily in
dollars, cost-benefit analysis generally
requires the comparison of two or more
alternatives that are estimated to provide
the same benefits (such as the same level
of national defense) and selection of the
alternative with the lowest cost.

CPE
Continuing professional education.

CPM
(I) Critical path method; see program
evaluation and review technique. (2) In data
processing operations, cards per minute.

CPU
Central processing unit.

credit
(1) An entry on the right side of an ac-
count. Credits increase liabilities, reve-
nues, and owners' equity; they decrease
assets and expenses. (2) To make an en-
tryon the right side of an account. (3)
The privilege of delaying payment on a
purchase. Note that in everyday Ian-

cost-plus pricing
A method of determing the price for
work done under contract in which
either a fixed amount or a percentage of
cost is added to costs under the contract.
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guage a "credit" is usually good, as in "a
credit to her country." The term has no
such connotation in accounting.

credit balance
The status of an account when the sum
of the credit entries exceeds the sum of
the debit entries. Liability, owners' equity,
and revenue accounts normally have a
credit balance; so do certain contra ac-
counts that offset assets, such as Allow-
ance for Doubtful Accounts and Accu-
mulated Depreciation.

credit memorandum
An authorization to reduce a customer's
account (a credit to Accounts Receivable)
due to an error in pricing, an incomplete
shipment, returned goods, and the like.

credit sale
A sale on which payment is not made
immediately. Credit terms may range
from a few days to several months and
may provide for a cash discount.

creditor
One to whom an amount is owed.

critical path method (CPM)
See program evaluation and review tech-
nique.

crossfoot
To add a row of figures. See also foot.

CRT
Cathode-ray tube.

cumulative preferred stock
Preferred stock with a contractual provi-
sion that calls for all dividends in arrears
on the preferred stock to be paid before
any common stock dividends may be



current asset

paid. Dividends on cumulative pre-
ferred stock become in arrears when
they are passed, or not declared, for any
period.

current asset
An asset expected to be sold, used, or
converted into cash within one year or
one operating period, whichever is longer.
A term of one year is often assumed
without regard to the length of the op-
erating period. Current assets typically
include cash, marketable securities,
notes and accounts receivable, invento-
ries, and prepaid expenses.

current liability
An obligation expected to be paid or met
by the use of current assets, often used to
refer to obligations to be settled within
one year. Current liabilities typically in-
clude short-term notes payable, accounts
payable, salaries and wages payable, in-
come taxes payable, payroll raxes paya-
ble, accrued expenses, and the portion
of long-term debt payable within the
current year.

current operating performance
method
A method of reporting the results of op-
erations in which extraordinary trans-
actions or corrections of the results of
prior periods are not included in the de-
termination of current income but are
instead shown as adjustments to retained
earnings. The current operating per-
formance method is not acceptable un-
der current accounting standards. Con-
trast with all-inclusive method. Ref.: FASB
Statement No.9.

current ratio
Total current assets divided by total current
liabilities; a rough indication of a com-
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pany's ability to meet its short-term ob-
ligations.

current value
A value based on recent transactions or
estimates. Three forms of current value
are recognized: replacement cost, resale or
market value, the present value of future
cash flows or benefits. Contrast with his-
torical cost.

cutoff test
An audit procedure to determine
whether transactions occurring shortly
before or after the end of a period have
been recorded in the proper period.

c-v-p analysis
Cost-volume-profit analysis.

cycle billing
A procedure in which a certain number
of customers' bills or statements are sent
out each cycle (day, week). For example,
one-third of the statements may be
mailed on the 10th, the 20th and the
30th of each month. Cycle billing
spreads the work load more evenly and
results in a smoother flow of cash re-
ceipts.



data processing

data processing
Recording, storing, manipulating, and
reporting data, usually in a computer-
ized or electronic system. See also elec-
tronic data processing.

date of record
The date, specified when dividends are
declared, that is used to determine en-
titlement to dividends. Stockholders
owning shares of stock on the date of
record are entitled to the dividend; those
acquiring shares after that date are not.

days' sales in Inventory
A measure of the age or adequacy of
inventory, calculated by dividing the
ending inventory balance by average
daily cost of goods sold (or used, if raw
material inventory is heing evaluated)
for the preceding period. The following
formula may be used:
Days' sales in inventory =

Ending inventory balance x Number
of working days in the year
Cost of goods sold for the year

days' sales in receivables
A measure of the age or currency of
receivables, calculated by dividing the
ending receivahles balance by average
daily credit sales for the preceding pe-
riod. The following formula may be
used:
Days' sales in receivables =
Ending receivables balance x Number
of working days in the year
Credit sales for the year

DCAA
Defense Contract Audit Agency.

DDB
Double declining balance; see declining
balance depreciation.
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debenture
A bond or long-term loan not separately
backed or secured by specified assets.
Debentures are sometimes inappro-
priately described as "unsecured," but
they are actually secured by the total un-
mortgaged resources and the potential
earning power of the borrowing com-
pany. Contrast with mortgage bond.

debt-equity ratio
The ratio of either total liabilities or total
long-term debt to total stockholders' eq-
uity (the exact meaning must be deter-
mined in the context). The debt-equity
ratio is a measure of the extent to which
assets are financed by investors or by
lenders.

debit
(I) An entry on the left side of an ac-
count. Debits increase assets and ex-
penses, and decrease liabilities, owners'
equity, and revenues. (2) To make an
entry on the left side of"an account.

debtor
One who owes or has an obligation to
another. Contrast with creditor.

debug
To review and test a computer program
in order to locate and correct errors.

debit balance
Ihe status of an account whc n the sum

of the debit entries exceeds the sum of
the credit entries. Asset and expense ac-
counts normally have a debit balance: so
do certain contra accounts that offset li-
abilities and owners' equity, such as Dis-
count on Bonds Payable and Treasury
Stock,

declining balance depreciation
A form of accele ra ted depreciation in which
each year's depreciation charge is cal-
culated by applying a constant percent-
age to the asset's book value. See double
declining balance for an example,

defalcation
See embezzlement.

debt
An obligation to pay cash or other goods
or to provide 'services to another; a lia-
bility,

default
To fail to make a payment when due,

debt restructuring
See troubled debt restructuring,

Defense Contract Audit Agency
(DCAA)
An agency of the US Department of De-
fense charged with conducting audits of
work performed by firms under negoti-
ated defense contracts, to ensure com-
pliance with contract terms and with de-
fense acquisition regulations,

debt service cost
The amount needed during a given pe-
riod to cover all payments necessary in
connection with outstanding debt, in-
cluding interest, payment on principal,
and any required contribution to a sink-
ing fund.

deferred charge - f ~"feI')~
An outlay not recognized as an imme-
diate expense but carried forward as an
asset, to be written off as an expense in
future periods. Prepaid expenses and or-
ganization costs are examples, A deferred~-------
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charie is an asset with a normal debit
balance,

deferred ~edlt) ~ eo V
Unearned revenue; the credit to the reve-
nue ac20um Is deferred until the period
in which It IS to be earned, A r~ay-
ment received in advance is an example,- =.0:..,.- ..,_.===:m
deferred income tax liability
An estimated amount of future income
taxes that may become payable from in-
come already earned but not yet recog-
nized for tax reporting purposes, This
is not an actual liability or present obli-
gation hut instead represents an attempt
to compensate for timing differences in
the recognition of certain income and
expense items for tax reporting and for
financial reporting purposes, A major
source of this difference is a difference
in depreciation methods, with straight-
line depreciation often used for financial
reporting but accelerated depreciation used
for tax purposes (thus producing a
larger current deduction and a lower
current income amount for tax pur-
poses). The Deferred Income Tax Lia-
bility account has a normal credit bal-
ance. It is first recognized through the
following journal entry:
Income Tax Expense xxx
Deferred Income Tax
Liability xxx

Theoretically an entry to write off the
liability is made when the timing effect
is reversed (when income reported for
tax purposes exceeds income for finan-
cial reporting purposes):
Deferred Income Tax Li-
ability xxx

Income Tax Expense xxx
Some accountants argue that this latter
entry will never be made in a company
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that is growing or regularly replacing its
fixed assets. Ref.: APB Opinion No. 11.

deficiency letter
A letter sent by the Securities and Ex-
change Commision to a company that
has filed a registration statement, notifying
the company of errors, omissions, or
other problems with the statement.

deficit
A negative or debit balance in retained
earnings, indicating an excess of losses
and dividend distributions over earnings
since the business began.

demand deposit
A deposit in a checking account In a
bank.

depletion
The reduction in quantity of natural re-
sources such as mineral deposits and
timber stands, due to mining, harvest-
ing, recovery, and the like. Depletion is
recognized by a periodic charge to ex-
pense accompanied by an equal reduc-
tion in the depletable asset balance. De-
pletion expense is recorded by the
following journal entry:
Depletion Expense xxx
Asset account (or Allow-
ance for Depletion) xxx

See also percentage depletion.

depreciable
Subject to depreciation. Depreciable assets
are those held for long periods of time,
such as buildings, furniture, and equip-
ment; they decline in value or utility over
time through use or obsolescence. Non-
depreciable assets are those whose value
does not decline over time, for example,
land, patent rights, and investments in
shares of other companies.
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depreciation
The reduction in value of tangible, long-
lived assets, from use or obsolescence.
This decline in value is recognized in
accounting by a periodic allocation of the
original cost of the asset to current op-
erations. While loss in value is the basis
for recording depreciation, accountants
maintain that the depreciation charge is
not intended to recognize the actual pe-
riodic value loss but is merely a system-
atic allocation of original cost over the
asset's useful life. See also straight-line de-
preciation, declining balance depreciation,
sum-of-the-years-digits depreciation, units of
production depreciation, annuity method of
depreciation.

depreciation expense
An amount deducted from revenue in
determining income, based on an allo-
cation of a long-lived asset's original cost
over the years of its useful life. See also
depreciation. Depreciation expense is re-
corded in the following journal entry:
Depreciation Expense xxx
Accumulated Deprecia-
tion xxx

detailed audit
An audit in which all or virtually all trans-
actions are examined by the auditor,
usually performed at the request of a
client concerned about a possible embez-
zlement. A normal audit involves sam-
pling and examination of selected trans-
actions.

development cost
A cost incurred in the oil and gas indus-
try to prepare well sites, drill wells, or
install production and storage facilities.
Ref.: FASB Statement No. 19.

discount on bonds payable

development stage enterprise
A business organization that is not yet
earning significant revenue from its (an-
ticipated) principal operations, and in
which substantially all efforts are de-
voted to establishing the business rather
than to conducting normal operations.
Ref.: FASB Statement No.7.

differential cost
The additional cost of taking one alter-
native compared to the cost of another
alternative (including the cost of taking
an action compared to the cost of taking
no action); the amount by which total
costs will differ if a given alternative or
course of action is taken.

direct cost
A cost that can be readily identified with
and traced to units of product manufac-
tured or an organizational unit or activ-
ity. Raw materials and labor employed
in the manufacturing process are two
common forms of direct product costs
(direct labor and direct material).

direct costing
A method of accounting for the cost of
manufactured products in which only
variable manufacturing costs (direct ma-
terials, variable direct labor, variable fac-
tory overhead) are charged to products.
Fixed factory overhead is not charged to
products but is written off in (charged
to) the accounting period in which it is
incurred. The alternative to direct cost-
ing is absorption costing.

direct labor
Factory labor that is significantly in-
volved in the manufacture of a product
and whose cost can be practically asso-
ciated with specific units or batches of
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product. The cost of indirect labor, on the
other hand, cannot be readily assigned
to units of product and so is charged to

factory overhead.

direct material
Raw material used in production that
can be readily identified with and as-
signed to specific units or batches of
product.

disbursement
An expenditure or payment, in cash or
by check.

disclaimer
A statement by a certified public accoun-
tant that an audit opinion cannot be ex-
pressed on a company's financial state-
ments. Disclaimers are rendered when
the CPA is not independend with respect
to the reporting company, when suf-
ficient evidence on which to base an
opinion is not available or cannot be
obtained, or when the outcome of
significant matters affecting the financial
statements is so uncertain that the CPA
cannot form an opinion.

discount
(1) A reduction from an original amount
such as cash discount and sales discount. (2)
To reduce an amount due at some time
in the future to its present value by apply-
ing a discount rate.

discount on bonds payable
The amount by which proceeds from is-
suance of bonds fall short of the face
amount, or par value. The discount is
charged off, or amortized, against bond
interest expense over the life of the
bonds. The entry to record issuance of
bonds at a discount is:



discount rate

Cash xxx
Discount on Bonds Paya-
ble xxx

Bonds Payable xxx
The entry to record periodic amortiza-
tion of the discount is
Bond Interest Expense xxx

Discount on Bonds
P~ilik =x

Discount on Bonds Payable is a contra
account that is deducted from the bal-
ance of Bonds Payable on the balance
s'heet and has a normal debit balance.

discount rate
The rate used to reduce an amount due
in the future to its present value. The dis-
count rate represents the alternative re-
turn sacrificed by the investor because of
the commitment of resources to the in-
vestment under consideration.

discounted cash flow
(I) The method of evaluating a long-
term project that explicitly takes into ac-
count the time value of money. (2) The
present value of all expected net cash re-
ceipts from a project, discounted by an
appropriate discount rate.

discounted present value
A method of evaluating a long-term
project in which future cash receipts and
expenditures (cash flows) are reduced to
their present value, and the result is com-
pared with the outlay required for the
project.

discovery sampling
Sampling undertaken in order to esti-
mate whether a given characteristic oc-
curs in a group (population, in statistical
terminology) at or above a specified rate.
The sampling plan is designed to pro-
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vide a prescribed level of assurance that
at least one item with the given charac-
teristic will be encountered if the actual
rate of occurrence in the group is at or
above the specified rate. For example,
an auditor might develop a discovery
sampling plan that will provide 95% as-
surance (or confidence) that at least one
can of spoiled food is discovered if 0.02%
of the cans in a batch are spoiled.

able is a liability account with a normal
credit balance. When dividends to be
paid at a later date are declared, the fol-
lowing entry is made:
Dividends (or Retained
Earnings) xxx

Dividends Payable xxx
When these dividends are actually paid,
the entry is
Dividends Payable xxx

Cash xxx

discretionary cost
A cost that may be changed or controlled
by a given manager during a decision or
planning period, for example, advertis-
ing and charitable contributions.

donated capital
Owners' equity arising from a gift of as-
sets to a company. The donated assets
are recorded at fair market value or ap-
praised value and an equal amount is
added to owners' equity. Although such
donations are rare, they are occasionally
made by government units, usually to
induce a business to locate in a particular
area, or by stockholders. Donated Capi-
tal is an owners' equity account with a nor-
mal credit balance. A donation is re-
corded by the following journal entry:
Asset account xxx

Donated Capital xxx

disposal value
The estimated amount of cash or other
resources that can be obtained from the
sale of an asset. See also residual value.

distribution cost
A cost incurred to market and ship a
product.

dividend
A distribution of corporate earnings
made to shareholders in proportion to
the number of shares owed. The most
common dividends are cash dividends and
stock dividends.

double declining balance (DDB)
A widely used version of declining balance
depreciation in which the annual depre-
ciation charge is calculated by applying
double the straight-line depreciation per-
centage rate to the asset's remaining book
value. For example, the straight-line rate
for an asset that costs $10,000 and has a
ten-year expected useful life is 1/10, or
10%. With the double declining balance
method a rate of 20% is used, and de-
preciation charges in the first three years
are calculated as follows:

dividends in arrears
Dividends that have been passed (not
declared) on cumulative preferred stock.
Dividends in arrears are not a liability to
the corporation but must be paid before
any dividends may be declared and paid
on common stock.

dividends payable
The amount of dividends previously de-
clared but not yet paid. Dividends pay-
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Year

I 2 3

Book value $10,000 $8,000 $6,400
DDB rate 20% 20% 20%
Deprecia-
tion charge 2,000 1,600 1,280
New book
value 8,000 6,400 5,120

double-entry bookkeeping
The system of bookkeeping in which
every transaction calls for entries in at
least two accounts to reflect the dual ef-
fect of each transaction on the organi-
zation. For example, when salaries are
paid the effects are (I) a recognition of
expense and (2) a reduction in cash.

draft
A written order from a creditor to a debtor
to pay a specified amount to a third
party; the debtor's liability for the draft
arises when he signs his acceptance on
the draft itself. A check is a draft drawn
by a depositor (creditor) on a bank
(debtor) and payable to a designated
third party (payee).





earned surplus

earned surplus
A term for retained earnings, no longer
favored by most accountants.

earnings per share
Net income for a year, divided by the
average number of common shares out-
standing during that year. Net income
should first be reduced by any preferred
stock dividends applicable to the period.
Primary earnings per share are calcu-
lated by dividing net income by the av-

, erage number of shares of common
stock and common stock equivalents out-
standing during the year. To determine
fully diluted earnings per share, the
number of shares that would have been
issued if all convertible securities had
been converted into common shares is
added to the average number of shares
outstanding during the year; net income
is then divided by this total. Ref.: APB
Opinion No. 15.

economic lot size
See economic order quantity.

economic order quantity (EOQ)
The order size or production run size
that minimizes the total cost of ordering
and carrying inventory. One formula
used to calculate this quantity is EOQ =

V2QP!C, whereEOQ = economic order
quantity, Q = quantity needed for the
period, P = cost of placing one order, C
= cost of carrying one unit, including
sacrificed return on investment, for one
period.

EDP
Electronic data processing.

efficiency variance
see labor efficiency variance, overhead effi-
ciency variance.
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EFTS
Electronic funds transfer 'system.

8-K
A report that must be filed with the Se-
curities and Exchange Commission by
any company whose securities are traded
on a national or over-the-counter mar-
ket, giving the details on any material
event, such as a change in external au-
ditors. The report must be filed within
ten days after the close of the month in
which the event occurs and is available
at the SEC for inspection by the public.

electronic data processing (EDP)
The recording, storage, manipulation,
transmission, and reporting of inform-
ation using computers or other elec-
tronic equipment.

electronic funds transfer system
(EFTS)
A computerized communications and
data processing system for bank ac-
counting in which transactions data are
transmitted electronically, instead of by
documents such as checks. For example,
a sale recorded on a terminal at a store
could be transmitted electronically, re-
sulting in an immediate reduction of the
customer's bank account and an addition
to the store's account.

embezzle
To unlawfully take money or other
property of another that is in one's cus-
tod y. See also embezzlement.

embezzlement
The unlawful taking of money or other
property of another that has been placed
in one's custody. A bank cashier who
steals cash belonging to the bank, an ac-

equity method

counts receivable clerk who cashes cus-
tomers' checks and retains the proceeds,
and a stockroom clerk who steals sup-
plies, are all embezzlers.

embezzler
A person who unlawfully takes money
or other property of another that has
been placed in that person's custody; see
also embezzlement.

encumbrance
An internal commitment, expressed
within a government agency, to use
funds for a designated purpose. An en-
cumbrance is not an external liability but
an expression of intent designed to pre-
vent limited funds from being over-
spent. See reserve for encumbrances for a
detailed example.

ending inventory
The inventory at the end of an account-
ing period.

engagement le«er
A letter from a certified public accoun-
tant or public accountant to a client spec-
ifying the details of and the accountant's
responsibilities in connection with an en-
gagement. For example, the engage-
ment letter may state that the CPA will
examine the company's financial state-
ments as of December 31, 19xx, in ac-
cordance with generally accepted audit-
ing standards, with the objective of
expressing an opinion on the fairness of
the presentation of the financial state-
ments in conformity with generally ac-
cepted accounting principles; and the
fee for the work will be based on normal
per diem rates plus out-of-pocket ex-
penses. The engagement letter is often
signed by the client and returned to the
accountant as a contract.
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enterprise fund
A governmental unit that provides
goods or services to the public for a
charge. An enterprise fund is accounted
for much like a private business.

entity
Any separately identifiable company,
project, system, organization, person, or
other economic unit. See also entity con-
cept.

entity concept
The notion that the financial position
and activities of an economic unit such
as a business firm can be accounted for
separately from the affairs of its owners. ~I

~ientrepreneur
A person who provides the managerial
and organizational thrust for a new busi-
ness venture.

entry
Seejournal entry.

EOQ
Economic order quantity.

equity
An interest in or claim against resources.
Both creditors and owners of a company
have an equity in the company's assets.
See also owners' equity.

equity method (
A method of accounting for a significan~
investment in another company under
which the carrying value of the invest-
ment is increased to reflect a propor-
tional share of the owned company's
earnings and decreased for dividends
received. The investment's carrying
value thus reflects the investor's share of



equivalent units

the change in the other company's net
assets. For example, assume the Brown
Company purchases 30% of the out-
standing common stock of the White
Company on December 31, 19x 1 for
$10,000; the carrying value of the in-
vestment on Brown's books is $10,000.
During 19x1 the White Company earns
$4,000 of net income. Under the equity
method Brown Company records a
$1,200 increase (30% of $4,000) in its
investment with the following journal
entry:
Investment in White
Company 1,200

Share of Income in
White Company 1,200

On January 10, 19x2, White Company
pays a dividend of $3,000; Brown Com-
pany receives 30% or $900, recorded as
follows:
Cash 900

Investment in White
Company 900

The carrying value of the investment
after these transactions IS $10,300
($10,000 + $1,200 - $900). Ref.: APB
Opinion !':o. 18.

equivalent units
In a process costing system, the number of
units of product that could have been
produced if all work had been per-
formed only on units that were started
and completed during the period. For
exam pIe, 12 units that are each one-third
completed represent 4 equivalent (full)
units.

estate tax
A tax based on the value of property
transferred to a person's estate upon
death.
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estimation sampling
Sampling undertaken in order to develop
an estimate concerning a larger group
("population," in statistical terminology).
The estimate may be of a group value
such as the total dollar amount of in-
voices in a file (sampling for variables), or
it may be an estimate of the number or
percentage of items having a certain
characteristic, such as proper approval
or arithmetic correctness (sampling for
attributes) .

ethics
See Code of Professional Ethics.

