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Clear, Connected, Complete: The Big Picture
of Accounting

From the smallest mom-and-pop retailer to the largest multinational corporation, busi-
nesses of all sizes are recognizing that accounting professionals are no longer simply
“number crunchers” but rather essential partners in achieving the fundamental goals
of their organization.

Intermediate Accounting, 17e provides a powerful connection to accounting

careers with:

A Clear organization based around the essential interrelationship between account-
ing procedures and the activities of business. The order of the text chapters flows with a
traditional balance sheet presentation without sacrificing links to business activities. The
result is a more balanced treatment of coverage for instructors and students alike.

Connected and relevant coverage that examines the issues that are driving account-
ing in today’s business environment, such as fair value, valuation, and International
Financial Reporting Standards.

Complete and engaging pedagogy that enhances the learning experience and pre-
pares students for an evolving accounting profession. Each learning objective in the text
is supplemented with a Why and How framework. This feature provides students with a
snapshot of why things are accounted for the way they are before being asked how the
information is used in making decisions.

Superior technology, which allows instructors to pick and choose precisely the educa-
tional resources they want to accompany this text. CengageNOW™ Express offers a com-
plete technology solution with interactive homework assignments that help students tackle
the course’s most difficult concepts.

CLEAR and Forward-Thinking Organization

No other text works this hard to demonstrate accounting’s integral importance to an
organization’s decision-making capabilities. The innovative structure is unsurpassed
in preparing students to serve as trusted advisors on the front lines of business.

In an effort to streamline the sequence of chapters in the text, the table of contents

accounts for a more traditional balance sheet order of topics while still maintaining
the structure of covering topics as they relate to business activities. The investing
chapters fall before the financing chapters, which results in a more familiar order of
presentation for instructors and students.

Part 1—Foundations of Financial Accounting provides students with the funda-
mentals of financial accounting and concludes with a module that covers the Time
Value of Money as well as a new module on Fair Value.

Part 2—Routine Activities of a Business gets down to business, integrating
accounting into management by exploring operating and investing activities.

Part 3—Additional Activities of a Business examines financing activities, leases,
income taxes, and employee compensation.

Part 4—Other Dimensions of Financial Reporting rounds out the comprehen-
sive coverage with earnings per share; derivatives, contingencies, business segments,
and interim reports; accounting changes; and financial statement analysis, as well as
the addition of a new chapter, Accounting in a Global Market.
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CONNECTED to Current and Relevant Coverage

One look at the business pages of any newspaper shows how illusory long-term suc-
cess can be. Yesterday’s runaway successes can quickly find themselves derailed by
the new realities of today’s business world. This is the first text to provide a real-world
perspective that links accounting functions to the activities of business.

Completely updated to reflect the latest changes in accounting standards, prac-
tices, and techniques. The real company information has been revised to account for
recent changes in financial statements and other company reports.

EXHIBIT 7-7 McDonald’s Notes to Consolidated Financial Statements
Segment and geographic information
(In millions) 2007 2006 2005
U S $ 7,905.5 $ 7.464.1 $ 6,955.1
EUrope . ..o o 8,926.2 7,637.7 7,071.8
APMEA 3,598.9 3,053.5 2,815.8
Other Countries & Corporate . ........................ 2,356.0 2,739.9 2,274.6
Total revenues .......... ...t $22,786.6 $20,895.2 $19,117.3
U S o $ 2,841.9 $ 2,657.0 $ 2,421.6
BUFOPE . .ottt 2,125.4 1,610.2 1,449.3
APMEA 6163 3644 345.1
Other Countries & Corporate ........................ (1,704.6) (198.6) (232.0)
Total operating income ............... ... $ 3,879.0 $ 4,433.0 $ 3,984.0
U S $10,031.8 $ 94774 $ 8,968.3
BUFOPE . .ottt 11,380.4 10,413.9 9,424.6
APMEA 4,145.3 3,727.6 3,596.5
Other Countries & Corporate ..................cc..... 3,834.2 3,529.4 5,891.0
Businesses heldforsale ......... ... ... ... ... ... ..... 1,631.5 1,517.6
Discontinued operations ................ ... ... ... 194.7 590.8
TOtal @SSELS .. v v vttt ettt e $29,391.7 $28,974.5 $29,988.8

International Financial Reporting Standards topics, indicated by this symbol
throughout the text, help students understand how accounting practices differ from
country to country and reflect the increasingly global nature of business.

The international environment of business is dramatically changing the land-
scape of accounting. The Financial Accounting Standards Board (FASB) and the
International Accounting Standards Board (IASB) are working together to develop
one set of accounting standards to be used by companies in countries around the
world. No longer is the United States making the rules for the rest of the world to fol-
low. Instead, the FASB and the IASB are working hand-in-hand as financial account-
ing standards converge at a pace that was not dreamed of even five years ago.

These events have affected this textbook. Every chapter discusses relevant
accounting standards and developments from both a U.S. and a global perspective.
Each chapter begins with a discussion of the accounting standards and procedures
used by companies complying with U.S. GAAP. Then those areas where U.S. GAAP
and international accounting standards are significantly different are discussed so that
the reader can understand how accounting standards around the world are similar
and how they are different. A new chapter on Accounting in a Global Market further
emphasizes the role of international financial reporting standards.

The objective of this approach is to develop in students the ability to see beyond
the borders of the United States and understand that the global business environment
is leading to global accounting standards. Users of this text will understand that they
are not just learning U.S. GAAP. Instead, they are being prepared to be players in a
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global accounting environment with the ability to understand and apply international
accounting standards as well as U.S. accounting standards.

Fair Value Accounting is another major topic affecting the accounting environment.
The credit crisis of 2008 is blamed by some on the inappropriate use of fair value
accounting. A new module details the “why,” “when,” “where,” and “how” for using
fair values in financial statements. Because this concept of fair value accounting is so
important and affects so many of the principles and topics discussed later in the text,
it has been placed near the front of the text following the discussion of the financial
statements.

Opening Scenario Questions are critical-thinking questions that follow the real
company chapter openers, with solutions provided at the end of each chapter so
that students can check their answers as they think about how they would answer
accounting-related issues businesses face.

1. What would be the consequences to a customer if their bank could not
tell them if their paycheck (which is direct deposited) bad in fact been
deposited? What would be the consequences to the bank?

2. Suppose the Internal Revenue Service and employers bad no system estab-
lished to track the amount of income tax withheld from employee sala-
ries. How would taxpayers demonstrate to the U.S. government that they
bad paid taxes? How would the government verify tax payments?

Answers to these questions can be found on page 70.

A Chapter on Earnings Management in Part 1 establishes a framework for the
remainder of the course. Students come to understand the importance and ramifica-
tions of earnings management through current, real-world examples, extracts from SEC
enforcement actions, business press analysis, and the extensive use of academic
research findings.

COMPLETE Pedagogy to Connect to the
Big Picture of Accounting

Just one glance tells you this accounting text is different. Refreshingly rich in color,
appealing graphics, and icons, this text energizes students’ imaginations with a visu-
ally stimulating look they prefer.

Why and How Framework Following each learning objective, the authors pro-
vide additional reinforcement of the critical concepts by highlighting both the proce-
dural aspects (the “how”) as well as the context (or “why”) for which they are applied.
As they move through the chapter, students gain a greater understanding of both ele-
ments and can rationalize why businesses account for things the way they do.

Overview of the Accounting Process

WHY It is important to understand how accounting information flows through an
organization and how that information is captured by the accounting infor-
mation system.

Identify and
explain the basic
steps in the account-
ing process (account- HOW The accounting process, often referred to as the accounting cycle, generally
ing cycle). includes the following steps: analyze business documents, journalize trans-
actions, post to ledger accounts, prepare a trial balance, prepare adjusting
entries, prepare financial statements, close the nominal accounts, and pre-
pare a post-closing trial balance.
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Statement of Cash Flows “Revisited” Chapter 21 provides coverage of the
statement of cash flows in the second semester of the course. The book continues to
provide a full chapter early in the text (Chapter 5) addressing the statement of cash
flows and integrates this financial statement throughout the text, which results in the
most comprehensive treatment of this important subject available.

stop &think

Consider these four organizations: FASB, AICPA,
SEC, and IASB. Which one do you think will be
making U.S. GAAP twenty years from now?

a)

FASB
AICPA
SEC
IASB

fy1

In 2001, the IASB restructured itself as an
independent body with closer links to national
standard-setting bodies. At that time, the IASB
adopted its current name and dropped its
original name of the International Accounting
Standards Committee (IASC).

caution

Don’t think that the conceptual framework is
a useless exercise in accounting theory. Since
its completion, the framework has signifi-
cantly affected the nature of many accounting
standards.

Stop & Think Multiple-choice questions
have been written by the authors to accom-
pany the Stop & Think boxed features.
These critical-thinking boxes, found in every
chapter, allow students to test their knowl-
edge and then consult the answer found at
the end of the chapter.

FYl These margin boxes often provide
additional context to an important topic by
emphasizing additional points of interest.

Caution Crucial cautions provide students
with important points to consider when
thinking about more complex concepts and
topics.

