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21
Managing Payroll 
and Inventory

CHAPTER

When you have completed this 
chapter, you will be able to:

Section 21.1
• Identify six steps in managing a 

payroll system.
• Describe the common methods 

of paying employees.
• Discuss required and voluntary 

payroll deductions.
• Identify the accounts used in 

recording payroll.
Section 21.2
• Identify information needed for 

an inventory control system.
• Summarize methods of 

determining inventory quantity.
• Explain methods used to 

calculate cost of inventory.
• Discuss how to analyze 

inventory turnover.

$ What You’ll Learn

To get the most out of your reading:
Predict what you will learn in this chapter. 
Relate what you read to your own life.
Question what you are reading to be sure 
you understand.
React to what you have read.

Reading Strategies



ASK
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In the Real World . . .

Wendy Jansen runs a vending business, offering snacks made 

from potatoes. Her unique idea developed from her love of French fries. 

She is very knowledgeable about potatoes—white, russet, red, and more. When 

she told her friends about the business, they thought it was clever but impracti-

cal. However, Wendy created recipes for everything from potato-on-a-stick to sweet 

potato souffl é. She sells her products at fairs, music festivals, and sporting events. 

She does so well that she runs out of certain items. She realizes she must keep track 

of her stock and ingredients by using an inventory system. Otherwise, she will 

lose sales and the chance to grow her business into something more. 

As You Read Consider how using an inventory system makes 

good business sense.

Medicare taxes? Those programs may not be around when I am old enough to collect.

A: It is true that Social Security programs are projected to run low on funds around 

the year 2025. Under the present system, the rate of return on your contributions to 

these programs is lower than what you might earn. However, Congress is working to 

en sure that Social Security will provide funds for future retirees. Also, Social Security 

and Medicare offer many other types of benefits including disability benefits.

Ask Yourself What can you do now to help supplement your retirement income?

Go to fi nance07.glencoe.com to complete the Standard & Poor’s Financial 

Focus activity.

Social Security and 
Medicare
Q: I am only 16. Why should I pay Social Security and 

http://finance07.glencoe.com
http://finance07.glencoe.com
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Managing Payroll

The Importance of Payroll 
Records
Why do payroll records need to be accurate?

If you own a business, a large and important part of its account-
ing system will involve payroll. A payroll is a list of employees and 
the payments due to each employee for a specific period of time. 
The specific period of time during which you pay your employees 
is known as a pay period. The two most common pay periods are 
weekly and biweekly (every two weeks). However, some companies 
pay their employees only once per month.

A good payroll accounting system ensures that employees are 
paid on time and have the correct amounts on their paychecks. The 
payroll records and reports need to be very accurate. As with other 
accounting functions, when you process payroll information, you 
must follow specific guidelines. As discussed in Chapter 20, these 
guidelines are known as generally accepted accounting principles 
(GAAP). In addition to following GAAP procedures, state and federal 
governments issue strict guidelines for paying employees and report-
ing payroll information.

A business has two major goals when setting up a payroll system. 
The system should perform these functions: 

• Collect and process all information needed to prepare and issue 
payroll checks.

• Maintain payroll records needed for accounting purposes and 
for preparing reports to government agencies.

Every payroll system has some common tasks or steps. All are 
important and must be done carefully, accurately, and regularly. If 
you pay your employees every week, you will complete all of these 
tasks weekly:

1. Calculate gross earnings.
2. Calculate payroll deductions.
3. Prepare payroll records.
4. Prepare paychecks.
5. Record payroll information in the accounting records.
6. Report payroll information to the government.

Section 21.1

Focus on
Reading

Read to Learn
• How to identify six steps 

in managing a payroll 
system.

• How to describe the 
common methods of 
paying employees.

• How to discuss required 
and voluntary payroll 
deductions.

• How to identify the 
accounts used in record-
ing payroll.

Main Idea
Managing payroll efficiently 
and accurately enables a 
business to run more effec-
tively and profitably.

Key Terms
• payroll
• gross earnings
• salary
• hourly wage
• overtime rate
• commission
• deductions
• Federal Insurance 

Contributions Act (FICA)
• Social Security tax
• Medicare tax
• total gross earnings
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Calculating Gross Earnings
What is a salary and a wage?

The first step in a payroll system is to calculate the total earnings 
of all employees for the pay period. The total amount of money an 
employee earns in a pay period is the gross earnings. Three of the 
most common methods of paying employees are by salary, hourly 
wage, and salary plus commission.

Salary
A salary is a fixed amount of money paid to an employee for 

each pay period, regardless of the number of hours worked. For exam-
ple, Catherine Boggs is the manager of the shoe department at Dick-
inson’s Department Store. She earns a fixed weekly salary of $530 
even though she may work 40 hours one week and 44 hours another 
week. Salaries are paid to managers, supervisors, and others.

Hourly Wage
If you work for a local business after school and on the week-

ends, you probably receive an hourly wage, a specific amount of 
money paid per hour to an employee. Most temporary and part-time 
jobs pay an hourly wage. Many full-time jobs, such as entry-level 
jobs, also pay an hourly wage.

Cultivating business relationships is Angie’s top skill and her favorite part of her job. As a purchasing 
agent for a polymer and electronics manufacturer, Angie is responsible for finding good sources for 
products, buying the products, and negotiating the purchasing of raw materials, component parts, 
equipment, and more. It is Angie’s job to develop relationships with suppliers, determine patterns of 
need, and ensure the best quality and cost of items purchased. She must also understand key market 
trends and issues that affect the supply of products.

SKILLS: Analytical, communication, computer, decision-making, math, 
organizational, negotiation, research, and sales skills

PERSONAL TRAITS: Able to handle stress, honest, likes working with people and numbers, tactful

EDUCATION: High school diploma or equivalent or bachelor’s degree in business 
administration; experience in the field

ANALYZE How might good payroll management affect a company’s purchasing abilities?

To learn more about career paths for purchasing agents, visit fi nance07.glencoe.com.

Angie Strong
Rogers Corporation

CREDIT ANALYSTPURCHASING 
AGENT

Careers in Finance

PREDICT

Before 
You Read

Why do you think it is 
necessary to keep payroll 
records?

fi nance07.glencoe.com       Chapter 21      Managing Payroll and Inventory
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For example, Sean McCormick works at a sporting goods out-
let on weekday afternoons for $7.25 per hour. Last week he worked 
20 hours, and his gross earnings were $145 ($7.25 � 20 � $145). 
This week he had already worked 20 hours by the end of the day on 
Wednesday. Sean’s gross earnings vary from week to week because he 
works different amounts of time each week.

Employers may have hourly employees use time cards or a time 
clock to keep track of each day. They use this information to deter-
mine the total hours each employee worked during a pay period. At 
the end of each period, the employer checks the information on time 
cards or time sheets for accuracy. If the information is incorrect, pay-
checks will be inaccurate. That is a problem for both employees and 
employers.

Overtime Pay
According to state and federal laws, hourly-wage employees gen-

erally are paid extra when they work overtime, or more than 40 hours 
in a pay week. The overtime rate, the amount paid above the nor-
mal rate, is usually 1.5 times the employee’s regular hourly wage. For 
example, Kelly Robinson’s regular hourly wage is $7.40. If she works 
more than 40 hours in a given week, her overtime rate for the extra 
hours is $11.10 ($7.40 � 1.5 � $11.10).