"except for" opinion
A certified public accountant's audit opin-
ion on a company's financial statements
that (1) the statements are not presented
fully in accordance with generally accepted
accounting principles; (2) the statements
are not consistent with the preceding
year's statements; or (3) the audit was
not conducted fully in accordance with
generally accepted auditing standards.

exchange gain or loss
A difference or reconciling item that re-
sults from translation, from one currency
to another, of financial statements for a
period during which a change has oc-
curred in the exchange rate between the
two currencies.

exchange rate
The relationship between two curren-
cies, stating the number of units of one
currency that must be given, under cur-
rent conditions, for one unit of the other.
For example, if the exchange rate of yen
for dollars is 250, then 250 yen must be
given in exchange for one dollar.

expense account

excise tax
A tax assessed for carrying on certain
business activities and using certain
products. Taxes on the sale of tobacco
and alcohol products are examples.

ex-dividend
Not entitled to a recently declared divi-
dend. When dividends are declared on
stock, a date of record is specified; shares
owned on the date of record are entitled
to the dividend, while shares acquired
after that date are "ex-dividend." Stock
prices may be quoted on an ex-dividend
basis a short time before the date of re-
cord to allow time for the transfer of
shares.

exemption
A deduction allowed to individual (non-
corporate) taxpayers in computing tax-
able income for federal income tax pur-
poses. One exemption is allowed for
each dependent, one for being blind,
and one fo r being age 65 or over. Thus
a husband and his blind wife, both over
65 with no other dependents, would be
entitled to five exemptions. The amount
of the deduction per exemption may be
changed by Congress; it was $1,000 in
1979.

expected value
A value or quantity associated with an
outcome, multiplied by (weighted by) the
probability of that outcome's occurring.
The expected value of an alternative is
the sum of the individual expected val-
ues for all the possible outcomes of that
decision. For example, alternative A has
two possible outcomes, depending on
whether it rains; these outcomes, their
estimated probabilities, the values (pay-
offs) associated with the outcomes, and
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their individual expected values are
given:

Expected
Event Probability Payoff Value

Rain 0.30 $3,000 $ 900
No rain 0.70 8,000 5,600
Total 1.00 $6,500
The expected value of alternative A is
$6,500; this may be compared with the
expected values for other alternatives in
deciding on a course of action.

expenditure
Something of value spent, paid, or con-
sumed, most commonly a payment of
cash.

expense
The cost of goods, services, and facilities
used in the production of current reve-
nue. Expenses are deducted from reve-
nue in determining net income. See also
cost, loss. Cash paid for supplies repre-
sents an expenditure to acquire an asset
that is recorded in the accounting rec-
ords at cost. As the supplies are used, the
asset is converted into an expense. I f some
of the supplies are stolen, their cost is
recorded as a loss, since the stolen sup-
plies were not used in the production of
revenue.

expense account
(1) A record of an individual's advances,
reimbursable expenses incurred, and
reimbursements; more loosely, any e+
penditures by an individual that are
reimbursable by the employer. (2) An
account in which an expense is recorded,
and which is deducted from revenue in
determining net income.



exploration cost

exploration cost
A cost of searching for oil and gas, in-
cluding the cost of drilling exploratory
wells. Ref.: FASB Statement No. 19.

external audit
An audit by a certified public accountant
with the objective of expressing an opin-
ion on the fairness of the audited com-
pany's financial statements. Contrast
with internal auditing.

I

external auditor
A certified public accountant (or a public
accountant) who performs an audit or ex-
amination of an organization's financial
statements in order to express an opin-
ion on the fairness of those statements
and their conformity with generally ac-
cepted accounting principles. Contrast with
internal auditor.

extraordinary gain
Again due to an unusual and infrequent
event or transaction, such as the sale of
a manufacturing plant.

t,I
1 extraordinary gain or loss

A gain or loss that is both unusual and
infrequent, for example, the gain from
sale of a significant part of a business,
the loss resulting from an earthquake.
Ref.: APB Opinion No. 30.

extraordinary item
See extraordinary gain or loss.

extraordinary loss
A loss due to an unusual and infrequent
event or transaction, such as an earth-
quake.

extraordinary repair
A reconditioning or overhaul of plant or
equipment that is expected to increase
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the asset's utility or extend its useful life
beyond that originally anticipated. An
extraordinary repair that increases an
asset's utility without extending its life is
recorded by the following journal entry:
Asset xxx

Cash (or Accounts
~~b~ =x

If the useful life is extended, the repair
may be viewed as restoring a portion of
the original utility and recorded as fol-
lows:
Accumulated Depreciation xxx

Cash (or Accounts
Payable) xxx

•II
I
I
I



factor

factor
One who buys receivables at a discount
and then undertakes collection.

factoring
The sale of trade receivables at a dis-
count.

factory overhead
All manufacturing costs other than direct
costs (costs that are assigned or allocated
to specific units or batches of produc-

, tion). Factory overhead typically in-
cludes indirect labor, factory supplies,
supervisors' salaries, maintenance, utili-
ties, depreciation on plant and manufac-
turing equipment, and the like.

FAF
Financial Analysts Federation.

fair market value
The price for which property is expected
to sell under normal conditions (willing
seller, willing buyer, no compulsion or
emergencies, no unusual shortages or
excessive demand).

fair value
See current value.

FASB
Financial Accounting Standards Board.

FASB Statement
An official pronouncement of the Finan-
cial Accounting Standards Board establish-
ing acceptable financial reporting prac-
tice. FASB Statements are at present the
primary source for generally accepted ac-
counting principles.
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Federal Insurance Contributions Act
(FICA)
The law that established the Social Secu-
rity system. See also FICA tax.

Federal Unemployment Tax Act
(FUTA)
See unemployment tax.

federal withholding tax (FWT)
A portion of an employee's gross earn-
ings that is usually determined by ref-
erence to Internal Revenue Service ta-
bles and based on the employee's income
and number of dependents, and is de-
ducted from the employee's earnings
each pay period and deposited in a fed-
eral depositary. The amount deposited
is credited to the employee's account and
offsets the employee's federal Income
tax liability for the year.

FEI
Financial Executives Institute.

FICA
Federal Insurance Contributions Act.

FICA tax
The amount withheld from an em-
ployee's gross pay, or the employer's re-
quired contribution, under the Federal
Insurance Contributions Act.

fiduciary
One who has responsibility for the assets
or affairs of another, for example, a
bank that manages the assets of an estate.

fiduciary accounting
Accounting and reporting for fiduci-
aries, such as estates and trusts. See also

fiduciary.

finished goods inventory

FIFO
First-in, first-out.

financial accounting
A broad field of accounting concerned
primarily with external financial report-
ing, including the normal financial state-
ments (balance sheet, income statement,
statement of changes in financial position) as
well as required reports to the Securities
and Exchange Commission and other
regulatory agencies, and the accumula-
tion of all data necessary for such re-
porting. Contrast with management ac-
counting.

Financial Accounting Foundation
A body of nine trustees that is selected
by the board of directors of the American
Institute of Certified Public Accountants and
which in turn appoints the members of
the Financial Accounting Standards Board.
The nine trustees are the president of
the American Institute of Certified Pub-
lic Accountants, four other CPAs in pub-
lic practice, two financial executives, one
financial analyst, and one accounting ed-
ucator.

Financial Accounting Standards
Board (FASB)
A nongovernmental body created by the
accounting profession to establish ac-
ceptable accounting principles and fi-
nancial reporting practices; these are
published in a series of FASB Statements.
The authority of the FASB rests on its
acceptability to business and to the ac-
counting profession and on a provision
in the American Institute of Certified
Public Accountants Code of Professional
Ethics requiring its members to comply
with FASB Statements or to justify de-
partures. The members of the FASB are
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appointed by the Financial Accounting
Foundation.

Financial Analysts Federation (FAF)
A national organization of societies of
financial analysts whose objectives are to
contribute to the professionalization of
financial analysis and to promote "sound
and trustworthy principles, practices
and conduct with regard to investments
and financial management."

financial condition
See financial position.

Financial Executives Institute (FEI)
An organization of corporate controllers,
treasurers, and other executives with re-
sponsibilities in finance and accounting.
The FEI publishes Financial Executive
(monthly).

financial position
The relationship among assets, liabilities,
and owners' equity as of a given date. See
also balance sheet.

financial statement
A report on the financial position or op-
erations of an organization. The usual
financial statements are the balance sheet
(or statement of financial position), in-
come statement, and statement of changes in
financial position.

finished goods inventory
In a manufacturing firm, the stock of]
completed products available for sale.
Finished Goods Inventory is a current as-
set with a normal debit balance. It is
charged with the cost of goods manufac-
tured by the following journal entry:
Finished Goods Inventory xxx



first-in, first-out (FIFO)

Work-in-Process Inventory xxx
When the perpetual inventory method is
used the following journal entry is made
each time goods are sold:
Cost of Goods Sold xxx

Finished Goods Inven-
tory xxx

However, with the periodic inventory
method cost of goods sold is calculated at
the end of the accounting period, and
the finished goods inventory balance is
adjusted at that time.

first-In, first-out (FIFO)
A method of identifying the order in
which items are used or sold, with the
first items acquired assumed to be the
first ones used or sold. As applied to
inventory costing, the FIFO method as-
sumes that the ending inventory consists
of the last items produced or purchased.
Contrast with last-in,jirst-out (LIFO).

fiscal period
Sec fiscal year.

fiscal year
The inclusive period used by an organ-
ization to budget, account for, and re-
port on operations. Most business firms
use a fiscal year ending December 31,
although many use a natural business year.
Governmental units often use a fiscal
year ending June 30 or July 31.

fixed asset
An asset expected to be used or held for
a long term; any asset expected to be
held for more than one year or one op-
erating period, whichever is longer. In
common usage, the term refers only to
operating plant and equipment, not to
long-term investments and other non-
current assets.
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fixed asset turnover
A statistic used to evaluate the revenue-
producing capability of fixed assets, cal-
culated by dividing sales revenue by av-
erage fixed assets for the period.

fixed cost
A cost that does not change, in total, as
the level of activity increases or decreases
within a limited range (the relevant
range); usually refers to a manufacturing
cost. Contrast withjixed expense, variable
cost.

fixed expense
An expense that does not change, in total,
with the quantity of units produced or
sold, within a limited range of produc-
tion or sales (the relevant range); usually
refers to a selling or administrative ex-
pense and not a manufacturing cost.
Contrast with fixed cost, variable expense.

fixed overhead
Factory overhead that is not expected to
vary with limited changes in the level of
production. Contrast with variable over-
head.

fixture
Something attached to a building, re-
movable but not readily portable, for ex-
ample, shelving, carpeting, lighting ele-
ments, and restroom components.
Fixtures are fixed assets subject to depre-
ciation.

flexible budget
A budget that shows expected costs for
different levels of production, some-
times expressed as a formula .. For ex-
ample, a budget with fixed costs of
$10,000 (for all relevant levels of pro-
duction) and variable costs of $27.42 per

Form 8-K

unit might be expressed $10,000 +
$27.42X, where X = number of units
produced.

float
The period of time during which a check
or other negotiable instrument is out-
standing, released by the maker or
signer but not yet cleared at the bank on
which it is drawn.

flow chart
A diagrammatic representation of a
process using symbols and labels, highly
abstracted from a full narrative descrip-
tion. A procedure for issue of materials
for a production run is illustrated.

Check
production
specifications

Issue
materials

Ohtain
foreman's
approval

FOAB
Federal old age benefits, sometimes used
to refer to Social Security or FICA payroll
deductions.

f.o.b.
Free on board.

foot
To add a column of figures. See also
crossfoot.
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footnote
An explanation attached to and consid-
ered a part of financial statements, ex-
plaining an item in greater detail.

Foreign Corrupt Practices Act
An act of Congress, passed in 1977, that
amends the Securities Exchange Act of
1934 to require all publicly held com-
panies to maintain accurate records and
adequate systems of internal control,
whether involved in international trade
or not. The act also sets fines and pen-
alties for any corporation and its officers
and directors engaging in foreign brib-
ery. The act's title does not adequately
reflect its impact on accounting. Al-
though the act's primary intent was ap-
parently to prevent foreign bribery, the
greatest effect on accounting has come
from the requirements for internal con-
trol systems adequate to prevent or de-
tect improper payments. Ref.: Sec. 102,
Section 13(b) of the Securities Exchange
Act of 1934, as amended.

foreign currency translation
See translation.

foreign exchange contract
An agreement to exchange, on a given
date, two currencies at a specified rate of
exchange. For example, a contract might
call for the exchange of dollars and yen
90 days from the date of the contract at
aforward rate of 0.005 ($0.005 for I yen,
or 200 yen for I dollar). Such contracts
are used to hedge against rate fluctua-
tions. Ref.: FASB Statement No.8.

foreign exchange gain or loss
See exchange gain or loss.

Form 8-K
See8-K.



Form S-l

Form 5-1
See 5-1.

Form 10-K
See 1O-K.

Form 10-Q
See 1O-Q.

FORTRAN(FORmula TRANslator)
A computer programming language in
which operations are expressed through
the use of mathematical and similar sym-
bols.

forward rate
The rate specified in aforeign exchange
contract for the exchange of currencies at
a future date. Ref.: FASB Statement No.
8.

franchise
A contractual right granted for a speci-
fied period, usually to operate a business.
Costs of aC4 uniug a frallchi~e ale <-t<.--

.ou nud for a."" dll iH/IHu2:ihl, asset. Re f.:
q PI' Opi nion Ko. 17.

fraud
An act of deception undertaken for per-
sonal gain and intended to de-pr ive an-
olher of propertv. Sec also nl/helz/nllni/.

free on board (t.o.b.)
A term used with a location (such as "free
on board Milwaukee" or "f.o.b, shipping
point") to indicate the point at which title
to shipped goods changes hands: ship-
ping costs are borne by the seller to the
f.o.b, point. by the buve r hom t lie reon.

freight-in
Shippmg 01 t rauspo rtatiuu costs of
goods borne bv the purchaser. Freight-

54 FWT

In is an expense account with a normal
debit balance and is typically added to
the Purchases account balance to obtain
delivered cost of goods purchased.
Freight-In is recorded by the following
journal entry:
Freight-In xxx

Cash (or Accounts
Payable) xxx

fully diluted earnings per share
Net income for a year divided by the
average number of shares that would
have been outstanding if all convertible
securities had been converted into com-
mon shares. Sec also earnings per share.
Ref.: APB Opinion No. 15.

fund
(l) Cash, securmes, or other assets set
aside or provided for a stated purpose.
(2) I n the context of funds flow or source
and use of funds, funds are equivalent
to working capital.

freight-out
Shipping costs incurred by the seller on
goods sold. Freight-Out is a selling ex-
pense with a normal debit balance. The
journal entry for payment of a shipping
bill on goods sold is
Freight-Out xxx

Cash xxx

fund accounting
A system of accounting used in non-
profit organizations, and especially in
government, in which a self-balancing
set of accounts is maintained for each of
several subdivisions, called funds, of the
organization.

frequency distribution
A classification of items showing the
number that falls into each of several
categories. For example. a frequency
distribution o lernployces of a small com-
pany, classified by age, might appear as
follows:

funds flow statement
SFt=' ,{olnnntl fll (}U/flil/'I in/iunf/{';o! 1)(1\;-

tion.

,\ge-_ .. ---- funds statement
See statement oj changes in financial POSI-

tion.

(Tnder 20 10
20-29 28
"o-",g ·t 1

104<) If'
SO-5\l 11
60 and over 8

furniture and fixtures
Ajixed asset categury un the balance sheet
that includes acco unt s for depreciable
furniture and for fixtures.full-cost method

A method of accounting in the oil and
gas industry, in which costs of unsuc-
cessful acquisition and exploration act iv-
itit"""" art ..> iniliaH: It'"Corded ;-1"a''''-~t'L" ;-Hld

t he n a mortirrd a, expe nves as the total
reserves in the country or area are pro-
duced. Contrast with the successful efforts
method. Ret.: FASB Staterne nt !'io. l~.

FUTA
Federal Unernplovrnr-nr Tax Act: see un-
employment tax.

FWT
Frr!eul.! ICL'thhuldiu;;, 1(1..\.
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GAAP

I
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I
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GAAP
Generally accepted accounting principles.

GAAS
Generally accepted auditing standards.

II
gain
The excess of value received over that
given up in a transaction. A gain is rec-
ognized in accounting when the value
received exceeds the book value of the
asset given up.

GAO
General Accounting Office.

General Accounting Office (GAO)
An agency established by the US Con-
gress that audits or reviews management
performance, operations, and financial
reports of federal agencies. The GAO is
headed by the Comptroller General and is
responsible to Congress rather than to
the president.

If

t
general fund
The resources and related accounts and
controls of a governmental unit that are
not accounted for in another, more spe-
cialized fund. Most of the activities of a
typical state or local government unit are
supported by the general fund, and most
tax revenue goes into it.

I '
i

general journal
The record in which transactions and
events affecting a company are first re-
corded in the form of journal entries.
The general journal is an unspeeialized
journal that can accommodate any jour-
nal entry. Contrast with special journal.

general ledger
The collection of an entity's accounts. A
general ledger may be a bound or loose-
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leaf volume, a set of punched cards,
magnetic tape, an area of computer
memory, or another form. See also sub-
sidiary ledger.

generally accepted accounting
principles (GAAP)
The set of standards and conventions
that guide accountants in the prepara-
tion of financial statements. Certified
public accountants, in expressing opin-
ions on financial statements, are re-
quired to indicate whether the state-
ments were prepared in accordance with
generally accepted accounting princi-
ples. These principles are defined in
FASB Statements and APB Opinions, and
include other practices sanctioned by the
American Institute of Certified Public
Accountants. GAAP may also include
certain practices that are widely followed
or commonly advocated in the account-
ing literature.

generally accepted auditing
standards (GAAS)
A set of rules issued by the American
Institute of Certified Public Accountants
to guide CPAs in performing audits of
financial statements. Failure to comply
with generally accepted auditing stan-
dards is a breach of the AICPA's Code
of Professional Ethics and subjects the
CPA to sanctions.

GIGO
Garbage in, garbage out. A colloquial
expression in data processing meaning
that the output of a process can be no
better than the quality of the input.

going concern
A business firm that is not expected to
go out of business in the near future. A

gross profit ratio

going concern is able to pay its debts on
time and is carrying on operations that
generate revenue. For accounting pur-
poses, a firm is assumed to be a going
concern in the absence of evidence to the
contrary.

going-concern concept
An assumption, made by accountants in
the absence of evidence to the contrary,
that a given company will not go out of
business in the near future. The signifi-
cance of this concept is that the company
can be expected to realize value from its
present assets through normal use or
sale, instead of having to dispose of the
assets under emergency and hardship
conditions.

goods in process
See work-in-process inventory.

goods-in-process inventory
See work-in-process inventory.

goods in progress
See work-in-process inventory.

goods-in-progress inventory
See work-in-process inventory.

goodwill
The source of above-normal profits for
a company due to good reputation, well-
known brand names, superior location,
loyal customers, and the like. For finan-
cial reporting purposes, goodwill is not
recorded and reported in the financial
statements unless it is "purchased" as
part of a transaction in which the assets
of a company are acquired by another
company at a total price in excess of the
total book value of the assets. Goodwill
is often valued at the discounted present
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value of expected above-normal earnings
for some period of years. Goodwill is an
asset account with a normal debit balance.
Ref.: APB Opinions No. 16, 17.

gross margin
See gross profit.

gross profit
The excess of revenue over cost of goods
sold. Gross profit on an individual sale is
equal to the selling price minus the costs
of acquiring and preparing the goods
for sale but before subtracting selling
and administrative expenses.

gross profit margin
See gross profit.

gross profit method
A method of estimating the cost of end-
ing inventory by first applying the esti-
':221~dgross j}}ofit ratio to-:sales.10pr;djlce
an estImate of cost of goods sold and
then subtracting the cost of goods sold
from goods available for sale (beginning
inventory plus purchases, or plus cost of
goods manufactured in a manufacturing
firm). For example, if sales are $1 00,000,
estimated gross profit ratio is 30'!r.t>e-
ginning inventory is $15,000, and pur-
chases are $65,000, the estimated gross
profit is 30% of $100,000, or $30,000;
estimated cost of goods sold is $tOOcOOO
minus $30,000, or $70,000. T e total
goods available for sa~$15,000 plus
$65,000, or $80,000. Goods available,
$80,000, less goods sold, $70,000, pro-
duces an estimate of good still on hand
(ending inventory) of $10,000.

gross profit ratio
The dollar amount of gross profit divided
by net sales revenue. Comparisons be-



gross sales 60

tween gross profit ratios for consecutive
periods indicate changes in the relation-
ship between selling price, quantity sold,
and purchase cost of goods. The gross
profit ratio is also used for estimating or
verifying inventory quantities; see gross
profit method.

gross sales
Sales reven ue before ded ucting sales dis-
counts and sales returns and allowances.
Gross sales is usually the first item on an
income statement. The account title used
for gross sales is usually simply Sales,
which is a revenue account with a normal
credit balance.

group depreciation
A method of calculating depreciation in
which similar assets that have approxi-
mately the same useful lives are com-
bined and the periodic depreciation
charge is then based on the balance for
the group rar he r than on the value of
each asset.



hash total

hash total
A sum with no inherent meaning, de-
veloped as a control (especially in com-
puter systems) to guard against omission
or loss of a record. For example, invoice
numbers may be added to provide a hash
total; if an invoice is lost, a summing of
the invoice numbers will produce a dif-
ferent total and thus signal that one or
more invoices are missing.

hidden reserves
Unreported values in a balance sheet
due to overstatement of liabilities, un-
warranted writedown of assets, or exces-
sive recognition of depreciation or other
expenses. Hidden reserves may result
from excessive conservatism.

histogram
A graph of a frequency distribution in
which frequencies in each class are in-
dicated by the height (or area) of a rec-
tangle. A distribution with the frequen-
cies
Class Frequency

I 2
2 4
3 5
4 I
would have the following histogram.