Chapter Updates and Enhancements

Chapter 1

» Update on the standard-setting process

* Introduction of the revised GAAP hierarchy

* Introduction to the convergence of U.S. GAAP and IASB standards
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Chapter 3
* Updated opening case on Coca-Cola

* New coverage on minority interest as related to the consolidated balance sheet

NEW! Fair Value Module

* Defines “fair value” and describes the valuation concepts used in determining fair value

* Explains the need for fair values in financial reporting and identifies where fair values are
used in the financial statements

* Demonstrates a variety of valuation models and the preparation of fair value disclosures
required under SFAS No. 157

Chapter 7

* New discussion on the transfer and derecognition of receivables as addressed in IAS 39

Chapter 8
» Expanded discussion of internal controls
» Expanded discussion of EITF 00-21, “Revenue Arrangements with Multiple Deliverables”

* New discussion on the asset-and-liability approach to revenue recognition that is currently
being developed as a joint effort of the FASB and the IASB

Chapter 9

* New discussion on accounting for declines in inventory values as addressed in IAS 2

Chapter 10

* New discussion on the capitalization of interest as addressed in IAS 23

* New discussion on the recognition of increases and decreases in the value of property
from growth or discovery as addressed in IAS 4/

* New discussion on acquired in-process R&D as addressed in SFAS No. 14/R
» Updated coverage on accounting for a bargain purchase

» Updated coverage on international accounting for intangibles as addressed in IAS 38 and IFRS 3

Chapter 12
* New discussion on the use of the fair value option for the reporting of financial assets and
liabilities

* New discussion on the consolidation of special purposes entities as addressed in SIC |2

Chapter 13
* New discussion on the current developments in the accounting for preferred stock
* New discussion on the current developments in the accounting for stock options

* New discussion on noncontrolling interest as defined under SFAS No. 160

Chapter 14

* New discussion on the use of the fair value option for the reporting of financial assets and
liabilities as addressed in SFAS No. /59

vii
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* New discussion on the classification of investment securities according to IFRS
* New discussion on equity method accounting according to IFRS

* New discussion on derecognition

Chapter 15

* New guidance on distinguishing between operating and finance leases as described in IAS [7

* New discussion on the deferral of sale profits on a sale-leaseback that results in a finance
(capital) lease according to IAS 17

Chapter 16

» Comparison of the use of future tax rates under U.S. GAAP and IAS [2
* New discussion on deferred tax classification under IFRS

* New discussion on valuation allowance under IAS [2

* Expanded discussion of accounting for uncertain tax provisions

Chapter 17

» Updated coverage of prior service cost, including discussion of IAS |9, “Employee Benefits”
* Updated discussion of amortization of prior service cost

* New discussion on plan contributions

* Added examples of financial statement reporting for various components of employee
compensation

Chapter 18

* New discussion on participating securities and the two-class method

Chapter 19

* Added discussion of how IFRS affects derivatives, contingencies, business segments, and
interim reports

* Introduction to the FASB’s Exposure Draft on improved loss contingency disclosure

Chapter 21

* New comprehensive example of the statement of cash flows using Tesco, one of the larg-
est supermarket chains in the United Kingdom

NEW! Chapter 22

* New chapter on accounting in a global market
» Explains the importance and potential impact of a common set of accounting standards
*  OQutlines the history of the IASB and identifies the key differences between U.S. GAAP and IFRS

* Demonstrates the conversion of foreign currency financial statements into U.S. dollars
using the translation method

Chapter 23

* New introduction to equity valuation



SPREADSHEET

Preface

CONNECT and Reinforce Student Understanding
Unmatched End-of-Chapter Material

Widely regarded as providing the most varied and expansive set of problem assign-
ments available, Intermediate Accounting, 17e continues to raise the bar to new
heights. Only Intermediate Accounting features such a diverse set of traditional exer-
cises, problems, and cases:

* 15-25 Questions per chapter to help assimilate chapter content
* More than 400 Practice Exercises written by the authors

* Discussion Cases for homework or class discussion

» Exercises to reinforce key concepts or applications

* Problems that integrate several concepts or techniques

* Sample CPA Exam Questions written to provide students with similar
problems commonly found on the CPA exam

* Selected Problems marked with a demonstration icon point students to the .1/ proBLEM
free Web site to view a visual demonstration of the problem with audio

» Selected Exercises or Problems have accompanying spreadsheet templates, marked with an icon

Case Materials have been designed to help accelerate the development of essential
skills in critical thinking, communication, research, and teamwork. Retention and
application of key concepts build as future accountants and business professionals take
advantage of a wide range of tools found in this innovative section. These cases satisfy
the skills-based curriculum endorsed by the AICPA’s Core Competency Framework
and the recommendations of the Accounting Education Change Commission (AECC).

Deciphering Actual Financial Statements Cases enable students to analyze
financial data from recent annual reports from companies such as The Walt Disney
Company, Coca-Cola, and the Boston Celtics.

Case 8-63 Deciphering Financial Statements (The Walt Disney Company)
Locate the 2007 financial statements for The Walt Disney Company on the Internet.

1. Locate Disney’s note on revenue recognition. What is Disney’s revenue recog-
nition policy for the various business segments?

2. Relating to video and video game sales, what other points in the revenue cycle
(other than when video units are made widely available for sale by retailers)
could Disney have used to recognize revenue?

3. Relating to motion pictures, what other points in the revenue cycle (other than
when motion pictures are exhibited) could Disney have used to recognize revenue?

Researching Accounting Standards Cases ask students to visit the FASB’s Web
site to access designated pronouncements as they are applied to each chapter’s
topics.

Case 2-51 Researching Accounting Standards
To help you become familiar with the accounting standards, this case is designed to take
you to the FASB’s Web site and have you access various publications. Access the FASB’s
Web site at http://www.fasb.org. Click on “Pronouncements & EITF Abstracts.”
For this case, we will use Statement of Financial Accounting Concepts No. 6. Open
Concepts Statement No. 6.

1. Read paragraph 137. Based on the information in this paragraph, what is a
transaction?

2. Read paragraph 139. What is the difference between transactions with “cash
consequences” and transactions involving “cash”?

3. Read paragraph 141. Based on the information in this paragraph, what is the
primary difference between an accrual and a deferral?


http://www.fasb.org
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Ethical Dilemma Assignments help develop the critical-thinking skills students
will need as they wrestle with the business world’s many “gray” issues.

Case 1-29 Ethical Dilemma (Should you manipulate your reported income?)
Accounting standards place limits on the set of allowable alternative accounting
treatments, but the accountant must still exercise judgment to choose among the
remaining alternatives. In making those choices, which of the following should the
accountant seek to do?

1. Maximize reported income.

2. Minimize reported income.

3. Ignore the impact of the accounting choice on income and just focus on the
most conceptually correct option.

Would your answer change if this were a tax accounting class? Why or why not?

The Cumulative Spreadsheet Analysis Case builds upon the lessons of each
chapter to give students the opportunity to demonstrate and reinforce their under-
standing. Found at the end of Chapters 2-5, 7-20, and 23, each exercise requires stu-
dents to create a spreadsheet that allows for numerous variables to be modified and
their effects to be monitored. By the end of the course, students have constructed a
spreadsheet that enables them to forecast operating cash flows for five years in the
future, adjust forecasts for the most reasonable operating parameters, and analyze the
impact of a variety of accounting assumptions based on the reported numbers.

Case 20-60 Cumulative Spreadsheet Analysis
This spreadsheet assignment is an extension of the spreadsheet assignment given in
Chapter 13, part (1). Refer back to the instructions given in Chapter 13. That spread-
sheet can form the foundation for this assignment.

1. In addition to preparing forecasted financial statements for 2012, Skywalker
also wishes to prepare forecasted financial statements for 2013. All assump-
tions applicable to 2012 are assumed to be applicable to 2013. Sales in 2013
are expected to be 40% higher than sales in 2012. (Clearly state any additional
assumptions that you make.)

2. Assume that Skywalker expects the number of days’ sales in inventory in both
2012 and 2013 to be 60 days instead of 107.6 days. This change should make
the forecasted level of the short-term loans payable in your spreadsheet nega-
tive for both 2012 and 2013.

(a) Explain why this change causes negative short-term loans payable.

(b) Because a negative amount of short-term loans payable is not possible,
adjust your spreadsheet so that the value of short-term loans payable can-
not be less than zero. What is the forecasted current ratio for 2012 and
2013 after you make this adjustment?

SPREADSHEET

Bonus Content
Web-Based Chapter Enhancements

In response to instructor requests, subject-enhancing material from previous editions
of the text is available on the Web site, www.cengage.com/accounting/stice. The
result is a streamlined, easier-to-use text that provides ample supplement material for
important topics.

CHAPTER WEB MATERIAL
2 lllustration of Special Journals and Subsidiary Ledgers
lllustration of Accrual Versus Cash Accounting
6 Petty Cash Fund
8 Deposit Method: Franchising Industry
10 Complexities in Accounting for Capitalized Interest
13 Quasi-Reorganizations

Complexities in Accounting for Stock-Based Compensation
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14 Changes in Classification Involving the Equity Method
Introduction to Consolidation
15 Real Estate Leases
16 Intraperiod Tax Allocation
17 Details of Accounting for Postretirement Benefits Other Than Pensions

Detailed Pension Present Value Calculations

22 Impact of Changing Prices on Financial Statements

Your Course, Your Time, Your Way

Introducing CengageNOW™ Express for Stice/Stice/Skousen
Intermediate Accounting, 17e

CengageNOW Express is an online homework solution in accounting that delivers
better student outcomes—NOW! CengageNOW Express encourages practice with the
textbook homework that is central to success in accounting with author-written home-
work from the textbook, automatic grading and tracking student progress, and course
management tools, including gradebook.

Robust Product Support Web Site

www.cengage.com/accounting/stice A robust Web site provides a wealth of
resources for you and your students in Intermediate Accounting at no additional cost!
With a multitude of chapter-enhancing features and study aids, these resources will
allow students to excel in class and save you time in planning!

Book Resources Available

* Expanded Material Topics

* Instructor’s PowerPoint Slides

e Instructor’s Resource Manual

¢ Solutions Manual

Available for Every Chapter
* Business Application Features

* Check Figures

* Crossword Puzzles

* Enhanced Spreadsheet Templates
* Interactive Quizzes

* Internet Applications

* Learning Objectives

* Problem Demonstrations

The Big Picture Package That Completes It All

An unsurpassed package of supplementary resources further accelerates the applied,
real-world approach of Intermediate Accounting.

Xi
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For Instructors

Instructor’s Resource CD, ISBN-10: 0-324-78315-9|ISBN-13: 978-0-324-78315-5
Packages the Solutions Manual, Instructor’s Resource Manual, Test Bank, ExamView®,
instructor PowerPoint® slides, Excel spreadsheet solutions, and Cumulative Spreadsheet
Analysis solutions on one convenient CD-ROM.

Solutions Manual, Volume 1: ISBN-10: 1-4390-4109-1 | ISBN-13: 978-1-4390-4109-3,
Volume 2: ISBN-10: 1-4390-4110-5 | ISBN-13: 978-1-4390-4110-9, prepared by James D.
Stice and Earl K. Stice, Brigham Young University.

This manual contains independently verified answers to all end-of-chapter ques-
tions, cases, exercises, and problems, written by the authors. Also available electroni-
cally on the (IRCD) and companion Web site.

Instructor’s Resource Manual, prepared by Scott Colvin, Naugatuck Valley
Community College.