Suppose that Kelly worked more than 40 hours last week. To 
calculate her gross earnings, multiply her regular hourly wage by 40 
hours. Then you multiply the overtime rate by the number of over-
time hours. By adding the results of these calculations, you can figure 
out her gross earnings for the week.

GROSS EARNINGS AND OVERTIME
Synopsis: Your gross earnings are the total amount 
of money you receive during a given pay period. 
Overtime, which you receive if you work more than 
your allotted number of hours, is 1.5 times your 
regular hourly rate.

Example: Kelly worked 43 hours this week. If her 
regular hourly wage is $7.40 and her overtime 
wage is $11.10, what are her gross earnings for 
the week?

Formula:
(Hourly Rate � Regular Hours) � (Overtime Rate 
� Overtime Hours) � Gross Earnings

Solution:
($7.40 � 40) � ($11.10 � 3) � Gross Earnings
$296 � $33.30 � $329.30

Kelly’s gross earnings for the week are $329.30.

FIGUREGO FINANCIAL MATH

If you earn $8.25 an hour and you work 
47 hours in one week, what are your gross 
earnings?

FIGUREYOU

RELATE

As You 
Read

If you are currently em-
ployed, look at a recent 
paycheck stub and com-
pare your gross earnings to 
the amount you were actu-
ally paid. What accounts 
for the difference?
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Typically, employees might 
work extra hours during holiday 
sales or other busy periods. They 
might also work overtime to cover 
for other employees who are sick or 
on vacation. Remember, controlling 
payroll costs is an important aspect 
of good financial management.

Commission
A commission is an amount 

of money paid to an employee 
based on a percentage of the 
employee’s sales. The more the 
employee sells, the more he or she 
is paid. Paying commissions to 
sales employees is a way to encour-
age them to increase their sales.

It is very common for employ-
ers to pay sales employees a salary 
plus commission. For example, 
Olivia Chun is paid a weekly salary of $150 plus a 5 percent com-
mission on all merchandise she sells. This week she recorded sales of 
$3,725. Olivia’s commission for the week is $186.25 ($3,725 � .05 or 
5% � $186.25). Her gross earnings for the pay week are $336.25 ($150 
� $186.25 � $336.25).

Calculating Payroll Deductions
What are some of the deductions that are taken out 
of employees’ paychecks?

If you have ever received a payroll check, you were probably 
surprised to see that the amount on the check was less than you 
expected. Deductions are the various amounts that are subtracted 
from an employee’s gross earnings. Some deductions are required by 
local, state, or federal law. Others are voluntary deductions. Employ-
ees choose to have these amounts withheld from, or taken out of, 
their gross earnings. The calculation of these deductions is the second 
step in a payroll system.

Deductions Required by Law
As an employer, you are required by law to deduct certain pay-

roll taxes from the gross earnings of all employees. These include 
federal income tax, Social Security tax, and Medicare tax. In many 
states additional taxes are withheld for local and state income taxes. 
Employers deduct these taxes from employees’ paychecks and send 
the amounts to the appropriate government agencies.

� NINE TO FIVE All employ-
ees are paid but not all in 
the same manner. Some 
receive a salary, some are 
paid an hourly wage, and 
some earn a salary plus 
commission. What does it 
mean to work on salary plus 
commission?
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Federal Income Tax Most people pay income tax to the federal 
government each year. This tax is based on their total income for the 
year. To ensure that people will have the money to pay these taxes, 
the government requires employers to withhold an amount of money 
from employees’ paychecks each pay period. This money is sent to the 
government and is applied to each employee’s federal income tax.

After calculating gross earnings, employers use tax tables sup-
plied by the Internal Revenue Service (IRS) to determine the amount 
of federal tax to withhold from each employee’s paycheck. To use the 
tables, employers must know how many allowances each employee 
is claiming. An allowance is an adjustment to the tax withheld from 
your paycheck. The more allowances an employee claims, the less tax 
will be withheld. Allowances are based on the employee’s marital sta-
tus and number of dependents. A single person could claim an allow-
ance of zero or one. A married person with two children could claim 
an allowance of four. Figure 21.1 shows an IRS tax table.



      Chapter 21      Managing Payroll and Inventory 671

For example, suppose that Eric Gaus has weekly gross earnings 
of $235 and claims one allowance. According to the tax table, the 
amount withheld as his federal income tax is $20. If Eric had too 
much withheld from his pay, the government would refund him the 
excess amount. If Eric had too little withheld, he would have to send 
the additional amount he owed to the IRS.

FICA Taxes In addition to federal income tax, employers also collect 
Social Security taxes for the federal government by deducting them 
from their employees’ paychecks. The 1935 Federal Insurance 
Contributions Act (FICA) established the present Social Security 
system. Social Security payments are often referred to as FICA taxes. 
The FICA taxes pay for programs that provide income to certain 
individuals:

• The old-age and survivors’ benefit programs provide income to 
retired persons and the spouse and dependents of a deceased 
worker.

• The disability insurance program provides income to people 
with disabilities and their families.

• The Medicare program provides health insurance benefits for 
people 65 or older, certain people with disabilities, and people 
of any age who have permanent kidney failure.

FICA includes two types of tax: Social Security tax and Medicare 
tax. Social Security tax finances the federal programs that provide 
retirement, disability, and life insurance benefits. Medicare tax is 
the tax that finances part of the Medicare program.

All employees pay FICA taxes based on rates established by the 
United States Congress. The rates can change at any time. In 2005, 
the FICA tax rates were 6.2 percent for Social Security and 1.45 per-
cent for Medicare. The money from these taxes goes to the Social 
Security Administration, where it is put into a trust. It is then distrib-
uted to people collecting Social Security and Medicare benefits.

LANGUAGE ARTS
Businesses pay their 
employees in different 
ways and with differing 
time periods, depending 
on several factors. Employ-
ees may be paid salaries, 
hourly wages, or salaries 
plus commissions, and pay 
periods may be weekly, 
biweekly, or monthly. 
What types of businesses 
would use each payment 
method and pay period? 
Write a paragraph explain-
ing your answers. Consider 
factors such as type of work 
performed, number of hours 
worked, business cash flow 
patterns, and any other 
possible factors.

FICA DEDUCTION
Synopsis: FICA taxes include the Social Security tax 
and the Medicare tax. These taxes are used to pro-
vide income to a variety of people.

Example: What is the FICA deduction for Alex 
Calligros if his gross earnings for the week are $380?

Formula:
(Gross Earnings � Social Security) � (Gross Earnings 
� Medicare Tax) � FICA Deduction 

Solution:
($380 � .062) � ($380 � .0145) � FICA Deduction

$23.56 � $5.51 � $29.07

Alex’s FICA taxes amount to $29.07.

FIGUREGO FINANCIAL MATH

If your gross earnings for the month are $550, 
how much would be deducted from your pay-
check for FICA taxes?

FIGUREYOU
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Employers use the FICA rates to calculate how much to with-
hold from the taxable gross earnings of each employee for each pay 
period. Multiply gross earnings by the Social Security tax, and then 
multiply gross earnings by the Medicare tax. Add these two figures to 
determine the FICA deduction.