Class
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historical cost
The amount originally paid for an asset,
unadjusted for subsequent changes in
value.

HRA
Human resource accounting.

human resource accounting (HRA)
The systematic recognition in an organ-
ization's accounting system of the value
of employees. Three approaches have
been advocated: (I) Recording human
resource costs, such as the costs of re-
cruiting and training, as assets, to be
written off as expenses over the periods
that benefit from these outlays. For ex-
ample, costs of recruiting and training
an engineer who might be expected, on
the basis of past experience, to stay with
the organization for ten years, may be
amortized over a ten-year period. (2)
Recording as assets the estimated costs
of replacing present personnel with per-
sons of equivalent capability. (3) Record-
ing as assets the discounted present value of
future services to be obtained from cur-
rent employees. Human resource ac-
counting is not acceptable for public fi-
nancial reporting under generally accepted
accounting principles but may be used for
internal decision making, planning, and
control.

hurdle rate
The minimum acceptable rate of return.
Companies often establish a hurdle rate
and undertake only those projects or in-
vestments promising to provide a return
in excess of that rate.



IASC

lAse
International Accounting Standards Com-
mittee.

IIA
Institute of Internal Auditors.

immaterial
Not material; not large enough to have
an effect on decisions.

imprest account
An account or fund established at a set
amount and periodically replenished to
that amount. Petty cash is an example.

imprest fund
See imprest account.

improvement
See betterment.

imputed cost
An estimate, often subjective and not
based on a specific market transaction,
of a cost or sacrifice. Examples include
the estimated amount of rent revenue
foregone by the owner of a building who
also occupies that building, and interest
return sacrificed on money invested in
manufacturing equipment. Imputed
costs are used in analyses but are gen-
erally not recorded in accounting rec-
ords nor reported in financial state-
ments. (But see imputed interest.)

imputed interest
An amount of interest assumed to be
included in the face amount due on a
note when the note does not carry an
explicit rate of interest. Generally ac-
cepted accounting principles require the
recognition of imputed interest on notes
receivable and payable that do not oth-
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erwise call for an adequate interest pay-
ment. Ref.: APB Opinion No. 21.

income bond
A bond on which interest is paid from the
issuing company's current income. In-
terest in excess of current income is not
paid but may, depending on the bond
contract, be allowed to accumulate for a
number of years.

Inc.
Incorporated.

in-charge accountant
A senior accountant.

income
The excess of revenue over associated
expenses and losses for a period. In com-
mon usage, income refers to any inflow
or receipt without reduction for associ-
ated expenses; the accounting meaning
is more restrictive. See also operating in-
come, net income.

income statement
A report of a company's revenues, as-
sociated expenses and losses, and result-
ing net income for a period of time, also
called profit and loss statement or state-
ment of operations. See the appendix
for an example.

income account
A colloquial term for a firm's operating
results, virtually synonymous with income
statement. The usage probably evolved
from the fact that net income is recorded
through closing entries in an account
called Profit and Loss Summary or In-
come Summary.

income summary
An account used only during the closing
process to develop the net income for a
period; also called the profit and loss
summary. Revenue and expense ac-
counts are first closed to the income sum-
mary, producing a balance in the ac-
count equal to the period's net income;
this balance is then closed to retained
earnings. Income Summary is a tempo-
rary account and does not have a normal
balance. Balances in revenue accounts
are closed to Income Summary with the
following closing entry:
Various revenue and in-
come accounts xxx

Income Summary xxx
Expense accounts are closed with the fol-
lowing entry:
Income Summary xxx

Various expense
accounts xxx

The Income Summary balance is then
closed to owners' equity if a profit has
been realized:
Income Summary xxx

Retained Earnings xxx
If a loss has occurred, the final entry is

income averaging
A procedure authorized in federal in-
come tax law by which taxpayers with
unusual fluctuations in annual income
are allowed to average income over a
five-year period and to base income tax
calculations on such averaged income.
Because larger incomes are subject to
higher tax rates, taxpayers with widely
fluctuating incomes would pay at a high
rate one year and lower rates in other
years, but the average rate paid over sev-
eral years would be higher than if the
income were earned more evenly over
the same period. The purpose of the
income averaging provision is to avoid
unfairly penalizing taxpayers whose in-
comes fluctuate widely.
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Retained Earnings
Income Summary

xxx
xxx

income tax
A tax levied on earned income.

income tax expense
A deduction from revenue to reflect the
amount of income tax charged on current
income, also called provision for income
taxes. The account Income Tax Expense
has a normal debit balance. The expense
is recorded by the following journal en-
try:
Income Tax Expense xxx

Income Taxes Payable xxx

incorporated
Chartered by a state as a corporation.

incremental cost
See differential cost.

indenture
A contract; in accounting and business
usage, usually a bond contract, the
agreement between the issuer of bonds
and the purchasers (lenders) setting
forth the responsibilities of the issuer,
interest rate, call provisions, redemption
schedule, and the like.

independence
The condition of being open-minded,
neutral, and without bias for or against
another party. Independence is of par-
amount importance for the certified
public accountant (or the public accoun-
tant) performing an external audit and is
req uired by generally accepted auditing
standards. Generally, to be independent
the external auditor should have no per-
sonal investment or other interest in the
client, should not be related to any per-



independent accountant

son in a position of authority with the
client, and should in all respects be able
to render a fair and impartial opinion on
the client's financial statements.

independent accountant
An accountant engaged in the practice
of public accounting for clients, as op-
posed to an accountant on the client's
staff. Independent accountant generally
refers to the accounting firm or individ-
ual practitioner that performs an external
audit of the firm's financial statements.

independent auditor
Sec external auditor.

indirect cost
A. cost that cannot convenieruly or eco-
nomically he assigned to specific units or
batches of units; a Jad(J1J oi-erheud cost.

indirect labor
Fact orv labor that cannot be pr.icticallv
identified with and assigned to specific
units or hatches of product and is there-
fore char~ed uiiartor» .n-erhcad. Contrast
with dirrrt labor,

I
I

I I

individual retirement account (IRA)
A retirement or pension fund estab-
lished by an individual who is not an
active participant in another, qualified
plan or government plan. Contributions
to this fund are deductible in calculating
the individual's taxable income, al-
though proceeds received after retire-
ment are fully taxable at that time. An
IRA permits an individual taxpayer to
defer income taxes until retirement on
the amount of the annual contributions
to the plan. This deferral has two advan-
ta~es: the taxpayer has the use for pos-
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sibly many years, of money that would
have been used to pay current income
taxes on the amount of the contribu-
tions; and the taxpayer's tax rate is likely
to be lower during retirement years
when income is lower.

information system
The collection of records, reports, re-
sponsibilities, personnel, and equipment
through which information needed in
an organization for planning, decision
making, and control is recorded, stored,
retrieved, analyzed, and communicated.

industrial revenue bond
A bond issued by a governmental author-
ity but with proceeds going to, and prin-
cipal and interest payments made by, a
private firm. Thus city X may approve
and issue industrial revenue bonds for
company Y. The proceeds go to com-
pany Y, and company Y in turn makes
payments oyer the Iile of the bonds to
cover principal and interest. The com-
pany, not the city or its taxpayers, is re-
sponsible in case of default (although the
city's bond rating- could he damaged).
Interest earned on industrial reve nue
bonds is exempt from the federal income
LI'\: since these honds arc iss lied hy a go\"-

ernmenta! .iut horitv: the borids are thus
an attractive means of financing expan-
sion because the interest rate is lower.
Facilities acquired or constructed with
industria! revenue bonds are often ex-
empted from local property taxes for a
number of years, although the private
company may be required to contribute
to the city or other governmental treas-
ury an amount equal to the property
taxes not paid.

inheritance tax
A tax on inherited property, or property
received upon the death of the original
owner.

insolvency
The condition of having debts in excess
of the current or realizable value of one's
assets. A person who is unable to pay his
liabilities with available resources is in-
solvent.

installment sale
A sale contract providing for a series of
pavmems to be made oyer a period 01
time. In contrast to normal credit sales.
installment sales usually provide for pay-
ments over a longer period of time. with
the buyer receivin~ only a conditional
title until payments are completed.

installment sales method
A method of accounting for installment
sales in which each periodic payment re-
ceived by the seller is treated as a partial
recovery of cost and a partial recognition
of gross profit. See also cost recovery
method. To illustrate, a sale of merchan-
dise for $10,000 that cost the seller
$8,000 yields a gross profit of $2,000, or
20% of the sales price; therefore 20% of
each payment received from the buyer
is recognized as realized gross profit un-
der the installment sales method.

industry audit guides
A series of publications issued by the
American Institute of Certified Public
Accountants that provide guidance for
auditing specific industries, as well as in-
formation on industry practices and eco-
nomic conditions.
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Institute of Chartered Financial
Analysts
An organization created in 1962 by the
Financial Analysts Federation to conduct
tests for and award the designation char-
teredfinancial analyst (CFA).

Institute of Internal Auditors (IIA)
A professional organization that pro-
motes standards, professional educa-
tion, and research in internal auditing.
The IIA awards the professional desig-
nation certified internal auditor and pub-
lishes the bimonthly journal The Internal
Auditor.

Institute of Management Accounting
An organization established by the Na-
tional Association of Accountants to con-
duct examinations for and award the cer-
tificate in management accounting (CMA).

intangible asset
An asset having no physical substance,
such as a claim or a right; ill accounting,
noncurrent assets other than invest-
ments, such as goodunll, organization costs,

and patents.

interest
(I) A charge for the use of money for a
period of time. (2) An ownership or eq-
uity share in a company, venture, or re-
source.

interest expense
A deduction from revenue in determin-
ing income, to reflect the cost of using
borrowed money during the current pe-
riod. Interest Expense has a normal de-
bit balance and is recorded by the follow-
ingjournal entry:
Interest Expense xxx
Cash (or Interest Payable) xxx



interim report

interim report
See interim statements.

interim statements
Financial statements prepared between
year ends, such as the quarterly state-
ments prepared at the end of the first,
second, and third quarters of the fiscal
year.

internal auditing
Procedures carried out by internal audi-
tsrs that are designed to obtain compli-
ance with company policies, insure im-
plementation of good internal control
practices, prevent or discover fraud, and
achieve operating efficiencies.

internal auditor
An employee of an organization whose
responsibilities may include seeking
compliance with company policies, in-
suring implementation of good internal
control practices, preventing or discov-
ering fraud, and achieving operating ef-
ficiencies. Contrast with external auditor.

internal check
See internal control.

internal control
Methods and policies designed to pre-
vent fraud, minimize errors, promote
operating efficiency, and achieve com-
pliance with established policies; more
narrowly, procedures and policies de-
signed to prevent or discover errors and
fraud.

internal rate of return
(1) The effective annual return on invest-
ment over the life of a project. (2) A
method of evaluating a long-term proj-
ect in which a discount rate is calculated
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that equates the present value of the fu-
ture cash receipts and payments (cash
flows) to the outlay required for the proj-
ect; this discount rate can then be com-
pared with the minimum desired rate of
return to determine whether the project
is worthwhile.

Interperlod income tax allocation
Assignment of a given year's income tax
liability to two or more years' operations,
so that the related income tax expense is
deducted from the revenue of two or
more years in determining net income
for those years. Interperiod income tax
allocation is used to compensate for tim-
ing differences in the treatment of cer-
tain transactions for financial reporting
and for income tax reporting purposes.
For example, a company may use
straight-line depreciation for financial re-
porting purposes and accelerated deprecia-
tion for income tax purposes; during the
earlier years of an asset's useful life, the
depreciation expense for financial re-
porting purposes is lower and the re-
ported income is higher than for income
tax purposes. If inrerperiod income tax
allocation is used in this case, the income
tax expense reported for financial state-
ments is based on the straight-line de-
preciation deduction, thus producing a
difference between the income tax ex-
pense and the actual income tax liability
for the period. This difference is re-
ported as a deferred income tax liability.
Ref.: APB Opinion 1\0. II.

Internal Revenue Code
The U.S. federal tax law.

Internal Revenue Service (IRS)
The agency of the Treasury Department
that administers and enforces federal tax
law.

international accounting
A broad field of accounting study and
practice, encompassing financial report-
ing, auditing, and tax laws in different
countries, internal control and financial
communication within multinational en-
terprises, and the setting of international
accounting standards. See also Statements
of lnternational Accounting Standards.

international accounting standards
See Statements of International Arcounting
Standards.

International Accounting Standards
CommiUee (IASC)
A group composed of representatives of
accounting organizations in most of the
major trading nations, with associate
membership available to organizations
in other countries. The committee's ob-
jectives are to formulate and to seek ac-
ceptance of and compliance with inter-
national standards of financial reporting
and auditing. The objectives and goals
of the committee parallel to a significant
extent those of the Financial Accounting
Standards Board in the United States.

inventory
(1) The stock of supplies, raw materials,
work in process, finished goods or mer-
chandise held by a company at any point
in time. An inventory account is a cur-
rent asset account. (2) To make a physical
count of the supply of any item or set of
items.

Inventory control
A system of procedures designed to min-
imize costs of ordering and carrying in-
ventory, usually including a procedure
for determining economic order quantity,
reorder point, and safety stock.
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Inventory observation
An audit procedure in which the auditor
observes the client's physical inventory.
Typically the auditor reviews the client's
written inventory counting instructions,
observes the activities of client personnel
in taking the inventory, and makes a
number of test counts of inventory items
to verify the quantities obtained by client
personnel.

inventory profit
An excess of current replacement cost of
inventory over the amount at which the
inventory is carried in a company's ac-
counting records. For example, a com-
pany carrying inventory at $H,OOO that
would cost $11,000 to replace might be
said to have an unrealized "inventory
profit" 01'$3,000. This term is sometimes
used to describe a situation in which the
selling price 01 a company's products has
increased, thus making the inventory
implicitly more valuable whether the re-
placement cost has risen or not.

inventory turnover
A statistic indicating the age of inventory
and the rapidity with which it is moving.
For raw materials the turnover is calcu-
lated by dividing cost of materials used
by the average inventory of raw mate-
rials for a period; turnover of merchan-
dise inventory or finished goods is de-
termined by dividing cost of goods sold
for a period by the average merchandise
or finished goods inventory for that pe-
riod.

.1';

invested capital
The sum of resources provided to a busi-
ness by its owners, often including earn-
ings retained in the business (retained
earnings).



investment

investment
Property-real or personal-acquired
with the expectation of obtaining peri-
odic earnings or a gain upon sale, and
generally held for a relatively long pe-
riod of time. Investments accounts in-
clude securities of other companies ac-
quired on a long-term basis (more than
one year) for the purpose of exercising
control, establishing a continuing busi-
ness relationship, or earning a return.
An Investments account is a noncurrent
asset with a normal debit balance.

investment credit
A credit against, or reduction in, a tax-
payer's federal income tax liability equal
to a specified percentage of the cost of
certain qualifying machinery and equip-
ment acquired and placed in service dur-
ing the current year. The amount and
applicability of the investment credit IS

subject to change by Congress.

investment tax credit
See investment credit.

invoice
A document prepared as evidence of a
sale, showing purchaser, terms, descrip-
tion of goods, prices, and shipping in-
structions. Of the several copies that may
be prepared, one is usually provided to
the purchaser and one is used as the
source document for accounting entries.

IRA
Individual retirement account.

IRS
Internal Revenue Service.

itemized deductions
Personal (nonbusiness) deductions, such
as taxes, interest, medical expenses, and
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charitable contributions, allowed by law
in calculating federal income tax. Tax-
payers may either itemize deductions or
take the standard deduction, whichever is
greater.



job cost sheet

job cost sheet
See cost sheet.

Job costing
See job order costing.

job order costing
A cost accounting system or procedure in
which costs are assigned to and accu-
mulated by specific units or batches of
product. Contrast with process costing.

joint cost
A cost that benefits two or more depart-
ments or products, such as rent on a
building housing several departments;
sometimes called common cost.

joint products
Two or more products that are the result
of a single production process.

joint return
A single income tax return filed by a
husband and wife, combining their in-
come, deductions, exemptions, and
credits.

joint venture
A partnership between two or more per-
sons, corporations, or other entities
formed for the purpose of carrying out
a single project and usually dissolved
upon completion of the project.

journal
The record in which financial transac-
tions and events are first recorded as
journal entries. In a manual accounting
system a journal is likely to be a bound
or looseleaf book with columnar pages;
in a computerized system it may be on
punched cards, punched paper tape, or
magnetic tape. See also general journal,
special journal.
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Journal entry
The device used to enter the details of a
transaction or event into an accounting
system. Journal entries are initially re-
corded in ajournal and are subsequently
posted to a ledger. They always include
one or more debits, which are listed first,
and one or more credits; the sum of the
debits must equal the sum of the credits
in each entry. A typical journal entry
might appear as follows:
Jan 9 Office Equipment 1,200

Cash 1,200
To record the pur-
chase of an electric
typewriter.

journal voucher
A document supporting ajournal entry.
While the journal voucher has no special
form, it shows the accounts debited and
credited, provides detail and any appro-
priate calculations supporting the entry,
and includes the signature or initials of
the person approving the entry.

journalize
To make ajournal entry.

judgment sample
A sample selected at least partially on the
basis of personal judgment. Contrast
with probability sample.

junior accountant
A staff member of a public accounting
firm who has limited experience and as-
sists a senior accountant on client engage-
ments.



KD

KD
Knocked down; unassembled.

keypunch
(I) A machine used to record data by
punching holes in cards. (2) To use a
keypunch machine; to record data in
punched cards.

kiting
The process of exploiting the period re-
quired for a check to clear through the
banking system by showing the same
amount on deposit simultaneously in two
banks. A check is written on one bank
and deposited in another. I nstead of re-
cording both a disbursement and a re-
ceipt, the kiter records only the receipt,
possibly identifying it falsely as a receipt
on accounts receivable or from sales. If
undetected, kiting can serve to inflate a
company's cash balance reported in fi-
nancial statements; consequently audi-
tors investigate carefully deposits and
bank transfers near the financial state-
ment date.
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labor efficiency variance

labor efficiency variance
In a standard cost system, the part of the
difference between standard labor cost
and actual labor cost attributable to the
use of more or fewer labor hours than
allowed for the units produced. The la-
bor efficiency variance is calculated as
the difference between actual hours
worked and standard hours allowed for
the units produced, multiplied by the
standard labor rate per hour. The Labor
Efficiency Variance account has a debit
balance if the variance is unfavorable, a
credit balance if favorable.

labor rate variance
In a standard cost system, the part of the
difference between standard labor cost
and actual labor cost attributable to an
average wage rate that is higher or lower
than allowed in the standard. The labor
rate variance is calculated as the differ-
ence between actual average wage rate
and standard rate, multiplied by the ac-
tual number of hours worked. The La-
bor Rate Variance account has a debit
balance if the variance is unfavorable
and a credit balance if it is favorable.

lapping
A form of embezzlement in which money
received in payment on a customer's ac-
count is stolen. Subsequently a receipt
from another customer is recorded as a
payment from the first customer, a re-
ceipt from a third customer is recorded
as a payment from the second, and so
on. Typically the amount involved gets
larger and larger and thus increasingly
difficnlt to conceal. The result is often
an excessive delay in posting receipts.

last-in, first-out (LIFO)
A method of identifying the order in
which items are used or sold, with the
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last items acquired assumed to be the
first ones used or sold. As applied to
inventory costing, the ending inventory
is assumed to consist of the first units
produced or purchased. Contrast with

first-in, first-out (FI FO).

leasehold improvement
An improvement such as a parking lot,
building, driveway, or landscaping made
on or added to leased property; it be-
longs to the lessor (owner of the leased
property) when the lease is terminated.
Leasehold improvements are depre-
ciated over the term of the lease or the
life of the improvement, whichever is
shorter. A Leasehold Improvements ac-
count is a long-term asset with a normal
debit balance. Payment for a leasehold
improvement may be recorded by the
following journal entry:
Leasehold Improvements xxx

Cash xxx

lead time
The period of time from placing an or-
der or commencing a production run to
receipt of that order or completion of
production.

learning curve
The curve or line on a chart that shows
the relationship between the level of out-
put and some measure of learning or
experience; the latter measure may be
total number of units produced to date,
time on the job, amount of training, and
so forth. While the relationship may be
plotted in several ways, one common ap-
proach is shown in the following graph.

least-squares analysis
The most widely used form of regression
analysis; a method of fitting a line to a set
of points to meet the specific criterion of
minimizing the sum of the squared de-
viations between the points and the line.
Least-squares analysis is used to develop
the equation that best defines the rela-
tionship between two variables. See also
simple regression analysis.

least-squares method
See least-squares analysis.

ledger
A collection of accounts. A ledger may be
a volume of columnar pages, the printed
output of a posting machine, a set of
punched cards, or a section of magnetic
tape or disc. See also general ledger, sub-
sidiary ledger.