This manual enhances class preparation with objectives, chapter outlines, teach-
ing suggestions and strategies, and topical overviews of end-of-chapter materials. It
also features assignment classifications with level of difficulty and estimate comple-
tion time, suggested readings on chapter topics, and transparency masters. The result
is a comprehensive resource integration guide to supplement the course. Available
electronically on the IRCD and companion Web site.

Test Bank and ExamView®, prepared by Larry A. Deppe, Weber State University.

The revised and expanded test bank is available in both Word files and comput-
erized ExamView versions. Test items include multiple-choice questions and short
examination problems for each chapter, along with solutions. Analysis problems are
included to coincide with the emphasis on decision making in the text. Available
electronically on the IRCD and companion Web site.

Instructor’s PowerPoint® Slides, prepared by Sarita Sheth, Santa Monica College.

Hundreds of slides in PowerPoint format can be used in on-screen lecture pre-
sentations or printed out and used as traditional overheads. Additionally, they can be
printed and distributed to students, allowing students to concentrate on the professor
instead of hurrying to copy down information. Available electronically on the IRCD
and companion Web site.

Cengage Custom Solutions This service develops personalized solutions to meet
your business education needs. Match your learning materials to your syllabus and
create the perfect learning solution. Consider the following when looking at your
customization options for Stice/Stice/Skousen, Intermediate Accounting, 17e:

* Remove chapters you do not cover or rearrange their order, creating a streamlined and
efficient text.

* Add your own material to cover new topics or information, saving you time in planning
and providing students a fully integrated course resource.

* Adopt a loose-leaf version of the text allowing students to integrate your handouts; this
money-saving option is also more portable than the full book.

For Students

Excel Enhanced Spreadsheet Templates, prepared by Michael Blue, Bloomsburg
University.

Excel templates with validations are provided on the Web site for solving selected
end-of-chapter exercises and problems that are identified in the text with a spread-
sheet icon.
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n 1985, Internorth, an Omaha-based pipeline company, acquired
Houston Natural Gas. The original plan was to maintain the corporate
headquarters in Omaha, but the Houston contingent on the combined board
of directors gradually took control of the company’s affairs and decided to
move the corporate headquarters to Houston. At about this same time, the
combined company adopted the more modemn, futuristic name of Enron.
Enron came into being at a challenging time for natural gas pipeline com-
panies. Historically, the distribution chain delivering natural gas from producers
to consumers had been very heavily regulated. The government set the well-
head price of natural gas, the price at which producers could sell to pipeline
companies. The rates that pipeline companies charged local utilities and that
local utilities charged retail customers were also set by government agencies
using a cost-plus basis that provided little incentive for innovation. To spur
natural gas exploration in response to the energy crisis of the late 1970s, the
wellhead price of natural gas was deregulated, leading to a rapid increase in
prices paid to producers. However, retail prices were still kept low through
regulation, and pipeline companies had difficulty buying all of the natural gas
they needed to supply their local utility customers. Because of the problems
created by partial deregulation, gas pipeline companies, including Enron, lob-
bied various government agencies to deregulate the entire natural gas distribu-
tion chain. As this deregulation evolved, the natural gas market became much
more efficient but also much less predictable. In this new, free-market setting,
the primary risk facing the gas producers and the local utilities arose from the
volatility in energy prices. Neither side feft comfortable entering into long-term,

fixed-price contracts, so most natural gas was traded under 30-day contracts. 6

fy1

In the mid-1980s, Houston was a city reeling
from an oil-patch recession triggered by fall-
ing oil prices. Oil prices were dropping in 1985
toward a low of around $10 a barrel by 1986.
Good news had been scarce for the Houston
business community, so Enron’s high-profile
corporate relocation to the city was a signifi-
cant shot in the arm. Enron chairman Kenneth
Lay became a prominent Houston philan-
thropist, endowing professorships at both the
University of Houston and Rice University and
serving as chairman of the local United Way.
Enron itself, under Mr. Lay’s leadership, typi-
cally gave about 1% of its income before taxes
to various charities. In 1999, Enron agreed

to pay $100 million over 30 years to have
Houston’s new baseball stadium named Enron
Field, a pledge that was later rescinded in the
wake of the scandal outlined below.

In 1990, Enron began serving as an intermediary, or market maker, for
these 30-day contracts. Called the Gas Bank, this activity involved Enron’s
signing short-term agreements to purchase gas from a variety of producers,

o Realize the growing importance and

LEARNING OBJECTIVES

Describe the purpose of financial
reporting and identify the primary
financial statements.

Explain the function of accounting
standards and describe the role of the
FASB in setting those standards in the
United States.

e Recognize the importance of the SEC,

AICPA, AAA, and IRS to financial
reporting.

relevance of international accounting
issues to the practice of accounting
in the United States and understand
the role of the IASB in international
accounting standard setting.

Understand the significance of the
FASB’s conceptual framework in outlin-
ing the qualities of good accounting
information, defining terms such as
asset and revenue, and providing guid-
ance about appropriate recognition,
measurement, and reporting.

Identify career opportunities related to
accounting and financial reporting and
understand the importance of personal
ethics in the practice of accounting.
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EXHIBIT -1

(in millions)

Enron’s Revenues and Operating Income: 1996-2000
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bundling these contracts, and then offering long-term price
commitments to local utilities. Basically, Enron was placing
itself in the middle of these deals and offering to bear the
price risk for a fee. In so doing, Enron made the first step in
its transformation from a traditional pipeline company into
a financial services and trading company. By 2000, Enron
had branched out and was serving as a market maker for
electricity, for oil, and even for paper. Enron even offered
“weather derivatives” with which utilities could insure their
profits against, say, an unusually mild winter that would
lead to decreased customer demand. By 2000, Enron’s
Wholesale Services Segment, which was the home of the

financial and trading services, had far outpaced the tradi-
tional pipeline business (transportation and distribution) in
terms of both reported revenues and operating profits (see
Exhibit [-1).

By February 2001, Enron was viewed as a model of
a company in a traditional industry adapting and recreat-
ing itself to be successful in the information age. In fact, a
Fortune magazine survey released that month named Enron
“The Most Innovative Company in America” for the sixth
consecutive year. Enron’s rapid rise in revenues and profits
matched the rise in its stock price—the company was worth
$60 billion, and its price per share was $80 (down just a bit



from its all-time high of $90). The bursting of the high-tech
stock bubble, however, saw Enron’s stock price fall 50%
by October 2001, comparable to the drops in other “new
economy’’ companies but less than the 66% drop in the
value of Cisco Systems during the same period. Until
October 16, 2001, the Enron story looked like so many oth-
ers that played out during the same period—an innovative
company has its stock price pumped up by market euphoria
followed by a subsequent return to a more realistic stock
valuation. At this point, however, the Enron story diverged
and was transformed into one of the most far-reaching, and
certainly one of the most expensive, accounting scandals of
all time.

On October 16, 2001, Enron released its third quarter
earnings. The press release announced that Enron's “pro
forma,” or recurring, net income increased to $393 million
in the third quarter, compared to just $292 million in the
prior year. Enron CEO Kenneth Lay emphasized Enron's
“continued excellent prospects” and chose not to give a
detailed explanation of the $! billion special accounting
charge (expense) that caused Enron's actual results for the
period, reported according to generally accepted account-
ing principles, to be a $644 million loss. The press release
set off alarms all over Wall Street, and analysts and business
reporters began digging to determine what was
behind the $1 billion charge. Over the next two
days, two reporters from The Wall Street Journdl,
John Emshwiller and Rebecca Smith, reported
that the $1 billion charge stemmed from related-
party transactions with certain special partnerships
established by Enron’s chief financial officer (CFO).
This revelation cast a cloud of suspicion over
Enron, a suspicion that was confirmed as more
details about these partnerships, about Enron's
revenue-reporting practices, and about the gen-
eral corporate cufture came to light. The stock
price went into a freefall, from $36.00 per share
the week before the October 16, 2001, press
release to just $0.26 per share six weeks later on
November 30. Enron filed for Chapter || bank-
ruptcy on December 2, 2001; at the time, it was
the biggest bankruptcy in U.S. history.

The mistakes that Enron made in its business model
are topics to explore in another class. Briefly, Enron strayed
too far from its core business and undertook projects and
risks that were outside its area of expertise. In this textbook,
we cover material that will help you understand Enron’s
accounting practices and how those practices were decep-
tive. It was this deception that ultimately led to the collapse
of Enron because once a market maker such as Enron loses
credibility with potential buyers and sellers, those buyers
and sellers quickly transfer their business to some more
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reliable party. Two areas in which Enron’s accounting was
questionable are outlined here; each of these will be dis-
cussed in more detail in later chapters.

Special-purpose entities. Part of business is deciding
what your company should do itself and what it should hire
other companies to do. Sometimes hiring other companies
is called outsourcing. For example, companies outsource
their janitonial services, their payroll accounting, and even
the real estate management of their land and buildings.

Occasionally, companies do not make these outsourc-
ing arrangements with other existing companies but facilitate
the formation of small, separate companies that have the
express purpose of performing the outsourced service. For
example, if a manufacturing company wants to outsource
its janitorial services but no acceptable janitorial company is
available in the area, the manufacturing company could help
some of its own janitors split off and start their own janito-
rial services company to which the manufacturing company
could then outsource its janitorial work. If the establishment
of this separate janitorial services company is done care-
fully, it is classified as a special-purpose entity (SPE) and, for
accounting purposes, is accounted for as if it is a separate,
independent company. As you can see, SPEs can be used
for a variety of legitimate business purposes.

fy1

From an accounting standpoint, companies
have found these outsourcing arrangements
attractive because, for example, if another
company legally owns my buildings and | am
just leasing or renting them, | don’t have to

include in my balance sheet as a liability the
mortgage-like obligation to make the pay-
ments on the building for the next, say, 25
years. This is called off-balance-sheet financ-
ing, and as explained in Chapter 15, leasing is
the most common form of off-balance-sheet
financing.