State and Local Income Taxes Many states and cities tax the 
earnings of people who live or work within their boundaries. In 
some states the taxes are simply a percentage of gross earnings. In 
other states, the amount owed is based on tax tables similar to the 
federal withholding tables issued by the IRS. Where employees work 
and live determines how state or local taxes are taken from their 
gross earnings.

Voluntary Deductions
Many employers deduct other amounts of money from employees’ 

paychecks. These deductions are voluntary, meaning that the employer 
will deduct these amounts only if the employee requests it. If the employee 
does not want the money deducted, it remains in his or her paycheck. 
However, once an employee requests a voluntary deduction, it is withheld 
from each paycheck until the employee asks his or her employer to stop 
taking it out. Some common voluntary deductions include:

• Health or life insurance premiums
• Union dues
• Contributions to charities
• Pensions and other retirement plans
• Direct deposits to a credit union or bank

A popular voluntary payroll deduction is a contribution to a 401(k) 
plan for retirement, which you learned about in Chapter 15. Many 
employees contribute a portion of their gross earnings to accounts in 
a company 401(k) plan. The funds in a 401(k) plan are tax-deferred, 
meaning that employees do not have to pay taxes on the money that 
accumulates in their 401(k) plans until they withdraw it.

Preparing Payroll Records
What information is included on a payroll register?

The third step in a payroll system is to prepare payroll records. 
Federal and state laws require all businesses to keep accurate payroll 
records. Employers are expected to:

• Calculate earnings and deductions correctly.
• Distribute employee paychecks on time.
• Keep accurate payroll records.
• Pay all taxes owed to government agencies on time.
• File all required payroll reports to government agencies on time.

To fulfill these obligations, your business needs an efficient sys-
tem for collecting, recording, and summarizing payroll information.

TechByte
Managing Cash Flow 
Having enough cash on 
hand at the right time 
is key when it comes 
to managing a grow-
ing company. The lag 
between the time you 
have to pay your suppli-
ers and employees and 
the time you collect from 
your customers is often a 
problem. The solution is 
cash flow management. 
Cash flow management 
means delaying outlays 
of cash as long as pos-
sible while encourag-
ing anyone who owes 
you money to pay it as 
quickly as possible. But 
how can you encourage 
people who owe you 
money to pay on time?

Learn more about 
software for cash 

flow management and 
write a paragraph 
about it through 
fi nance07.glencoe.com.

Unit 6      Business Finance Basics fi nance07.glencoe.com
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Preparing the Payroll Register
After collecting information for the pay period, you record the 

data on a payroll register. The payroll register is a record that summa-
rizes information about employee earnings and deductions for each 
pay period. Figure 21.2 shows an example of a completed payroll 
register for Ezra’s Sport Clothes.

A payroll register has three main sections pertaining to money: 
earnings, deductions, and net pay. The earnings section records the 
regular pay, overtime pay, and gross earnings of each employee for 
the pay period. The deductions section of the payroll register lists 
and totals the required and voluntary deductions withheld from 
each employee. The number of columns varies from business to busi-
ness. The net pay section records the amount that remains after the 
total deductions are subtracted from gross earnings. For Ezra’s Sport 
Clothes, the total net pay for this week’s payroll is $1,338.31.

Preparing Paychecks
What are some of the benefits of direct deposit?

After checking the accuracy of the payroll register, you prepare 
a payroll check for each employee. This is the fourth step in a payroll 
system. The amount on each payroll check—often referred to as take-
home pay—should equal the net pay listed for each employee. Along 
with the check, each employee receives a written or printed expla-
nation that shows how the net pay is calculated. The stubs attached 
to payroll checks provide this explanation and serve as a record for 
employees. An example of a paycheck that lists gross earnings, deduc-
tions, and net pay is shown in Figure 21.3 on page 674.

--

QUESTION

As You 
Read

What are the three main 
sections of a payroll register?
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Direct Deposit
Instead of issuing paychecks, many businesses offer direct 

deposit of employee earnings. With direct deposit, net pay is depos-
ited automatically in an employee’s designated bank account. 
Employers do not have to prepare a paycheck if they offer direct 
deposit. However, they must give employees a written record of 
their payroll information.

Employees and employers generally prefer direct deposit. Employ-
ees do not have to go to the bank to deposit their paychecks; they do 
not risk misplacing or losing a check; and funds are usually available 
faster. Employers can reduce the expenses of paper and labor for pro-
cessing checks by using direct deposit.

Automated Payroll Preparation
Today almost all businesses use some type of automated system 

to prepare payroll records. Computer-generated records provide an 
efficient and accurate system. Computers are affordable, and a variety 
of software packages is available. The employer enters the number of 
hours each employee worked, and the computer produces a payroll 
register and the paychecks. 
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Recording Payroll Information
What payroll information is recorded in a company’s 
accounting records?

After you complete the payroll register and prepare individual 
paychecks, the payroll must be recorded in the accounting system of 
your business. This is the fifth step in the payroll process. In record-
ing the payroll, you are recording only the total amounts for the pay 
period. The individual amounts for each employee have already been 
recorded on the payroll register.

The Salaries Expense Account
Each pay period, you pay out a certain amount of money 

to your employees in wages or salaries. The amount you pay 
to all employees before any deductions are taken out is called 
total gross earnings. This is a basic operating expense of your 
business. You record the total gross earnings 
in a general ledger account titled Salaries 
Expense. On the payroll register illustrated 
in Figure 21.2, on page 673, the total gross 
earnings for the period are $1,719.20.

Deductions to 
Liabilities

The amount you deduct 
from employee earnings for 
Social Security, Medicare, and 
other taxes or payments is sub-
tracted from total gross earn-
ings. This money does not 
belong to your company. You 
must pay it to the proper agen-
cies or organizations on behalf 
of your employees. Therefore, all 
deductions taken from employ-
ees’ gross earnings immedi-
ately become liabilities of your 
business.

In Chapter 20, you learned 
that in setting up your account-
ing system, you create only the 
accounts that your business 
needs. These accounts are assets, 
liabilities, and owner’s equity. 
The liabilities of your business 
are identified in the account 
title by the word payable.

� CHECK IT OUT This 
teacher likes the conve-
nience of being paid by 
direct deposit. What are 
some other reasons that 
a company might pay its 

employees by direct 
deposit?
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Based on the deductions shown on its payroll register in 
Figure 21.2 on page 673, Ezra’s Sport Clothes has the following liabil-
ity accounts:

• Social Security Tax Payable
• Medicare Tax Payable
• Employees’ Federal Income Tax Payable
• Employees’ State Income Tax Payable
• Hospital Insurance Premium Payable
• Union Dues Payable

These items remain liabilities until the business makes the 
required payments to the government, insurance companies, local 
unions, and any other agencies or organizations.

z

Standard and Poor’s publishes the globally recognized 
S&P 500® financial index. It also gathers financial statis-
tics, information, and news, and analyzes this data for 
international businesses, governments, and individuals 
to help them guide their financial decisions. 

Known for centuries as the Lion City, Singapore 
might also be known as a “company town.” The gov-
ernment involves itself in every aspect of Singapore’s 
commerce. From international trade to trash collec-
tion, the small city-state is a study in efficiency. It is 
no wonder that Fortune magazine chose Singapore as 
one of the world’s best places to do business. The gov-

ernment has threatened 
employers with punish-
ment if they do not pay 
foreign workers on time. 
Many citizens believe the 
government knows what 
it is doing. Others are not 
so sure. Critics say that too 
much government con-
trol weakens the country’s 
competitive spirit and 
stifles the creativity of its 
citizens. The concern is 
that this may hurt the 
country’s economy.