Hours of on-the-job experience

lease
A contract for the use by one party (the
lessee) of specified real or personal prop-
erty belonging to another party (the les-
sor). See also operating lease, capital lease.

leaseback
See sale and leaseback.

legal capital
In a corporation the amount of capital,
defined by state law, that must be re-
tained for the protection of creditors and
cannot be returned to stockholdersleasehold

Property held or used under a lease.
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(through dividends, for example, or
through the repurchase by the corpo-
ration of outstanding stock) as long as
creditor claims remain outstanding. Le-
gal capital is usually defined as the par
value (or, in the absence of par value, the
assigned or stated value) of all outstand-
ing shares of stock. Also called stated
capital.

lessee
One who obtains the use of property
from another under a lease.

lessor
A property owner who grants the right
to use that property to another under a
lease.

letter of credit
A document expressing a bank's willing-
ness to honor (pay) a draft (order to pay)
upon presentation of evidence of satis-
faction of prescribed conditions. A letter
of credit is often obtained by a buyer of
goods who has not established his own
credit with the seller. The buyer then
presents the letter of credit along with
his order to the seller; the seller delivers
the goods and sends a draft for payment
to the bank, accompanied by evidence of
shipment or delivery of the goods (such
as a bill of lading). If the documents are
in order, the bank pays the seller and
then collects from the buyer, usually
after the goods are resold by the buyer.
Letters of credit are most widely used in
international trade.

leUer of representation
See representation letter.

leverage
See capital leverage, operating leverage.



liability

liability
An obligation to pay an amount or per-
form a service. A liability appears on the
balance sheet and has a normal credit bal-
ance.

lien
The right, under law, to retain property
owned by another in satisfaction of a
debt owed by the property owner to the
lienholder.

LIFO
Last-in, first-out.

limited company
A form of business organization, espe-
cially in the British Commonwealth, in
which the liability of the owners is limited
much as it is for stockholders in US cor-
porations. See also limited liability.

limited liability
A feature of the corporate form of or-
ganization whereby an owner's maxi-
mum loss from investment in a company
is limited to the amount invested in its
shares. In contrast, the owner of a sole
proprietorship and a partner in a partner-
ship may risk personal assets if the re-
sources of the business are not sufficient
to satisfy creditors.

limited partnership
A partnership in which one or more, but
not all, of the partners is a limited part-
ner, that is, one whose liability to the
partnership's creditors is limited to that
person's capital contribution.

linear programming
A mathematical approach to obtaining
the best or optimal solution to a complex
problem with (a) a specified objective,
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such as maximization of profits, and (b)
quantifiable constraints or limitations,
such as budget limits and minimum
quality specifications.

liquidity
The extent to which an organization has
assets that are readily available to meet
obligations. The current ratio is a widely
used measure ofliquidity.

linear regression
Measurement of the amount of change
in one variable (the dependent variable)
associated with changes in one or more
other variables (the independent varia-
bles), where the relationship between the
dependent and the independent varia-
bles is linear, that is, can be represented
by a straight line. See also simple regression
analysis.

long-form report
A report issued by an external auditor
that contains explanations in addition to
the financial statements and audit opinion
included in the more usual short-form
report. The additional material mayor
may not be included in the scope of the
audit opinion.

liquid assets
Cash, uncommitted bank accounts, and
readily marketable securities.

long-term debt
See long-term liabilities

liquidating dividend
A distribution to stockholders from the
capital invested, rather than from earn-
ings.

long-term liabilities.
Obligations and debts not classified as
current liabilities; generally a liability that
is not expected to be paid or settled
within one year.

liquidation
The process of closing down a company
including sale of assets, settlement of li-
abilities, and distribution of remaining
cash or other assets to the owners.

loss
(1) A sacrifice, usually in the form of
expenditure or consumption of assets,
that does not provide an equivalent ben-
efit. (When equivalent benefits are ob-
tained the sacrifice is an expense.s (2) An
excess of expenses over revenues of a
company for a period.liquidation value

The amount of cash or other resources
that could be obtained upon sale of an
asset during liquidation of a company.
For an entire company the liquidation
value is the net proceeds that could be
realized from the sale of all assets and
settlement of all liabilities. Since liqui-
dation often occurs under emergency or
forced circumstances, liquidation values
are usually less than the amounts that
could be obtained from the sale of assets
in the normal course of business.

loss carryback and carryforward
A provision of federal income tax law
that allows a taxpayer to offset a current
year's net operating loss against the prof-
its of three prior years and, if the loss is
not thus absorbed, against the five fol-
lowing years. The effect of the provision
is to allow the operator of a business to
average net losses against profits over a
period of several years.
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lower of cost or market
A method of establishing a value for as-
sets (such as inventories and marketable
securities) to be reported in a balance sheet
in which the asset's original cost and its
market value (usually replacement cost
or quoted selling price) are determined
separately, and the lower of the two is
used. The method is usually justified on
the basis of conservatism.

lump-sum purchase
The purchase of a group of items for a
given total amount, with no prices as-
signed to individual items in the group.
For example, inventories of companies
going out of business are often pur-
chased for a lump sum.
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magnetic ink character recognition

magnetic ink character recognition
(MICR)
A process by which magnetically en-
coded letters, numerals, and symbols are
printed on checks and other documents
processed by banks. The characters can
be read by special equipment, permitting
sorting and processing of the docu-
ments.

management accounting
A broad field of accounting concerned
with the development and use of eco-
nomic information within an organiza-
tion for planning, decision making, and
control. Management accounting in-
cludes cost accounting. Contrast withfi-
nanrial accounting.

management advisory services
(MAS)
Consulting services provided to assist a
company and its management in reduc-
ing costs, increasing efficiency, and gen-
erally improving performance. Exam-
ples include design of a computer
system, a PERT analysis of a project, in-
stallation of a cost accounting system, re-
view of production control procedures.
and a linear programming analysis to de-
termine the optimal combination of raw
materials. Management advisory serv-
ices represent one of the three major
categories of services provided by public
accounting firms, along with audits of
financial statements and tax services.

management audit
A review and evaluation of manage-
ment's performance. The management
audit may take into account environ-
mental conditions, decisions made, re-
sults obtained, and similar factors.
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management by exception
An approach to management in which
attention is focused on departures from
standards or norms (exceptions). Effort
is thus directed away from the over-
whelming mass of detail and toward a
small number of possible problem areas.

current cost to replace an item, subject
to two limits: it cannot be higher than
normal selling price less costs to com-
plete and sell; and it cannot be lower
than normal selling price less costs to
complete and sell and less a normal
profit. See also fair market value.

management information system
See information system.

marketable securities
Securities that may be readily sold be-
cause a ready market exists with quoted
security prices. On a balance sheet the
account Marketable Securities includes
investments, usually in government
bonds and corporate stocks and bonds,
that may be sold without disrupting the
normal operations of the investor; such
investments are made initially to earn a
return on excess or idle cash and are
disposed of when more cash is needed.
The Marketable Securities account is a
current asset with a normal debit balance.
Investment in marketable securities IS
recorded as follows:
Marketable Securities xxx

Cash xxx
Disposition of marketable securities at a
gain results in the following entry:
Cash xxx

Gain on Sale of Market-
able Securities xxx
Marketable Securities xxx

If marketable securities are sold for less
than their cost, the entry is
Cash xxx
Loss on Sale of Market-
able Securities xxx

Marketable Securities xxx

managerial accounting
See management accounting.

manufacturing cost
Any of the costs incurred in the produc-
tion of a product, usually classified into
three categories: direct materials (raw ma-
terials used), direct labor, andfactory over-
head.

manufacturing expense
Seefactor» overhead.

manufacturing overhead
See factory overhead.

marginal cost
The increase in total coSISassociated with
an increase of one unit in quantity pro-
duced or sold. See also variable cost, dif-
ferential cost.

marginal revenue
The increase in total revenue associated
with the sale of one additional unit.

markdown
A reduction in selling price. markup

(I) An amount added to the estimated
cost of a product to arrive at its selling
price. The markup may be expressed in
dollars, or it may be expressed as a per-

market value
Generally, the price at which an item can
be sold. When inventories are valued at
lower of cost or market, "market" means
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centage of cost (markup on cost) or as a
percentage of the selling price (markup
on selling price). (2) An increase in sell-
ing price over the previous level.

master budget
The overall budget or financial plan for
an organization that may include de-
tailed budgets, such as a raw materials
budget, labor budget, factory overhead
budget, production budget, finished
goods budget, operations budget, finan-
cial budget, and cash budget. The master
budget is the end product of construct-
ing and combining these subordinate
budgets.

matching
The process of relating expenses to rev-
enue in order to determine net income.
Accountants attempt to assign expenses
to the year or period that benefits from
those expenses; the benefits are gener-
ally in the for m of increased revenues.
Thus effort (expenses) and benefits (rev-
enue) are matched in the same time -pe-
riod, permitting a determination of net
results (net income).

material
(I) Large enough to make a difference
in decisions. Accountants are not con-
cerned with the manner in which im-
material items are reported. (2) Raw ma-
terials.

material price variance
In a standard cost system, the part of the
difference between actual and standard
material cost attributable to actual prices
paid for material that are greater or less
than standard prices. The material price
variance is calculated as the difference
between actual and standard price per



material quantity variance

unit of material, multiplied by the actual
number of units of material used (or
purchased). The Material Price Variance
account has a debit balance if the vari-
ance is unfavorable, a credit balance if
the variance is favorable.

material quantity variance
In a standard cost system, the part of the
difference between actual and standard
material cost that is attributable to use of
more or less material than the standard
quantity allowed for the level of produc-
tion achieved. The material quantity var-
iance is calculated as the difference be-
tween actual quantity of material used
and the standard quantity allowed, mul-
tiplied by the standard cost per unit. The
Material Quantity Variance account has
a debit balance if the variance is unfa-
vo rable. a credit balance if the variance
is favorable.

materiality
The quality of being material, of being
large enough to affect decisions. Audi-
tors are concerned with the materiality
of errors discovered: an immaterial er-
ror may not require an adjustment.

mean
The average of a set of values, calculated
by dividing the sum of the values by the
number of values. The mean of 5,8, and
2 is (5 + 8 + 2) -i- 3 = 5. Technically, this
is the arithmetic mean.

median
For a set of numbers, the value of the
middle number (or the mean of the two
middle numbers) when the numbers are
arranged in ascending or descending or-
der. The median for the set of numbers
17, 18, 23, 35, 40 is 23.
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merchandise inventory
The stock of goods acquired for resale.
Contrast with finished goods inventory.
Merchandise Inventory is a current asset
account with a normal debit balance.
Journal entries for merchandise inven-
tory depend on whether the periodic in-
ventory method or the perpetual muentor»
method is used. With the periodic inven-
tory method entries in the merchandise
inventory account are made only at the
end of the period, when the old inven-
tory balance is closed out and the new
balance is set up; purchases are recorded
by debits to the Purchases account. With
the perpetual inventory method, pur-
chases of goods are recorded as follows:
Merchandise Inventory xxx
Cash (or Accounts Pay-
able) xxx

Sales of merchandise call for the normal
sales entry (debiting Cash or Accounts
Receivable and crediting Sales) plus the
following entry to record the cost of
sales:
Cost of (;oods Sold xxx

Merchandise Inventory xxx

merger
A combination of two or more compa-
nies, usually through an exchange of
shares of stock. For example, a merger
may be effected between company A and
company B through the issuance of com-
pany A (the surviving company) stock to
the shareholders of company B, who
then turn their shares in company B over
to company A. Company A then owns
company B, and company B's former
shareholders own stock in company A.
After the merger, company B may con-
tinue as a subsidiary of company A or may
be liquidated and its assets combined
with those of company A.

multiple regression analysis

MFOA
Municipal Finance Officers Association.

MICR
Magnetic ink character recognition.

minimum wage
An amount set by statute that establishes
the lowest hourly wage rate that may be
paid to employees, with certain specified
exceptions.

minority interest
The proportional share or interest of
shareowners who are outside a consoli-
dated group of companies, in the earn-
ings and stockholders' equity of the con-
solidated entity. A minority interest
occurs when less than 100'7c of the shares
of any affiliated company are owned by
the parent company or a subsidiary company
within the group. See also consolidation,

MIS
Managemcni information system.

mixed cost
A cost with both rarioble cost and fixer! cost
components, for example. a utility bill
with a basic charge plus an increment
based on usage.

mortgage
A claim against specified property given
by a borrower as security for a loan and
exercisable by the lender if the borrower
fails to make the payments required by
the loan contract. A bond secured by a
mortgage claim may be called a mort-
gage bond.
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mortgage bond
A bond or long-term loan secured by a
mortgage on, or claim against, certain
specified assets.

moving average method
An inventory costing method in which
the average unit cost is updated after
each transaction. The following example
shows the calculation of unit costs on a
moving average basis:

Moving
average cost

Purchased 10
units @ $1. 70,
total $17.00 $1.70 ($17.00 -i- 10)
Purchased 20
units @ $2.00,
total $40.00 $1.90 ($57.00 -i- 30)
Sold 15 units: 15
units remain in
inventory $I.YO ($28.50 -i- 15)
Purchased 10
units (Q $2.20.
total $22.00 $2.02 ($50.50 + 25)
After these transactions the inventory
consists of 25 units at an average cost of
$2.02.

multiple correlation
The degree of relationship or association
among three or more variables. See also
correlation coefficient.

multiple regression analysis
Measurement of the amount of change
in the dependent variable associated
with changes in two or more independ-
ent variables. See also simple regression
analysis.
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Municipal Finance Officers
Association (MFOA)
A professional service organization for
government officials involved in public
financial management. The MFOA
seeks to establish standards in govern-
mental accounting, auditing, and finan-
cial reporting, and publishes the quar-
terly journal Governmental Finance.



NAA

NAA
National Association of Accountants.

National Association of Accountants
(NAA)
An organization oriented toward the
practice of management accounting and
cost accounting. Members come from all
branches of accounting but are predom-
inantly in industry. The NAA publishes
the periodical Management Accounting
and sponsors the professional designa-
tion CMA (certificate in management ac-
co~nting).

National Association of Accountants
for the Public Interest (NAAPI)
The former name of Accountants for the
Public Interest.

natural business year
A period that ends during the low point
in a business firm's activities, often se-
lected as the fiscal year for financial re-
porting purposes because the cost of tak-
ing inventories, closing the books, and
preparing financial statements at that
time is minimized.

negative assurance
A report issued by an accountant stating
that during the course of an examination
or review of financial statements or pro-
cedures, nothing came to the accoun-
tant's attention that indicated the pres-
ence of irregularities or noncompliance
with relevant regulations or contractual
requirements. Contrast with the audi-
tor's standard opinion.

negative confirmation
A letter or form mailed by a company on
behalf of its auditors to selected cus-
tomers with outstanding balances asking
the customers to notify the auditors if
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the balance shown is not correct; a re-
sponse is not required if the balance is
correct. Contrast with a positive confir-
mation.

negative goodwill
An excess of the assigned value of iden-
tifiable assets over the cost of an acquired
company; a goodwill account with a credit
balance. Ref.: APB Opinion No. 16.

net assets
Total assets minus total liabilities; owner's
equity.

net book value
See book value.

net income
The excess of revenues over all related
expenses for a given period. Refer to the
illustration of the Income Statement in
the appendix for the deductions usually
made in determining net income.

net loss
The operating result produced when ex-
penses exceed revenues for a given period.
Contrast with net income.

net operating income
See operating income.

net present value
The algebraic sum of the present values of
all outlays and inflows associated with a
given project or investment. Calculation
of net present value usually involves sub-
tracting the initial outlay cost of an in-
vestment or project from the present
value of all future cash flows.

net profit
See net income.

note

net realizable value
Estimated selling price minus expected
costs of completion and disposal.

net sales
A subtotal on an income statement reflect-
ing total sales revenue reduced by cer-
tain offsetting accounts, such as sales re-
turns and allowances and sales discounts.

net working capital
The excess of current assets over current
liabilities; also called working capital.

net worth
The owners' interest in the assets of a
company; owners' equity.

nominal account
An account opened and used during a
single accounting period and then closed
into owners'. equity; sometimes called
a temporary proprietorship account.
Nominal accounts include the accounts
appearing on the income statement (ex-
cept the inventory accounts), the Divi-
dends account, and special closing ac-
counts such as Income Summary.

nominal capital
The total par value or stated value of a
corporation's issued stock. Nominal cap-
ital has little practical significance, since
par or stated value is often set arbitrarily
low and bears no direct relationship to
the book value, market value, or intrinsic
value of stock. See also legal capital.

noncurrent assets
Assets that are not expected to be used
up or converted into cash within one
year or one operating period, whichever is
longer. Noncurrent assets include long-
term investments; property, plant, and
equipment; and intangible assets.
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noncurrent liabilities
Liabilities that are not expected to be
satisfied from current assets; long-term li-
abilities.

nonprofit organization
An organization, such as a unit of gov-
ernment, a church, or a charitable insti-
tution, that does not seek profit as its
primary objective. A nonprofit organi-
zation may realize a profit (although it is
usually called something else, such as
surplus), but this is not its dominant goal.

no-par stock
Stock that does not carry a par value. N0-

par stock is recorded at the amount of
the proceeds by the following journal
entry:
Cash xxx

Common Stock xxx

normal balance
The balance condition (debit or credit) of
an account under normal circumstances.
For example, the cash account, as an as-
set, has a normal debit balance, but it
could have a credit balance in the abnor-
mal circumstance of an overdrawn bank
account.

normal return
The level of earnings expected from an
investment, project, or company under
usual, recurring conditions. For an in-
dustry, the normal return is generally
considered to be the industry average.

note
(1) A written promise by one party to
pay a specified amount to another party,
usually indicating a due date for pay-
ment and often specifying an interest
rate. (2) An explanation attached to a



note payable

financial statement explaining a refer-
enced item in greater detail.

note payable
A written promise to pay a specified
amount on or by a certain date, usually
specifying an interest rate. Notes Payable
is a current liability account with a normal
credit balance. The execution of a note
requires the following journal entry on
the books of the borrower:
Cash xxx
!"otes Payable xxx

note receivable
An amount due from another, cvi-
deuced by a written promise to pay. The
account Notes Receivable is a current asset
with a normal debit balance. Notes re-
ceivablc are often accepted ill connection
with sales; in such a case the following
journal entry appears on the books of
the seller:
Notes Receivable xxx
~ks x=

When a note is accepted in connection
with a loan, the lender makes the follow-
ing entry:
Notes Receivable

Cash
xxx

xxx

not-for-profit organization
See nonprofit organization.

NSF
Not sufficient funds; see NSF check.

NSF check
A check that is not covered by an ade-
quate balance in the bank account; a
"bad" or "rubber" check. Such checks
are returned to the issuer by the bank
that they are drawn on, marked "NSF"
(not sufficient funds).
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object classification
A classification of expenses on the basis
of the nature of the goods or services
acquired, by the "object" of the original
expenditure. Salaries and wages, adver-
tising expense, and supplies expense are
examples of expenses classified on an
object basis.

observation of inventory
See inventory observation.

obsolescence
A 'decline in an asset's value due to
changing technology or styles rather
than wear and tear.

occupancy cost
One of the several costs of using space
in a building, including rent, utilities,
building depreciation, and building
maintenance.

OLRT
On-line, real-time.

one-write system
A set offorms, backed with carbon strips
and with a series of holes punched along
one edge, along with a "pegboard" for
aligning them, so that transactions and
entries may be recorded on several doc-
uments simultaneously (in one writing).
The pegboard contains a row of posts
along one side, arranged so that the dis-
tance between two posts is the vertical
distance of one line on the forms. The
forms are aligned on the posts and the
transaction is recorded by hand. One
good application of a one-write system
is the preparation of payrolls; the check,
the check "stub" showing pay and with-
holding information, the payroll regis-
ter, and the employee's individual pay-
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units @ $5
B: 1,100 $11,000

units @ $10
Fixed costs 10,000 5,000

Total costs $15,500 $16,000

Net $ 6,500 $ 6,000
mcome
Increase in 30% 20%
net income
Thus, while both companies experience
a percentage increase in net income that
is greater than the percentage increase
in sales, company A has the greater op-
erating leverage.

operating period
The average period of time elapsing
from the initial purchase of merchandise
or raw materials through the manufac-
ture of finished goods (in a manufactur-
ing firm), sale of prod uct, and collection
of accounts receivable in cash.

operating statement
See income statement.

operational audit
An analysis and evaluation of an organ-
ization and its operations, often includ-
ing reviews of structure, systems design,
procedures, controls, and results. An op-
erational audit is similar to a management
audit but with more emphasis on the or-
ganization than on management.

operations research (OR)
The application of mathematical, statis-
tical, and scientific techniques to the so-
lution of organizational problems.

opinion
See audit opinion.

roll record are arranged on the
pegboard and each employee's pay data
are recorded on all documents in a single
writing.

dinary gains or losses. The sample Income
Statement in the appendix illustrates the
calculation of operating income.

on-line, real-time (OLRT)
A computer system configuration in
which data are recorded as events occur
(in real-time) through terminals or input
devices that are connected by direct wir-
ing (on-line) to the central processing unit.

operating lease
The normal form of a lease contract,
under which rent is paid for the use of
property with the original owner retain-
ing title to the property. Contrast with
capital lease. Ref.: FASB Statement No.
13.

operating budget
The budget or financial plan for revenue
and expenses, that is, for operations. In
essence, an operating budget is a pro-
jected income statement. See also master
budget.

operating leverage
The effect on net income offixed costs in
a company's expense structure, resulting
in a disproportionate increase in net in-
come as revenue increases. For example,
consider the following data for two com-
panies:operating cycle

The series of steps involved in a com-
pany's operations, including purchase of
raw materials, their conversion into fin-
ished products, sale of the finished prod-
ucts, and collection on the sale (or, in a
merchandising firm that does not man-
ufacture, the purchase and sale of mer-
chandise and collection on account). See
also operating period.