Enron abused the accounting rules for SPEs in two ways.
First, a number of the SPEs established by Enron were not
independent from the company at all. For example, one set
of such entities, the Raptors, was owned and managed by
the same person who was simultaneously serving as Enron's
CFO. Second, it is clear from the transactions between
Enron and some of these SPEs that the sole reason for their
existence was to allow Enron to engage in transactions to
which no independent company would have ever agreed.
For example, in several transactions with the Raptors, Enron

5 ‘
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sold an asset near the end of a reporting quarter; after the
next quarter had started, Enron repurchased the asset from
the Raptor. Apparently, the entire purpose of the sale and
repurchase transactions was to allow Enron to get the asset
temporarily off its books to avoid being required to report
a loss on a decline in value of the asset.! Special-purpose
entities (now referred to in accounting circles as “variable
interest entities™) are discussed in detail in Chapter 12 in the
section on off-balance-sheet financing.

Gross trading revenues. Each year, Fortune magazine
publishes a list of the 500 largest companies in the United
States ranked in terms of total reported revenue. In
the 2002 list, 4 of the top |7 companies were energy-
trading companies that were doing basically the same type
of market making done by Enron. These four companies
(Enron, American Electric Power, Duke Energy,
and El Paso Corporation) all had higher revenues than
much better known companies such as Sears, Target,
Home Depot, and Procter & Gamble. As explained
by Fortune? this unexpected prominence of the energy
companies in the top revenue list stemmed from a loophole
in the revenue-reporting rules. Energy-trading companies
were able to report revenue equal to the total dollar
value of trades that they facilitated—called gross revenue
reporting—rather than just reporting the commissions on
those trades (as a stock broker does). This gross revenue

reporting is what allowed Enron to report the unbelievably
large $95 billion in revenues from its Wholesale Services
segment, as shown in Exhibit [-1. As you can imagine, the
accounting standard setters were a bit embarrassed by this
flaw in the accounting rules and closed this loophole in
20022

Enron’'s CFO, Andrew Fastow, who structured many of
the suspect SPEs, pleaded guilty to wire and securities fraud
and was sentenced to six years in prison. Jeffrey Skilling, the
architect of Enron’'s move into financial risk management,
was convicted of conspiracy, insider trading, and securities
fraud and is currently serving a 24-year prison sentence.
Enron’s long-time CEO Kenneth Lay was also found guilty
of conspiracy and fraud.*

The fallout from the Enron fiasco has been pain-
ful for many individuals who lost the money they had
invested in Enron, but, on balance, has been good for the
financial reporting environment in the United States. The
public outrage over Enron and then WorldCom, which
collapsed amid an accounting fraud a few months later,
spurred Congress to pass the Sarbanes-Oxley Act of 2002.
Sarbanes-Oxley increased government scrutiny of the audit-
ing profession, raised the standards for internal accounting
controls within corporations, and put corporate executives
on notice that they would be held personally responsible for
knowingly releasing misleading financial statements.

1. What regulatory changes made it advantageous for Enron to transform
itself from a natural gas pipeline company into a financial risk manage-

ment company?

2. In October 2001, Enron released its third quarter earnings. These earn-
ings included a $1 billion charge to income. What was it about this
charge that raised the suspicions of the two Wall Street Journal reporters

who were covering Enron?

3. Enron, and many other companies, used special-purpose entities (SPEs)
as a form of off-balance-sheet-financing. With off-balance-sheet financ-
ing, a company, such as Enron, is able to borrow money to finance the
acquisition of assets, but at the same time avoid reporting either the
liability or the assets in its balance sheet. Why would a company want to
engage in off-balance-sheet financing?

Answers to these questions can be found on page 35.

" William C. Powers, Jr, Raymond S.Troubh, and Herbert S. Winokur; Jr, “Report of Investigation by the Special Investigative Committee of the Board of

Directors of Enron Corp.” February I, 2002.

2 Carol ). Loomis, “The Revenue Games People (Like Enron) Play," Fortune, April 15, 2002.
3 EITF Issue No. 02-3, Issues Related to Accounting for Contracts Involved in Energy Trading and Risk Management Activities.
* Because Mr. Lay died of a heart attack before he was sentenced and before he was able to pursue an appeal, his conviction was “‘abated” meaning that,

under the law, it is as if he had never been convicted in the first place.
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n this text you will learn about many of the key accounting issues integral to an

understanding of the Enron case: the abuse of “pro forma” earnings in Chapter 0,

revenue-reporting abuse in Chapter 8, and the notorious “special-purpose enti-

ties” in Chapter 12. In Chapter 19 you’ll even learn about the derivatives instru-
ments that Enron, and many other companies, use to manage risk. As the Enron case
illustrates, the intricacies of accounting often result in differences of opinion as to
what accounting methods are appropriate and the level of disclosure that should
be required of companies. Arguments over appropriate accounting are facts of life
because accounting involves judgment. Even in cases that don’t involve financial
statement scandal, the management of a company is likely to have some accounting
disagreements with the independent auditor before the company’s financial state-
ments are released. If a company falters, outside analysts are sure to find accounting
judgments with which, in retrospect, they disagree. (Note: One of the disappointing
aspects of the Enron case is that only a handful of financial analysts questioned
Enron’s accounting practices before the October 16, 2001, press release announc-
ing the $1 billion charge.) If the FASB proposes a new accounting rule, it is certain
that some business executives will proclaim the rule to be utterly absurd. This is
not because managers are sleazy, conniving, and self-serving (although such manag-
ers certainly exist); it is because the business world is a complex place filled with
complex transactions, and reasonable people can disagree about how to account
for those transactions. As the Enron case illustrates and as the chapters in this book
will explain in detail, accounting for the complex transactions that are commonplace
today is much more than the simple “bean-counting” image portrayed of accounting
in the popular press.

Your introductory accounting course gave you an overview of the primary finan-
cial statements and touched briefly on such topics as revenue recognition, deprecia-
tion, leases, pensions, deferred taxes, LIFO, and financial instruments. In intermediate
accounting, all these topics are back, bigger and better than ever. Now, instead of
getting an overview, you will actually get the nuts and bolts. Yes, some of these top-
ics are complex—they are complex because the business world is a complex place.
However, when you complete your course in intermediate accounting, you will be
quite comfortable with a set of financial statements. In fact, you will probably find
yourself skipping the statements themselves and turning directly to the really interest-
ing reading—the notes.

Now is an exciting time to be studying accounting. Students have been learn-
ing double-entry bookkeeping for more than 500 years. Now it will be your
privilege to witness the transformation of financial reporting via the twin forces
of internationalization and information technology. Over the next five years, the
increased integration of the worldwide market for capital will finally force diverse
national accounting practices to converge to one global standard, with the United
States being one of the last countries to accept that global standard. This text will
help you understand the “how and why” of this process. In the longer term, the
power of computers to create and analyze huge databases will change the very
nature of accounting. Users will not learn about companies through a few pages
of financial statements and notes but, ultimately, through online access to the
raw financial data. It isn’t clear what “accounting” will entail in the technological
future, but it is certain that those professionals trained in the underlying concepts
of accounting and in the importance of accounting judgment and accounting esti-
mates will be best able to make the transition. This book is intended to prepare
you for the future.
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Accounting and Financial Reporting

WHY The purpose of financial reporting is to aid interested parties in evaluating a
company’s past performance and in forecasting its future performance. The
information about past events is intended to improve future operations and
forecasts of future cash flows.

Describe the pur-
pose of financial
reporting and identify
the primary financial

statements.

HOW Internal users have the ability to receive custom-designed accounting
reports. External users must rely on the general-purpose financial state-
ments. The five major components of the financial statements are:

* Balance sheet

* Income statement

+ Statement of cash flows
* Explanatory notes

* Auditor’s opinion

The overall objective of accounting is to provide information that can be used in
making economic decisions.

Accounting is a service activity. Its function is to provide quantitative information,
primarily financial in nature, about economic entities that is intended to be useful in
making economic decisions—in making reasoned choices among alternative courses of
action.’

Several key features of this definition should be noted.

* Accounting provides a vital service in today’s business environment. The study of accounting
should not be viewed as a theoretical exercise—accounting is meant to be a practical tool.

* Accounting is concerned primarily with quantitative financial information that is used in
conjunction with qualitative evaluations in making judgments.

* Accounting information is used in making decisions about how to allocate scarce resources.
Economists and environmentalists remind us constantly that we live in a world with limited
resources. The better the accounting system that measures and reports the costs of using
these resources, the better decisions can be made for allocating them.

* Although accountants place much emphasis on reporting what has already occurred, this
past information is intended to be useful in making economic decisions about the future.

Users of Accounting

Caution Information

Who uses accounting information and what
Remember that accounting information is only information do they require to meet their
one type of information used in decision mak- decision-making needs? In general, all parties
ing. In many cases, qualitative data are more interested in the financial health of a com-
useful than quantitative data. pany are called stakeholders. Stakeholder
users of accounting information are normally
divided into two major classifications:

® Statement of the Accounting Principles Board No. 4, “Basic Concepts and Accounting Principles Underlying
Financial Statements of Business Enterprises” (New York: American Institute of Certified Public Accountants,
1970), par. 40.
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Major Internal and External Stakeholder Groups

&S

Investors

Government Community

Management

Analysts Suppliers

Employees

Customers Employees

Creditors

* Internal users, who make decisions directly affecting the internal operations of the enterprise
» External users, who make decisions concerning their relationship to the enterprise

Major internal and external stakeholder groups are listed in Exhibit 1-2.

Internal users need information to assist in planning and controlling company
operations and managing company resources. The accounting system must provide
timely information needed to control day-to-day operations and to make major plan-
ning decisions such as:

* Do we make this product or another one!?
* Do we build a new production plant or expand existing facilities?

Management accounting (sometimes referred to as managerial or cost accounting)
is concerned primarily with financial reporting for internal users. Internal users, espe-
cially management, have control over the accounting system and can specify precisely
what information is needed and how the information is to be reported.

Financial accounting focuses on the development and communication of financial
information for external users. As a company grows and expands, it often finds its need
for cash to be greater than that provided from profitable operations. In this situation, it
will turn to people or organizations external to the company for funding. These external
users need assurances that they will receive a return on their investment. Thus, they
require information about the company’s past performance because this information will
allow them to forecast how the company can be expected to perform in the future.

Companies compete for external funding because external users have a variety of
investment alternatives. The accounting information provided to external users aids in
determining (1) whether a company’s operations are profitable enough to justify addi-
tional funding and (2) how risky a company’s operations are in order to determine what
rate of return is necessary to compensate capital providers for the investment risk.
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The cash flow statement is the most recent of
the primary financial statements. It has been
required only since 1988.

