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Nestlé’s Liquidity and Brand Activities
With cash and other current assets of more than $30 billion, the Nestlé
Company serves over two billion customers in more than 180 countries.
Selling chocolate, instant coffee, baby formula, and bottled water, Nestlé
is the world’s largest food and beverage company with over 120 brands.

The company started in 1866 when Henri Nestlé, a pharmacist, cre-
ated formula for babies. Chocolate was added in the 1920s as the com-
pany started to expand its product line. Today, with headquarters in
Vevey, Switzerland, Nestlé employs about 250,000 people and has facto-
ries or operations in almost every country in the world. 

More recently, Nestlé has also expanded into other product lines.
The company has significant investments in Alcon Inc. (ophthalmic
drugs, contact lens solutions, and equipment for ocular surgery) and in
cosmetics through the L’Oréal brand.

Nestlé is the world’s number one food company in terms of sales.
They are the world leader in coffee, with the Nescafé brand, and one
of the world’s largest bottled water and baby-food producers. In 2001,
Nestlé purchased Ralston Purina to become a major competitor in the
pet food market. The company uses a strategy of growing existing prod-
ucts through innovation and renovation. 

In producing its hundreds of different products, Nestlé must make
extensive use of raw materials from around the world. Maintaining in-
ventories is a significant part of the company’s activities. Relationships
with farmers and other suppliers require coordination among hundreds
of organizations. 

Production facilities must have the proper items in the proper quan-
tities at the proper time. Payments to suppliers (cash outflows) and re-
ceipts from Nestlé’s customers (cash inflows) provide the foundation
for day-to-day financial activities. While a major seller of bottled water
and hot chocolate, Nestlé must also be concerned with another type of
liquidity!

Think Critically
1. What types of short-term financial activities are necessary for the

Nestlé Company to be successful?

2. Conduct an Internet search for Nestlé to obtain recent information
about the company’s business and financial activities. What are
some of the major actions the company has taken?

Case STUDY
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ICash Budgeting Process
“It’s time to pay the rent for our office space.” What if you don’t have the
money for this payment? 

Planning cash inflows and outflows is one of the most important financial
activities of an organization. A tool used for this purpose is a 
which is an estimate of future cash receipts and cash payments for a speci-
fied period of time. 

A cash budget allows a company to prepare adequately for its short-
and long-term financial activities. The main benefits of a cash budget are to

■ Plan for cash inflows to pay operating expenses

■ Decide if short-term borrowing needs exist

■ Create an ability to pay debts on schedule

■ Determine potential cash shortages

■ Plan for long-term spending, also known as capital expenses

As shown in Figure 5-1, a cash budget has three main sections: cash re-
ceipts, cash payments, and cash excess or shortage.

cash budget,

142 Chapter 5 >>> Short-Term Financial Activities

Terms
• cash budget

• account receivable

• working capital

• current assets

Goals
• Explain the steps

involved in developing a
cash budget.

• Identify the elements of
working capital.

5.1 Cash Budget and Working Capital

• current liabilities

• account payable

• current ratio

Cash sales are a major portion of some companies’ cash receipts.
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1435.1 >>> Cash Budget and Working Capital

CASH RECEIPTS
Money coming into an organization is vital for business operations. These
funds are necessary to pay workers and for other company expenses. Most
organizations have three main sources of cash receipts.

Cash Sales Stores and other businesses sell various products and services
for cash. Often these transactions are a major portion of the company’s
cash receipts. Cash sales for various types of organizations may include ser-
vice fees, repair revenue, commission income, tuition, and donations. 

Collections on Account When companies sell on credit, cash will
not be received immediately. Instead, a customer pays later, maybe a month
or longer. When customers buy on credit, the money owed for these pur-
chases creates an Collections on account are an im-
portant source of cash receipts for organizations that sell on credit. 

The time required to collect from credit customers has to be estimated.
This projection is usually based on past collection trends. For example,
80 percent of a company’s customers may pay within 30 days. When prepar-
ing a cash budget, this cash receipt amount would appear in the month after
the sale is made. If the company estimated sales on account of $100,000 in
a month, the business would expect $80,000 to be collected on account
during the next month from those sales. Of course, additional cash would
be received from on account sales in prior months. 

Other Cash Receipts Finally, a business may receive cash from other
sources. These cash receipts can be the result of selling unneeded supplies
or old equipment. A company may rent excess space to another business.
At other times, money from dividends or interest earned may be received.
Most often, these types of cash inflows will vary and may not be easily
budgeted. 

One other source of cash receipts is borrowing or issuing additional
stock. When a company expects to have a shortage, a loan may be obtained
or the business may seek money from additional investors. 

account receivable.

Cash Budget

FIGURE 5-1

Cash Receipts January February March 1st Quarter Total

Cash sales $7,200 $6,400 $6,800 $20,400
Collection on account 14,800 11,100 13,400 39,300
Other cash receipts 2,300 1,700 2,200 6,200
Total Cash Received $24,300 $19,200 $22,400 $65,900

Cash Payments January February March 1st Quarter Total

Variable expenses $9,200 $13,600 $8,300 $31,100
Fixed expenses 8,600 8,600 8,600 25,800
Other cash expenses 1,400 2,600 900 4,900
Total Cash Payments $19,200 $24,800 $17,800 $61,800

Cash Excess (Shortage) $5,100 ($5,600) $4,600 $4,100

Research studies report
that poor management
of cash flows is a com-
mon cause of business
failure.
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CASH PAYMENTS
Estimating the amount of money going out is the second major element of
the cash budgeting process. Most companies and other organizations have
three main types of cash payments. 

Variable Cash Expenses Many types of payments are different each
month. For example, utilities such as electricity and water will usually change
from month to month depending on usage. Utility expenses are examples
of variable cash expenses. Other variable expenses may include wages, sup-
plies, materials, repairs, and advertising.

Fixed Cash Expenses Some business payments are constant from
month to month. Expenses such as rent, insurance premiums, or loan pay-
ments are examples of fixed cash expenses. 

Other Cash Payments A company may encounter additional cash
expenses that are not related to day-to-day operations. Some examples of
these other cash payments can include interest on loans, dividends to in-
vestors, and income taxes. Payments for capital expenses, such as equipment
or buildings, may be included in the cash budget. Often, companies make
use of a capital budget to plan for these expensive assets.