Company A Company B

$20,000 $20,000Sales
(1,000
units @ $20)
Variable costs

A: 1,000
units @ $5
B: 1,000
units @ $10

Fixed costs

Total costs

Net

$ 5,000

$10,000

10,000

$15,000

$ 5,000

5,000

$15,000

$ 5,000

operating expense
An expense of carrying on normal activi-
ties, apart from the expenses of financ-
ing the business and other "nonoperat-
ing" expenses. Selling, general, and
administrative expenses are included,
but cost of goods sold is usually excluded.

mcome
A 10% increase in sales volume for both
companies gives the following results:

Company A Company B

$22,000 $22,000Sales
(1,100
units @ $20)
Variable costs

A: 1,100 $ 5,500

operating income
The excess of revenues over operating ex-
penses; income from normal and primary
operations before adding or subtracting
other income and expense items not as-
sociated with operations, such as extra or-
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opportunity cost
The amount or value of the sacrifice as-
sociated with any event, transaction, or
activity; the opportunity cost from the
use of a resource for a specific purpose
is the benefit that could have been ob-
tained by using that resource for the best
alternative purpose. For example, ifland
that could have been rented out for
$1,000 is farmed instead, the opportu-
nity cost of the land when used for farm-
ing is $1,000.

option, stock
See stock option.

OR
Operations research.

organization cost
A cost of incorporating and establishing
a business, for example, legal fees, stock
issue costs, and state incorporation fees
and taxes. The account Organization
Costs is an intangible, noncurrent asset,
and has a normal debit balance. When
an organization cost is incurred, the fol-
lowing entry is made:
Organization Costs xxx

Cash (or a liability
account) xxx

original cost
Historical cost.

outgo
A colloquialism usually used to refer to
an expenditure (or to expenditures collec-
tively); may also refer to expenses.

outlay
An expenditure.

94 owners' equity

out-of-pocket expense
An expense associated with a particular
activity; in the absence of the activity, the
expense would not be expected to occur.
For example, a consultant often charges
a client a fee plus out-of-pocket ex-
penses, meaning that in addition to the
consultant's fee the client is expected to
pay for the consultant's travel, lodging
and meals while away from home, long
distance telephone charges, and other
incremental expenses that the consultant
might incur while working on the en-
gagement.

For example, if direct labor hours are cho-
sen as the application factor, 20,000
direct labor hours are expected to be
worked during the coming year, and to-
tal factory overhead for the year is esti-
mated at $30,000, then the overhead ap-
plication rate would be $30,000/20,000,
or $1.50 per direct labor hour. A job
requiring 10 direct labor hours would be
assigned 10 x $1.50, or $15 in factory
overhead costs.

overhead efficiency variance
In a standard cost system, the difference
between standard units of the overhead
application base factor (such as direct
labor hours) allowed for production
achieved and actual units of the base fac-
tor, multiplied by the standard variable
overhead application rate. An unfavor-
able overhead efficiency variance sug-
gests that additional overhead costs were
incurred because of inefficient manage-
ment of the base factor; a favorable var-
iance suggests that overhead costs were
reduced because of efficient manage-
ment of the base factor.

outstanding check
A check that has been written and re-
leased by the maker but which has not
cleared the bank on which it is drawn as
of the date in question (usually the date
of a bank reconciliation).

outstanding stock
Stock that has been issued and is held by
persons or organizations outside the is-
suing corporation.

overapplied overhead
An excess of factory overhead applied
(charged to work-in-process inventory) over
the actual overhead for a period.

overhead rate
See overhead application rate.

overdraft
A check drawn on a bank account that
reduces that account balance below zero.
The bank mayor may not choose to
honor such a check. See also NSF check.

overhead spending variance
In a standard cost system, the difference
between allowed and actual variable over-
head, due to differences between actual
and budgeted prices for overhead items
and to efficient or inefficient consump-
tion of overhead items.

overhead
Seefactory overhead. overtime

Hours worked beyond a normal shift or
work period (usually eight hours per
day).

overhead application rate
An amount per unit of a base or appli-
cation factor, used to assign factory over-
head costs to manufactured products.
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overtime premium
An amount in addition to the normal
hourly rate for overtime hours worked.
The overtime premium is usually one-
half of the normal rate; that is, pay for
overtime is one and one-half times the
normal rate.

owners' equity
The interest of the owners of a company
in its assets, derived from amounts in-
vested by the owners plus profits re-
tained in the business. Owners' equity
appears on the balance sheet; the accounts
that make up owners' equity have nor-
mal credit balances.
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PA

PA
Public accountant.

Pacioli
Frater Luca Bartolomes Pacioli, the
mathematician often referred to as the
father of accounting because he pub-
lished, in 1494, the first treatise synthe-
sizing the practice of double-entry book-
keeping. Some controversy exists over
the spelling of his name.

paid-in capital
The portion of owners' equity that has
been paid in directly by the owners (gen-
erally through purchase of stock), as op-
posed to earned profits retained in the
business (retained earnings). Paid-in capi-
tal includes proceeds from the sale of
both preferred and common stock: the
excess of these proceeds over par value
of the stock is called additional paid-in
capital.

paid-in surplus
See additional paid-in capital. Accountants
generally avoid using the word "surplus"
because of its confusing connotations.

paper profits
An excess of the current market value
over the original cost of assets, especially
securities and inventories. Paper profits
may disappear if the market value de-
clines or may be realized if the assets are
sold while the market price is still above
cost.

par
See par value.

par value
An arbitrary value set as the face amount
of a security.
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parent company
A company that owns a controlling in-
terest (over 50% of the outstanding
shares) of one or more subsidiary compa-
meso

participating preferred stock
Preferred stock that is not limited in divi-
dends to a stated rate but may instead
"participate" with common stock in ad-
ditional dividends declared. The usual
provision is for preferred stock to re-
ceive a stated dividend rate, with any
additional dividends that are declared to
be shared proportionately by preferred
and common stock.

partnership
A business owned by two or more per-
sons who share authority and responsi-
bility. A partnership may be distin-
guished from a corporation by the absence
of transferable ownership shares and of
a state charter and by the unlimited lia-
bility of each partner (each partner may
be held fully liable for the partnership's
debts, regardless of the amount of the
partner's capital contribution).

past service cost
Pension cost related to service by employ-
ees for periods prior to the adoption of
a pension plan. Ref.: APB Opinion No.
8.

patent
An exclusive right to the use, produc-
tion, sale, and control of a product or
process, granted by the US Patent Office
for a period of 17 years. A patent is ac-
counted for as an intangible asset.

payback method
A widely used technique for evaluating

pension plan

long-term investments (capital expendi-
tures) in which the payback period is cal-
culated by dividing the invested amount
by the annual cash flow. For example, an
investment costing $10,000 with an ex-
pected annual cash flow of $2,000 has a
payback period of $10,000/$2,000, or
five years.

payback period
The length of time required for recovery
of the amount invested in a project. See
also payback method.

payroll costs
Wages, salaries, and payroll taxes.

payroll journal
See payroll register.

payroll register
A record of payroll details including em-
ployee's name, hours worked (for hourly
employees), gross pay, deductions, and
net pay. Totals for a payroll period are
posted to individual accounts such as Sal-
aries Expense, Federal Income Tax
Withheld, and Cash.

payroll taxes
The employer's share of taxes associated
with employee compensation, including
employer's Social Security contribution
(see FICA tax) and unemployment tax.

PIE ratio
Price-earnings ratio.

pegboard system
See one-write system.

pension cost
The cost of a pension plan for the current
period. The current pension cost in-
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eludes an amount based on the estimated
future pension payments to employees
for current service and may include, for
a relatively new plan, an amount to re-
flect any previously unrecorded obliga-
tion for the past service of employees.
Journal entries for pension costs depend
on whether the pension plan is funded
or unfunded and on whether it is main-
tained by the company or by an outside
agency or trustee. If the plan is un-
funded, the periodic entry is
Pension Expense xxx

Liability under Pension
Plan xxx

A funded plan maintained internally re-
quires the same entry to recognize ex-
pense, plus the following entry as pay-
ments are made into the fund:
Pension Fund xxx

Cash xxx
If the fund is maintained outside the
company, periodic payments to the
agency or trustee require the following
entry:
Pension Expense xxx

Cash xxx
Ref.: APB Opinion :\10. 8.

pension fund
Resources accumulated for the purpose
of paying benefits to employees upon
their retirement, disability, or death.
The fund may be administered by the
company establishing the pension plan, by
a trustee, or by an insurance company or
other agency.

pension plan
An arrangement for the accumulation
of resources to be paid to employees
upon their retirement, disability, or
death. Resources may be contributed to
a pension fund by the employer or by the
employer and the employee.



per diem

per diem
A charge or allowance based on the
number of days or hours involved. For
example, a certified public accountant's
per diem billing rate may be stated as
$100 per hour.

percentage depletion
Depletion based on a percentage of gross
income earned during the period from
a natural resource, without reference to
the cost of the resource. Contrast with
cost depletion.

percentage-ot-completion method.
A method of accounting for long-term
projects (usually construction projects)
in which a portion of estimated total
profit is recognized each period based
on the estimated percentage of the proj-
ect completed during that period. Con-
trast with the completed-contract method.

pertormance audit
A review of a governmental program to
determine whether it is effectively meet-
ing its objectives. For example, a training
program for unskilled workers mav be
advocated in a city as a means of reduc-
ing unemployment and providing in-
dustry with more employable workers.
A performance audit of such a program
takes into consideration the promised
benefits of the program in relation to the
actual results and costs.

period cost
A cost of being in business during a time
period, such as rent or insurance. Con-
trast with product cost.

100

periodic inventory method
An inventory accounting system In
which inventory cost is determined at
periodic intervals, usually monthly or
annually, by first determining quantities
by a physical inventory and then applying
appropriate unit costs to arrive at a total
inventory cost. Contrast with perpetual in-
ventory method.

periodicity concept
A fundamental assumption in account-
ing that the life of a company or other
entity may be divided into periods, such
as years or months, for the purpose of
determining and reporting the results of
operations.

permanent file
A set of documents, notes, reports, and
data accumulated for a continuing audit
client, maintained as long as the client
is retained, and used in planning and
conducting each year's audit. The per-
manent file may contain prior years'
financial statements, copies of the
corporation's charter and bylaws, relev-
ent extracts of board of directors and
stockholders meetings, and similar ma-
terial of continuing interest to the audi-
tor.

perpetual inventory method
An inventory accounting system in
which a running balance of inventory
quantity and cost is maintained by up-
dating the inventory record after each
receipt and each usage or issuance of
inventory. Contrast with periodic inven-
tory method.

personal financial statement
Afinancial statement prepared for an in-
dividual, as distinguished from one pre-
pared for a company or other organi-
zation.

pooling-of-interest method

personal property
All resources other than land, land im-
provements, and buildings (real property).
Personal property includes all movable
property, notes and accounts receivable,
and other claims and rights.

personal property tax
A property tax assessed or charged on per-
sonal property.

PERT
Program evaluation and review technique.

petty cash
Any small fund of cash; usually main-
tained as an imprest account and reim-
bursed periodically up to a specified
balance, the reimbursement being
supported by petty cash vouchers and
receipts for the amount spent since the
previous reimbursement. Pettv Cash is
a current asset account with a normal debit
balance.

physical inventory
A procedure for determining inventory
quantities on hand by physically count-
ing them; the quantities are then multi-
plied by unit costs to arrive at total in-
ventory cost.

piecemeal opinion
An opinion given by an auditor on the
fairness of presentation of identified in-
dividual items in financial statements.
The piecemeal opinion was formerly
used in certain cases where a disclaimer
or adverse opinion was issued on the fi-
nancial statements taken as a whole, but
it is no longer allowed under generally
accepted auditing standards.
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PL/1
A computer programming language
(Programming Language 1).

planning-progra mming-budgeting
See planning-programming-budgeting sys-
tem.

planning-program ming-budgeting
system (PPBS)
A set of proced ures used in government
agencies that provide for the identifica-
tion of objectives and goals, the design
of programs to achieve these goals, and
the development of program budgets in
which each program is treated as an ent-
ity. For example, most university budg-
ets classify expenditures by department
and by object, such as salaries, supplies,
utilities, travel. The objectives of a uni-
versity generally include education, re-
search, and service; but the budget is not
classified in a way that would show the
expenditures for each of these functions.
With PPBS, separate budgets would be
developed for the education, research,
and service programs. Budgets could
also be developed tor subprograms, such
as commnunity extension services, un-
dergraduate education, or accounting
research.

plant and equipment
Fixed assets used in operations.

plant capacity
See capacity.

pooling-ot-interest method
A method of accounting for a combina-
tion of two or more previously existing
companies, by combining assets, liabili-
ties, and owners' equity of the original
companies. Contrast with the purchase
method. Ref.: APB Opinion No. 16.



position statement

position statement
See balance sheet.

positive confirmation
A letter or form mailed by a company,
on behalf of its auditors, asking selected
customers with outstanding balances to
compare the balance shown with their
own records and to notify the auditors
whether it is correct. A response is re-
quested whether the balance is correct
or not. Contrast with a negative confir-
mation.

post
To record an amount from ajournal entry
into an account in a ledger. See also posting.

post closing trial balance
A trial balance prepared after closing en-
tries have been made and posted, to ver-
ify that the accounts still balance. The
postclosing trial balance contains only
balance sheet accounts, since the closing
process reduces balances of revenue and
expense accounts to zero.

posting
The process of recording amounts from
journal entries into accounts in a ledger. For
example, the journal entry
Cash 100

Accounts Receivable 100
would require posting $100 on the debit
side of the Cash account and $100 on the
credit side of the Accounts Receivable
account.

PPB
Planning-programming-budgeting; see
planning-programming-budgeting system.

PPBS
Planning-programming-budgeting system.
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predetermined overhead rate
See overhead application rate.

preemptive right
A privilege usually possessed by a share-
holder to purchase shares from any new
issue, sufficient to maintain his owner-
ship proportion. Thus a shareholder
who owns 3% of a corporation's out-
standing shares would have a preemp-
tive right to purchase at least 3% of any
new issue of stock.

preferred creditor
A creditor who has a right to payment or
satisfaction before other, non preferred
creditors are paid. Preference ranking
of creditors is often set by statute and is
important primarily during bankruptcy
proceedings.

preferred stock
A class of stock that carries with it some
form of preference over common stock,
such as a right to dividends before any
are paid on common stock or priority
with respect to asset distribution upon
liquidation of the company. On the other
hand, voting rights, including the right
to elect members of the board of direc-
tors, are often restricted to common
stock.

premium
(1) An amount over and above a speci-
fied face, stated, or par value. For ex-
ample, a share of $10 par value stock
issued at $18 results in an $8 premium.
(2) A payment made for insurance cov-
erage. (3) A prize used in a marketing
program to stimulate sales.

premium on bonds payable
The amount by which proceeds from is-
suance of bonds exceed the face amount

present value analysis

or par value. The premium is written off
or amortized over the life of the bonds
by reducing periodic interest expense.
The entry to record issuance of bonds at
a premium is
Cash xxx

Premium on Bonds Pay-
able xxx
Bonds Payable xxx

The entry to write off the premium each
period is
Premium on Bonds Pay-
able xxx

Bond Interest Expense xxx
Premium on Bonds Payable is added to
the balance of Bonds Payable on the bal~
ance sheet and has a normal credit bal-
ance.

premium on common stock
An amount received upon the issuance
of common stock over and above the par
value or stated value of the stock. The
premium account constitutes additional
paid-in capital. Premium on Common
Stock is an owners' equity account with a
normal credit balance. Issuance of com-
mon stock at a premium calls for the
following journal entry:
Cash xxx

Common Stock xxx
Premium on Common
Stock xxx

premium on preferred stock
An amount received upon the issuance
of preferred stock over and above the par
value of the stock. The premium account
constitutes additional paid-in capital. Pre-
mium on Preferred Stock is an owners'
equity account with a normal credit bal-
ance. Issuance of preferred stock at a
premium calls for the following journal
entry:
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Cash
Preferred Stock
Premium on Preferred
Stock

xxx
xxx

xxx

prepaid expense
An expense paid in advance of its actual
incurrence. For example, rent and in-
surance premiums are often paid in ad-
vance of the periods covered. Prepaid
Expenses is a current asset account with a
normal credit balance. When expenses
are paid in advance, the following jour-
nal entry is made:
Prepaid Expenses xxx

Cash xxx

present value
The result of discounting one or more
amounts to be received or paid in the
future by a discount rate; the amount that
must be invested today at a specified in-
terest rate to accumulate to one or more
future payments. For example, $100 in-
vested today at 6% will amount to $106
at the end of one year; therefore the
present value of $106 due at the end of
one year is $100. The present value of a
single future amount is calculated by the
formula
PV = A -i- (l + r)", where PV = present
value,A = amount to be received or paid
in the future, r = discount rate, n =
number of periods until the future
amount is to be received or paid.

present value analysis
A method of evaluating long-term deci-
sions, especially capital expenditure deci-
sions, by explicitly taking into account
the time value of money (recognizing
that an amount due at any time in the
future is worth less than that same
amount due today as long as positive in-
vestment opportunities exist).



price variance

price variance
See material price variance.

price-earnings ratio
The market price of a share of stock
divided by the company's earnings per
share for the preceding year.

price-level-adjusted statements
Financial statements in which original
data have been adjusted to reflect the
effects of changing price levels.

price-level adjustments
Changes recorded in accounts and fi-
nancial statements to reflect the effects
of changing price levels.

price-level gains and losses
Gains and losses in purchasing power
due to holding money and claims to
fixed amounts of money, as well as owing
money, during periods of changing
price levels. For example, $1,(lOO bor-
rowed at a time when the price level was
100 and repaid at a later date w hen the
price level had advanced to 110 would
be repaid with dollars having less pur-
chasing power and would thus result in
a price-level gain.

primary earnings per share
Net income for a year divided by the
average number of shares of common
stock and common stock equivalents out-
standing during the year. See also earn-
ings per share. Ref.: APB Opinion No. 15.

prime costs
Direct material and direct labor costs.

prime rate
The interest rate charged by a commer-
cial bank to customers presenting the
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least risk (generally the largest customers
with the best credit ratings). Other cus-
tomers are charged a higher interest
rate.

principal
The original or face amount of a loan or
investment. Generally interest is earned
on the principal amount.

prior-period adjustment
A change in the income of a prior period,
reported in current financial statements.
The use of prior-period adjustments is
severely limited under generally accepted
accounting principles. Ref.: APB Opinion
No.9, FASB Statement No. 16.

probability sample
A sample in which each item or member
of a finite population has a known prob-
ability of being selected.

process costing
A cost accounting system or procedure in
which costs are assigned to and accu-
mulated by department or process. Fur-
ther assignment of costs to units is
accomplished through an averaging
process in which total costs are divided
by equivalent units of work produced to
arrive at unit cost. Contrast withjob order
costing.

product cost
A cost associated with production of
units of product and thus "inventori-
able." Contrast with period cost.

product line reporting
See segment reporting.

property dividend

production cost
In the oil and gas industry, a cost of
operating a producing well. Ref.: FASB
Statement No. 19.

professional ethics
See Code of Professional Ethics.

profit
The excess of selling price over cost or,
for a company as a whole, the excess of
revenue over all expenses.

profit and loss statement
See income statement.

profit and loss summary
See income summary.

profit center
A department, division, or other organ-
izational unit that produces revenue and
for which a profit may be calculated.

profit planning
A form of operations planning or bud-
geting in which a profit objective is first
established, and operations (including
expense levels) are planned to achieve
that objective. Profit planning may be
viewed as an active form of budgeting in
which a company attempts to control its
environment.

pro forma statement
A financial statement prepared on the
basis of some assumed events or trans-
actions that have not yet occurred. For
example, pro forma statements might be
prepared by a company considering ac-
quisition of another company to show
the combined results of the two compa-
nies as if they had already merged.
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program budget
In government agencies, a budget in
which a program or project, rather than
the entire agency, is treated as the
budget entity. Thus a given agency
might develop several program budgets,
one for each program. See also planning-
programming-budgeting system.

program evaluation and review
technique (PERT)
A procedure for planning a project that
involves the preparation of a network
showing events and processes in rela-
tional sequence, along with estimated
process times. The analysis, usually per-
formed on a computer, can identify the
critical path, which cannot be shortened
through acceleration of activities and
events outside the critical path and thus
provides an estimate of the minimum
lead time necessary for the whole proj-
ect. (Some analysts consider PERT and
the critical path method synonymous, while
others use the term PERT to refer to an
analysis that includes costs.)

programmed costs
Expenditures that are committed for
some period of time and cannot readily
be reduced or avoided during that pe-
riod.

property dividend
A dividend paid to stockholders with re-
sources other than cash. For example, a
company ordered by a court to dispose
of its investment in another company
might distribute its shares in that com-
pany to its own stockholders as a prop-
erty dividend; or a company could dis-
tribute a portion of its inventory to
stockholders as a property dividend, to
acquaint stockholders with its product
and to build additional sales demand.



property, plant, and equipment

property, plant, and equipment
Fixed assets used in operations.

property tax
A tax on the owners of property and
based on the value of that property.

proprietorship
Ownership interest in a company, see
owners' equity. See also sole proprietorship.

prospectus
• A booklet containing information about

a prospective securities offering and
data on the offering company, including
financial statements. The prospectus is
included with the registration statement
filed with the Securities and Exchange
Commision in connection with the offer-
ing. A preliminary prospectus, called a
red herring because of the label "Prelim-
inary Prospectus" stamped in red ink
across the front, may be made available
to interested parties.

provision
A term usually used in accounting to de-
note an expense. For example, "provi-
sion for income taxes" typically indicates
the income tax expense for the period.
Other meanings are possible and must
be determined in the particular circum-
stances.

provision for bad debts
See bad debt expense.

provision for depreciation
See depreciation expense.

provision for doubtful accounts
See bad debt expense.

provision for income taxes
See income tax expense.

