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Chapter 20 Cost-Volume-Profit Analysis.

Determine the following, showing as part of your answer the formula that you used in your compu-
tation. For example, the formula used to determine the contribution margin ratio (part a) is:

Unit Sales Price — Variable Costs per Unit

Contribution Margin Ratio “Unit Sales Price

a. Contribution margin ratio.

b Sales volume (in dollars) required to break even.

¢ Sales volume (in dollars) required to earn an annual operating income of $440,000.
d. The margin of safety (in dollars) if annual sales total 60,000 units.

€. Operating income if annual sales total 60,000 units
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LO211,L021-2 Read the foomote in Appendix A referring to Home Depot's decision to close all of ts remaining
EXERCISE 21.2 big box stores in China. Write a short paragraph identifying the incremental, sunk, and opportunity
Home Depot's Financial costs associated with this decision. Assume that any cost savings will be invested elsewhere in
‘Statements: Incremental, Sunk,  TOre productive stores.

‘and Opportunity Costs
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
1. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

Business, Consolidation and Presentation
‘The Home Depot, Inc. and its subsidiaries (the “Company”) operate The Home Depot stores, which are full-service, warehouse-
style stores averaging approximately 104,000 square feet of enclosed space, with approximately 24,000 additional square feet
of outside garden area. The stores stock approximately 30,000 to 40,000 different kinds of building materials, home improve-
‘ment supplies and lawn and garden products that are sold to do-it-yourself customers, do-it-for-me customers and professional
customers. The Company also offers over 600,000 products through its Home Depot and Home Decorators Collection web-
sites. At the end of fiscal 2012, the Company was operating 2,256 The Home Depot stores, which included 1.976 stores in the
United States, including the Commonwealth of Puerto Rico and the territories of the USS. Virgin Islands and Guam (“US”),
180 stores in Canada and 100 stores in Mexico. The Consolidated Financial Statements include the accounts of the Company
and its wholly-owned subsidiaries. Al significant intercompany transactions have been eliminated in consolidation.

Fiscal Year
‘The Company’s fiscal year is a 52- or 53-week period ending on the Sunday nearest to January 31. The fiscal year ended
February 3, 2013 (“fiscal 2012”) includes 53 weeks and fiscal years ended January 29, 2012 (*fiscal 20117) and January 30,
2011 (“fiscal 2010%) include 52 weeks.

Use of Estimates
Management of the Company has made a number of estimates and assumptions relating to the reporting of assets and liabilities,
the disclosure of contingent assets and liabilities, and reported amounts of revenues and expenses in preparing these financial
statements in conformity with US. generally accepted accounting principles. Actual results could differ from these estimates.

Fair Value of Financial Instruments
‘The carrying amounts of Cash and Cash Equivalents, Receivables and Accounts Payable approximate fair value due to the
short-term maturities of these financial instruments. The fair value of the Company’s Long-Term Debt is discussed in Note 11
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Cash Equivalents
‘The Company considers all highly liquid investments purchased with original maturities of three months or less to be cash
equivalents. The Company’s cash equivalents are carried at fair market value and consist primarily of money market funds

Accounts Receivable

‘The Company has an agreement with a third-party service provider who directly extends credit to customers, manages the
Company's private label credit card program and owns the related receivables. The Company evaluated the third-party entities
holding the receivables under the program and concluded that they should not be consolidated by the Company. The agreement
‘with the third-party service provider expires in 2018, with the Company having the option, but no obligation, to purchase the
receivables at the end of the agreement The deferred interest charges incurred by the Company for its deferred financing pro-
‘grams offered to its customers are included in Cost of Sales. The interchange fees charged to the Company for the customers™
use of the cards and any profit sharing with the third-party service provider are included in Selling, General and Administrative
expenses (“SG&A”). The sum of the three is referred to by the Company as “the cost of credit” of the private label credit card
‘program.