CASH EXCESS OR SHORTAGE
When comparing expected cash receipts and cash payments, the result will
be a cash excess or shortage. An excess, when receipts exceed payments, may
be deposited in a bank account or invested. A cash shortage must be covered
by borrowing.

Financial planning
for a business usually
requires that a min-
imum cash amount
will be available at all
times. This amount will
depend on various fac-
tors, such as expected
future cash flows and
company needs. The
minimum cash amount
should allow a com-
pany to pay workers
and other operating
expenses for a month.
Having an adequate
cash balance allows an
organization to be pre-
pared for unexpected
situations without
needing to borrow. Too
small a cash reserve has
obvious consequences.
A large cash balance

144 Chapter 5 >>> Short-Term Financial Activities

t e a m w o r k
In your team, select a
business in your com-
munity. Create a list of
possible cash receipts
and cash payments for
this organization.

Rental of office space is a fixed cash expense.
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1455.1 >>> Cash Budget and Working Capital

also has costs. Maintaining a large cash reserve means these funds cannot
be used for other purposes, such as inventory or new equipment. 

CASH CONTROL METHODS
Cash can be a major target for theft. To assure safekeeping of an organi-
zation’s money, various guidelines are suggested. These include

■ Clear procedures for handling cash that are communicated to all staff
members

■ A system that divides responsibilities among those who receive and
those who deposit cash 

■ A process that separates the preparation and approval of cash payments

Traditionally, companies used the principle of “deposit all cash received,
and make all payments by check.” This rule helped to avoid the possibility
of inappropriate use of currency (bank notes and coins). Today, since many
payments are made electronically, additional procedures must be developed.
Various computer programs are available to manage and control cash activi-
ties. This software helps companies track receipts and payments while build-
ing in procedures that reduce opportunities for theft and fraud.

IWorking Capital
In addition to cash, every organization makes use of other items in its daily
financial activities. is the difference between current assets
and current liabilities. 

ELEMENTS OF WORKING CAPITAL
As shown in Figure 5-2, the working capital of a company consists of two
major elements: current assets and current liabilities. 

Working capital

c h e c k p o i n t

How is a cash excess (or shortage) calculated?

✓

Working Capital

FIGURE 5-2

Current Assets � Current Liabilities � Working Capital

items of value that amounts due to be
will be converted to paid within a year
cash within a year

Examples Examples

cash, accounts accounts payable,
receivable, taxes, short-term
inventory loans

Current Assets Items of value in an organization that will likely be
converted into cash within a year are called These assets
commonly include cash, accounts receivable, inventory, and other liquid

current assets.
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146 Chapter 5 >>> Short-Term Financial Activities

assets. Current assets are the basis of day-to-day
financial activities such as paying expenses, col-
lecting money from customers, and selling
items to generate a profit.

Current Liabilities Organizations
also have debts that will be paid shortly.

are amounts owed that
need to be paid within the next year. One
of the most common current liabilities is

These are amounts owed to
suppliers and others for items bought on credit
by the company. Other current liabilities would
include any short-term debts of the organization,
such as loans coming due or taxes owed.

MANAGING WORKING CAPITAL
Working capital is an indication of the amount of net liquid assets a com-
pany has available to build its business. This number can be positive or
negative. Companies with negative working capital (current liabilities
exceeding current assets) may lack the funds necessary for growth. The or-
ganization may have too much short-term debt or may not be carrying
enough items in inventory. In general, businesses with more working capi-
tal have a greater potential for success. These companies can expand and
improve their business activities. 

Too many current assets may indicate that a company is not using
available funds wisely. Excess levels of inventory or not collecting accounts
receivable on time suggests a weak financial situation. 

To determine an appropriate level of working capital, a company might
calculate its This number, sometimes also referred to as the
liquidity ratio, is calculated by dividing current assets by current liabilities.
When this ratio is 1.0 or greater, the company has adequate current assets
to cover debts coming due shortly. If the current ratio is below 1.0, the
company may not be able to pay upcoming bills on time.

If a company has total current assets of $1,000,000 and its total current
liabilities are $800,000, its current ratio would be 1.25 ($1,000,000 divided
by $800,000). Is this an appropriate current ratio? A simple answer is “it
depends!” When assessing the current ratio (or other financial ratios) of a
company, consider three factors.

■ The current ratio of the company in the past few years

■ The current ratios of other companies in the same industry

■ Current economic conditions

An analysis of these items will help a company decide if it needs to in-
crease or decrease the amount of current assets and liabilities. 

current ratio.

accounts payable.

Current liabilities

c h e c k p o i n t

How is working capital calculated?

✓

Taxes are considered a current liability.
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1475.1 >>> Cash Budget and Working Capital

in actionbusiness

Cash Flows for Nonprofit Organizations
Millions of low-income, unemployed, and self-employed people are
without adequate health insurance. To assist these persons, community
health care facilities are formed to provide medical services.

These health care clinics are often organized on a nonprofit basis. The
organizations usually have three main sources of cash inflows.

1. Grants
2. Donations
3. Fees from clients

Staff members are continually seeking funding sources and applying
for grants. State and federal government agencies provide opportunities
to finance health care programs for lower-income populations. Founda-
tions also exist to serve various social needs. These charitable organiza-
tions, often funded by major corporations, provide grants to serve
people in difficult economic situations.

Donations to these health clinics are tax deductible since they are
tax-exempt, nonprofit organizations. Donors report amounts given to
charitable organizations on federal income tax returns to reduce their
taxable income. To attract additional donations, clinics often plan mar-
keting and promotional activities. A community health fair can expand
awareness of preventive health practices while also increasing potential
donations.

The fees received from clients are often a minor portion of cash in-
flows. While patients are often charged a small amount, it still may be
more than they can afford. Service is rarely denied to those not able
to pay.

As health care costs rise, clinics encounter increasing operating ex-
penses and need additional sources of cash. They also try to improve
efficiency and reduce operating costs. For example, reducing inventory
levels until supplies are needed can lower costs. Having supplies donated
may also be a strategy. 

Many nonprofit organizations do not use the most modern financial
recordkeeping procedures. Efforts to use improved cash budgeting sys-
tems can help health clinics and other nonprofit organizations better plan
their cash receipts and spending activities. 