106

provision for uncollectible accounts
See bad debt expense.

proxy
Authority for one person to act for an-
other. The management of a corpora-
tion usually solicits proxies from stock-
holders who do not expect to attend
the corporation's annual stockholders'
meeting. Occasionally opposing factions
conduct a "proxy fight," each side solic-
iting proxies in support of its position.

proxy statement
A statement required under Securities
and Exchange Commission regulations
whenever a proxy is solicited from stock-
holders of a corporation.

public accountant
A person licensed by a state to use the
designation PA and to practice public ac-
counting. Requirements for licensing as
a PA arc less rigorous than those for a
certified public accountant. While some
states are still licensing new PAs, many
are granting no new licenses while allow-
ing those previously licensed to continue
practicing.

public accounting
The provision of accounting services, es-
pecially audits of financial statements, to
the public (including individuals, part-
nerships, corporations, and other organ-
izations) for a fee. In the United States
public accounting can be practiced only
by certified public accountants and licensed
public accountants.

public interest accounting
Accounting activities, usually performed
by volunteer accountants at no charge,
in behalf of individuals and organiza-

purchasing power

tions unable to pay a normal professional
accounting fee; accounting analysis of
issues affecting the public interest. Ex-
amples of public interest accounting in-
clude volunteer tax advice and assistance
to low-income individuals, design of an
accounting system for a small minority-
owned business, analysis of the need for
a proposed public utility rate increase,
and estimation of the costs and benefits
of a proposed public transportation sys-
tem. See also Accountants [or the Public
Interest.

purchase discount
A cash discount earned by a purchaser for
payment within a specified period. The
Purchases Discounts account has a nor-
mal credit balance and is deducted from
the Purchases account balance or re-
ported separately as Other Income on
an income statement. Purchase dis-
counts are recorded when the account is
paid, as follows:
Accounts Payable xxx

Purchases Discounts xxx
Cash xxx

purchase method
A method of accounting for a combina-
tion of two or more previously existing
companies, under which one company
is considered to have purchased the as-
sets of the other com pany or com panies.
Contrast with the pooling-oj-interest
method. Ref.: APB Opinion No. 16.

purchase order
An order issued by a buyer to a seller for
the purchase of specified goods or serv-
ices. No journal entry is made by the
buyer when the purchase order is issued;
the journal entry is not made until the
goods are received.
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purchases
An account used to record the acquisi-
tion of merchandise for resale or raw
materials for use in the manufacturing
process. The account Purchases has a
normal debit balance. Acquisitions of
merchandise or raw materials are re-
corded as follows:
Purchases xxx
Accounts Payable
(or Cash) xxx

A Purchases account is used only in con-
junction with a periodic inventory system;
with a perpetual inventory system acq uisi-
tions are recorded directly in the inven-
tory account.

purchase journal
A special journal used exclusively for re-
cording purchases of merchandise on
account. The total of the purchases jour-
nal is posted as a debit to Purchases and
a credit to Accounts Payable.

purchasing power
The command over goods and services
by a unit of money. During periods of
inflation the purchasing power of the
dollar (or other monetary unit) falls;
thus a dollar in 1980 would purchase
fewer goods and services than a dollar in
1960.





qualification

qualification
A departure from the standard wording
of the auditor's opinion. See also "except

for" opinion, "subject to" opinion.

qualified audit report
See qualified opinion.

qualified opinion
A certified public accountant's audit opin-
ion on a company's financial statements
that departs from the standard opinion in
some respect. See also "except for" opinion,
"subject to" opinion.

quantity discount
A reduction in selling price granted for
purchasing a specified minimum quan-
tity.

quantity variance
See material quantity variance.

quarterly report
An abbreviated form of a company's an-

nual report, issued every three months
between annual reports; an interim report.
A quarterly report usually includes
unaudited financial statements and a
brief, narrative review of operations.

quasi reorganization
A procedure, adopted by a corporation
and approved by its stockholders, under
which a deficit (negative balance) in re-
tained earnings is eliminated by writing
down the paid-in capital accounts. In the
process any overvalued assets must also
be written down. Ref.: ARB 43, chap.
7A.

queuing theory
A mathematical approach to problems
that involve queues or lines waiting to
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be serviced, such as the staffing of su-
permarket checkout counters or assem-
bly line scheduling. Also called waiting-
line theory.

quick assets
Cash, marketable securities, and receiv-
ables. Quick assets are highly liquid as-
sets and are compared to current liabil-
ities in calculating quick ratio, or acid-test
ratio.

quick ratio
See acid-test ratio.



random access

random access
A feature of a computer system that per-
mits data to be written directly into and
retrieved from a location in memory,
without the necessity of proceeding se-
rially through other data or memory lo-
cations.

random sample
A selection of items made in such a man-
ner that all items in the group (popula-
tion) have an equal chance of being se-
leered. The significance of random
sampling is that no item or characteristic
is favored in advance: For example, in a
class of students composed equally of
men and women, a random sample
would not favor either men or women.

rate of exchange
See exchange rate.

rate variance
See labor rate variance.

raw materials
Substances, such as sheet metal and lum-
ber, used in the manufacture of prod-
ucts. See also raw materials inventory.

raw materials inventory
The supply of materials or substances,
used in the manufacture of products, on
hand and owned by a company. Raw
Materials Inventory is a current asset with
a normal debit balance. When the per-
petual inventory method is used, two types
of journal entries affect the account.
Purchases of raw materials are recorded
as follows:
Raw Materials Inventory xxx

Accounts Payable (or
Cash) xxx

As materials are issued into production,

relevant cost
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the entry is
Work-in-Process Inventory xxx

Raw Materials Inventory xxx
When the periodic inventory method is used,
no entries are made affecting Raw Ma-
terials Inventory during the period; a
closing entry is used to replace the begin-
ning inventory with the ending inven-
tory.

realize
See realization.

receivable
A claim against another. See also accounts
receivable, note receivable.

RBP
Registered business programmer.

receivables turnover
A measure of the rapidity with which
receivables are collected, calculated as
follows:
Receivables turnover =

Net credit sales for the period
Average net receivables
The denominator is net of any allowance
for bad debts and includes trade notes
and accounts receivable.

readjustment
See quasi reorganization.

real account
An account that is continued from one
period to the next; a balance sheet ac-
count. Contrast with a nominal account.

reconciliation
An analysis of the items causing a differ-
ence between two amounts, accounts, or
balances. For an example, see bank rec-
onciliation.real property

Land, land improvements, and build-
ings. Contrast with personal property. record

(I) Stored information, such as an ac-
count. (2) To enter information on a doc-
ument or into a system, as in making a
journal entry.

realization
The earning of revenue, accompanied by
its recognition in the accounts. Many ac-
tivities are involved in the production
and sale of goods and the collection of
the sale proceeds. Since these activities
often occur over a period of time, several
alternatives are presented for the timing
of revenue recognition. In most cases
revenue is considered to be realized
when a sales agreement is reached be-
tween buyer and seller and the seller has
met all the conditions imposed by that
agreement (such as producing goods to
specification, delivering goods, setting
goods aside for the buyer to pick up,
providing installation services). See also
percentage-of-completion method, installment
sales method.

record date
See date oj record.

red herring
A preliminary prospectus, omitting infor-
mation on offering price, commissions
to dealers, and other matters related to
price. The red herring may be issued
before a registration statement with the Se-
curities and Exchange Commission be-
comes effective; it is so named because
red ink is used to print or stamp the
words "Preliminary Prospectus" across
the front page.

113

reducing balance depreciation
See declining balance depreciation.

registered business programmer
(RBP)
A professional designation awarded by
the Data Processing Management Asso-
ciation to one who passes an examination
covering principles of programming,
programming language translators,
problem-oriented languages, design of
data processing systems, and computa-
tional topics.

registrar
An agent of a corporation who must ap-
prove the issuance of shares of stock and
must authenticate the stock certificates.
The registrar protects shareholders
against fraudulent or improper issuance
of stock. The registrar may also serve as
transfrr agent.

registration statement
A report filed by a corporation or a na-
tional security exchange with the SPCll-

ritics and Exchange Commission, providing
information about the registering or-
ganization for public inspection. The
most common registration forms for
corporations are the S-1, 8-K, IO-K and
lO-Q.

regression analysis
Measurement of the amount of change
in a dependent variable associated with
changes in one or more independent
variables. See also simple regression analy-
SIS.

relevant cost
A cost that should be considered in
choosing among alternatives. Only those
costs yet to be incurred (i.e., future costs)



relevant range

that will differ among the alternatives
(the differential costs) are relevant in de-
cision making. Example I: A manager is
trying to choose between two pieces of
equipment, both having the same
monthly operating costs. Since the
monthly operating costs are not differ-
ential, they are not relevant. Example 2:
A machine that cost $6,000 and has an
undepreciated book value of $2,000 re-
quires a major repair costing $3,000,
after which the machine is expected to
provide services worth $4,000 over the
remainder of its useful life. Alternatively
the machine can be sold in its present
condition for $1,300. Since the original
cost and the book value of the machine
do not change, they are not relevant.
The repair cost, expected value of future
services, and present salvage value are
relevant.

relevant range
The range of volume or activity for
which estimates and projections are
valid. For example, fixed costs may be
projected at $10,000 within the relevant
range of 10,000 to 12,000 units. The cost
projection would not necessarily hold at
volume levels less than 10,000 or greater
than 12,000 units.

reorder point
The point in time when materials or sup-
plies are reordered, generally when ma-
terials or supplies reach a certain quan-
tity level. This level should be sufficient
to provide for usage during the lead time
plus any desired safety stock.

replacement cost
The current cost to replace an item, tak-
ing into account normal quantity pur-
chased, location of the purchaser, pos-
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retail method

sible discounts, transportation charges,
and similar factors.

ciation (preferred terms: Allowance for
Depreciation or Accumulated Deprecia-
tion), Reserve for Bad Debts (preferred
terms: Allowance for Doubtful Accounts
or Allowance for Bad Debts), Reserve
for Income Taxes (if this is an actual
liability, the preferred term is Income
Taxes Payable), and various appropria-
tions of Retained Earnings (preferably,
Appropriations).

replacement value
See replacement cost.

report form
A form of balance sheet presentation in
which assets are listed at the top, fol-
lowed by liabilities and owners' equity.
Contrast with account form. reserve for bad debts

See allowance for doubtful accounts.
representation letter
A letter from an officer of a client com-
pany to the external auditor providing
assertions or "representations" about
certain matters of interest, such as ac-
knowledgment of management's re-
sponsibility for the financial statements,
completeness of minutes of board of di-
rectors' meetings provided to the audi-
tor, and events subsequent to the finan-
cial statement date.

reserve for contingencies
An appropriation of retained earnings
for possible future events of a negative
nature, such as lawsuits or natural dis-
asters. See appropriated retained earnings.

reserve for depreciation
See accumulated depreciation.

reserve for encumbrances
In government accounting, an account
used to identify the portion of a fund
balance that has been committed (en-
cumbered) through purchase orders,
contracts, salary agreements, and the
like. As an illustration, assume that a
fund was originally appropriated
$100,000 and that expenditures to date
total $60,000, leaving a "free" balance of
$40,000. The agency now contracts for
building repairs at an estimated cost of
$10,000 and "encumbers" funds with the
following journal entry:
Encumbrances 10,000

Reserve for En-
cumbrances 10,000

At this point the fund has a free balance,
which may be committed further, of only
$30,000. The repairs are completed and
a bill for $9,250 is received, resulting in

research and development costs
Costs of investigation, experimentation,
analysis, testing, and the like, intended
to create new products, improve existing
products, develop better procedures, or
discover useful information. Research

iand development costs should not be re-
corded as an asset but should be charged
to expense as incurred. Ref.: FASB
Statement No.2.

reserve
Generally, an amount appropriated or
allowed in anticipation of possible future
events, such as a Reserve for Contingen-
cies or Reserve for Warranty Claims.
This term is much abused, and its spe-
cific meaning must always be determined
from the context. For example, some
companies report a Reserve for Depre-
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these entries:
Reserve for En-
cumbrances 10,000

Encumbrances 10,000
Expenditures 9,250

Vouchers Pay-
able 9,250

When the liability is paid, the final entry
is made:
Vouchers Payable 9,250

Cash 9,250

residual income
Income accruing to common stock after
allowing for prior or senior claims such
as interest on bonds and dividends on pre-
ferred stock.

residual value
The amount expected to be obtained
when ajixed asset is disposed of at the end
of its useful life (also called disposal value
and salvage value). Residual value must
be estimated in order to calculate peri-
odic depreciation.

responsibility accounting
A system in which costs are allocated to
and reports are prepared for responsihil-
ity centers, with the objective of control-
ling costs by assigning responsibility for
specific costs to individual managers.

responsibility center
An organizational unit with responsibil-
ity for control of costs and, in some cases,
revenue. See also responsibility accounting.

restructuring of debt
See troubled debt restructuring.

retail method
A procedure for estimating inventory
cost using an estimated or historical
markup rate. The inventory is first de-



retained earnings

termined at retail value by deducting
sales from the retail value o(g~il-

~for sale; this result is then reduced
by the marl;.up rate on sales price. The
retaihi'iefnod is favored by retail estab-
lishments, such as department stores, for
estimating inventory cost for interim state-
ments. As an example, assume that the
historical markup rate has been 20% of
sales price, sales for the first quarter
were $10,000, and the retail value of
goods available for sale (beginning in-
ventory plus purchases) is $14,000. The
estimated retail value of ending in-
ventory would be $14,000 - $10,000,
or $4,000; its estimated cost would
then be $4,000 - 0.20 ($4,000), or
$3,200.

retained earnings
The amount of earnings retained (rein-
vested) in a corporation and not distrib-
uted to stockholders in the form of div-
idends; sometimes called Earnings
Retained in the Business or Earned Sur-
plus (this latter term is not favored by
accountants because it implies that there
is a "surplus" over and above the com-
pany's needs). Retained Earnings is an
owners' equity account With a Iiul IiIal
credit balance. A number of journal en-
tries can aff~ct the account. The entry to
close the period's net income into Re-
tained Earnings is
Income Summary xxx
Retained Earnings xxx

A declaration of dividends is recorded:
Retained Earnings xxx
Dividends Payable xxx

(In the latter case, a Dividends account
may first be debited and subsequently
closed to the Retained Earnings ac-
count.)
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retained income
See retained earnings.

revenue
The inflow of resources to a business for
a period, from sale of goods or the pro-
vision of services. The resources are gen-
erally in the form of cash and notes or
accounts receivable. Revenue does not
include resources received from sources
other than operations, such as the sale of
fixed assets, issuance of stock, or borrow-
ing.

retirement
Disposition of an asset at the end of its
useful life. A retirement is recorded in
the accounts by removing both the asset
balance and the amount of accumulated
depreciation related to the asset, record-
ing any proceeds, and reflecting any gain
or loss. If nothing is received upon re-
tirement of a fully depreciated piece of
equipment, the asset and accumulated
depreciation accounts are simply offset,
as follows (assuming $10,000 original
cost):
Accumulated De-
preciation, Equip-
ment 10,000

Equipment 10,000

revenue bond
A bond issued by a governmental author-
ity for which principal and interest pay-
ments are made from revenue earned by
a specified government-owned enter-
prise. For example, a city-owned water
utility might issue revenue bonds and
pay principal and interest from revenue
earned.

return on investment (ROI)
The amount earned per year on an in-
vestment, usually expressed as a percent-
age:

ROI = Earnings for the period x 100
Investment

revenue realization
See realization.

return on sales
The amount earned in relation to the
level of sales for a period, usually ex-
pressed as a percentage:

Return on sales =
Net income for the period
Net sales for the period

reversing entry
Ajournal entry made to eliminate or undo
the effect of a previous period's adjusting
entry so that subsequent transactions may
be recorded in a routine and consistent
manner. For example, assume that the
following adjusting entry has been made
at the end of an accounting period to
recognize unpaid salaries accrued:
Salaries Expense xxx

Salaries Payable xxx
The next payroll straddles two account-
ing periods and, without a reversing en-
try, requires the followingjournal entry:
Salaries Payable (for the
amount previously ac-
crued) xxx
Salaries Expense (for the
portion falling within the
current accounting period) xxx

Cash xxx

x 100

revaluation surplus
An element of owners' equity ansmg
when fixed assets are revalued upward.
Revaluation Surplus is an owners' equity
account with a normal credit balance.
Ref.: APB Opinion No.6, par. 17.
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This entry requires analysis of the pay-
roll and attention to previous adjusting
entries made and may be confusing to a
bookkeeper. Consequently the company
may reverse this kind of adjusting entry
at the beginning of the subsequent pe-
riod, as follows:
Salaries Payable xxx

Salaries Expense xxx
When the next payroll is prepared, the
entire amount may be debited to Sal-
aries Expense, with the result that the
net expense shown in the succeeding pe-
riod will be the correct amount for that
period.

right, stock
See stock right.

RMA
Robert Morris Associates.

Robert Morris Associates (RMA)
A national association of commercial
bank loan and credit officers with the
objective of promoting "continuous im-
provements .in principles and practices
of commercial lending, loan administra-
tion, and asset management in commer-
cial banks." The organization takes its
name from Robert Morris, a signer of
the Declaration of Independence and a
financier of the Revolutionary War.

Robinson-Patman Act
An act of Congress passed in 1936 that
specifies certain "unfair" and thus illegal
business practices, including price dis-
crimination that cannot be justified by
cost differentials.

ROI
Return on investment.
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royalty
A share of revenue or profit derived
from a property (such as a mine, patent,
or book) paid to the owner or creator of
the property.

"rubber" check
A check that is not covered by an ade-
quate balance in the bank; an NSF check.

rule
To indicate the bottom of a column of
figures or the closing of a ledger account
by drawing one or more lines across the
bottom of number columns. A single rul-
ing (one line) or a double ruling (two
lines) may be used.

rule of 72
A technique for estimating the approx-
imate number of years required for an
amount invested at compound interest to
double; simply divide 72 by the interest
percentage. For example, an investment
at 8% interest compounded annually will
double in approximately nine years.

ruling
A line or lines drawn across the bottom
of a column of figures. See also rule.



S-I

S-1
A form or statement that must be filed
with the Securities and Exchange Com-
mission before a company's securities
may be listed and traded on a national
securities exchange. The statement in-
cludes information on the nature and
history of the company's business, its
capital structure, important contracts,
compensation of officers and directors,
details of the securities being issued and
the use to which the proceeds will be put,
and financial statements. The S-I is
available for inspection by the public at
the SEC.

safety stock
A reserve supply of material maintained
to allow for above-normal usage during
the lead time required for receipt of an
order or completion of a production
run.

sale
The delivery of goods in return for other
resources, such as cash or a promise to
pay cash (a receivable). The account
Sales or Sales Revenue is a revenue ac-
count with a normal credit balance. A
sale is recorded by the entry
Cash (or Accounts Receiv-
able) xxx

Sales xxx
When a perpetual inventory system is
used for goods available for sale, an ad-
ditional entry is made to record the cost
of the sale:
Cost of Goods Sold xxx

Merchandise (or Fin-
ished-Goods) Inventory xxx

sale and leaseback
A transaction in which property is sold
and then leased back by the seller.
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sales
An account reflecting revenue from the
sale of goods for the period to date. Sales
is a revenue account with a normal credit
balance. See also sale.

sales tax
A tax based on the amount of a sale and
collected by the seller from the cus-
tomer; total collections (reduced by a fee
allowed to the seller in some states) are
periodically remitted to the state or other
taxing authority. Sales taxes should be
included by the buyer in the cost of
goods acquired. They are not revenue to
the seller, however, but should instead
be recorded by the following journal en-
try:
Cash (or Accounts Receiv-
able)

Sales Taxes Payable

sales discount
A cash discount granted by a seller for
payment by the purchaser within a cer-
tain period. (On the books of the pur-
chaser, a sales discount is called a pur-
chase discount.) The Sales Discounts
account has a normal debit balance and
is reported in the seller's income state-
ment as a deduction from gross sales.
Sales discounts are recorded when pay-
ment is received on account, as follows:
Cash xxx
Sales Discounts xxx

Accounts Receivable xxx

xxx
xxx

sales-type lease
See capital lease.

salvage value
See residual value.

sales journal
A special journal used exclusively for re-
cording sales on credit. The total of the
sales journal is posted as a debit to Ac-
counts Receivable and a credit to Sales.

sample
(I) A selection of a limited number of
items from a larger group (population).
(2) To select items from a larger group.
See also random sample.

sales returns and allowances
Refunds or credits granted to customers
for goods that are returned, damaged in
shipment, or do not meet quality speci-
fications. The Sales Returns and Allow-
ances account has a normal debit balance
and is usually treated as a contra sales
account and deducted from gross sales,
although it is sometimes classified as a
selling expense. A return or allowance is
recorded as follows:
Sales Returns and Allow-

sampling
The process of selecting a limited num-
ber of items (the sample) from a larger
group (the population). See also statistical
sampling, sampling for variables, sampling
for attributes, discovery sampling, random
sample.

sampling for attributes
Sampling undertaken to estimate the per-
centage of items in a group (population)
that possess a specified attribute. Audi-
tors, for example, might use sampling
for attributes to estimate the number of
invoices in a file that were not properly
approved. Contrast with sampling for var-
iables.

ances
Cash (or Accounts Re-
ceivable)

xxx

xxx
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sampling for variables
Sampling undertaken to estimate the
value of a specified variable for a group
of items (population). The variables of
interest are usually either the average
value (mean) or the total for a popula-
tion. An auditor might use sampling for
variables to estimate the total cost of a
large group of parts in inventory, by first
selecting a small number (a sample), in-
vestigating the cost of each item selected
and then making prescribed statistical
calculations to develop an estimated
range or interval for the total value.