DATABYTES

Capital Singapore

Population 4,372,000

Languages Chinese, Malay, Tamil, English

Currency Singapore dollar

Gross Domestic 
   Product (GDP) $109.1 billion (2003 est.)

GDP per capita $23,700

Industry: Electronics, chemicals, financial services, oil 
drilling equipment, and petroleum refining

Agriculture: Rubber, copra, fruit, orchids, and poultry

Exports: Machinery and equipment (including elec-
tronics), consumer goods, chemicals, and mineral fuels

Natural Resources: Fish and deep-water ports

Think Globally
List some of the reasons why too much government 
control might have a negative effect on business.

Global Financial Landscape

SINGAPORE



      Chapter 21      Managing Payroll and Inventory 677

Cash in Bank
After salary expenses and deductions have 

been recorded, the last account to be affected by 
payroll is Cash in Bank. Cash in Bank is the account 
that records all of the cash that enters or leaves the 
business. For the pay period shown in Figure 21.2 
on page 673, the cash account is reduced by the 
total amount of net pay, which is $1,338.31. Your 
cash account balance will be reduced further as 
you make payments on your payroll liabilities.

Employer’s Payroll 
Taxes
How do employers help pay for 
benefits such as Social Security?

The amounts in the various payroll liability 
accounts of a business represent the taxes that 
employees paid on their earnings. The state and 
federal governments also require employers to pay 
additional taxes that are based on the total taxable 
gross earnings each pay period. This money goes 
toward benefits such as Social Security and unem-
ployment and disability insurance.

Employer’s Share of FICA Taxes
Federal law requires that the employer match the total amount 

deducted from employees’ paychecks for Social Security and Medi-
care. In other words, if your employee pays $25, you must pay an 
additional $25. In Figure 21.2 on page 673, the total Social Secu-
rity tax deducted from the total gross earnings for the pay period 
ending May 18 was $106.59. As the employer, Ezra’s Sport Clothes 
must match this amount ($106.59) and send the government a 
check totaling $213.18 ($106.59 � $106.59 � $213.18). Employers 
also have to match Medicare deductions with an equal amount. An 
employer must match and pay Social Security tax and Medicare tax 
for every pay period.

Federal and State Unemployment Taxes
The employer pays both federal and state unemployment taxes. 

The maximum federal unemployment tax is 6.2 percent on the first 
$7,000 of an employee’s annual wages. State unemployment tax rates 
and maximum taxable amounts vary among states. Employers may 
deduct up to 5.4 percent of the state unemployment taxes from fed-
eral unemployment taxes. Most employers, therefore, pay a federal 
tax of 0.8 percent (6.2% � 5.4% � 0.8%) of taxable gross earnings.

� KEEPING TRACK A store 
such as Borders bookstore 
employs many people work-
ing in many different areas 
of the business. How might 
accurate payroll records help 
employers manage their busi-
ness expenses?
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To calculate the amount to pay, you multiply the total gross 
earnings for the pay period by the federal tax rate. Then multiply the 
total gross earnings for the pay period by the state tax rate. Finally, 
add the two figures to calculate the total amount of taxes to pay.

Reporting Payroll Information 
to the Government
What information is essential in filing reports 
to the government?

The amount of money a business owes government agencies must 
be paid according to strict guidelines, outlined in the Internal Revenue 
Code (IRC). Both the federal and state governments expect prompt 
payment along with the proper forms and reports. You must file a vari-
ety of forms to the different government agencies. Reporting informa-
tion about payments to the government is the sixth and last step in the 
payroll process. You need current and accurate payroll information for 
filing the reports and making the necessary payments.

Employers must comply with employment tax rules and proce-
dures in the IRC or risk civil or criminal penalties. The IRC addresses 
a number of issues:

• Determining whether the federal tax coverage rules apply
• Computing an employee’s taxable wages
• Calculating the amount of employment taxes to be withheld
• Depositing the correct amount of taxes with the government
• Filing employment tax returns

FIGUREGO FINANCIAL MATH

UNEMPLOYMENT TAXES
Synopsis: Employers are required to pay federal 
and state unemployment taxes. These taxes provide 
income to workers who have lost their jobs.

Example: The total gross earnings of Prairie Pet 
Store are $3,000 for the pay period. None of the 
employees has reached the maximum taxable 
amount. How much money must the owner pay to 
the federal and state governments, based on the 
unemployment tax rates?

Formula:
(Total Gross Earnings � Federal Tax Rate) � 
(Total Gross Earnings � State Tax Rate) �
Total Unemployment Taxes

Solution:
      Total
($3,000 � .008) � ($3,000 × .054) � Unemployment
      Taxes

$24   � $162 � $186

Prairie Pet Store will have to pay $24 to the federal 
government and $162 to the state government for a 
total of $186.

If your company’s total gross earnings for a 
specific pay period were $4,100, how much 
would you have to pay in federal and state 
unemployment taxes?

FIGUREYOU
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Payroll Accounting in 
Financial Management
Why is it important to analyze payroll 
information regularly?

Accurate payroll records are essential for controlling business 
expenses. Good payroll records can pinpoint the labor cost for differ-
ent areas of your business. They will also indicate how much of the 
total gross earnings was spent on overtime. Although overtime is justi-
fied in many cases, it may also be a sign of a poor use of employees.

Payroll is often the biggest expense of running a business. There-
fore, it is very important to carefully analyze the payroll information 
of every pay period. Payroll costs can dramatically reduce profits. 
However, payroll is also an area where you can reduce expenses. 
Good financial management requires constant review of your pay-
roll system.

Section 21.1 Assessment

QUICK CHECK
1. What are the steps of a payroll system?
2. What are the three most common methods 

of paying employees?
3. What are three required payroll deductions 

and three voluntary payroll deductions?

THINK CRITICALLY
4. Discuss some of the advantages and disad-

vantages of paying someone a salary instead 
of an hourly wage.

USE MATH SKILLS
5. Eagle Earnings Danielle is the payroll 

manager at Eagle Amos, a retail business that 
specializes in camping and hiking gear. She 
needs to determine the weekly gross earn-
ings for several employees. Hourly employ-
ees earn overtime at a rate of 1.5 times the 
regular hourly rate and do not receive com-
mission. Salaried employees earn a 4 percent 
commission on their sales. Danielle knows:
• Shari worked 44 hours at $6.75/hour. 
• Rolf worked 40 hours at $7.35/hour.
• Litisha earns a salary of $185/week and 

had sales totaling $1,150.

Calculate Help Danielle with the 
calculations. Which employee earned 

the most money this week?

SOLVE MONEY PROBLEMS
6. Growth Spurt Alicia runs a pool clean-

ing service and has almost 200 clients. Her 
business is growing very quickly. Now Alicia 
must decide whether to continue paying 
overtime each week to her employees or 
to hire another employee or two. Each of 
Alicia’s 15 employees earns an hourly wage 
of $7.50 and works an average of 8 hours of 
overtime a week.