Think Critically
1. What additional cash flow sources might be considered by nonprofit

health clinics? 
2. Name other types of nonprofit organizations. Describe their cash flow

sources.
3. Talk to a person who works for a nonprofit organization. Obtain infor-

mation about their cash flow sources and other financial activities.
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148 Chapter 5 >>> Short-Term Financial Activities

5.1 Lesson Assessment

UNDERSTAND CONCEPTS
Determine the best answer for each of the following questions.

1. The major source of cash receipts for most companies is
a. borrowing
b. sales
c. money from the government
d. earnings from interest and dividends

2. The difference between current assets and current liabilities is 
a. a cash excess
b. a cash shortage
c. the current ratio
d. working capital

3. True or False? A loan due in five years is an example of a current
liability.

4. True or False? A current ratio of 0.94 indicates that a company has
current assets that exceed its current liabilities. 

MAKE ACADEMIC CONNECTIONS
5. Communication Interview a business owner or worker to obtain

information about the common sources of cash receipts and typical
cash payments in the organization. 

6. Visual Art Prepare a flowchart (on a poster or using computer
software) to present the steps for preparing a cash budget. Use a
variety of visuals to present this process. 

7. Technology Develop a spreadsheet template that could be used
to create a cash budget for a business or other organization. 

8. Research Select a company and locate its most recent annual re-
port online. 
a. Identify the organization’s current assets and current liabilities

for the past two years. 
b. Calculate the company’s current ratio.
c. What conclusions can you make about the company’s financial

situation?
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IInventory Activities
Companies that make or sell goods must have products available for ship-
ping and selling. is the merchandise an organization plans to
sell to customers. Sometimes called merchandise inventory, these items are
part of a company’s current assets. Like other current assets, inventory is
considered to be fairly liquid.

TYPES OF INVENTORY
The inventory of a retailing company consists of products in its stores that
will be sold to customers. These items may include shirts, MP3 players, pack-
aged food, or hammers. Retailers have finished (ready-to-use) products in
inventory. In contrast, as shown in Figure 5-3, a manufacturing company
will have likely three types of inventory items—direct materials, work in
process, and finished goods.

Direct Materials
Every manufacturing
company uses parts and
supplies to create the
items that they sell.

also
called raw materials, are
unfinished goods used by
a manufacturer to create a
finished product.

The direct materials for different types of manufacturing companies will
vary. For example, a food processing company will make use of raw fruits and
vegetables, packaging materials, and labels. An automobile assembly plant is
likely to have over 8,000 different parts.

Work in Process During the production process, items in various stages
of completion are called These items, also called unfinished
goods, have value added to them. Some raw materials, labor activities, and
other expenses have been used to create the work-in-process items.

work in process.

Direct materials,

Inventory

1495.2 >>> Inventory Management

Terms
• inventory

• direct materials

• work in process

• finished goods

Goals
• Describe the types of in-

ventory for a company.

• Identify costs associated
with inventory and man-
ufacturing.

5.2 Inventory Management

• inventory turnover

• breakeven point

• variable costs

• fixed costs

Manufacturing Company InventoriesFIGURE 5-3

Direct materials Work in process Finished goods
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150 Chapter 5 >>> Short-Term Financial Activities

Finished Goods Products that have completed the manufacturing pro-
cess and are ready to sell are These inventory items are ready
to be shipped to various wholesalers and retailers. 

The sale of the final product is vital to the success of an organization. A
measure commonly used to determine how many times inventory is sold
and replaced is This measure is calculated by dividing
sales by inventory. The resulting ratio provides an indication of how many
times the average inventory has been sold. Low turnover is an unhealthy
sign, indicating excess stock and/or poor sales. The higher the turnover, the
better the inventory is being managed.

INVENTORY CONTROL METHODS
Similar to cash, companies must develop methods to prevent loss of inven-
tory. The loss of inventory can be expensive for an organization. Actions
commonly recommended to control inventory loss include

■ Create a system of documentation to check product type and amounts
of incoming and outgoing items

■ Separate responsibilities for authorizing, order preparation, and shipping
of inventory

■ Conduct a regular physical inventory (at least once a year) to count the
actual items in stock

■ Use technology such as bar codes, scanners, and radio frequency iden-
tification (RFID) to update records and monitor product locations

inventory turnover.

finished goods.

c h e c k p o i n t

What are the three types of inventory that a company may have?

✓

Inventory turnover is an important measure of a company’s success.
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1515.2 >>> Inventory Management

ICost Management
The efficient use of materials and labor to create products to sell is the main
focus of many companies. In a retailing business, the desired items must
be available when requested by customers. In a manufacturing business,
the costs of production must be analyzed in order to operate a profitable
enterprise.

INVENTORY COSTS
Holding inventory has a cost. First, an opportunity cost exists, since the money
and space consumed by inventory cannot be used for other business needs.
Next, actual financial costs of inventory also are present. These include

1. Storage and tracking costs

2. Insurance, taxes, and interest 

3. Losses due to spoilage, damage, and theft

Companies face a difficult situation when deciding how many products
to keep on hand. Having too large an inventory can result in higher storage
costs and losses due to outdated products. In contrast, too small an inven-
tory can result in lost sales. For example, if a restaurant runs out of a popu-
lar menu item, customers may hesitate to visit the restaurant in the future.
The company must take appropriate action, which may include the need to
find additional suppliers to meet customer demand.

BREAKEVEN ANALYSIS
In the production process, companies must calculate the costs of goods being
manufactured. Determining the gives the approximate
sales volume required to just cover costs, below which production would be
unprofitable and above which it would be profitable. Breakeven analysis fo-
cuses on the relationship between fixed cost, variable cost, and profit.

Variable Costs Labor costs, production materials, and utilities are con-
sidered These business expenses change in proportion to
the level of production. Although the variable cost per item stays the same,
total variable cost increases as production levels rise.

Fixed Costs Business expenses that do not change as the level of produc-
tion changes are called These expenses include rent, property
tax, managers’ salaries, and insurance. If a company pays $4,000 a month to
rent a factory, that amount will be the same whether 20 radios are produced
or 20,000 radios are produced.

Breakeven Point The process to calculate the breakeven point involves
two steps.