Foundations of Financial Accounting

The types of decisions made by external users vary widely; therefore, their infor-
mation needs are highly diverse. As a result, two groups of external users, credi-
tors and investors, have been identified as the principal external users of financial
information. Creditors need information about the profitability and stability of the
company to decide whether to lend money to the company and, if so, what interest
rate to charge. Investors (both existing stockholders and potential investors) need
information concerning the safety and profitability of their investment.

Incentives

As mentioned, companies often need external funding if they are to compete in the
market place. Thus, the managers of these companies have an incentive to provide
information that will attract external funding. They want to present information to
external users that will make it appear as though their companies will be profitable
in the future.

In their pursuit of external funding, management may not be as objective in evalu-
ating and presenting accounting information as external users would like. As a result,
care must be taken to ensure that accounting information is neutral. Standards have
been established and safeguards have been implemented in an attempt to ensure that
accounting information is neutral and objective.

Financial Reporting

Most accounting systems are designed to generate information for both internal and
external reporting. The external information is much more highly summarized than
the information reported internally. Understandably, a company does not want to
disclose every detail of its internal financial dealings to outsiders. For this reason,
external financial reporting is governed by an established body of standards or prin-
ciples that are designed to carefully define what information a firm must disclose to
outsiders. Financial accounting standards also establish a uniform method of present-
ing information so that financial reports for different companies can be more easily
compared. The development of these standards is discussed in some detail later in
this chapter.

This textbook focuses on financial accounting and external reporting. The general-
purpose financial statements are the centerpiece of financial accounting. These
financial statements include the balance sheet, income statement, and statement of
cash flows.

The three major financial statements, along with the explanatory notes and the
auditor’s opinion, are briefly described here.

* The balance sheet reports, as of a certain point in time, the resources of a company (the
assets), the company’s obligations (the liabilities), and the net difference between its assets
and liabilities, which represents the equity of the owners. The balance sheet addresses
these fundamental questions: What does a company own? What does it owe?

* The income statement reports, for a certain interval, the net assets generated through
business operations (revenues), the net assets consumed (expenses), and the difference,
which is called net income. The income statement is the accountant’s best effort at measur-
ing the economic performance of a company for the given period.

* The statement of cash flows reports, for a cer-
tain interval, the amount of cash generated and
consumed by a company through the following
three types of activities: operating, investing, and
financing. The statement of cash flows is the most
objective of the financial statements because it
is somewhat insulated from the accounting esti-
mates and judgments needed to prepare a bal-
ance sheet and an income statement.

fy1
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In addition to the financial statements, the
management of a company has a variety of
other methods of communicating financial
information to external users. Which one of
the following is NOT one of those methods?

a) Press releases
b) Postings on the Internet

c) Interviews with financial reporters

d) Paid advertisements in the financial press

e) Preparation and dissemination of detailed
operating budgets

f) Public meetings with analysts, institutional
investors, and other interested parties

Financial Reporting Chapter | Il

Accounting estimates and judgments are out-
lined in the notes to the financial statements.
In addition, the notes contain supplemental
information as well as information about
items not included in the financial statements.
Using financial statements without reading
the notes is like preparing for an intermedi-
ate accounting exam by just reading the table
of contents of the textbook—you get the
general picture, but you miss all of the impor-
tant details. Each financial statement routinely
carries the following warning printed at the
bottom of the statement: “The notes to the
financial statements are an integral part of
this statement.”

Auditors, working independently of a com-
pany’s management and internal accountants,
examine the financial statements and issue
an auditor’s opinion about the fairness of the
statements and their adherence to proper
accounting principles. The opinion is based

on evidence gathered by the auditor from the detailed records and documents main-
tained by the company and from a review of the controls over the accounting system.
Obviously, there is a motivation on the part of management to present the financial
information in the most favorable manner possible. It is the responsibility of the auditors
to review management’s reports and to independently decide whether the reports are
indeed representative of the actual conditions existing within the enterprise. The audi-
tor’s opinion adds credibility to the financial statements. The types of opinions issued

by auditors, along with their relative frequencies, are outlined in Exhibit [-3. As you can
see, the audit opinion is almost always “unqualified.”

EXHIBIT I-3

Types of Audit Opinions
Relative Frequency
For the Year 2006

Relative Frequency of Audit Opinions

Companies

has been disclosed.

auditor disagrees.

in business.

accounting principles.

Total

UNQUALIFIED: Financial statements are in accordance with generally accepted
accounting principles. They are consistent, and all material information

UNQUALIFIED, WITH EXPLANATORY LANGUAGE: The opinion is unqualified, but
the auditor has felt it necessary to emphasize some item with further language. 3,624
QUALIFIED: Either the audit firm was somehow constrained from performing all

the desired tests, or some item is accounted for in a way with which the

NO OPINION: The auditor refuses to express an opinion, usually because there
is great uncertainty about whether the audited firm will be able to remain

ADVERSE: The financial statements are not in accordance with generally accepted

Source: Standard and Poor’s COMPUSTAT. The database includes firms traded on the New York, American, and NASDAQ exchanges.

2,369

5,999
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The financial statements and accompanying notes (certified by the auditor’s opin-
ion) have historically been the primary mode of communicating financial information
to external users.

Development of Accounting Standards

Explain the func- WHY By defining which accounting methods to use and how much information to dis-
close, accounting standards save time and money for accountants. Users also ben-

tion of account-
ing standards and
describe the role of
the FASB in setting
those standards in
the United States.

efit because they can learn one set of accounting rules to apply to all companies.

HOW The Financial Accounting Standards Board (FASB) sets accounting standards in
the United States. The FASB is a private-sector body and has no legal authority.
Accordingly, the FASB must carefully balance theory and practice in order to
maintain credibility in the business community. The issuance of a new accounting
standard is preceded by a lengthy public discussion. The Emerging Issues Task Force
(EITF) works under the direction of the FASB and formulates a timely expert con-
sensus on how to handle new issues not yet covered in FASB pronouncements.

Consider this situation. A company decides to pay its managers partly in cash and
partly in the form of options to buy the company’s stock. The options would be very
valuable if the company’s stock price were to increase but would be worthless if the
company’s stock price were to decline. Because the company gives these potentially
valuable options to employees, cash salaries don’t need to be as high.

Should the value of the options be reported as salary expense or not? (You'll learn
the answer to this surprisingly explosive question in Chapter 13.) One alternative is to let
each company decide for itself. Users then must be careful about comparing the financial
statements of two companies that have accounted for the same thing differently. Another
alternative is to have one standard accounting treatment. Who sets the standard?

Accounting principles and procedures have evolved over hundreds of years in
response to changes in business practices. The formal standard-setting process that exists
today in the United States, however, has developed in just the past 75 years. The trigger-
ing event was the Stock Market Crash of 1929. In the aftermath of the crash, many mar-
ket observers claimed that stock prices had been artificially inflated through questionable
accounting practices. The Securities and Exchange Commission (SEC) was created to
protect the interests of investors by ensuring full and fair disclosure. The SEC was also
given specific legal authority to establish accounting standards for companies desiring
to publicly issue shares in the United States. The emergence of the SEC forced the U.S.
accounting profession to unite and to become more diligent in developing accounting
principles. This led over time to the formation of a series of different private-sector orga-
nizations, each having the responsibility of issuing accounting standards. These organiza-
tions, their publications, and the time they were in existence are identified in Exhibit 1-4.
The SEC has generally allowed these private-sector organizations to make the accounting
standards in the United States. These standards are commonly referred to as generally
accepted accounting principles (GAAP). Remember, however, that the SEC retains the
legal authority to establish U.S. accounting standards if it so chooses.

Financial Accounting Standards Board

The Financial Accounting Standards Board (FASB) is currently recognized as the
private-sector body responsible for the establishment of U.S. accounting standards.
The FASB was organized in 1973, replacing the Accounting Principles Board (APB).
The APB was replaced because it had lost credibility in the business community and
was seen as being too heavily influenced by accountants. As a result, the five full-time
members of the FASB are drawn from a variety of backgrounds—auditing, corporate
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EXHIBIT 1-4 U.S. Accounting Standard-Setting Bodies

accounting, financial services, and academia.® The members are required to sever all
connections with their firms or institutions prior to assuming membership on the Board.
Members are appointed for 5-year terms and are eligible for reappointment to one addi-
tional term. Headquartered in Norwalk, Connecticut, the Board has its own research
staff and a 2007 operating budget of $28 million, much of which comes from fees levied
under the Sarbanes-Oxley Act on companies publicly traded in the United States.

Appointment of new Board members is done by the Financial Accounting
Foundation (FAF). The FAF is an independent, self-perpetuating body that, like the
FASB, is made up of representatives from the accounting profession, the business
world, government, and academia. However, the FAF has no standard-setting power,
and its members are not full time. The FAF serves somewhat like a board of direc-
tors, overseeing the operations of the FASB. In addition to overseeing the FASB, the
FAF is also responsible for selecting and supporting members of the Governmental
Accounting Standards Board (GASB). The GASB was established in 1984 and sets
financial accounting standards for state and local government entities.

The Standard-Setting Process

The major functions of the FASB are to study accounting issues and to establish account-
ing standards. These standards are published as Statements of Financial Accounting
Standards. The FASB has also issued Statements of Financial Accounting Concepts
that provide a framework within which specific accounting standards can be devel-
oped. The conceptual framework of the FASB is detailed later in the chapter.

The hallmark of the FASB’s standard-setting process is openness. Because so
many companies and individuals are impacted by the FASB’s standards, the Board is
meticulous about holding open meetings and inviting public comment. At any given
time, the Board has a number of major projects under way. For example, as of April
21, 2008, the FASB was engaged in 23 agenda projects, 10 of which are joint projects
with the International Accounting Standards Board (IASB) which is described later in
this chapter. These FASB projects address fundamental issues such as revenue rec-
ognition and the distinction between liabilities and equity as well as technical issues
relating to very complex business transactions such as the transfer of risk from insur-
ance companies to reinsurance companies.

Each major project undertaken by the Board involves a lengthy process. The FASB
staff assembles background information and the Board holds public meetings before a
decision is made to even add a project to the FASB’s formal agenda. After more study

¢ When it was initially established, the FASB was structured to have seven Board members. This number was
reduced to five on July I, 2008.