Calculate and Analyze Calculate 
how much Alicia is paying her current 

employees in overtime. Calculate how much 
it would cost for Alicia to hire an additional 
employee at $7.50/hour. Which would be 
the most cost-effective solution: hiring a new 
employee or continuing to pay her current 
employees overtime?
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Managing Inventory

Establishing an 
Inventory System
Why is it important to keep close track 
of inventory?

Felix Martinez owns a small bookstore in San Diego that special-
izes in materials about travel in the United States and other countries. 
Business has been very good lately. One of Felix’s most challenging 
tasks is deciding which books to buy and keep in stock for his cus-
tomers. He reviews his stock regularly to see which books sell well 
and which ones remain on the shelves. The decisions he makes in 
purchasing books can have a significant impact on his business’s cash 
flow and profits.

When you own a business, one of the major expenses of your 
company is the purchasing of merchandise, or the items that you 
buy with the intent to resell to customers. The amount of merchan-
dise you have on hand at any particular time is known as inventory.
Inventory for a manufacturing business can include raw materials, 
goods in process, and finished goods. For a retail business, products 
or merchandise in stock, such as books, clothing, or appliances, are 
also considered to be inventory. Inventory is often the largest asset 
of a business.

In order to control the purchase and sale of merchandise for 
your business, you must establish an inventory control system. 
This system tracks the quantity and cost of merchandise purchased, 
the merchandise in stock, and the merchandise sold to customers. 
Figure 21.4 illustrates the various stages of merchandise in a retail 
business. Properly tracking the flow of merchandise gives you the up-
to-date information that you need to make good management deci-
sions. The essential items of information for an inventory control 
system include:

• The amount of merchandise sold in each accounting period.
• Information about which items are selling well.
• Information about which items are not selling well.

Tracking and controlling inventory is also a major function of 
an accounting system. You cannot make good financial decisions 
without accurate and current inventory information.

Section 21.2

a Focus on
Reading

Read to Learn
• How to identify infor-

mation needed for an 
inventory control system.

• How to summarize 
methods of determining 
inventory quantity.

• How to explain methods 
used to calculate cost of 
inventory.

• How to analyze inventory 
turnover.

Main Idea
Maintaining adequate 
quantities of merchandise 
in inventory enables busi-
nesses to meet the needs 
of customers and manage 
cash flow.

Key Terms
• perpetual inventory system
• point-of-sale terminals
• periodic inventory system
• specific identification 

method
• first-in, first-out method 

(FIFO)
• last-in, first-out method 

(LIFO)

PREDICT

Before 
You Read

Why should a business 
manage inventory 
effectively?
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Figure 21.4 The Stages of Merchandise

1Ordering Merchandise
Merchandise must be 
reordered when your 
inventory runs low in order 
to meet customer demand.

Merchandise is moving from the time 
you order it until the time that it is sold 
to a customer.

3Displaying Merchandise 
Merchandise must be displayed in 
an appealing way that will attract 
customers.

4Selling Merchandise The sale of 
merchandise brings in cash for your 
business and also reduces your inventory, 
which must be replenished by reordering.

2Storing Merchandise After you 
receive merchandise, it must be 
stored in a safe, effi cient manner.
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The Importance of 
Controlling Inventory
Why is having too little inventory bad for business?

Because the purchase of merchandise often requires large 
amounts of money, it has a great impact on cash flow. Therefore, it 
is essential to maintain the proper level of inventory. Your goal is to 
have enough merchandise to meet customer demand but not have an 
overstock of items.

If your inventory is too large, you may have purchased the 
wrong items or the wrong quantity of items. As a result, cash may not 
be available for operating expenses, expansion activities, or emergen-
cies. You will also be paying more than necessary for storage. To get 
rid of excess inventory, you may have to sell it at a loss.

If your inventory is too low, customers will not have enough 
choices of merchandise. They may shop elsewhere, in which case, 
you lose sales. With fewer sales, your business receives less cash.

Have you ever gone to purchase something at a store only to find 
out that the item was out of stock? Can you remember how you felt? 
Disappointed customers often do not return. Satisfied customers, on 
the other hand, go back to businesses where they find the items they 
want when they want them. Therefore, maintaining an appropriate 
level of inventory is good business management.

Determining Amount 
of Inventory
What systems help determine amount of inventory 
in stock?

At certain points in each accounting period, businesses need to 
determine how much merchandise is in stock. They also need to cal-
culate the value of the merchandise. How do you calculate the quan-
tity of merchandise on hand at a given point?

Two accounting methods are used to determine how much mer-
chandise is in stock: the perpetual inventory system and the periodic 
inventory system. Both of these systems report the quantity of mer-
chandise available for sale to customers.

The Perpetual Inventory System
A perpetual inventory system is a system that keeps a con-

stant, up-to-date record of merchandise on hand. Every time an item 
is sold, the item is deducted from the inventory. A perpetual inven-
tory system allows you to determine the quantity you have on hand 
and the cost of the items at any time. By having current, up-to-date 
information, you can reorder and restock items whenever the quan-
tity becomes low. Restocking can help avoid loss of sales.

Franchise 
Ownership
When you own a fran-
chise and are in business 
for yourself, you will have 
to become a good man-
ager of resources, time, 
and people. Learn more 
about being a good boss 
and business leader.

To continue with 
Task 4 of your 

WebQuest project, visit 
fi nance07.glencoe.com.

Unit 6      Business Finance Basics fi nance07.glencoe.com

http://finance07.glencoe.com
http://finance07.glencoe.com
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Before the introduction of computers, this type of inventory sys-
tem was impossible for most businesses to use. It was just too difficult 
to keep track of a large quantity of items being bought and sold. Today, 
however, many businesses use point-of-sale terminals, which are 
electronic cash registers. These terminals are linked to a centralized 
computer system that keeps track of sales.

You have probably bought an item in a store with this kind of 
system, where the associate passes an electronic gun or scanner over 
the bar code of the item you are buying. The scanner reads the bar 
code, you hear a beep, and the item’s price appears on the screen of 
the point-of-sale terminal. Sales tax is automatically calculated when 
the items are entered. The sales slip you receive from the store lists 
the items you just purchased along with their prices.

In addition to recording the prices of items, point-of-sale termi-
nals also identify the items and remove them automatically from the 
inventory records. When a particular item reaches a predetermined 
low point, the purchasing manager reorders the item so that the busi-
ness does not run out of it. With such an automated system, busi-
nesses know the number of items sold and the number still on hand 
at all times. An example of a computer printout of a daily inventory 
report is shown in Figure 21.5.

RELATE

As You 
Read

Look at a receipt you 
received from a purchase 
such as clothing or a music 
CD. Is there an item num-
ber listed on the receipt 
for each item? How might 
a store owner use these 
numbers?
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It is difficult, but not impossible, for businesses that do not use 
computers to use a perpetual inventory system. Usually these busi-
nesses sell large items, such as cars or furniture. They have fewer 
items in stock and do not sell many items within a certain time 
period. As a result, they can keep track of inventory with index cards 
or inventory sheets that list the items in stock. When the business 
sells an item, someone pulls the index card for that item from an 
inventory box or removes the item from an inventory sheet. Because 
very few items are sold each day, it is possible to maintain a non-
computerized perpetual inventory system.