Step 1 Determine the gross profit, which is the difference between the vari-
able costs and the selling price. For example, a shirt costs $6 (variable costs)
to make and sells for $10. The gross profit per item is $4.

Selling Price � Variable Costs � Gross Profit per Unit

$10 � $6 � $4

fixed costs.

variable costs.

breakeven point

t e a m w o r k
In your team, select a
manufacturing com-
pany. Identify the vari-
able and fixed costs for
this organization.
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152 Chapter 5 >>> Short-Term Financial Activities

Step 2 To obtain the breakeven point, divide the total fixed costs by the
gross profit per unit. If the company has $24,000 in fixed costs, it must sell
6,000 units to cover all of its fixed costs. 

Total Fixed Costs � Gross Profit per Unit � Breakeven Units

$24,000 � $4 � 6,000 units

At the breakeven point, a company has no profit. Selling fewer items than
the breakeven point will result in a loss. Sales higher than the breakeven point
will result in a profit for the business.

c h e c k p o i n t

What common costs are associated with holding inventory?

✓

topicstechnology

Radio Frequency Identification (RFID) Devices 
for Inventory Control
A warehouse manager must keep track of inventory. In the past, the ware-
house manager would hope the items were in the warehouse or on a
truck. Today, inventory can be tracked with accuracy using radio frequency
identification devices (RFIDs). Through electronic tracking, RFIDs tell the
exact location of inventory. This system reduces theft and misplaced inven-
tory. Two components make up an RFID system. First, the data-loaded tag
(the transponder) is attached to the item to be tracked. These computer
chips have small antennas that transmit a unique code to an inventory
control system. Second, a reader (the transreceiver) captures the tag’s data
using radio waves. This data is then sent to a computer for processing.

Manufacturers are implementing RFID tags on cases and pallets of
their products for improved inventory control. Eventually, individual
products will also be tagged. Retail stores will use RFID tagging. RFID sys-
tems increase efficiency within the supply chain. The ability to replenish
shelves faster results in fewer out-of-stock items. It is expected that the
tags will ultimately replace the current bar code technology.

What are the implications of RFID for consumers? Here is one possibil-
ity: while walking in a mall, you receive a text message on your cell
phone. You are informed that a certain item is on sale at a store as you
walk by that exact store. This message could be both convenient and
frightening. 

RFID tags in clothing labels and other products will allow tracking of
both products and people. These devices are already being used for high-
way toll lanes, pets, library books, and baggage tracking by airlines. In the
future, RFIDs may be used in homes to turn on appliances and monitor
heating and security.

Think Critically
1. Discuss the benefits and concerns of RFID for companies and

consumers.
2. Conduct online research to obtain additional information about RFID

use in various business and home settings.
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1535.2 >>> Inventory Management

5.2 Lesson Assessment

UNDERSTAND CONCEPTS
Determine the best answer for each of the following questions.

1. Partially completed products are commonly referred to as
a. direct materials
b. work in process
c. finished goods
d. labor costs

2. True or False? An inventory turnover calculation will tell a company
the profit on each item sold.

3. The ? is the level of sales at which a product has neither a
profit nor a loss. 

4. ? is an example of a fixed cost. 
a. electricity 
b. supplies 
c. wages 
d. rent

MAKE ACADEMIC CONNECTIONS
5. Visual Art Select a product. Obtain photos of the materials and

labor involved in creating this item. Present your visuals in a poster
or computer presentation.

6. Geography Use a map to identify natural resources that exist in
various regions of the world. Describe what types of products could
be created from these materials.

7. Research Conduct library or online research to determine the costs
of shoplifting. What actions are commonly taken to prevent this
crime?

8. Math Based on the following situation, calculate (a) the breakeven
point and (b) the profit or loss at 2,000 units of sales:

selling price $40, variable cost/unit $32, total fixed costs $12,600
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Terms
• compensation

• wages

• salary

Goals
• Describe compensa-

tion methods used by
companies.

• Explain activities associ-
ated with preparing the
payroll.

5.3 Payroll Management

• payroll record

• direct deposit

IEmployee Pay Systems
Another short-term financial activity of interest to companies and their em-
ployees is payroll. Every organization hopes to pay its workers at a level that
will encourage loyalty and excellent performance. refers to
the wages or salary along with other financial benefits paid to employees.

TYPES OF COMPENSATION
The compensation payments received by workers are commonly viewed in
two major categories: direct and indirect. 

Direct Compensation Money received for work efforts is referred to
as direct compensation. These payments can include wages, salary, commissions,
overtime, and bonuses. In some work settings, direct compensation can be
affected by a shift differential. For example, in some types of work a person
may be paid a higher rate for working nights or weekends.

Indirect Compensation Payments made by an employer on behalf of
an employee are indirect compensation. These items commonly include vari-
ous employee benefits such as insurance, pension funds, and educational
expenses.

COMPENSATION METHODS
The methods used to determine the amount a person is paid can vary. In
some companies workers are paid on the basis of an hourly rate. In other
organizations, employees may earn a percentage of the sales they make.

Wages and Salary Many employees are paid on an hourly basis.
refer to the earnings of workers calculated on an hourly basis. A

person’s total earnings are determined by the hourly rate of pay multiplied
by the number of hours worked. refers to earnings calculated on the
basis of a time period, usually weekly, bi-weekly, or monthly. 

Piece Rate In some manufacturing situations, workers may be paid on a
piece rate. Earnings are determined on the basis of each unit of output. For
example, in an electronics assembly plant, workers may be paid 45 cents for
each item assembled, and they can produce between 40 and 45 items per
hour. These workers would earn between $18 and $20.25 an hour.

Salary

Wages

Compensation
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Commission In various professions, compensation may be based on
sales volume. Commission is compensation earned by salespeople or others
as a percentage of sales. Some retail store sales staffs and many field sales
personnel earn a living based on commission.

A person who only works on commission may receive a draw. This
amount is an advance in earnings to provide the worker with an income to
meet necessary living expenses. The amount of the draw is eventually sub-
tracted from future commission earnings. 

EMPLOYEE BENEFITS
As part of a compensation package, most businesses provide employees
with various additional benefits. The most common benefits are insurance
(health, life, and disability), paid or unpaid vacation time, sick leave, con-
tinuing education expenses, and retirement plan deposits. 