13
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and further hearings, the Board often issues a report summarizing its Preliminary Views,
which identifies the principal issues involved with the topic. This document includes a
discussion of the various points of view as to the resolution of the issues, as well as an
extensive bibliography, but it does not include specific conclusions. Interested parties
are invited to comment either in writing or orally at a public hearing.

After comments from interested parties have been evaluated, the Board meets as
many times as necessary to resolve the issues. These meetings are open to the public,
and the agenda is published in advance. From these meetings, the Board develops an
Exposure Draft of a statement that includes specific recommendations for financial

accounting and reporting.

fy1

The FASB is quite scrupulous about holding all
of its deliberations in public. In fact, since three

(of five) votes are required to pass a FASB
proposal, Board members are even careful not to
discuss accounting issues at social occasions when
three or more Board members are present.

After the Exposure Draft has been issued,
reaction to the new document is again
requested from the accounting and business
communities. At the end of the exposure
period, 30 days or longer, all comments are
reviewed by the staff and the Board. Further
deliberation by the Board leads to either
the issuance of a Statement of Financial
Accounting Standards (if at least three of the
FASB members approve), a revised Exposure
Draft, or in some cases, abandonment of the
project. As you can see, the standard-setting
process is a political one, full of consensus
building, feedback, and compromise.

The final statement not only sets forth the actual standards but also establishes the
effective date and method of transition. It also gives pertinent background information
and the basis for the Board’s conclusions, including reasons for rejecting significant alter-
native solutions. If any members dissent from the majority view, they may include the
reasons for their dissent as part of the document. These dissents are interesting reading.
For example, the dissent to Statement No. 95 on the statement of cash flows reveals that

caution

This description makes the standard-setting

process seem orderly and serene. It is not.
Fierce disagreements over accounting standards
are common, and some people hate the FASB.

the Board members disagreed about a funda-
mental issue—whether payment of interest is
an operating activity or a financing activity.”

The FASB also considers implementa-
tion and practice problems that relate to
previously issued standards. Depending
on the nature of a problem, the Board
may issue a Statement of Financial
Accounting Standards or an Interpretation
of a Statement of Financial Accounting
Standards. Problems that arise in practice

are also addressed in FASB Staff Positions prepared and issued by the staff of the
FASB. These Staff Positions, which are reviewed by the Board prior to being issued,
provide guidance for particular situations that arise in practice.

Emerginglssues Task Force The methodical, sometimes slow, nature of the standard-
setting process has been one of the principal points of criticism of the FASB. There
seems to be no alternative to the lengthy process, however, given the philosophy that

7’ Three of the seven members of the FASB dissented to Statement of Financial Accounting Standards No. 95. Prior
to 1991, a majority of the seven-member board (four members) was the minimum requirement for approval of
an Exposure Draft or a final statement of standards. This requirement was changed to a minimum approval of
five members or to what has been referred to as a “super-majority.” A number of close, 4-3, votes that resulted
in standards not favored by many businesspeople led to strong pressure on the Financial Accounting Foundation
to change the voting requirements. Although not favored by members of the FASB, the change was made in
1990. In April 2002, the voting requirement was changed back to 4-3 as an attempt to increase the efficiency
and speed of the Board’s deliberations. When the number of Board members was reduced from seven to five
on July I, 2008, the simple majority rule (three out of five) was retained.
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arriving at a consensus among members of the accounting profession and other inter-
ested parties is important to the Board’s credibility.

In an effort to overcome this criticism and provide more timely guidance on
issues, in 1984 the FASB established the Emerging Issues Task Force (EITF). The
EITF assists the FASB in the early identification of emerging issues that affect finan-
cial reporting. Members of the EITF include the senior technical partners of the major
national CPA firms plus representatives from major associations of preparers of finan-
cial statements. The EITF meets periodically, typically at least once every quarter.

As an emerging issue is discussed, an attempt is made to arrive at a consensus
treatment for the issue. If a consensus is reached, that consensus opinion defines the
generally accepted accounting treatment until the FASB considers the issue. The EITF
not only helps the FASB and its staff to better understand emerging issues but also in
many cases determines that no immediate FASB action is necessary.

Abstracts of the FASB Emerging Issues Task Force are published periodically. The
abstracts are identified by a two-part number; the first part represents the year the
issue was discussed, and the second part identifies the issue number for that year. For
example, among the consensuses reached in 2007 was Issue No. 07-1, “Accounting for
Collaborative Arrangements” which deals with accounting for activities in which two or
more companies collaborate to produce a motion picture, develop a new drug, create a
new piece of software, and so forth. Although many of the issues are very specialized
by topic and industry, the importance of the EITF to the standard-setting process can-
not be overemphasized. Because discussions rarely last more than a day or two and a
consensus is reached on a majority of the issues discussed, timely guidance is provided
to the accounting profession without the lengthy due process of the FASB.

FASB Summary Remember this: The FASB has no enforcement power. Legal
authority to set U.S. accounting standards rests with the SEC. FASB standards are
“generally accepted,” meaning that, overall, the FASB standards are viewed by the
business community as being good accounting. However, the credibility of the FASB
has fluctuated through the years as different issues have been resolved. For example,
within the past 10 years the business community has been outraged by proposed
standards for accounting for stock-based compensation and for goodwill. In both of
those cases (which are discussed in Chapters 13 and 10, respectively), the FASB was
forced to significantly revise its initial proposal. The FASB’s job has been described as
a “balancing act” between theoretical correctness and practical acceptability.

In addition to the FASB, several other bodies impact accounting standards and
are important in other ways to the practice of accounting. Some of these bodies are
discussed here.

Other Organizations Important to Financial Reporting

Recognize the

importance of the
SEC, AICPA, AAA,
and IRS to financial
reporting.

WHY Financial accounting rules are not created by the FASB in a vacuum, and
numerous groups provide input into the development of accounting standards.

HOW Securities and Exchange Commission (SEC). To speed the improvement of
disclosure, the SEC sometimes implements broad disclosure requirements
in areas still being deliberated by the FASB.

American Institute of Certified Public Accountants (AICPA). The AICPA sets
some accounting standards, particularly those related to specific industries.

American Accounting Association (AAA). The AAA helps disseminate
research results and facilitates improvements in accounting education.

Internal Revenue Service (IRS). Financial accounting is not the same as
tax accounting. However, many specifics learned in intermediate accounting
are similar to the corresponding tax rules.

I5
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The first chairman of the SEC was Joseph P.
Kennedy, father of the late President John F.
Kennedy.

Securities and Exchange Commission

The SEC was created by an act of Congress in 1934. Its primary role is to regulate the

issuance and trading of securities by corporations to the general public. Prior to offer-

ing securities for sale to the public, a company must file a registration statement with

the Commission that contains financial and organizational disclosures. In addition, all

publicly held companies are required to

© furnish annual financial statements (called

fy1 a 10-K filing), quarterly financial statements

(10-Q filing), and other periodic informa-

tion about significant events (8-K filing).

The SEC also requires companies to have

their external financial statements audited
by independent accountants.

The Commission’s intent is not to pre-
vent the trading of speculative securities
but to insist that investors have adequate information. As a result, the SEC is vitally
interested in financial reporting and the development of accounting standards. The
Commission carefully monitors the standard-setting process. The Commission also
brings to the Board’s attention emerging problems that need to be addressed and
sends observers to meet with the EITF.

When the Commission was formed, Congress gave it power to establish account-
ing principles as follows:

The Commission may prescribe, in regard to reports made pursuant to this title, the form
or forms in which the required information shall be set forth, the items or details to be
shown in the balance sheet and the earning statement, and the methods to be followed
in the preparation of reports in the appraisal or valuation of assets and liabilities. . . .#

The Commission has generally refrained from fully using these powers, prefer-
ring to work through the private sector in the development of standards. Throughout
its existence, however, the Commission has issued statements pertaining to account-
ing and auditing issues. For example, the SEC occasionally issues Staff Accounting
Bulletins (SABs), which are SEC staff interpretations and do not necessarily repre-
sent official positions. In recent years, these SABs have proved to be very influential.
For example, SAB 101 on revenue recognition is discussed at length in Chapter 8. The
formal SEC rules are found in the Code of Federal Regulations (CFR). For example,
on March 4, 2008, Chapter II of Title 17 of the CFR was amended by the SEC to allow
non-U.S. companies to use International Accounting Standards, instead of U.S. GAAP,
in their financial statement filings with the SEC. This is an extremely interesting devel-
opment that will be discussed in more detail later in this chapter.

Although the SEC is generally supportive of the FASB, there have been disagree-
ments between the two bodies. One of the most public of these disagreements occurred
in the late 1970s and concerned the accounting for oil and gas exploratory costs. The
FASB issued a standard in 1977, and the SEC publicly opposed the standard; the FASB
finally succumbed to the pressure and reversed its position in 1979. (See Statements No.
19 and No. 25 in the list of FASB Statements in an appendix to this textbook.) In recent
years, the SEC and FASB have increased their efforts at behind-the-scenes coordination
and consultation. Still, the two bodies are not in complete harmony. For example, the
SEC has been impatient with the FASB’s slow progress on improving financial report-
ing. Often, the SEC establishes broad disclosure requirements in an area while the FASB
deliberates about the specific accounting rules. In recent years, this was the pattern with
stock-based compensation, environmental disclosures, and derivatives.

As mentioned above, the SEC requires all publicly traded companies in the United
States to have their financial statements audited. The auditors of those financial
statements must be registered and periodically inspected by the Public Company

8 Securities Exchange Act of 1934, Section 13(b).
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Accounting Oversight Board (PCAOB), which is a private-sector organization created
by the Sarbanes-Oxley Act of 2002. The SEC has congressional authority to oversee
the PCAOB’s activities.

American Institute of Certified Public Accountants

The American Institute of Certified Public Accountants (AICPA) is the professional
organization of practicing certified public accountants (CPAs) in the United States.
The organization was founded in 1887, and it publishes a monthly journal, the Journal
of Accountancy. (Note: Anyone interested in current developments in accounting
should regularly read the Journal of Accountancy.) The AICPA has several important
responsibilities, including certification and continuing education for CPAs, quality con-
trol, and standard setting.

The AICPA is responsible for preparing and grading the Uniform CPA Examination.
This computer-based examination is offered year round in authorized testing centers
around the United States. In addition to passing the examination, an individual must
meet the state education and experience requirements in order to obtain state certifi-
cation as a CPA. Most states now require CPAs to meet continuing education require-
ments in order to retain their licenses to practice. The AICPA assists its members in
meeting these requirements through an extensive Continuing Professional Education
(CPE) program.