SAS
Statement on Auditing Standards.

scrap value
See residual value.

scope
The breadth of responsibility accepted
by an auditor in performing an audit,
expressed in the scope paragraph, usu-
ally the first paragraph, of an audit opin-
ion.

SEC
Securities and Exchange Commission.

secret reserves
See hidden reserves.

Securities and Exchange
Commission (SEC)
The federal agency with responsibility
for overseeing and regulating financial
reporting by larger corporations. The
SEC was originally established by Secu-
rities Exchange Act of 1934, to enforce
that law and the Securities Act of 1933.
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security
(I) A bond, share of stock, or similar
instrument providing an interest in or a
claim against an enterprise and its re-
sources. (2) Property that is pledged
against a debt and which can be claimed
by the lender if the borrower does not
pay the debt when due.

segment margin
The contribution to company-wide prof-
its provided by a segment (such as a
product or product line, territory, de-
partment, division, or subsidiary com-
pany), reflecting the excess of segment
revenue over expenses directly attribut-
able to that segment.

segment reporting
A form of financial reporting in which
information is provided for identifiable
components, or segments, ofa company.
A manufacturer of motor vehicles, for
example, might provide information for
domestic and foreign sales; truck, auto-
mobile, bus, and utility vehicle product
lines; government, industrial, and con-
sumer sales. Information provided
might include revenue, income, and as-
sets for each segment, or complete fi-
nancial statements might be presented
for certain segments. Ref.: FASB State-
ment No. 14, APB Opinion No. 30.

self insurance
The practice of undertaking to absorb
casualty and disaster losses internally,
without buying insurance for such losses
from an insurance company. Self-insur-
ance is usually reflected in appropriated
retained earnings or some other suitably
titled owners' equity or liability account.
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selling and administrative expense
A section often used on an income state-
ment to show combined selling expense
and administrative expense.

selling expense
An expense incurred in promotion, mar-
keting, and distribution activities; ex-
amples include advertising, sales com-
missions, and product shipping costs.
Contrast with manufacturing cost, admin-
istrative expense.

semivariable cost
See mixed cost.

senior accountant
An experienced staff member of a public
accounting firm who has responsibility
for directing and supervising engage-
ments with one or more clients. A senior
accountant is below the level of partner.

senior security
A security with rights that take prece-
dence over those of other securities in a
given capital structure. For example, in
case of bankruptcy a bondholder is en-
titled to payment before any distribution
is made to stockholders; bonds are thus
senior to common stock. Contrast with
subordinate security.

serial bond
A bond issued under a bond contract
calling for redemption in a series of pay-
ments. For example, a $100,000 serial
bond issue might call for redemption of
$10,000 worth of bonds every year for
ten years.

share
A unit of ownership interest in a corpo-
ration.

sinking fund method of depreciation

shareholder
See stockholder.

shrinkage
An inventory loss over time not due to
normal usc or to sale of goods. Inventory
shrinkage may be caused by theft, evap-
oration, failure to empty containers
completely, melting, and the like.

significance test
In statistics, a procedure for determin-
ing whether the difference between two
or more statistics, or between a statistic
and zero, is significant. that is. too large
to be reasonably attributable to chance.

simple interest
An amount of interest calculated only on
the jirinrij}{/I and not compounded. Con-
trast with compound interest.

simple linear regression
See simple regression analysis.

simple regression analysis
Regression analxsi, invnlviug one inde-
pendent variable. In simple linear
regression, the dependent variable Y is
estimated with the equation Y = a + bX,

where X is the independent variable, b is
the change in Y associated with a change
of one unit in X, and a is a constant, or
the estimated value of Y when X = O.
Given a set of values for X and Y, the
coefficients a and b can be estimated with
the following equations:
a = (LY) (LX') - (LX) (LXY)

n (LX') - (LX)'
b n (LXY) - (LX) (LY)

II (LX') - (LX)'
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simulation
A technique in which the key elements
of a system (such as a process, a machine,
or an organization) are modeled, and the
model variables are then manipulated to
evaluate the effects of alternatives. One
increasingly important form of simula-
tion is the corporate financial model, in
which the financial relationships of a cor-
poration are estimated and manipulated
by a computer program to investigate
the effects on outcomes, such as net
profit and cash balance, of actions such
as price changes and changes in adver-
tising budgets.

single-entry bookkeeping
A simple system of recordkeeping 1Il

which each transaction is recorded in a
single record, such as a checkbook or a
list of accounts receivable. Formal jour-
nals and ledgers are not maintained and
journal entries are not made. A balance
sheet and income statement cannot be pre-
pared directly from single-entry records,
but an accountant can usually review
such records and make the xum m.uie s
and adjustments necessary for the prep-
aration of financial statements.

i
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single proprietorship
See sole proprietorship.

sinking fund
Afund of cash, securities, or other assets
accumulated by periodic contributions.
Sinking funds are often established to
provide for the replacement of major
fixed assets (such as a plant) and for the
retirement of debt.

1
'I
1

sinking fund method of depreciation
A method of recording depreciation
which allows for an interest return on
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I

! . the amount invested in the asset. The
sinking fund method is the same as the
annuity method of depreciation except
that the imputed interest is not sepa-
rately recorded; refer to the example
presented under annuity method of depre-
ciation. With the sinking fund method
the journal entry to record current de-
preciation would be
Depreciation Expense 78

Accumulated Depreciation 78

r ;

slide
An error made in recording a number,
due to mislocating the decimal point. For
example, a slide occurs if $122,940 is
written $12,294 or $1,229,400.

social accounting
(I) A field of accounting developed dur-
ing the 1970s to measure and report on
(a) a business or other entity's full impact
on society, including effects such as pol-
lution, discrimination, and prod uct
safety as well as financial effects; (b) the
nature and impact of an entity's social
responsibility activities (for example, aid
to minority businesses, employee partic-
ipation on co m panv time in civic pro-
grams, and plant beautification efforts).
See also social impact statement. (2) Na-
tional income accounting, or accountmg
for the economic performance of a na-
tion or society.

social audit
A review and evaluation of a company's
full impact on society or the nature and
impact of its social responsibility activi-
ties. See also social accounting.

social impact statement
A report of the positive and negative
impacts (social benefits and social costs)
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of an organization on society, including
both financial impacts recognized in tra-
ditional financial statements and social
impacts (such as environmental damage
and discrimination). Refer to the appen-
dix for an example.

special journal
A record in which transactions of a spe-
cific type are recorded. Contrast with
general journal. The most common spe-
cial journals are cash receipts journal,
cash disbursements journal, purchases
journal, and sales journal.

social responsibility accounting
See social accounting. specific identification

A method of determining the cost of
units sold or used in which units are
uniquely and specifically identified, usu-
ally by a serial number. For example,
assume that the inventory includes the
following units:
Number Cost
18A $32.~
27G $189
When a unit is sold, it is associated with
its specific cost by the serial number: th us
if unit 27G is sold first, $189 would be
charged to cost of goods sold. Contrast
with first-in, first-out, last-in, first-out, and
average cost, each of which requires a cost
flow assumption.

social security
The system in the United States by which
employees and employers both contrib-
ute a percentage of each period's gross
pay to a national fund, which is then
used to pay retirement benefits to all
qualifying workers.

social security tax
See FICA tax.

socioeconomic accounting
See social accounting.

software
Computer programs.

sole proprietorship
A business finn owned entirely by one
individual.

spending variance
See overhead spending uarianre,

split
See stock split.

solvency
The state of being able to pay debts as
they become due. A company that is un-
able to meet its current obligations is said
to be insolvent.

spoilage
In a manufacturing process, the loss due
to processed units that do not meet ac-
ceptable quality standards and thus must
be junked or sold for salvage or scrap.

source and application of funds
See statement of changes in financial posi-
tion.

spread sheet
A multicolumned worksheet used by ac-
countants and auditors for analysis of
transactions, aging of accounts receiv-
able, summarization of depreciation for
several time periods, and similar pur-
poses.

source document
A document that provides the basis for
ajournal entry, such as a sales invoice or
a materials requisition form.
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SRA
Social responsibility accounting; see so-
cial accounting.

standard
A target, goal, or norm. See also standard
cost, generally accepted auditing standards.

standard cost
A predetermined or budgeted cost for
specific elements of production, such as
direct material, direct labor, and factory
overhead. See also standard cost system.

standard cost accounting
See standard cost system.

standard cost system
A method of accounting for production
costs in which (a) standard costs are es-
tablished in advance, usually based on a
very good but not perfect level of per-
formance: (b) actual costs of production
are matched against standard costs and
variances are developed; (c) variances
are investigated, with the goal of im-
proving future performance.

standard cost variance
In a standard cost system, a statistic based
on comparison of actual and standard
material prices, material quantities, la-
bor rates, labor hours, and the like. Refer
to the specific variance, such as material
price variance, labor efficiency variance, and
overhead spending variance.

standard costing
See standard cost system.

standard deduction
An amount allowed as a deduction in
calculating taxable income for federal
income tax, for taxpayers who do not
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itemize their deductions. The standard
deduction is allowed even if the taxpayer
has no deductible expenses.

standard deviation
In statistics, a measure of the amount of
variation in a set of data. For a popula-
tion, the formula is
(J = VI(X - X)'/N, where
X = the value of a single item in the
population,
X = the mean of all items in the

•population,
N the number of items III the
population, and
I = the summation operator. (In this
formula the mean is subtracted from
each item, the resulting difference is
squared. all the differences are summed,
this sum is divided by N, and the square
root of this result is calculated.)
The formula for the standard deviation
of a sample is
5 = VI(x - x)'/(n - I), where
x = the value of a single observation
in the sample,
x = the mean of all values in the
sample,
n the number of items in the
sample, and
I = the summation operator.

standard hours
See standard labor hours.

standard labor hours
The number of hours of labor allowed
in a standard cost system for production of
one unit or batch of prod uct.

standard labor rate
The hourly wage rate allowed in a stan-
dard cost system for a given department or
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production process. Standard labor rate
multiplied by standard labor hours gives
the total standard cost of labor for pro-
duction of one unit or batch of finished
goods.

standard materials price
The cost allowed in a standard cost system
for one unit of raw materials. Standard
materials price multiplied by standard
materials quantity gives the total standard
cost of materials for production of one
unit or batch of finished goods.

standard materials quantity
The amount of a specified raw material
allowed in a standard cost system for pro-
duction of one unit or batch of finished
product.

standard opinion
The version of an audit oflin ion rendered
when a certified public accountant is sat-
isfied that the financial statements are
farily presented and are consistent with
those of the preceding year, that exces-
sive uncertainty is not present with re-
spect to matcrial transactions or events,
and that the audit was performed in ac-
cordance with generally accepted auditing
standards; also called a short-form opin-
ion or a "clean" opinion. The wording
recommended by the American Institute
of Certified Public Accountants for the
standard opinion is as follows:
We have examined the balance sheet of

(company name) as of (date) , and
the related statements of income, re-
tained earnings and changes in financial
position for the year then ended. Our
examination was made in accordance
with generally accepted auditing stan-
dards and, accordingly, included such
tests of the accounting records and such
other auditing procedures as we consid-

Statement of Int. Acct. Stds.

ered necessary in the circumstances.
In our opinion, the financial statements
referred to above present fairly the fi-
nancial position of (company name) as
of (date) and the results of its opera-
tions and the changes in its financial po-
sition for the year then ended, in con-
formity with generally accepted
accounting principles applied on a basis
consistent with that of the preceding
year.

standard purchase price
See standard materials price .

standard quantity
See standard materials quantity.

standards
(I) A set of standard costs. (2) Generallv
accepted auditing standards.

stated capital
Legul capito],

stated value
An amount assigned, primarily for legal
purposes, to common stock that does not
carry a par ralue.

statement of affairs
(I) A financial statement prepared for a
company entering bankruptcy, showing
assets and liabilities at expected liquida-
tion values. (2) A set of questions that
accompanies a voluntary bankruptcy pe-
tition.

statement of cash flow
See statement of cash receipts and disburse-
ments.

statement of cash receipts and
disbursements
A listing of cash receipts and expendi-
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tures for a past or future period along
with beginning and ending balances. Re-
fer to the appendix for an example.

statement of changes in financial
position
A financial statement that shows the
sources and uses of cash orworking capital
for a period. Refer to the appendix for
an example.

statement of changes in retained
earnings
See statement or retained earnings.

statement of financial condition
See balance sheet.

statement of financial position
See balance sheet.

statement of funds flow
Sec statenicnt oj r!uwgl'S iii [inancial posi-
tion.

statement of income
See income statement.

Statement of International
Accounting Standards
One of a series of pronouncements is-
sued by the International Accounting Stan-
dards Committee in an effort to encourage
consistency in financial reporting
throughout the world. Since actual fi-
nancial reporting standards and re-
quirements are established in each coun-
try, the authority of the Statements on
International Accounting Standards
rests on their acceptability to the Inter-
national Accounting Standards Commit-
tee's organizational members.



statement of operations

statement of operations
See income statement.

statement of realization and
liquidation
A report, filed with the bankruptcy court
by the trustee of a company undergoing
bankruptcy, showing the amounts real-
ized from assets and the liabilities paid
or settled during the current period.

statement of retained earnings
A report that accompanies a balance sheet,
and shows the balance of retained earn-
ings at the beginning of a period, the
changes in retained earnings during the
period (primarily income earned and
dividends declared), and the ending bal-
ance. Refer to the appendix for an ex-
ample.

II
statement of source and application
of funds
See statement of changes in financial posi-
tion.

Statement on Auditing Standards
(SAS)
One of a series of statements issued by
the American Institute of Certified Pub-
lic Accountants to define and describe
preferred auditing standards and prac-
tices.

statistical sampling
A manner of selecting a certain number
of members of a group such that each
member of the group has a specified
probability or likelihood of being se-
lected. Statistical sampling is used in ap-
plications such as selection of accounts
receivable to be confirmed by auditors,
inventory items to be counted, and fin-
ished product units to be tested.
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stock subscription
An agreement to buy a specified number
of shares of a corporation's stock at a
specified price.

stock warrant
See warrant.

stockholder
One of the owners of a corporation,
whose ownership interest is represented
by shares of stock.

stockholders' equity
The interest of the owners of a corpo-
ration in the corporation's assets; net
worth. Stockholders' equity is the sum of
all stock accounts (preferred stock, com-
mon stock), additional paid-in capital,
and retained earnings.

" ~
~"

step cost
A cost that changes by discrete amounts
rather than continuously; also "step-var-
iable cost." For example, the cost of sa-
laried clerical employees cannot be var-
ied in exact proportion to the amount of
work to be done but must be increased
by a lump amount each time a new per-
son is hired. The behavior of step costs
in relation to quantity of work or output
is illustrated in the following graph:

Retained Earnings
Common Stock
Premium on Common
Stock (if any) xxx

stores
See rau' materials inventory.

straight-line depreciation
A Ior m of depreciation in which an equal
portion of an asset's cost is written off
each period.

Subchapter S corporation
See tax-option corporation.

xxx
xxx

stock option
A contractual privilege sometimes pro-
vided to a company's officers and other
employees giving the holder the right to
purchase a specified number of shares
of the company's stock at a specified
price, within a stated period of time. If
the market price of the stock rises above
the option price within the stated period,
the employee can buy the stock from the
company and resell it immediately on
the stock market (although immediate
resale is not mandatory), thus realizing
a gain. If the market price of the stock
fails to rise above the option price, the
employee may simply refuse to exercise
the option, thus realizing neither a gain
nor a loss.

"subject to" opinion
The form of a certified public accoun-
tant's audit opinion on a company's finan-
cial statements rendered when such un-
certainty exists with respect to future
outcomes that the CPA cannot give the
usual, standard opinion. The opinion
states that the financial statements are
fairly presented subject to the outcome
of specified future events.

Quantity

step-variable cost
See step cost. stock purchase warrant

See warrant.
stock
(1) Ownership shares in a corporation.
See also common stock, preferred stock. (2)
Inventory of goods for sale.

stock right
A right to purchase a specified number
of a company's shares at a prescribed
price. See also preemptive right.

stock dividend
A distribution of corporate earnings to
stockholders, made in the form of ad-
ditional shares of stock. The purpose
usually given for a stock dividend is to
give the shareholders evidence of earn-
ings without the necessity of actually dis-
bursing cash. The effect of a stock divi-
dend is to "capitalize" retained earnings
by converting a portion into paid-in cap-
ital. A stock dividend declared and is-
sued simultaneously is recorded as fol-
lows:

,I
II

stock split
The process of replacing the existing
number of outstanding shares with a
larger number, simultaneously reducing
par value by a proportionate amount.
Stock splits are often in a ratio of 2 for
I (two new shares for each old one).
They are usually undertaken to reduce
the market price per share, since a high
price per share makes it more difficult to
buy round lots of 100 shares and may
thus discourage some investors from
purchasing the stock.
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subordinate security
A security in a capital structure that in-
cludes one or more other security types
with precedent or prior rights. For ex-
ample, common stock is subordinate to
bonds in case of bankruptcy, because the
bondholders are entitled to payment be-
fore any distribution is made to common
stock owners. Contrast with senior secu-
rity.

subscription
A contract to take and pay for some-
thing, such as shares of stock of a cor-
poration or a number of issues of a mag-
azine. See also stock subscription.

subsequent event
An event that occurs between the bal-
ance-sheet date and the issuance of the
financial statements and has a material
effect on the financial statements. Ref.:
SAS :\0. I.

subsidiary
See subsidiary company.

subsidiary account
One of the accounts supporting a control
account. The sum of the balances of sub-
sidiary accounts should be equal to the
balance of the control account. Individ-
ual accounts receivable accounts are ex-
amples of subsidiary accounts, support-
ing the accounts receivable control
account.

subsidiary company
A company that is controlled by a parent
company; such control is effected through
the ownership by the parent company of
a majority (over 50%) of the subsidiary's
outstanding shares of stock.
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subsidiary ledger
A set of several subsidiary accounts that
support a single control account.

successful efforts method
A method of accounting in the oil and
gas industry in which costs of unsuccess-
ful acquisition and exploration activities
are treated as expenses immediately in-
stead of being recorded as assets. Con-
trast with thefuU-cost method. Ref.: FASB
Statement No. 19.

sum-of-the-years-digits depreciation
A form of accelerated depreciation in which
a fraction of an asset's depreciable cost
is written off each year. The fraction is
formed by a numerator representing the
number corresponding to the current
year, with the years numbered in de-
scending order; and the denominator
equal to the sum of the numbers of the
vears of the asset's life. For example. the
fraction for the first year's depreciation
for an asset with an eight-year life would
be

8 8
1 + 2 + 3 + 4+ 5+ 6+ 7+ 8 - 36 .
For the second year it would be 7/:\6,
and so on.

sunk cost
A previous outlay or sacrifice that cannot
be changed by any future action.

surplus
A loosely used term often referring to
earned surplus, or retained earnings. In a
nonprofit organization, surplus may
designate an accumulation of receipts
over expenses during the life of the or-
ganization. Accountants generally try to
avoid the term because of its ambiguity.

suspense account

suspense account
An account in which items are recorded
temporarily until their appropriate dis-
position is determined. For example, a
portion of a complex transaction may be
debited or credited to a suspense account
until the transaction has been completed
and all the details are available; at that
time the amount would be removed
from the suspense account and recorded
in the proper account. Suspense ac-
counts may appear in the chart of accounts
and the general ledger, but they do not
appear in financial statements; their bal-
ances should always be disposed of prior
to the preparation of financial state-
ments.
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T account

T account
An account in the form of a T with a
debits section on the left and a credits
section on the right. The T -account form
is often used in textbooks for demon-
strative purposes but is rarely used in
business; instead an account form with
three columns (for debits, credits, and
balance) is used.

tangible asset
An asset having physical substance, such
as ,a building or a piece of equipment.
Contrast with intangible asset.

tax benefit
The reduction in income taxes attribut-
able to a given event or transaction. See
also tax effect.

tax credit
A reduction allowed in the amount of
taxes otherwise owed. A tax credit is
more advantageous to the taxpayer than
a deduction of an equal amount, since a
deduction only reduces the amount of
taxable income on which taxes are cal-
culated instead of reducing the taxes di-
rectly. See also investment credit.

tax effect
The difference in income taxes attrib-
utable to a given event or transaction.
For example, a depreciation deduction
of $1,000 for a taxpayer in a 40% mar-
ginal tax bracket has a benefical tax ef-
fect of $400, since the deduction means
that the amount of income taxes owed is
$400 less than they would be without the
deduction.

tax-option corporation
A corporation with ten or fewer share-
holders that is permitted under the In-
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ternal Revenue Code to be taxed like a
partnership; also called a Subchapter S
corporation. Thus when certain condi-
tions are met and an election is made by
the corporation, income from the cor-
poration is not subject to the corporate
income tax but is treated immediately as
income to the individual shareholders.
The corporation retains the other ad-
vantages of the corporate form.

counter market. The IO-Q contains fi-
nancial statements (which mayor may
not be audited) and is available at the
SEC for inspection by the public.

test of compliance
An audit procedure designed to deter-
mine whether, and to what extent, a
client's internal control policies are being
followed.

tax shelter
A business or activity that is allowed, for
federal income tax purposes, to account
for certain transactions in a manner not
available to other businesses, thereby
providing the taxpayer who invests in
that business or activity an opportunity
to shelter a portion of the income by
deferring or avoiding taxation on it. For
example, an investment in a farm allows
the taxpayer to deduct immediately cer-
tain payments that would not be deduct-
ible until a later period in another busi-
ness.

test of significance
See significance test.

temporary proprietorship account
See nominal account.

test of transactions
An audit procedure designed to obtain
evidence as a basis for an opinion on the
accuracy and fairness of individual ac-
count balances. Tests of transactions in-
volve procedures such as recomputation
of amounts, examination of supporting
documents (vouching), and tracing
amounts from individual transactions
through account balances into the finan-
cial statements. Tests of transactions may
be contrasted with analytical review pro-
cedures, which are considerably more
general.