In an effort to recruit and retain quality employees, companies may
offer other types of benefits. Such benefits might include fitness and well-
ness programs, discounts for company products and services, mileage, trans-
portation and parking fees, and participation in community service during
company time.

1555.3 >>> Payroll Management

t e a m w o r k
In your team, prepare a
list of the benefits and
limitations of hourly
wages compared to
a weekly or monthly
salary. Consider this
issue from the perspec-
tive of both the worker
and the company.

c h e c k p o i n t

How do wages differ from salary?

✓

Some businesses offer fitness programs as an employee benefit.
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IPayroll Activities
Maintaining payroll records and preparing payments is an ongoing financial
activity. While time cards were often used in the past to determine pay, today
most payroll procedures are processed electronically. 

PAYROLL PREPARATION AND TAXES
A is the form that documents each employee’s pay history.
This form also includes each employee’s name, Social Security number, ad-
dress, other personal information, tax information, and eligibility for benefits.

The payroll record provides complete information of an employee’s
gross pay, which is the person’s total earnings. In addition, a record of the
net pay is also maintained. Net pay is the amount, after various deductions,
which is paid to each employee. The payroll record is also used to keep track
of current and year-to-date taxes and other deductions. 

Income Taxes The federal government of the United States requires that
federal income tax be withheld from workers’ pay. This money is then sent
to the U.S. Treasury. Each year, in April, taxpayers file their federal tax return
to determine if they owe additional money or if they will receive a refund. 

All but seven states have a state income tax. Deductions for this tax are
also taken from the current earnings of workers. Many cities, such as Cincin-
nati, Detroit, Grand Rapids, and New York City, have a city income tax.

Social Security and Medicare In 1934, Congress created the Social
Security system to provide retirement benefits to eligible workers. This de-
duction may be listed as FICA (Federal Insurance Contributions Act). FICA
also funds disability insurance and survivor benefits through Social Security.

In 1965, Medicare was created to provide health insurance for people
aged 65 and older. Payroll deductions for this program also fund health
coverage for eligible disabled people under age 65.

payroll record
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The Internal Revenue
Service oversees more
than 17,000 pages of
tax laws and regulations
and around 500 differ-
ent tax forms for various
situations.

Payroll taxes cover Social Security and Medicare benefits.
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Other Voluntary Deductions In addition to the required govern-
ment payroll deductions, employees often opt for other deductions that
provide various benefits. These voluntary deductions might include

■ Health or life insurance 

■ Savings for future personal use 

■ Deposits to retirement funds

■ Charitable donations 

■ Union dues or dues for other employee organizations

Employer Taxes In addition to the taxes deducted from an employee’s
earnings, other taxes are the responsibility of the business. Unemployment
insurance is a cooperative program between the federal and state govern-
ments. This coverage is financed through federal and state employer payroll
taxes.

The Federal Unemployment Tax Act (FUTA) requires companies to pay
money to fund state workforce agencies. In addition, FUTA covers the costs
of unemployment benefits and job service programs in all states. State un-
employment taxes are paid to state agencies and are used to pay benefits to
eligible unemployed workers.

Employers also match the amount deducted from employee earnings
for FICA and Medicare. For every dollar subtracted from workers’ pay for
these taxes, the company pays a dollar. That amount is then sent to the fed-
eral government for these retirement and insurance programs.

PAYROLL PAYMENT METHODS
The methods used by companies to distribute payroll funds can vary from
traditional systems to electronic programs. 

Check Payments Traditionally, workers have been paid by check. These
documents most often included a payroll stub, which provided employees
with a summary of their total pay and deductions for the current pay period
as well as for the year to date.

Direct Deposit Today, people are writing fewer checks and using more
online payment services. With the expansion of electronic banking, most
employers offer Direct deposit is a system that electronically
transfers net pay into an employee’s bank account. The employee still receives
a payroll stub, but it also can be provided electronically. 

Prepaid Bank Cards In the United States, over 20 million people do
not have access to bank accounts. These are mostly lower-income workers
and recent arrivals to the country. To assist these employees, some compa-
nies issue a prepaid bank card with the amount of the person’s pay. Also called
stored value cards, these electronic devices may be used to obtain cash and
make purchases at stores.

direct deposit.

1575.3 >>> Payroll Management

c h e c k p o i n t

Name common payroll taxes encountered by workers and employers.

✓
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5.3 Lesson Assessment

UNDERSTAND CONCEPTS
Determine the best answer for each of the following questions.

1. Which compensation method is used in a factory that pays workers
an hourly rate?
a. wages
b. salary
c. piece rate
d. commission

2. True or False? Employee benefits are considered to be indirect
compensation.

3. An example of a voluntary payroll deduction is
a. federal income tax
b. Medicare
c. savings account deposit
d. Social Security

4. True or False? In most states, taxes for unemployment insurance
are deducted from a worker’s pay.

MAKE ACADEMIC CONNECTIONS
5. Economics Research changes in average earnings and the cost of

living for workers during the past five years. Prepare a graph com-
paring the data you obtained. 

6. Research Survey 10 people about the types of taxes they pay. Ask
them which type of tax they think is most fair for people in our
society.

7. History In the past, many workers were paid with cash. Explain
some of the problems associated with this type of payroll payment
method.

8. Technology Conduct research about new developments with
stored value cards and prepaid bank cards. What types of electronic
payroll systems may be used in the future?
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1595.4 >>> Credit Sales and Receivables

Terms
• credit policy

• capacity

• unsecured loan

Goals
• Explain the elements of a

credit policy.

• Describe accounts receiv-
able management
activities.

5.4 Credit Sales and Receivables

• credit terms

• aging of accounts
receivable

ICredit Policy
Sales on account are very common in most businesses. Extending credit to
customers is an activity offered by nearly every company. When deciding
who can buy on account, organizations create a which details
the guidelines used for approval of credit customers. 

WHO WILL BE GRANTED CREDIT?
Most organizations that provide credit consider three main factors when
deciding who will be allowed to buy on credit. 