The Periodic Inventory System
Another system used to keep track of merchandise on hand is 

a periodic inventory system. A periodic inventory system is a 
system in which inventory records are updated only after someone 
makes an actual physical count of the merchandise on hand. You do 
not change inventory records every time you purchase or sell some-
thing. You count everything you have and update your inventory 
only after everything is counted.

Perhaps you have worked in a store and helped take inventory. If 
not, you may have seen a sign in a store window that read “Closed for 
Inventory.” Businesses take a physical count of merchandise at least 
once a year. For most businesses, the process of identifying and count-
ing all items of merchandise is time consuming. Therefore, inventory 
is usually counted when the quantity of merchandise is at its lowest 
point. For a seasonal business, the count occurs after the peak sales 
period. In a ski shop, for example, the peak sales period is November 
through March. You would probably take inventory in May or June, 
when there is less merchandise to count. After taking the physical 
count, you can order new merchandise for the next year.

Inventory Losses
Retail businesses must con-
sider loss of inventory due 
to human error as they 
manage their inventory 
levels. The National Secu-
rity Survey Final Report 
found that causes of inven-
tory shortages include 
employee theft at 48 per-
cent, shoplifting at 32 
percent, vendor fraud at 5 
percent, and administrative 
and paper errors at 15 per-
cent. If a boutique carried 
100 dresses and 50 designer 
handbags, and the store’s 
total inventory shortage was 
typically 10 percent, how 
many of each item were lost 
due to shoplifting?

CommonCommon
CENTSCENTS

� SCAN IT! Many stores 
use point-of-sale terminals 
and scanners to record sales. 
What is the advantage of using 
this technology?
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Learn to identify and understand the standard 
financial documents you will use in the real world.

Key Points: A paycheck stub contains 
information for the current pay period as well 
as the cumulative total for the calendar year.

Find the Solutions
1. How much does Michelle make per hour?
2. Does she make more money per hour on 

holidays?
3. When did Michelle receive this pay?
4. How much in taxes was deducted from her 

paycheck?
5. What was the total amount Michelle 

received?

Investigate: A Paycheck Stub
A paycheck stub contains the following 
information:

• Name and Social Security number of 
employee

• Amount earned during the pay period 
and year-to-date

• Amount of taxes withheld from wages 
during the pay period and year-to-date

Your Motive: When you receive a check 
from your employer, a statement will be 
attached to the check. This statement tells 
you how your paycheck was calculated. 
Sometimes employers make mistakes in 
their payroll. You can check the paycheck 
stub to make sure the amounts are correct.
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Today many businesses use electronic equipment when taking a 
physical inventory. An employee simply enters the stock number of 
each item and the quantity in stock into a handheld computer. When 
the physical count is complete, he or she prints an up-to-date record 
of the inventory items.

Even if a business uses a perpetual inventory system, it must con-
duct a periodic physical inventory at least once a year to check the 
accuracy of inventory records. Errors can be made in entering inven-
tory data when purchasing merchandise. Errors can also be made at 
point-of-sale terminals when the business sells merchandise. Items 
can be lost, stolen, or identified incorrectly. A periodic physical count 
ensures that accounting records are accurate and agree with what the 
business actually has in stock.

Determining the Cost 
of Inventory
Why is it important for a business to 
use its chosen costing method consistently?

You have determined the quantity of merchandise on hand. 
Now you need to calculate the cost of that merchandise. In other 
words, the inventory must be assigned a value. You could do this 
fairly easily if the cost of every item were always the same. However, 
that is unusual.

For example, Heather Martin buys certain items for her pet store 
several times within a single inventory period. Often the cost of these 
items changes during that period. Heather might buy a specific brand 
and size of dog food for $9 per bag in March. She might pay $12 for 
the same dog food in June. How can she appropriately determine the 
cost of the remaining bags of dog food she still has on hand? To answer 
this question, businesses use one of several inventory costing methods 
approved by GAAP guidelines. All of these methods calculate a value 
for inventory on hand: the specific identification costing method; the 
first-in, first-out method; and the last-in, first-out method.

The Specific Identification 
Costing Method

The specific identification method is an inventory cost-
ing method in which the exact cost of each item is determined and 
assigned to an item. The actual cost of each item is obtained from the 
invoice. This is the most accurate costing method. It is commonly 
used by businesses that sell a small number of items at high prices. 
These businesses include appliance stores, car dealerships, and fur-
niture stores. Because every item must be researched, this costing 
method is not practical for most businesses. You will use it only if 
you have few items to track and if the cost is easy to look up.

QUESTION

As You 
Read

Even with good inventory 
controls in place, why might 
you still want to do a physi-
cal inventory?
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The First-In, First-Out 
Costing Method

If you cannot determine the exact cost 
of every item in your inventory, you will have 
to make a good estimate. One method of esti-
mating cost is the first-in, first-out method. 
The first-in, first-out method (FIFO) is 
an inventory costing system that assumes the 
first items purchased (first in) are the first items 
sold (first out). It also assumes that the items 
the business purchased most recently are the 
ones on hand at the end of the period.

For example, Matthew Lee owns a small 
neighborhood grocery store. One of his best-
selling items is milk. Because milk is perish-
able, the employees stock the shelves first 
with the milk that was purchased first. As 
that milk is sold, later purchases are added 
at the back of the shelves. The first in are 
the first out.

Here is another example of how the 
FIFO inventory method works for Lamar’s 
House of Music:

Troy DVD Player—Model #875

 Date Description Units Cost Total

 Feb. 4 Beginning Inventory 9 $250 = $2,250

 May 12 Purchase 20 253 = 5,060

 July 7 Purchase 10 258 = 2,580

 Sept. 15 Purchase 12 263 = 3,156

 Nov. 9 Purchase 10 265 = 2,650

 Total  61  $15,696

After taking a physical inventory, the employees at Lamar’s House 
of Music discover that there are 12 DVD players still in stock. Using 
the FIFO method, they assume that the 12 remaining players are the 
last ones the business purchased, because the “first in” are the “first 
out.” They calculate the cost of the ending inventory as follows:

Sept. 15: 2 units @ $263 = 526
Nov. 9: 10 units @ $265 = $2,650
Cost of ending inventory = $3,176

� HOW MANY? HOW MUCH? 

Counting inventory and 
determining its value is an 
important task for all busi-
nesses. Why is it important to 
count merchandise and assign 
it a value?
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The Last-In, First-Out Costing Method
Another method for calculating the value of your ending 

inventory is the last-in, first-out method. The last-in, first-out 
method (LIFO) is a costing method that assumes the last items 
purchased (last in) are the first items sold (first out). It also assumes 
that the items purchased first are still on hand at the end of the 
period.

For example, Stratford Stone Company sells loose stone to con-
tractors. When new stone arrives, it is deposited on top of the exist-
ing stone. As the stone is taken from the top of the pile, the first 
stones sold are the last delivered. The physical flow of the company’s 
product, therefore, is “last-in, first-out.”