In addition, certain subsidiaries of the Company extend credit directly to customers in the ordinary course of business. The
receivables due from customers were $42 million and $45 million as of February 3, 2013 and January 29, 2012, respectively.
‘The Company’s valuation reserve related to accounts receivable was not material to the Consolidated Financial Statements of
the Company as of the end of fiscal 2012 or 2011.

Merchandise Inventories

‘The majority of the Company's Merchandise Inventories are stated at the lower of cost (first-in, first-out) or market, as deter-
‘mined by the retail inventory method. As the inventory retail value is adjusted regularly to reflect market conditions, the inven-
tory valued using the retail method approximates the lower of cost or market. Certain subsidiaries, including retail operations
in Canada and Mexico, and distribution centers, record Merchandise Inventories at the lower of cost or market, as determined
by a cost method. These Merchandise Inventories represent approximately 24% of the total Merchandise Inventories balance.
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Appendix A Home Depot 2012 Financial Statements A9

‘The Company evaluates the inventory valued using a cost method at the end of each quarter to ensure that it is carried at the
Tower of cost or market. The valuation allowance for Merchandise Inventories valued under a cost method was not material to
the Consolidated Financial Statements of the Company as of the end of fiscal 2012 or 2011

Independent physical inventory counts or cycle counts are taken on a regular basis in each store and distribution center to
ensure that amounts reflected in the accompanying Consolidated Financial Statements for Merchandise Inventories are prop-
erly stated. During the period between physical inventory counts in stores, the Company accrues for estimated losses related to
shrink on a store-by-store basis based on historical shrink results and current trends in the business. Shrink (or in the case of
excess inventory, “swell”) s the difference between the recorded amount of inventory and the physical inventory. Shrink may
‘occur due to theft, loss, inaccurate records for the receipt of inventory or deterioration of goods, among other things.

Income Taxes
Income taxes are accounted for under the asset and liability method. The Company provides for federal, state and foreign
income taxes currently payable, as well as for those deferred du to timing differences between reporting income and expenses
for financial statement purposes versus tax purposes. Deferred tax assets and liabilities are recognized for the future tax conse-
‘quences attributable to temporary differences between the financial statement carrying amounts of existing assets and liabilities
‘and their respective tax bases. Deferred tax assets and liabilities are measured using enacted income tax rates expected to apply
to taxable income in the years in which those temporary differences are expected to be recovered or settled. The effect of a
change in income tax rates is recognized as income or expense in the period that includes the enactment date.

‘The Company recognizes the effect of income tax positions only if those positions are more likely than not of being sustained.
Recognized income tax positions are measured at the largest amount that is greater than 50% likely of being realized Changes
in recognition or measurement are reflected in the period in which the change in judgment occurs.