The AICPA is also concerned with maintaining the integrity of the profession
through its Code of Professional Conduct and through a quality control program, which
includes a process of peer review of CPA firms conducted by other CPAs. For CPA
firms that audit publicly traded clients, these AICPA peer reviews are now somewhat
overshadowed by the registration and inspection program of the PCAOB mentioned
previously.

Prior to the formation of the FASB, accounting principles were established under
the direction of the AICPA. Both the CAP and the APB were AICPA committees.
Although the FASB replaced the APB as the official standard-setting body for the pro-
fession, the AICPA continues to influence the establishment of accounting standards.
The AICPA helps the FASB identify emerging issues and communicates the concerns
of CPAs on accounting issues to the FASB. In addition, the AICPA frequently estab-
lishes the specialized standards that relate to particular industries. For example, in
Statement of Position (SOP) 04-2, the AICPA issued a set of rules for the accounting
for a variety of real estate time-sharing transactions.

American Accounting Association

The American Accounting Association (AAA) is an organization for accounting pro-
fessors, with 5,859 academic members as of the end of 2007. The AAA sponsors nation-
al and regional meetings where accounting
” professors discuss technical research and
f 1 share innovative teaching techniques and

y materials. The AAA also organizes work-
ing committees of professors to study and

Ask your instructor if he or she is a member of comment on accounting standards issues.

the AAA.

In addition, the AAA publishes a number of
academic journals, including The Accounting
Review, a quarterly research journal, and
Accounting Horizons, which contains arti-
cles addressing many real-world accounting problems. In fact, Accounting Horizons is
an excellent journal to read for more depth on intermediate accounting issues.

One of the most significant actions of the AAA is to motivate and facilitate cur-
riculum revision. As the accounting profession changes, it is critical that accounting
educators continually revise their curricula to keep pace with these changes. The AAA
provides forums for educators to share ideas about changes in curriculum and rewards

17



18

Part |

Foundations of Financial Accounting

innovative curriculum revision efforts. For example, in 1993 our university (Brigham
Young University) was given the Innovation in Accounting Education Award for the
integrative revision of our intermediate financial accounting, managerial accounting,
tax, audit, and information systems courses. By the way, our university received this
accounting education innovation award again in 2007 (the only university to receive
it twice), but we probably shouldn’t tell you any more because you might think we
are bragging.

Internal Revenue Service

Tax accounting and financial accounting are different, but the popular perception
is that they are one and the same. Tax accounting and financial accounting were
designed with different purposes in mind. In the Thor Power Tool case (1979), the
Supreme Court stated:

The primary goal of financial accounting is to provide useful information to manage-
ment, shareholders, creditors, and others properly interested; the major responsibility
of the accountant is to protect these parties from being misled. The primary goal of the
income tax system, in contrast, is the equitable collection of revenue. . . .

Although this text on intermediate financial accounting is not a study of income
tax accounting, the U.S. tax rules as administered by the Internal Revenue Service
(IRS) will still be discussed from time to time. In most areas, financial accounting and
tax accounting are closely related. For example, your study of leases, depreciation,
and inventory valuation in this text will aid your understanding of the corresponding
tax rules.

What Is GAAP?

With all of these different bodies (FASB, EITF, AICPA, and SEC) establishing account-
ing standards, what is GAAP? Historically, the Auditing Standards Board of the AICPA
has defined GAAP in the context of the phrase included in the standard auditor’s
opinion: “present fairly . . . in conformity with generally accepted accounting prin-
ciples.” However, because the AICPA hierarchy was developed from the standpoint
of the auditor, the FASB felt it was important to issue a new hierarchy from a broader
perspective. Accordingly, in 2008 the FASB issued a revised GAAP hierarchy.'’ This
hierarchy of pronouncements is illustrated in Exhibit 1-5. Note that the standards of
the FASB (and its predecessors) have the highest authority. The FASB is convinced of
the importance of accounting standards that are set within its rigorous due process
described earlier in the chapter. Also note down there in the “other” category that the
textbook you are reading is also included in the GAAP hierarchy.

For firms required to file financial statements with the SEC, the SEC rules and
interpretive releases have the same authority as the standards listed in category A.
The pronouncements in category A are of particular importance to auditors because
Rule 203 of the AICPA Code of Professional Conduct specifies that an auditor must
not express an unqualified opinion when there is a material departure from category
A pronouncements.

The FASB is not completely satisfied with this hierarchy. According to the
FASB, one problem with the traditional hierarchy is that the Statements of Financial
Accounting Concepts are relegated to a low-priority position, equal in authority with
accounting textbooks(!). The FASB plans to address this issue in a broader project to
improve the conceptual framework. As discussed later in this chapter, the conceptual
framework embodied in the Statements of Financial Accounting Concepts forms an
increasingly important foundation for all financial accounting standards.

? Statement of Auditing Standards No. 69, “The Meaning of Present Fairly in Conformity with Generally Accepted
Accounting Principles in the Independent Auditor’s Report” (New York: AICPA, December 1991).

' Statement of Financial Accounting Standards No. 162, “The Hierarchy of Generally Accepted Accounting
Principles” (Norwalk, CT: Financial Accounting Standards Board, May 2008).
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EXHIBIT I-5 What Is GAAP?

® FASB Statements of Financial Accounting Standards and Interpretations
e APB Opinions

o CAP Accounting Research Bulletins

e FASB Staff Positions

e
C .

International Accounting Issues

WHY Because business is increasingly conducted across national borders, com-

Realize the grow- panies must be able to use their financial statements to communicate with
ing importance and external users all over the world. As a result, divergent national accounting
relevance of inter- practices are converging to an overall global standard.
national accounting
issues to the practice HOW The International Accounting Standards Board (IASB) is an international
of accounting in the body that releases financial reporting standards. IASB standards have
United States and become the accepted worldwide standard.

understand the role
of the IASB in inter-

national accounting Divergent national accounting practices around the world can have an extremely
standard setting. significant impact on reported financial statements. With the increasing inte-

gration of the worldwide economy, these accounting differences have become

impossible to ignore. For example, to raise debt or equity capital, many non-
U.S. firms, such as Sony, British Petroleum, and Nokia, list their securities on
U.S. exchanges and borrow from U.S. financial institutions. The number of non-U.S.
companies listed on the New York Stock Exchange (NYSE) has increased substan-
tially in recent years. As of September 24, 2007, 421 foreign share issues (from
45 countries) were trading on the NYSE. In addition, many U.S. companies have
listed their shares on foreign exchanges; for example, Boeing’s shares trade on the
Amsterdam, Brussels, London, Swiss, and Tokyo stock exchanges. U.S. companies
also do substantial amounts of business in foreign currencies; Disney has signifi-
cant amounts of business denominated in Japanese yen, European euros, British
pounds, and Canadian dollars.
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The international nature of business requires companies to be able to make their
financial statements understandable to users all over the world. The significant differences
in accounting standards that exist throughout the world complicate both the preparation
of financial statements and the understanding of these financial statements by users.

International Differences in GAAP

As will be noted throughout this text, there are some differences between U.S. GAAP
and GAAP of other countries. The good news is that the fundamental concepts underly-
ing accounting practice are the same around the world. As a result, a solid understand-
ing of U.S. GAAP will allow you to quickly grasp the variations that exist in different
countries. Throughout this book, we will include specific coverage of the areas in which
significant differences exist in accounting practices around the world. One other piece
of good news is that the demands of international financial statement users are forcing
accountants around the world to harmonize differing accounting standards. Accordingly,
the differences that currently exist will gradually diminish over time.

International Accounting Standards Board

Just as the FASB establishes accounting standards for U.S. entities, other countries
have their own standard-setting bodies. In an attempt to harmonize conflicting stan-
dards, the International Accounting Standards Board (IASB) was formed in 1973
to develop worldwide accounting standards. Like the FASB, the IASB develops pro-
posals, circulates these among interested organizations, receives feedback, and then
issues a final pronouncement. The 14 Board members of the IASB come from many
countries and represent a variety of professional backgrounds. As of April 2008, the
14 Board members included individuals from the United States, the United Kingdom,
France, Sweden, China, Australia, South Africa, and Japan. Most of the Board mem-
bers are CPAs with audit experience, but in April 2008 the IASB also included a secu-
rities analyst, several people with corporate accounting experience, and an accounting
professor (Mary Barth from Stanford University).

The early standards of the IASB were primarily catalogs of the diverse accounting
practices then used worldwide. Recent IASB projects have been more focused and
innovative. For example, the substance of IASB decisions on improving earnings-
per-share reporting was embraced by the FASB. In fact, the FASB and the IASB worked
closely to develop compatible standards. In 2002, the IASB and the FASB entered into
a joint agreement, called the Norwalk Agreement, in which they pledged to work
together to develop a set of “fully compatible” accounting standards as soon as pos-
sible, and to continue to work together to make sure that those standards stay compat-
ible. This joint effort is proceeding along two fronts. First, the IASB and the FASB have
identified several accounting standard issues on which they could achieve full com-
patibility without too much difficulty. These issues include the accounting for some
inventory costs, accounting for the exchange of nonmonetary assets, and the reporting
of accounting changes, all of which have been completed, and the computation of
earnings per share, which is still in progress. Second, the IASB and FASB are working
together on larger projects involving fundamental issues such as revenue recognition,
the accounting for business combinations, and a joint conceptual framework.

The accounting standards produced by the IASB are referred to as International
Financial Reporting Standards (IFRSs) and International Accounting Standards
(IASs). The difference between these two sets of standards is merely one of timing;
the IASB standards issued before 2001 are called IAS and those issued since 2001 are
called IFRS. In practice, the entire body of IASB standards is referred to simply as
IFRS. The international counterpart of the FASB’s Emerging Issues Task Force (EITF)
is called the International Financial Reporting Interpretations Committee (IFRIC)
which was called the Standing Interpretations Committee (SIC) before 2002.