If the employees at Lamar’s House of Music use the LIFO method 
for calculating the cost of DVD players, they would assume that the 
last players purchased were sold first. The earliest players are still in 
stock. This could happen if they pushed older items to the back of 
the shelves. Using the LIFO method, they would calculate the cost of 
ending inventory as follows:

Feb. 4:  9 units @ $250 = $2,250
May 12:  3 units @ $253 = $   759
Cost of ending inventory = $3,009

Choosing a Costing Method
The cost of the ending inventory will vary, depending on which 

costing method you use. Notice that the inventory at Lamar’s House 
of Music is valued at $3,176 using the FIFO method but at $3,009 
using the LIFO method. Similarly, the inventory would be valued 
at a different amount if the store used the specific identification 
method.

Businesses choose the inventory costing method that seems 
best for their particular type of business. Once a business chooses a 
method, however, it must use that method consistently. Consistent 
reporting helps owners and creditors compare financial reports from 
one accounting period to another.

Analyzing Inventory Turnover
Is it better to have high or low inventory turnover?

In order to evaluate the performance of your business, analyze 
cur rent inventory information and compare it to data from previous 
accounting periods.

One type of analysis—the inventory turnover—is the number 
of times you sell your inventory in a given time period. To calculate 
the inventory turnover, divide the cost of the merchandise sold in a 
given time period by the average inventory. (The average inventory is 
the value of beginning inventory plus the value of ending inventory, 
divided by two.)

Put on 
Your 
Financial
Planner’s 
Cap

Imagine that you have a cli-
ent who is opening a shop 
that will sell kitchen supplies, 
from stoves to spoons and 
everything in between. One 
of your tasks is to establish 
inventory and determine 
inventory control and re -
porting methods. Would 
you suggest inventory con-
trol using specific identifica-
tion costing, FIFO, or LIFO?

Inventory at 
Home
1. To keep track of 

your assets, start a 
list. 

2. Go room by room 
and write a de -
scrip tion of each 
item and note 
serial numbers.

3. Collect a receipt 
and photo for each 
item.

4. Collect personal 
papers such as 
birth certificates.

5. Make two copies 
of your list to keep 
in a safe place.
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Average Inventory After you have determined the average 
inventory for a particular time period, you can calculate the inventory 
turnover. To do so, divide the cost of merchandise sold during that 
time period by the average inventory.

Inventory Turnover Levels A high inventory turnover means 
that your business has money tied up in inventory for shorter periods 
of time. As a result, your financing, storage, and insurance costs are 
reduced, which benefits your business. On the other hand, a low 
inventory turnover may mean that sales were lower than expected or 
that too many items were in stock and remained unsold.

AVERAGE INVENTORY
Synopsis: You need to determine the average 
inventory for your company in order to calculate the 
inventory turnover for a specific period of time.

Example: Cindy’s Fine China had an inventory val-
ued at $65,000 as of January 1, and an inventory val-
ued at $80,000 as of December 31 of the same year. 
What was the store’s average inventory for the year?

Formula:
Value of Beginning � Value of Ending
         Inventory           Inventory        �    Average
  2        Inventory

Solution:
$65,000  �  $80,000 � $72,500
               2

The store’s average inventory for the year was 
$72,500.

FIGUREGO FINANCIAL MATH

If the value of your beginning inventory was 
$72,000 and the value of your ending inven-
tory was $100,000, what was your store’s 
average inventory for the year?

FIGUREYOU

INVENTORY TURNOVER
Synopsis: Inventory turnover is the number of 
times you sell your inventory in a given period of 
time. High inventory turnover is good.

Example: Cindy’s Fine China sold $200,000 of 
merchandise. If the store’s average inventory for 
the period was $72,500, what was its inventory 
turnover?

Formula:
Cost of Merchandise Sold � Inventory Turnover
     Average Inventory

Solution:
$200,000 � 2.76
$ 72,500

The inventory turnover for Cindy’s Fine China was 
2.76 times a year.

FIGUREGO FINANCIAL MATH

If you sold $110,000 of merchandise and your 
average inventory was $80,000, what was 
your inventory turnover for the year?

FIGUREYOU
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Days in Stock Inventory turnover is used to determine the number 
of days that merchandise is in stock. You calculate this figure by dividing 
the number of days in a calendar year (365) by inventory turnover.

If you find that your merchandise remains in stock for an 
increasing amount of time from one year to the next, you should 
investigate the reasons and decide whether to change your purchas-
ing practices.

Stock Lists
Another tool that businesses use to plan purchases and manage 

inventory is stock lists. There are three types of stock lists: the basic 
stock list, model stock list, and never-out list.

Basic Stock List A basic stock list is a form that lists items a 
store should always keep in stock. A basic stock list is used for staple 
merchandise. For example, the basic stock list for a sporting goods 
store might include tennis balls, golf balls, and basketballs. The basic 
stock list includes the minimum amount of an item and the quantity 
to be reordered. 

Model Stock List The model stock list is used for fashion 
merchandise. It is not as specific as the basic stock list. Since fashion 
merchandise varies more than staple merchandise, the model stock 
list is shorter, but it specifies quantities of each item.

Never-Out List The never-out list is used for the most popular 
merchandise. This list changes often. Items are added to the list 
as their popularity increases, and items are dropped as their sales 
decrease; thus, cash flow can remain steady.

NUMBER OF DAYS IN STOCK
Synopsis: Inventory turnover is used to determine 
the number of days that you have merchandise in 
stock. If merchandise remains in stock for an increas-
ing amount of time, you may want to rethink your 
purchasing practices.

Example: Inventory turnover for Cindy’s Fine China 
was 2.76 in 2007 and 3.25 in 2006. How many days 
did the merchandise remain in stock each year?

Formula:
     365 Days     � Number of Days in Stock
 Inventory 
 Turnover

Solution:
 365   � about 132 days  365 � about 112 days
 2.76 3.25

Merchandise remained in stock for about 132 days 
in 2007 and for about 112 days in 2006.

FIGUREGO FINANCIAL MATH

If you had an inventory turnover of 3.6 for one 
year, how many days did your merchandise 
stay in stock?

FIGUREYOU
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Payroll, Inventory, 
and Cash Flow
Why should a business closely monitor its cash flow?

Blood flows through your body, keeping you healthy, active, and 
alive. Without a steady flow of blood, your body would not function 
properly, and you would eventually die. Cash has a similar effect on 
a business. Cash flows through the business, giving it the financial 
resources it needs to operate in a healthy and profitable manner. A 
negative cash flow might cause difficulty in a business’s daily opera-
tions. A negative cash flow means that cash is not available for paying 
bills, restocking merchandise, or expanding the business. If this hap-
pens over an extended period of time, the business may close.

Payroll and inventory are two financial areas that have great 
influence on your cash flow and on the life of your business. If the 
inflow of cash is not sufficient to meet the demanding needs of pay-
roll and inventory, financial problems may result. Payroll expenses 
must be kept to a minimum, and merchandise must be purchased 
with careful analysis of present and future sales markets. Careful 
recording, monitoring, and analysis of data involving payroll and mer-
chandise is essential for a positive cash flow and the ability to make 
sound financial decisions. A successful business carefully monitors its 
cash flow and constantly analyzes its payroll and inventory costs.

REACT

After You 
Read

Why do payroll and inven-
tory systems require more 
careful monitoring and 
analysis than other aspects 
of a business?

Section 21.2 Assessment

QUICK CHECK
1. What is the difference between the per-

petual inventory system and the periodic 
inventory system?

2. What are the various costing methods?
3. Why do payroll and cash flow have such 

a large influence on a business’s health?