‘The Company and its eligible subsidiaries file a consolidated US. federal income tax return. Non-US. subsidiaries and certain
US. subsidiaries, which are consolidated for financial reporting purposes, are not eligible to be included in the Company’s
consolidated U'S. federal income tax return. Separate provisions for income taxes have been determined for these entities. The
Company intends to reinvest substantially all of the unremitted earnings of its non-US. subsidiaries and postpone their remit-
tance indefinitely. Accordingly, no provision for US. income taxes for these non-US. subsidiaries was recorded in the accom-
‘panying Consolidated Statements of Earnings.
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remote. During fiscal 2012, 2011 and 2010, the Company recognized $33 million, $42 million and $46 million, respectively. of
gift card breakage income. This income is included in the accompanying Consolidated Statements of Earnings as a reduction
in SG&A.
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Revenues
‘The Company recognizes revenue, net of estimated returns and sales tax, at the time the customer takes possession of mer-
chandise or receives services. The liability for sales returns is estimated based on historical return levels. When the Company
receives payment from customers before the customer has taken possession of the merchandise o the service has been per-
formed, the amount received is recorded as Deferred Revenue in the accompanying Consolidated Balance Sheets until the
sale or service is complete. The Company also records Deferred Revenue for the sale of gift cards and recognizes this revenue
‘upon the redemption of ift cards in Net Sales. Gift card breakage income is recognized based upon historical redemption pat-
terns and represents the balance of gift cards for which the Company believes the likelihood of redemption by the customer is
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remote. During fiscal 2012, 2011 and 2010, the Company recognized $33 million, $42 million and $46 million, respectively. of
gift card breakage income. This income is included in the accompanying Consolidated Statements of Earnings as a reduction
in SG&A.
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Revenues
‘The Company recognizes revenue, net of estimated returns and sales tax, at the time the customer takes possession of mer-
chandise or receives services. The liability for sales returns is estimated based on historical return levels. When the Company
receives payment from customers before the customer has taken possession of the merchandise o the service has been per-
formed, the amount received is recorded as Deferred Revenue in the accompanying Consolidated Balance Sheets until the
sale or service is complete. The Company also records Deferred Revenue for the sale of gift cards and recognizes this revenue
‘upon the redemption of ift cards in Net Sales. Gift card breakage income is recognized based upon historical redemption pat-
terns and represents the balance of gift cards for which the Company believes the likelihood of redemption by the customer is
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Cost of Sales
Cost of Sales includes the actual cost of merchandise sold and services performed, the cost of transportation of merchandise
from vendors to the Company’s stores, locations or customers, the operating cost of the Company’s sourcing and distribution
network and the cost of deferred interest programs offered through the Company’s private label credit card program.

‘The cost of handling and shipping merchandise from the Company’s stores, locations or distribution centers to the customer
is classified as SG&A. The cost of shipping and handling, including internal costs and payments to third parties, classified as
SG&A was $ 435 million, $430 million and $410 million in fiscal 2012, 2011 and 2010, respectively.

Impairment of Long-Lived Assets
‘The Company evaluates its long-lived assets each quarter for indicators of potential impairment. Indicators of impairment
include current period losses combined with  history of losses, management’s decision to relocate or close a store or other
location before the end of its previously estimated useful life or when changes in other circumstances indicate the carrying
‘amount of an asset may not be recoverable. The evaluation for long-lived assets is performed at the lowest level of identifiable
cash flows, which is generally the individual store level.
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‘The assets of a store with indicators of impairment are evaluated by comparing its undiscounted cash flows with its carrying
value. The estimate of cash flows includes management's assumptions of cash inflows and outflows directly resulting from the
use of those assets in operations, including gross margin on Net Sales, payroll and related items, occupancy costs, insurance
allocations and other costs to operate a store. If the carrying value is greater than the undiscounted cash flows, an impairment
loss is recognized for the difference between the carrying value and the estimated fair market value. Impairment losses are
recorded as a component of SG&A in the accompanying Consolidated Statements of Earnings. When a leased location E168es]
the Company also recognizes in SG&A the net present value of future lease obligations less estimated sublease income. The
Company recorded impairments and lease obligation costs on closings and relocations in the ordinary course of business, as
‘well as for the closing of seven stores in China in fiscal 2012, which were not material to the Consolidated Financial Statements
in fiscal 2012, 2011 or 2010.
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2. CHINA STORE CLOSINGS

In fiscal 2012, the Company closed its remaining seven big box stores in China. As a result of the closings, the Company
recorded a total charge of $145 million, net of tax. in fiscal 2012. Inventory markdown costs of $10 million are included in Cost
of Sales, and $135 million of costs related to the impairment of Goodwill and other assets, lease terminations, severance and
other charges are included in SG&A in the accompanying Consolidated Statements of Earnings
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LO21-1 through LO2I-4
EXERCISE 21.6
Incremental Analysis: Make
or Buy Decision

The cost to Swank Company of manufacturing 15,000 units of a particular part is $135,000, of
‘which $60,000 is fixed and $75,000 is variable. The company can buy the part from an outside
supplier for $6 per unit. Fixed costs will remain the same regardless of Swank's decision. Should
the company buy the part or continue to manufacture it? Prepare a comparative schedule in the
format illustrated in Exhibit 21-6.
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L0222
BRIEF EXERCISE 22.9
Responsibility Accounting
System Characteristics