10-K
A report that must be filed each year
with the Securities and Exchange Com-
mission by any company whose securities
are traded on a national or over-the-
counter market. The 10-K must contain
complete, audited financial statements
and is available at the SEC for inspection
by the public.

tick marks
Symbols such as check marks and aster-
isks used by auditors in their toorkpapers
to key explanations, provided in foot-
notes, to specific amounts or statements.
For example, a check mark may be
placed beside an amount in a column of
figures and explained in a footnote that
states, "Examined paid invoice in sup-
port of disbursement."

10-a
A quarterly report that must be filed with
the Securities and Exchange Commis-
sion by any company whose securities
are traded on a national or over-the-

time sharing
A computer system in which a central
processing unit is accessed more or less
simultaneously by several remote ter-
minal users. The typical system involves
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processing a portion of each user's job
and sequencing through the several
users who may be on line at one time, so
that the response time to each user is
normally only a few seconds.

times interest earned
A statistic used to evaluate the ability of
a company to meet required interest
payments, calculated by dividing oper-
ating income before deducting interest
expense and income taxes, by interest
expense.

"tracks"
References and supporting calculations
that show how a given amount (entry,
balance, total) was obtained. See also au-
dit trail.

trade discount
A red uction in selling price stated as one
or a series of percentages. Thus a trade
discount series of "I 0, 10, 20" would in-
dicate that the listed price is reduced by
10%, by 10% again, and finally by 20%
(giving a net price in this case of 90% X
90% x 80%, or 64.8% of the original
price).

trademark
A symbol, insignia, or name that identi-
fies a company or a product. Costs of
developing and protecting a trademark
are accounted for as an intangible asset.

trading on the equity
Using leverage to borrow funds that can
be invested at a rate of return greater
than the cost of borrowing. The term
comes from the idea that the presence of
stockholders' equity makes it possible to
borrow, by providing lenders with a
"cushion" against default.



transaction

transaction
Any single event that affects an organi-
zation's financial condition or operating
results. The transaction is the basic ele-
ment of accounting and gives rise to a

journal entry. (This accounting definition
is somewhat restrictive, since many
events occur in and around an organi-
zation that are not recognized in the ac-
counting system.)

transactions test
See test of transactions..
transfer agent
An agent of a corporation who maintains
the records of stock ownership for divi-
dend and voting purposes. The transfer
agent may also serve as registrar.

transfer price
An "internal" price charged by one unit
(such as a division, subsidiary. or de-
partment) of a company to another unit
of the same company.

translation
The expression of amounts originally
denoted in units of one currency in
terms of a second currency, by applying
the exchange rate between the two curren-
cies. Ref.: FASB Statement No.8.

transportation-in
See freight-in.

treasurer
The officer of an organization who is
responsible for obtaining capital and
managing cash and investments.

treasury stock
Shares of a company's own stock reac-
quired from stockholders and held by
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the company (the shares are held in the
corporate "treasury"). Treasury stock
may ultimately be retired or resold.
~reasury Stock is umers' equity ac-
count with a nor deb balance an IS

e lie e ' e lilt

the balance sheet. The entry for reac-
quisition of stod for cash is
Treasury Stock xxx

Cash xxx
If treasury stock is resold the entry is
Cash xxx
Treasury Stock (credited
for the amount paid by
the corporation when the
stock was reacquired) xxx

In addition, a paid-in capital account
such as Paid-In Capital from Treasury
Stock Transactions is debited or credited
for any difference between proceeds on
resale and the amount paid by the cor-
poration for the stock.

trust fund
A set of resources, with related accounts
and controls, held by a governmental
unit as custodian and usable only for the
purpose prescribed in the trust inden-
ture (the legal document establishing the
trust). An employees' pension fund is an
example of a trust fund.

turnover
(1) Total revenue. (2) One of several sta-
tistics used in financial analysis to eval-
uate assets. See also receivables turnover,
inventory turnover,fixed asset turnover, asset
turnover.

trial balance
A listing of all accounts, with their bal-
ances entered in debit or credit columns
to determine whether the accounts bal-
ance, that is, whether total debits equal
total credits. A trial balance is typically
prepared at the end of an accounting
period prior to preparing adjusting entries
andfinancial statements.

troubled debt restructuring
A change in the terms of a debt in which
some concession or advantage is granted
by the creditor (lender) to the debtor
(borrower). For example, the creditor
may agree to stretch out the payment
terms, temporarily defer some required
payments, or to accept a smaller pay-
ment than is legally due. Ref.: FASB
Statement No. 15
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unadjusted trial balance

unadjusted trial balance
A trial balance or listing of account bal-
ances in debit and credit columns, taken
before adjusting entries have been made.

uncollectible account
See bad debt.

underapplied overhead
The amount by which actualfactory over-
head for a period exceeds the overhead
assigned or applied to work-in-process in-
v.entory.

underwriter
An organization, typically an investment
firm, that buys all or a portion of a new
security issue and resells it to the public.
The underwriter seeks to make a profit
on the resale, to compensate for the risk
taken and for the marketing effort in-
volved. Several underwriters are usually
involve«! on a large security Issue.

unearned revenue
Revenue received in advance of the pe-
riod in which it will be earned, such as
payment received for goods to be deliv-
ered in the future. The Unearned Rev-
enue account is a liability with a normal
credit balance. When a payment is re-
ceived in advance, the journal entry is
Cash xxx

Unearned Revenue xxx
When the revenue is earned through
delivery of goods or performance of
services, the entry is
Unearned Revenue xxx
Sales (or Services) Reve-
nue xxx

unemployment tax
A tax required by the Federal Unem-
ployment Tax Act (FUT A) to cover the
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cost of unemployment insurance. The
federal statute provides for a tax based
on a percentage of employee earnings
but allows a credit for amounts paid in
state unemployment taxes. A credit may
also be earned for a favorable employ-
ment record (few or no dismissals over
a given period, for example) so that some
companies pay much less than the max-
imum.

unit cost
The cost of a single unit of product or
service; total cost divided by number of
units.

units of output depreciation
See units of production depreciation.

units of production depreciation
A method of determining the periodic
depreciation charge, by multiplying the
depreciable amount (original cost less
estimated salvage value) by the percent-
age of the asset's expected total output
that was produced during the period.
For example, if a machine's cost less sal-
vage value is $10,000 and it is expected
to produce 5,000 units over its useful
life, production of 1,000 units during
the current period calls for a deprecia-
tion charge of 1,000/5,000 x $10,000, or
$2,000.

unlimited liability
A characteristic of unincorporated busi-
nesses, whereby the owner (in a sole pro-
prietorship) or any general partner (in
a partnership) may be held fully respon-
sible for all the debts of the company
even though these exceed the amount of
the owner or partner's investment in the
business.

useful life

unqualified opinion
See standard opinion.

usage variance
See material quantity variance.

useful life
The length of time that an asset is ex-
pected to be used by its present owner,
often shorter than physical life .
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valuation account

valuation account
A contra account.

value
(I) The worth or utility of an object,
claim, or right, expressed in units of
money. Unmodified, the term "value" is
subjective and must be interpreted in
context. (2) To assign a number to an
object, right, or claim, representing its
worth in money.

val~e added
The addition to the original worth or
utility of raw materials or components,
as they are processed further in a man-
ufacturing or assembly operation.

value-added tax (VAT)
A tax levied on the addition to product
value at each level of the production and
distribution process. For example, a
business that buys raw materials for
$4,000 and converts them into finished
products selling at $7,000, might pay a
value-added tax on $3,000. Since the
value-added tax is passed on to con-
sumers, it is similar to a sales tax. The
value-added tax is used in many Euro-
pean and South American countries and
has been proposed for the United States.

variable cost
A cost that is expected to change in total
more or less proportionately with a
change in some base quantity, such as
units produced or sold. Contrast with

fixed cost.

variable costing
See direct costing.

variable expense
An expense that changes, in total, III re-
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sponse to a change in quantity produced
or sold.

and that allowed for the level of produc-
tion actually achieved. If the fixed over-
head allowed for production achieved is
less than that originally budgeted, an un-
favorable volume variance results which
indicates that the organization operated
at less than the planned level of capacity.
Since this term is subject to somewhat
different meanings, one should be sure
of the intended meaning in the context.

variable overhead
Factory overhead that is expected to vary,
in total, with the level of production.
Contrast with fixed overhead.

variables sampling
See sampling for variables.

variance
(I) A standard cost variance. (2) In statis-
tics, the standard deviation squared; for a
population, the formula is
a' = ~ (X - X)'/N, where
X = the value of a single item, X = the
mean of all the items in the population,
N = the number of items in the popu-
lation, and
~ = the summation operator.
(In this formula the mean is subtracted
from each item, the resulting difference
is squared, and the differences are
summed before dividing by N.)

vouch
The auditing procedure of examining
documentary support, such as a dis-
bursements voucher, for an expenditure
or other transaction.

voucher
A form prepared to establish control
over and support for expenditures. See
also voucher register.

voucher register
Ajournal in which accounts payable and
their payment are recorded. A form
called a voucher is prepared for each
transaction as a means of establishing
control and ensuring appropriate ap-
proval procedures for each disburse-
ment.

variance analysis
In a standard cost system, the investigation
of the causes of variances, or differences
between predetermined standard costs
and actual costs; should not be confused
with a procedure in statistics called anal-
ysis of variance, which breaks down the
total variance in a set of data according
to the source of the variation.

vouchers payable
An account title used instead of accounts
payable when a voucher system is used. In
such a system, accounts payable are re-
corded in a voucher register and sup-
ported by a form called a voucher.VAT

Value-added tax.

volume variance
An indication of the extent of capacity
utilization, measured by a difference be-
tweenfixed overhead originally budgeted

vouching
See vouch.
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W-2 form

W-2 form
A statement of earnings and taxes with-
held (including federal, state, and local
income taxes and FlCA tax) during the
year, prepared for and provided to each
employee and also filed with tax author-
ities.

W-4 form
The "Employee's Withholding Allow-
ance Certificate," indicating the number
of exemptions that the employee is claim-
ing,'used by the employer in determin-
ing the amount to be withheld for in-
come taxes.

waiting-line theory
See queuing theory.

warehouse receipt
A written acknowledgment of receipt of
and responsibility for goods given by a
person or company engaged in storing
goods for a fee.

warrant
A certificate granting a right to purchase
shares of stock at a specified price.

warranty
An assurance that a product will per-
form its intended function for a stated
period of time or be repaired or replaced
by the warrantor (the seller or manufac-
turer).

wasting asset
A natural resource, such as ore, timber,
or oil, that may be used up or consumed.
A wasting asset is subject to depletion.

watered stock
Capital stock in a company with overval-
ued assets, or assets reported at amounts
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in excess of their fair value; the stock is
thus not adequately supported by the
assets. The term originally derived from
the practice of inducing cattle, just prior
to sale, to ingest quantities of water until
they appeared to be sleek and fat.

weighted-average method
An inventory costing method in which
unit cost is obtained by dividing the total
cost of all units available; thus, purchase
cost of each unit is weighted by the num-
ber of units purchased at that amount.
For example,
Beginning inventory
10 units @ $2.00 =

Purchases
8 units @ $2.10 =

II units @ $2.15 =

84 units @ $2.20 =
Goods available
113 units $245.25

The weighted-average unit cost IS

$245.25/113, or $2.17. If the ending in-
ventory consists of 8 units, its weighted-
average cost is $2.17 x 8, or $17.36.

$ 20.00

$ 16.80
23.65

184.80

"window dressing"
An attempt to present a more favorable
financial picture than that justified by
the facts, by overstating revenue and un-
derstating liabilities and/or expenses in
the financial statements.

withholding tax
An amount withheld by an employer
from an employee's gross pay and de-
posited to the account of the taxing au-
thority at an authorized depositary bank,
as partial prepayment on the employee's
income tax liability.

work in process
See work-in-process inventory.

writeoff

work-in-process inventory
Products being manufactured or assem-
bled that have been started but not com-
pleted. Work-in-Process Inventory is a
current asset with a normal debit balance.
The usual journal entries affecting
work-in-process inventory are the fol-
lowing:
Work-in-Process Inven-
tory xxx

Raw Materials Inven-
tory xxx

To record the cost of raw materials used
in production.
Work-in-Process Inven-
tory xxx

Accrued Payroll Pay-
able (or Cash) xxx

To record direct labor used in produc-
tion.
Work-in-Process Inven-
tory xxx

Factory Overhead Ap-
plied xxx

To apply estimated factory overhead to
units manufactured
Finished Goods Inventory xxx
Work-in-Process Inven-
tory xxx

To record the cost of units completed
and transferred to finished goods.

work in progress
See work-in-process inventory.

work·in·progress inventory
See work-in-process inventory.

working capital
The excess of current assets over current
liabilities; also called net working capital.

working papers
See ioorkpapers.
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workpapers
An auditor's record of work done and
conclusions reached in an audit.

worksheet
Generally any document or schedule
used by accountants as an aid in organ-
izing work. One common form is used at
the end of an accounting period to facil-
itate adjusting and closing accounts and
preparation of financial statements, with
column headings such as trial balance,
adjustments, adjusted trial balance (may
be omitted), cost of goods manufactured
(may be omitted), income summary, re-
tained earnings (may be omitted), and
balance sheet. Columns for debits and
credits are provided for each heading.
See also spread sheet.

writedown
A reduction in a balance or carrying
value due to abnormal circumstances.
See also writeoff.

write-it-once system
See one-write system.

writeoff
A reduction in an account or balance due
to abnormal circumstances, such as a
writeoff of an account receivable when
it has become uncollectible, or a writeoff
of inventory that has become obsolete
and unsalable.
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yield
The income earned on an investment
during a period of time, For securities
such as stocks and bonds the yield is the
amount of dividends or interest earned
during a year and is often expressed as
a percentage of cost or market value.

ZBB
Zero-base budgeting.

zero-base budgeting (ZBB)
A budgeting approach in which each
'program or activity is evaluated anew
each budget cycle (although the ap-
proach may be applied on a rotating ba-
sis, with several programs evaluated fully
each cycle), as opposed to the incremen-
tal approach to budgeting in which crit-
ical eval uation is focused on additions to
the prior period's budget. Zero-base
budgeting, advocated primarily for gov-
ernment and nonprofit organizations,
calls for each program or activity to be
identified as a "decision package." These
are ranked in order of their importance
and are funded in order of ranked im-
portance to the extent allowed by pro-
jected revenue. While much has been
said about zero-base budgeting, actual
(and successful) applications are difficult
to find. It appears that the concept is
more useful as a way of thinking about
programs than as a procedure to be fol-
lowed rigorously during the budgeting
process.



Appendix:
Illustrative
Financial
Statements

XYZ Company
Balance Sheet (also Statement of Financial Position)

December 31, 19X1

Assets

Current Assets:
Cash
Marketable Securities
Notes and Accounts Receivable
Less Allowance for Doubtful Accounts
Inventories
Prepaid Expenses
Total Current Assets

$xxx
xxx

$xxx
xxx xxx

xxx
xxx

$xxx

xxx

$xxx
xxx
xxx

xxx

$xxx
xxx
xxx

xxx
$xxx

Investments

Property, Plant and Equipment:
Land
Buildings, less accumulated depreciation of $xxx
Machinery and Equipment, less accumulated depreciation of $xxx
Total Property, Plant and Equipment

Other Assets:
Goodwill
Organization Costs
Patents and Copyrights
Total Other Assets

Total Assets

Liabilities and Owners' Equity

Current Liabilities:
Notes Payable
Accounts Payable
Federal and State Income Taxes Payable
Payroll Payable

Total Current Liabilities

$xxx
xxx
xxx
xxx

$xxx

Long- Term Liabilities:
Bonds Payable, 9%, maturing 1999
Total Liabilities

xxx
$xxx
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Owners' Equity:
Preferred Stock
Common Stock
Additional Paid-In Capital
Retained Earnings

$xxx
xxx
xxx
xxx

$xxx
Less Treasury Stock xxx

Total Owners' Equity xxx
Total Liabilities and Owners' Equity $xxx

Note: Comparative balance sheets for two years are normally presented.

XYZ Company
Contribution Income Statement

For the Year Ended December 31, 19X1

Revenue $xxx

Less Variable Expenses:
Manufacturing
Selling
Administrative

$xxx
xxx
xxx xxx

Contribution Margin $xxx

Less Fixed expenses:

Man ufacturing
Selling
Administrative

$xxx
xxx
xxx xxx

Net Income
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XYZ Company
Cost of Goods Manufactured

For the Year Ended December 31, 19XI

XYZ Company
Income Statement (also Profit and Loss Statement; Statement of Operations)

For the Year Ended December 31, 19XI

Direct Material:
Beginning Inventory, January I, 19XI
Purchases
Material Available for Use
Less Ending Inventory, December 31, 19XI

Direct Material Used

Gross Sales
Less Sales Returns and Allowances

Net Sales
$xxx

xxx
$xxx

xxx
$xxx

xxx

$xxx
xxx
xxx
xxx
xxx
xxx xxx

$xxx

xxx
$xxx

xxx

$xxx

Direct Labor

Cost of Goods Sold:
Beginning Inventory, January I, 19XI
Purchases (or Cost of Goods Manufactured)

Cost of Goods Available for Sale
Less Ending Inventory, December 31, 19XI

Gross Profit (or Gross Margin)Factory Overhead:
Indirect Materials
Indirect Labor
Heat, Light and Power
Depreciation
Insurance
Other Overhead

Selling and Administrative Expenses:
Selling Expenses:

Sales Commissions and Salaries
Delivery Expense
Advertising

Administrative Expenses:
Administrative Salaries
Utilities
Supplies
Travel and Entertainment
Telephone
Miscellaneous

Income from Operations

Cost of Manufacturing

Add Beginning Work-in-Process Inventory

Less Ending Work-in-Process Inventory

Cost of Goods Manufactured

Note: The total cost of goods manufactured is carried to the cost of goods sold section
of the Income Statement, as an addition to goods available for sale.

Other Income and Expenses:
Dividend Income
Interest Expense
Net Other Income and Expenses

Net Income before Extraordinary Items and Income Taxes

Extraordinary Items:
Extraordinary Gain from Sale of Subsidiary Company
Less Income Tax Effect

Net Income before Income Taxes
Provision for Income Taxes

Net Income (to Retained Earnings)

$xxx
xxx

$xxx

$xxx
xxx

$xxx
xxx xxx

$xxx

$xxx
xxx
xxx $xxx

$xxx
xxx
xxx
xxx
xxx
xxx xxx xxx

$xxx

$xxx
(xxx2

xxx
$xxx

$xxx
xxx xxx

$xxx
xxx

$xxx

Note: Comparative income statements for two years are normally presented.
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XYZ Company
Social Impact Statement

For the Year Ended December 31, 19X1

Social Benefits:
Products and Services Provided
Payments to Other Elements of Society:

Employment Provided (Salaries and Wages)
Payments for Goods and Other Services
Tax Payments
Contributions
Dividend and Interest Payments
Loans and Other Payments

Additional Drect Employee Benefits
Staff, Equipment, and Facility Services Donated
Environmental Improvements
Contribution to Foreign Exchange
Other Benefits

Total Social Benefits

Social Costs:
Goods and Material Acquired
Buildings and Equipment Purchased
Labor and Services Used
Diserim ination:

In Hiring (External)
In Placement and Promotion (Internal)

Work-Related Injuries and Illness
Public Services and Facilities Used
Other Resources Used
Environmental Damage:

Terrain Damage
Air Pollution
Water Pollution
Noise Pollution
Solid Waste
Other Environmental Damage
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$xxx

$xxx
xxx
xxx
xxx
xxx
xxx xxx

xxx
xxx
xxx
xxx
xxx

$xxx

$xxx
xxx
xxx

xxx
xxx xxx

xxx
xxx
xxx

$xxx
xxx
xxx
xxx
xxx
xxx xxx

Payments from Other Elements of Society:
Payments for Goods and Services Provided
Additional Capital Invested
Loans
Other Payments Received

Other Costs
Total Social Costs

$xxx
xxx
xxx
xxx xxx

xxx

Net Social Surplus (Deficit)

Source: Ralph Estes, Corporate Social Accounting (New York: John Wiley & Sons, 1976),
p.96.

xxx