THINK CRITICALLY
4. Explain when and why a business should 

conduct a physical count of its inventory.

USE COMMUNICATION SKILLS
5. Inventory Analysis Jerry’s Junkyard 

sells used parts for Japanese cars. Recently 
Jerry hired you to analyze his current inven-
tory information. Last year his inventory 
turnover was 16.67. This year inventory 
turnover has dropped to 12.5.

Analyze In groups of two or three, 
discuss possible causes for the change 

in Jerry’s inventory turnover. Then offer 
Jerry some suggestions. What might he 
do to increase his inventory turnover?

SOLVE MONEY PROBLEMS
6. Inventory Control Aurora is planning 

to open a small art gallery in New York City, 
featuring artwork from new and emerging 
artists in Latin America. As she gets ready to 
establish her inventory system, she realizes 
that she will have many decisions to make 
regarding how to track and control her 
inventory.

Analyze Decide which inventory 
system Aurora’s art gallery should use. 

Explain your decision. Also, which costing 
method should Aurora use? Explain why.
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• The six steps in managing a payroll 
system are: (1) calculate gross earnings; 
(2) calculate payroll deductions; (3) 
prepare payroll records; (4) prepare 
paychecks; (5) record payroll information 
in accounting records; and (6) report 
payroll information to the government.

• Employees are paid by fixed salary, 
hourly wages, and commissions based 
on the value of goods they sell.

• Some payroll deductions are required by 
law, such as income and Social Security 
tax. Others, such as 401(k), are voluntary.

• Payroll information is recorded in the 
salaries expense account. Deductions 
become liabilities and are recorded in 
separate accounts as payables.

• To establish an inventory control 
system, know the amount of 
merchandise sold, what items are 
selling, and what items are not.

• Perpetual inventory systems are 
possible with bar code scanning and 
point-of-sale terminals. To keep a 
periodic inventory system up-to-date, 
regular physical counts are required.

• The specific identification method works 
for businesses that sell few, high-priced 
items. For first in, first out (FIFO) costing, 
the first items sold are the first bought. 
For last in, first out (LIFO) costing, the 
first items sold are the last bought.

• Inventory turnover is calculated by 
dividing the cost of merchandise sold in 
a time period by the average inventory.

Chapter 21 Review & Activities

Communicating Key Terms
Using the terms below, write questions a store owner would ask a payroll-and-inventory service.

• payroll
• gross earnings
• salary
• hourly wage
• overtime rate
• commission
• deductions

• Federal Insurance Contri-
butions Act (FICA)

• Social Security tax
• Medicare tax
• total gross earnings
• perpetual inventory 

   system
• point-of-sale terminals

• periodic inventory 
   system

• specific identification 
   method

• first-in, first-out method 
   (FIFO)

• last-in, first-out method 
   (LIFO)

Reviewing Key Concepts 
1. Explain why using computers makes the steps in the payroll system easier.
2. Describe the types of jobs that get paid by salary, wages, and commission.
3. Identify some required payroll deductions.
4. Explain how the rules of debit and credit apply to employee deductions.
5. List information needed for an inventory control system.
6. Explain why the perpetual inventory system is preferable for most businesses.
7. Describe the FIFO costing method and the LIFO costing method.
8. Explain inventory turnover analysis.

CHAPTER SUMMARY
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Chapter 21 Review & Activities

Newsclip: More Demand There is demand when companies bolster 
their assembly lines and inventories, which eventually creates more supply.

Log On Go to fi nance07.glencoe.com and open Chapter 21. 
Learn more about how companies stock up their inventories. Think 

about a product that is in high demand. Write it down and compare your 
response with your classmates’ responses.

O N L I N E

Just-in-Time Inventory (JIT) Industries have reduced the cost of 
storing and carrying inventories by requiring just-in-time inventory from 
their suppliers. 

Log On Use the Internet to research just-in-time inventory systems 
and their requirements. Answer the following questions:

1. What industries seem to use this system the most?
2. How does a business’s relationship with suppliers change under this 

system?

Connect with Government In 2005, the United States federal  
government started discussing the option of allowing younger workers to 
handle the investment of part of their Social Security contributions.

1. Research Access the Internet and fi nd the reasons different groups, 
such as A.A.R.P., are for or against this proposal. 

2. Think Critically What is your opinion about this issue? Explain the 
reasoning behind your view.

Art The prices of merchandise are advertised on television and in print 
ads, and are even painted on store-front windows. Pricing is one of the most 
important tools retailers use to promote their businesses.

Design Choose a product that you would like to advertise in a print ad. 
Research the typical prices for this product and set a reduced price for a clear-
ance sale at the mall. Using markers, crayons, paint, cut-outs from magazines, 
or computer graphics, create an ad displaying the product and its sale price.

Salary vs. Commission Marika is a salesperson who earns the 
following amount:
 Base salary: $27,000; sales commission: 6.5 percent
 Monthly sales reported:

1. Calculate Marika’s gross pay in salary and commissions for January 
through June.

2. Compute by using spreadsheet software to make these calculations.

January $10,300
February $17,000
March $35,300

April $42,000
May $53,000
June $72,000

http://finance07.glencoe.com
http://finance07.glencoe.com


694 Unit 6      Business Finance Basics

STOCKING UP ON KNOWLEDGE
Whether you plan to work for a company or imagine running your 
own business some day, here is a chance to test yourself on some 
business basics. Write your answers on a separate sheet of paper. After 
 you finish studying the chapter, take the quiz again to see how much 
you have learned.

1. After federal, state, and local taxes are subtracted from a paycheck, the amount of money 
left is called __________ .
a. gross pay c. salary
b. net pay d. wages

2. The various amounts of money that are subtracted from an employee’s paycheck are 
called __________ .
a. taxable incomes c. withholdings
b. co-payments d. deductions

3. The agency that collects federal taxes and oversees the federal income tax system is 
called the __________ .
a. Social Security Administration c. Big Brother
b. Internal Revenue Service d. U.S. Treasury

4. A fixed amount of money that is paid to an employee for each pay period is 
called __________ .
a. wage c. commission
b. salary d. allowance

5. The system of physically counting merchandise on hand is called __________ .
a. spot-checking inventory system c. point-of-sale inventory system
b. unit control system d. periodic inventory system

6. The number of times a business sells its inventory in a given period of time is 
called __________ .
a. margin c. unit control
b. markup d. inventory turnover

Chapter 21 Review & Activities
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Chapter 21 Review & Activities

Your Financial Portfolio

Description Number in Stock Number on Order Number to Order

January 2 3 0

February 5 0 0

March 0 3 2

April 0 3 2

May 1 3 1

June 4 3 0

July 3 3 0

August 3 0 2

September 2 0 3

October 4 0 1

November 2 3 0

December 1 3 1

Keeping Track of Inventory

Janine is helping to count inventory at her mother’s jewelry store, The Silver Parrot. She 
thas been working on birthstone pendants. After she counted them, she looked up how 
many were on order. Then she filled in the number to order, based on the guideline of 
always keeping at least five pendants in stock.

Calculate

Before the new products were ordered, Janine’s mother decided to change the 
guideline to “always keep 15 of each pendant in stock,” rather than five. On a separate 
sheet of paper, calculate how many additional birthstone pendants Janine should order 
for the store.
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