‘The president of Cold Moo Ice Cream Company, a chain of ice cream stores in the Midwest, was
unhappy with the actual six-month profit figures for the company recently prepared by the CFO.
‘The president asked the CFO for a profit breakdown, by store, of the actual six-month results.
‘When the president received the report, he was extremely upset and called the CFO into his office.
‘The president stated, “These reports show that each store in the chain s profitable, but our com-
pany results are unprofitable! How can this be?” The CFO pointed out that each store was allowed
to set prices for ice cream based on its cost structure. However, the stores’ cost structures did not
include headquarters costs or the costs of advertising and delivery of products.

‘What are the three characteristics for operating a successful responsibility accounting system?
Consider whether the accounting system at Cold Moo Ice Cream Company includes the three char-
acteristcs of a successful responsibility accounting system. How could the responsibility account-
ing system at Cold Moo be improved?
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LO22-3 through LO22-5
PROBLEM 22.1A

Preparing and Using
Responsibility Income.
Statements

Chocolatiers Company produces two products: Solid chocolate and powdered chocolate. Cost and
revenue data for each product line for the current month are as follows:

Product Lines
Solid _Powdered

$850,000  $870,000
45% 55%
$175000  $250,000

Sales .
Contribution margin as a percentage of sales .
Fixed costs traceable to product lines ...

In addition, fixed costs that are common to both product lines amount to $125.000.

Instructions

a. Prepare Chocolatiers's responsibility income statement for the current month. Report the
responsibility margin for each product line and income from operations for the company as a
‘whole. Also include columns showing all dollar amounts as percentages of sales.

b. According to the analysis performed in part a, which product line is more profitable? Should
the common fixed costs be considered when determining the profitability of individual prod-
uct lines? Why or why not?

€. Chocolatiers has $15.000 to be used in advertising for one of the two product lines and expects
that this expenditure will result in additional sales of $50.000. How should the company
decide which product line to advertise?
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LO20-1, L0202, LO20-4
EXERCISE 20.1
Accounting Terminology

Listed below are nine technical accounting terms introduced in this chapter:

Variable costs Relevant range  Contribution margin
Break-evenpoint  Fixed costs Semivariable costs
Economies of scale  Sales mix ‘Unit contribution margin

Each of the following statements may (or may not) describe one of these technical terms. For each
Statement, indicate the accounting term described. or answer “None” if the statement does not cor-
rectly describe any of the terms.

a. Thelevel of sales at which revenue exactly equals costs and expenses.

b, Costs that remain unchanged despite changes in sales volume.

. The span over which output is likely to vary and assumptions about cost behavior generally
remain valid.

d. Sales revenue less variable costs and expenses.

. Unit sales price minus variable cost per unit

£, The reduction in unit cost achieved from a higher level of output.

& Costs that respond to changes in sales volume by less than a proportionate amount.

h. Operating income less variable costs.
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MURDER TO GO! writes and manufactures murder mystery parlor games that it sells to retail

LO20-4 through LO20-6
is per-unit information relating to the manufacture and sale of this product:

EXERCISE 20.7 stores. The follg

Using Cost-Volume-Profit

IS Unit sales price $ 30
Variable cost per unit 6

360,000

Fixed costs per year
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Chapter 20 Cost-Volume-Profit Analysis.

Determine the following, showing as part of your answer the formula that you used in your compu-
tation. For example, the formula used to determine the contribution margin ratio (part a) is:

Unit Sales Price — Variable Costs per Unit

Contribution Margin Ratio “Unit Sales Price

a. Contribution margin ratio.

b Sales volume (in dollars) required to break even.

¢ Sales volume (in dollars) required to earn an annual operating income of $440,000.
d. The margin of safety (in dollars) if annual sales total 60,000 units.

€. Operating income if annual sales total 60,000 units
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