1. The ability of the borrower to repay money owed is known as 
This potential is based on income and other cash sources of the credit
applicant. Also considered is the amount of additional debt the borrower
currently owes.

capacity.

credit policy,

Items of value such as land, a house, or a car can be used as collateral.
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2. In some credit situations, a specific asset,
known as collateral, is used to secure a
loan. Common items of value such as
stocks, bonds, real estate, or vehicles are
used for this purpose. They can be sold, if
necessary, in order to satisfy the debt. Many
credit situations are 
which have no specific collateral. Unse-
cured credit relationships involve a higher
risk than those with collateral. 

3.The past credit history of the borrower is
also considered when deciding whether
to grant credit. Information on the credit
rating of a person or company may be ob-
tained from a credit reporting agency.

WHAT ARE THE CREDIT CONDITIONS?
Once a person is accepted to buy on account, a company must decide how
soon the funds must be repaid. are the conditions under
which credit is extended by a lender to a borrower. These conditions address
various elements of the agreement, such as 

■ Whether the buyer or the seller will pay delivery changes

■ The number of days in which payment is expected

■ Penalty or interest for late payments

■ Discounts for early payments

CREDIT TERMS
Credit terms are often expressed as

2/10, n/30 

The 2 is the percentage of discount (2 percent) offered to the customer if
the invoice is paid within 10 days. The n/30 indicates that the full (or net)
amount is due within 30 days. 

For example, a $100 sale on May 1 would allow a customer to pay only
$98 ($100 minus $2 discount) if the invoice is paid by May 11 (within the
10-day discount period). If payment is not made by May 11, the full amount
($100) is due by May 31. 

When the credit terms do not involve a discount, the terms could be ex-
pressed as n/30 or n/60. In these situations, the full amount would be due
in 30 or 60 days. 

A customer who has not been approved for credit in advance is expected
to pay cash upon delivery of the good or service. Sometimes the terms of a
sale may require payment prior to delivery. 

Credit terms

unsecured loans,

160 Chapter 5 >>> Short-Term Financial Activities

Customers who want to buy on credit must
make sure their credit reports are correct and
up to date. The Federal Trade Commission
has a web site about credit for consumers.
Access thomsonedu.com/school/busfinance
and click on the link for Chapter 5. Find
information about obtaining a yearly free
credit report.

www.thomsonedu.com/school/busfinance

t e a m w o r k
With your team, de-
scribe a situation in
which a person would
likely be granted credit
and a situation in which
a person might be de-
nied credit.

c h e c k p o i n t

What three factors are commonly considered when deciding
whether to grant credit?

✓
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1615.4 >>> Credit Sales and Receivables

IReceivable Management
After a customer makes a purchase and is sent an invoice, an account re-
ceivable is created. At this point, the customer must follow the terms of the
sale. If payment is due within 30 days and is not received, some actions may
be necessary. 

CREDIT MANAGEMENT ACTIVITIES
A credit manager continually monitors a company’s receivables to avoid
uncollectible accounts. This process actually starts as soon as credit is
granted.

When reviewing past due accounts, a credit manager may use a process
called This activity involves categorizing ac-
counts receivable based on how long they have been due. The first category
would be “Current” or “Not Past Due,” which are the accounts that are still
within the original credit period, such as 30 days. Other categories commonly
used are “30 Days Overdue,” “31–60 Days Overdue,” and “Over 61 Days
Overdue.” This process can help a credit manager make wiser decisions
when granting credit. Having many past due accounts usually indicates a
need to reassess the process being used to sell on account. 

The longer an account is overdue, the less likely it will be collected. At
some point, an account may be considered uncollectible. These bad debts
then become expenses of the company. 

DEBT COLLECTION
PROCEDURES
Once an account is past
due, credit managers may
take one or more of these
actions. 

1. Contact the debtor to
remind the person of
the amount that is 
due.

2. Provide a stronger
reminder; encourage
the customer to con-
tact the company to
make payment ar-
rangements. Most
companies will nego-
tiate a settlement
since some amount
received is better
than none.

3. Consider legal action
(such as small claims
court) or use of a debt
collection agency.

aging of accounts receivable.

Companies evaluate customers according to an established credit policy.
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To protect customers from unreasonable debt collection actions, the
Fair Debt Collection Practices Act was enacted in 1978. This legislation pro-
tects a person from inappropriate actions by debt collectors; for example

■ A person may not be contacted by a debt collector at unreasonable
times or places, such as before 8 a.m. or after 9 p.m. 

■ A person may not be called at a place of employment, if contact at work
is prohibited by an employer.

■ The debt collector may not tell anyone other than the debtor and the
debtor’s attorney that money is owed.

162 Chapter 5 >>> Short-Term Financial Activities

c h e c k p o i n t

What information is provided by the aging of accounts
receivable?

✓

around the worldfinance

A Muslim Perspective on Borrowing
Riba is the Arabic term for interest. In the holy book of Islam, the Qur’an,
charging Riba is forbidden. Riba is viewed as having three components. 

1. The amount that exceeds the sum borrowed—the finance charge 
2. This excess amount in relation to the time of the loan
3. The credit transaction requiring repayment of this predetermined

surplus (finance charge)

These elements jointly make up a situation in which Riba exists. Any
credit transaction or borrowing which has these elements is considered a
transaction of Riba.

The Qur’an and Ahadith (teachings of the Prophet Mohammed) are
very clear about interest. “Allah will deprive usury of all blessing, but will
give increase for deeds of charity” (Qur’an 2: 276). To keep from paying
Riba, Muslims are encouraged to follow these money management
guidelines.

• Use debit cards instead of credit cards to avoid paying more than the
actual price of the product

• Cancel one or more credit cards currently in use
• Create and carefully follow a specific shopping list
• Develop a careful plan for spending and for paying off credit

accounts
• Work with a friend for support with these activities

Obedience in carefully following these actions will allow a person to
avoid the future trap of Riba.

Think Critically
1. What are wise actions related to the use of credit? 
2. Conduct an Internet search to obtain information on the use of credit

and attitudes toward borrowing in different cultures.
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5.4 Lesson Assessment

UNDERSTAND CONCEPTS
Determine the best answer for each of the following questions.

1. An unsecured loan is 
a. a loan paid within 30 days
b. a loan that has no collateral
c. a loan to a customer who has no credit history
d. a loan for which a government agency is the lender

2. True or False? Credit terms refer to the price of a product when
buying on account.

3. An invoice with the credit terms 1/15, n/45 would mean a customer
may qualify for a ? discount within a certain time period.
a. 1 percent
b. 15 percent
c. 45 percent
d. no discount is available

4. True or False? Many past due accounts usually indicates that a com-
pany is very selective in granting credit. 

MAKE ACADEMIC CONNECTIONS 
5. Culture Talk to a person who has lived in another country. Ask

that person about common procedures used when selling to cus-
tomers. To what extent is credit used? What are common payment
methods?

6. Research Locate a sample credit card application or a document
used to apply for a loan. How are various information items on the
form used to decide if a person will be granted credit? 

7. Communication Talk with a person who works in extending credit
or is involved with collection of accounts about the hardest part of
the job. Report to the class the main findings of your conversation. 

8. Law Conduct online research to obtain additional information about
the Fair Debt Collection Practices Act. Prepare a short summary of
your findings.
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Chapter 5 Assessment

Summary
5.1 CASH BUDGET AND WORKING CAPITAL

1. A cash budget is prepared by (1) estimating cash receipts, (2) estimating
cash payments, and (3) calculating the cash excess or shortage.

2. Working capital is the difference between current assets and current
liabilities. Current assets include cash, accounts receivable, and other
liquid assets. Current liabilities are amounts to be paid in the next year.

5.2 INVENTORY MANAGEMENT

3. A manufacturing company will usually have three types of inventory
items: direct materials, work in process, and finished goods. Inventory
control methods can include a system of documentation, separate re-
sponsibilities, a regular physical inventory, and use of technology.

4. Common inventory costs include storage and tracking costs, insurance
and taxes, and losses due to spoilage, damage, and theft. Production
companies use a breakeven analysis to find the profit of products.

5.3 PAYROLL MANAGEMENT

5. Direct compensation includes wages, salary, commission, overtime,
and bonuses. Indirect compensation includes payments made by an
employer on behalf of an employee for items such as insurance, pension
funds, and educational expenses. 

6. Common payroll deductions include federal, state, and city income
tax; Social Security and Medicare taxes; and voluntary deductions for
items such as health or life insurance, savings, deposits to retirement
funds, charitable donations, and union dues.

5.4 CREDIT SALES AND RECEIVABLES

7. Credit is granted to customers on the basis of (1) capacity, the ability
of the borrower to repay money owed; (2) collateral, a specific asset
used to secure a loan; and (3) the past credit history of the borrower.
Credit terms are the conditions under which credit is extended by a
lender to a borrower. These terms clearly communicate if the buyer or
the seller will pay delivery changes, penalties or interest for late pay-
ments, and discounts for early payments.

8. Credit managers use aging of accounts receivable to manage past due
accounts. Debt collection procedures are used to reduce the uncollectible
accounts of a company.

164 Chapter 5 >>> Short-Term Financial Activities
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Develop Your Business Language
Match the terms listed with the definitions. Some terms will not be used.

1. Wages or salary along with other
financial benefits paid to employees

2. Conditions under which credit is
extended by a lender to a borrower

3. Products that have completed the man-
ufacturing process and are ready to sell

4. Amounts owed that need to be paid
within the next year

5. Number calculated by dividing current
assets by current liabilities

6. Loans that have no specific collateral

7. Business expenses that do not change
as the level of production changes

8. Money owed for the purchases cus-
tomers buy on credit

9. The difference between current assets
and current liabilities 

10. Unfinished goods used by a manufac-
turer to create a finished product

11. Manufactured items in various stages
of completion

12. Amounts owed for items bought on
credit

Review Concepts
13. In a cash budget, a shortage would

occur when
a. cash receipts exceed cash payments
b. working capital is declining
c. current assets are less than current liabilities
d. cash payments exceed cash receipts

14. An example of a current asset is 
a. a building c. inventory
b. equipment d. land

15. In a breakeven analysis, ? would be considered a variable cost.
a. a manager’s salary c. rent
b. insurance d. utilities 

16. indirect compensation includes
a. commission c. overtime pay
b. employee discounts d. wages and salary

17. Credit terms commonly include the
a. price of the product c. name of lending company
b. time of the credit period d. amount of taxes on the sale

165Chapter 5 >>> Review

a. account receivable
b. accounts payable
c. aging of accounts

receivable
d. breakeven point
e. capacity
f. cash budget
g. compensation
h. credit policy
i. credit terms
j. current assets
k. current liabilities 
l. current ratio

m. direct deposit
n. direct materials
o. finished goods
p. fixed costs
q. inventory
r. inventory turnover
s. payroll record
t. salary
u. unsecured loan
v. variable costs 
w. wages
x. work in process
y. working capital
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Chapter 5 Assessment

Think Critically
18. A cash budget and an income statement have many similarities. What

are the main differences between these two documents? 

19. When an organization is preparing a cash budget and expects to en-
counter a shortage, what actions might it take to avoid the shortage?

20. Create a list of procedures you would recommend to a company to
prevent the theft of cash and inventory.

21. In the breakeven analysis, fixed costs are constant. Over time, these
expenses can change. Give some examples of fixed costs that change
over time. 

22. Describe the pay system that you believe would be the best for both
the workers and the company.

23. What do you believe is the most important factor to be considered
when deciding to grant credit to a customer? Explain your answer. 

Business Financial Calculations
24. In preparing its cash budget, Ying Electronics projected cash receipts

of $47,890 and cash payments of $41,674. Do these amounts represent
a cash excess or shortage? For what amount?

25. Hamilton Auto Parts has current assets of $789,500 and current liabili-
ties of $688,560. What is the amount of working capital? What is the
company’s current ratio? 

26. Marge Rodriguez earns $14 per hour plus time and a half for any hours
she works over 40 in a pay period. In a recent pay period, she worked
46 hours.
a. How much is her regular pay?
b. How much is her overtime pay?
c. If Marge had $172 deducted for income taxes and $54 for Social Se-

curity and Medicare, what is the amount of her net pay? 

27. Manor Industries issued an invoice to a customer on March 17 for $560
with credit terms of 3/10, n/45. 
a. If the customer wishes to take the discount, by what date must the

invoice be paid? 
b. If the customer takes the discount, what amount will be paid? 
c. if the discount is not taken, by what date must this invoice be

paid? 

28. In preparing an aging of accounts receivable report, the credit manager
determined that 0.04 percent of amounts due were more than 90 days
overdue. If the company had accounts receivable of $456,773, what
amount was more than 90 days overdue? 
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Analyze Cases
Use the case from the beginning of the chapter, Nestlé’s Liquidity and
Brand Activities, to answer the following questions.

29. Describe various economic, social, and political factors that might af-
fect the cash flows of Nestlé. 

30. What actions might be necessary for Nestlé to maintain needed levels
of inventory? 

31. Locate Nestlé’s most recent annual report. Calculate its working capital
and current ratio for the two most recent years. Be sure to convert the
amounts from Swiss francs (CHF) to U.S. dollars. What conclusions can
you make about the results? 

32. Nestlé often buys smaller food companies and sells off weaker product
lines. Identify a company that Nestlé might purchase or select an ex-
isting brand of Nestlé that might be sold to another company. Based
on your analysis of current assets and liabilities, explain why the new
company should be purchased or the existing brand should be sold.

Portfolio Activity
COLLECT information about the current assets of a company (cash, re-
ceivables, inventory). This information could be in the form of an article,
advertisements, Web resources, photos, or some other actual items. 

CREATE a summary table or other visual to report on the assets selected.
Use photos, other pictures or ads, other actual items, and drawings to illus-
trate various types of current assets commonly used by businesses and other
types of organizations.

CONNECT your visual to other aspects of finance, the economy, and soci-
ety, or relate it to an important concept you have learned in another class.
Make the connection by preparing a short essay or oral presentation about
the relationship of current assets to other topic areas.

Stock Market Project
Stock prices are affected by a variety of financial activities. An analysis of a
company’s inventory, receivables, and other aspects of short-term finances
can provide information about the current performance and future poten-
tial of the organization.

Use Internet and library resources to research the company you have
been studying (or select a different company).

1. List the amounts of the company’s cash, inventory, receivables, and
other current assets for the two most recent years available. 

2. Obtain the amount of current liabilities for the two most recent years. 

3. Calculate the company’s working capital and current ratio. 

4. Discuss how these findings may affect the stock value of the company. 

167Chapter 5 >>> Review
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Planning a Career in Inventory

168 Chapter 5 >>> Short-Term Financial Activities

They are needed everywhere…in
stores, factories, hospitals, and gov-
ernment offices. Inventory workers
make sure the correct items are in
the right place at the right time. 

Inventory employment offers a
range of work opportunities. You
may be involved in ordering parts
or supplies. Or, you might be re-
sponsible for creating and imple-
menting a system to prevent theft. 

Most inventory workers have
interactions with supply chain mem-
bers, including suppliers, shipping
companies, distributors, and retail-
ers. Knowledge of every aspect of
business is very useful. 

Employment Outlook
■ The fastest growth in employ-

ment will be in technology-
based inventory positions. 

■ About one-third of procure-
ment clerks work for federal,
state, and local governments. 

■ Over 40 percent of purchasing
agents are employed in whole-
saling and manufacturing. 

Job Titles
■ Procurement clerk

■ Purchasing agent

■ Buyer

■ Inventory control manager

■ Warehouse manager 

■ Loading dock supervisor 

■ Director of purchasing

■ Materials manager

■ Distribution manager

■ Overseas shipping manager

Needed Skills
■ Prospective employees with

knowledge in marketing, retail-
ing, logistics, international trade,
and other business fields will
have the best job possibilities.

■ Communication skills are
important when working with
individuals both within and
outside your organization.

■ Skill with computer application
software and other technology
is vital.

■ Strong ability to organize and
schedule people and resources
is important. 

■ Education beyond high school
is required for most managerial
and advanced positions.

What’s It Like to Work 
in Inventory?
Just as you arrive at work, a customer
calls to ask if the new products
have been shipped. A few minutes
later, the southern region sales
manager stops by for information
about expected prices for incoming
goods. Still later, one of your staff
reports that the wrong part was re-
ceived—all 7,000 of them.

Work in inventory provides a
great variety of activities. Your abil-
ity for creative problem solving
along with a calm approach will
help to reduce the stress that will
almost always be present.

What about you? What as-
pect of inventory careers might be
of interest to you? How might you
best prepare for a career in this
field?
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FINANCIAL ANALYSIS TEAM
DECISION MAKING EVENT
The Management Team Decision Making Events provide opportunities for
participants to analyze a combination of elements essential to the effective
operation of a business in the financial industry. Each management team is
composed of two members. Team members will be given a decision-making
case study situation involving a management problem in the financial
industry. A list of seven performance indicators specific to the scenario is
included. Participants must accomplish these tasks during the role-play. 

Each team will have 30 minutes to study the situation and organize their
analysis using a management decision-making format. Participants may use
notes taken during the preparation time. Participant teams will meet with
the judge for a 15-minute interview. The team will spend not more than
10 minutes to describe their analysis of the situation. Both members of the
team must participate. The judge will spend the remaining 5 minutes ques-
tioning the participants about their plan. Each participant must respond to
at least one question. Participants are allowed to use a personal laptop com-
puter and/or a handheld digital organizer.

You have been hired by a new upscale department store as a financial
consultant to make suggestions for increasing sales. Currently the store
pays all employees an hourly wage. The store has asked you to develop a
commission plan that will result in employees selling more merchandise.
The store is also considering offering their own credit card in order to
increase sales. You must cover the strengths, weaknesses, opportunities, and
threats of both strategies that the store is considering. Then you must make
a solid recommendation for increasing sales. Your strategy should be based
upon the store’s budget, payroll management system, and inventory
management. You are also in charge of presenting the new commission
plan to employees. Many of the employees are resistant to this change.

Performance Indicators Evaluated
■ Understand the importance of accurate payroll records.
■ Explain the value of paying employees commission.
■ Determine strategies to increase sales.
■ Analyze current sales records to make recommendations for the future.
■ Explain the advantages and risks associated with credit sales.
■ Understand strategies to increase sales.
■ Communicate a new payroll plan that involves commission to employees.

Go to the DECA web site for more detailed information.

Think Critically
1. Why must a company look at current financial records before making

changes to reach new financial goals?
2. Why would employees resist earning commission?
3. Why does offering a store credit card increase possible sales?
4. What new threats are associated with offering the store credit card?

w w w . d e c a . o r g
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