IFRSs are envisioned to be a set of standards that can be used by all companies
regardless of where they are based. In fact, IFRSs will supplement or even replace
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In 2001, the IASB restructured itself as an
independent body with closer links to national
standard-setting bodies. At that time, the IASB
adopted its current name and dropped its
original name of the International Accounting
Standards Committee (IASC).

stop &think

Consider these four organizations: FASB, AICPA,
SEC, and IASB. Which one do you think will be
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standards set by national standard setters
such as the FASB. IASB standards have
gained widespread acceptance throughout
the world. And as mentioned earlier, in 2008
the SEC began allowing non-U.S. companies
with shares trading on U.S. stock exchanges
to issue their financial reports using IASB
standards. Before this change, all non-U.S.
companies wishing to have their shares
traded in the United States were required to
provide financial statements in accordance
with U.S. GAAP. Historically, financial dis-
closure requirements in the United States
have been the strictest in the world, and
foreign companies have been reluctant to
provide the U.S. GAAP disclosures. With
the new SEC rule, the number of non-U.S.
companies listed on U.S. stock exchanges

making U.S. GAAP twenty years from now?

a) FASB
b) AICPA
c) SEC
d) IASB

may increase dramatically. The SEC is now
considering whether to allow U.S. com-
panies to use IASB standards, rather than
FASB standards, in the financial reports that
they provide to their U.S. shareholders. If
this happens, the FASB may cease to exist.
So pay attention because the next few years
will be momentous ones in terms of the his-
tory of accounting standard setting.

In order to prepare you for a professional world in which both FASB and IASB stan-
dards will be used, both sets of standards will be covered in this textbook. The focus
will be on FASB standards, but you will also receive comprehensive exposure to the
IASB standards in each major topic area throughout the chapters of the text. In addition,
Chapter 22 contains capstone coverage of International Accounting Standards.

6 Understand the
significance of the
FASB’s conceptual
framework in out-
lining the qualities
of good accounting
information, defining
terms such as asset
and revenue, and
providing guidance
about appropriate
recognition, measure-
ment, and reporting.

WHY The conceptual framework allows for the systematic adaptation of account-
ing standards to a changing business environment. The FASB uses the con-
ceptual framework to aid in an organized and consistent development of new
accounting standards. In addition, learning the FASB’s conceptual frame-

work allows one to understand and, perhaps, anticipate future standards.

HOW

The conceptual framework outlines the objectives of financial reporting and
the qualities of good accounting information, precisely defines commonly
used terms such as asset and revenue, and provides guidance about appro-
priate recognition, measurement, and reporting. Recording an item in the
accounting records through a journal entry is called recognition. To be rec-
ognized, an item must meet the definition of an element and be measurable,
relevant, and reliable.

A strong theoretical foundation is essential if accounting practice is to keep pace with
a changing business environment. Accountants are continually faced with new situa-
tions, technological advances, and business innovations that present new accounting
and reporting problems. These problems must be dealt with in an organized and

21
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Don’t think that the conceptual framework is

a useless exercise in accounting theory. Since
its completion, the framework has signifi-

cantly affected the nature of many accounting
standards.

consistent manner. The conceptual framework plays a vital role in the development
of new standards and in the revision of previously issued standards. Recognizing the
importance of this role, the FASB stated that fundamental concepts “guide the Board in
developing accounting and reporting standards by providing . . . a common foundation
and basic reasoning on which to consider merits of alternatives.”'! In a very real sense,
then, the FASB itself is a primary beneficiary of a conceptual framework.

In addition, when accountants are confronted with new developments that are not
covered by GAAP, a conceptual framework provides a reference for analyzing and
resolving emerging issues. Thus, a conceptual framework not only helps in under-
standing existing practice but also provides a guide for future practice.

Nature and Components of the FASB’s Conceptual Framework

Serious attempts to develop a theoretical foundation of accounting can be traced
to the 1930s. Among the leaders in such attempts were accounting educators, both
individually and collectively as a part of the American Accounting Association (AAA).
In 1936, the Executive Committee of the AAA began issuing a series of publications
devoted to accounting theory, the last of which was published in 1965 and entitled
“A Statement of Basic Accounting Theory.” During the period from 1936 to 1973, the
AAA and the AICPA issued several additional publications, in their attempt to develop
a conceptual foundation for the practice of accounting.'?

Although these publications made significant contributions to the development
of accounting thought, no unified structure of accounting theory emerged from
these efforts. When the FASB was established in 1973, it responded to the need for

a general theoretical framework by under-

s taking a comprehensive project to develop

Cautlon a “conceptual framework for financial

accounting and reporting.” This project has

been described as an attempt to establish a
so-called constitution for accounting.

The conceptual framework project was
one of the original FASB agenda items.
Because of its significant potential impact
on many aspects of financial reporting and,
therefore, its controversial nature, progress
was deliberately slow. The project had high
priority and received a large share of FASB resources. In February 2000, after almost 30
years, the FASB issued the last of seven Statements of Financial Accounting Concepts

' Statement of Financial Accounting Concepts No. 6, “Elements of Financial Statements” (Stamford, CT: Financial
Accounting Standards Board, December 1985), p. i.

'2 Among the most prominent of these publications were the following:

* Maurice Moonitz, Accounting Research Study No. I, “The Basic Postulates of Accounting” (New York:
American Institute of Certified Public Accountants, 1961).

* William A. Paton and A. C. Littleton, “An Introduction to Corporate Accounting Standards, Monograph 3”
(Evanston, IL: American Accounting Association, |1940).

* Thomas H. Sanders, Henry R. Hatfield, and W. Moore, “A Statement of Accounting Principles” (New
York: American Institute of Accountants, Inc., 1938).

* Robert T. Sprouse and Maurice Moonitz, Accounting Research Study No. 3, “A Tentative Set of Broad
Accounting Principles for Business Enterprises” (New York: American Institute of Certified Public
Accountants, 1962).

 Statement of the Accounting Principles Board No. 4, “Basic Concepts and Accounting Principles Underlying
Financial Statements of Business Enterprises” (New York: American Institute of Certified Public Accountants,
October 1970).

* Report of the Study Group on the Objectives of Financial Statements, “Objectives of Financial Statements”
(New York: American Institute of Certified Public Accountants, October 1973).
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(usually referred to as Concepts Statements), which provide the basis for the conceptual
framework."

N =

The seven Concepts Statements address four major areas.

Objectives: What are the purposes of financial reporting?

Qualitative characteristics: What are the qualities of useful financial information?
Elements: What is an asset? a liability? a revenue? an expense?

Recognition, measurement, and reporting: How should the objectives, qualities,
and elements definitions be implemented?

Objectives of Financial Reporting

Without identifying the goals for financial reporting (e.g., who needs what kind of infor-
mation and for what reasons), accountants cannot determine the recognition criteria need-
ed, which measurements are useful, or how best to report accounting information. The
key financial reporting objectives outlined in the conceptual framework are as follows:

Usefulness

Understandability

Target audience: investors and creditors
Assessing future cash flows

Evaluating economic resources

Primary focus on earnings

Usefulness The overall objective of financial reporting is to provide information
that is useful for decision making. The FASB states

Financial reporting should provide information that is useful to present and potential investors
and creditors and other users in making rational investment, credit, and similar decisions.'

Understandability Financial reports cannot and should not be so simple as to be
understood by everyone. Instead, the objective of understandability recognizes a fairly
sophisticated user of financial reports, that is, one who has a reasonable understanding
of accounting and business and who is willing to study and analyze the information
presented.’> In other words, the information should be comprehensible to someone
like you.

Target Audience: Investors and Creditors Although there are many potential
users of financial reports, the objectives are directed primarily toward investors and
creditors. Other external users, such as the IRS or the SEC, can require selected infor-
mation from individuals and companies. Investors and creditors, however, must rely
to a significant extent on the information contained in the periodic financial reports
supplied by management. In addition, information useful to investors and creditors in
most cases will be useful to other external users (i.e., customers and employees).

'* The seven Concepts Statements issued by the FASB are

(1) Objectives of Financial Reporting by Business Enterprises

(2) Qualitative Characteristics of Accounting Information

(3) Elements of Financial Statements of Business Enterprises

(4) Objectives of Financial Reporting by Nonbusiness Organizations

(5) Recognition and Measurement in Financial Statements of Business Enterprises

(6) Elements of Financial Statements (a replacement of No. 3, broadened to include not-for-profit as well

as business enterprises)

(7) Using Cash Flow Information and Present Value in Accounting Measurements

14 Statement of Financial Accounting Concepts No. |, par. 34.
'* Ibid.
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Assessing Future Cash Flows Investors and creditors are interested primarily in a
company’s future cash flows. Creditors expect interest and loan principals to be paid
in cash. Investors desire cash dividends and sufficient cash flow to allow the business
to grow. Thus, financial reporting should provide information that is useful in assess-
ing amounts, timing, and uncertainty (risk) of prospective cash flows.

Evaluating Economic Resources Financial reporting should also provide information
about a company’s assets, liabilities, and owners’ equity to help investors, creditors, and
others evaluate the financial strengths and weaknesses of the enterprise and its liquidity
and solvency. Such information will help users determine the financial condition of a com-
pany, which, in turn, should provide insight into the prospects of future cash flows.

Primary Focus on Earnings Information about company earnings, measured by
accrual accounting, generally provides a better basis for forecasting future performance
than does information about current cash receipts and disbursements. Thus, the FASB
states that “the primary focus of financial reporting is information about a company’s
performance provided by measures of earnings and its components.”®

Qualitative Characteristics of Accounting Information

The overriding objective of financial reporting is to provide useful information. This is a
very complex objective because of the many reporting alternatives. To assist in choosing
among financial accounting and reporting alternatives, the conceptual framework identi-
fies the qualitative characteristics of useful accounting information. The key characteris-
tics discussed here are as follows:

* Benefits greater than cost
* Relevance

* Reliability

*  Comparability

* Materiality

The relationships among these characteristics and their
components are illustrated in Exhibit 1-6.

Benefits Greater Than Cost Information is like other
commodities in that it must be worth more than the cost of
producing it. The difficulty in assessing cost effectiveness of
financial reporting is that the costs and benefits, especially
the benefits, are not always evident or easily measured. In
addition, the costs are borne by an identifiable and vocal
constituency, the companies required to prepare financial
statements. The benefits are spread over the entire economy.
Thus, the FASB more frequently hears complaints about the
expected cost of a new standard than it hears praise about
the expected benefits. In the majority of its recent standards,
the FASB has included a section attempting to describe the
expected costs and benefits of the standard.

Relevance The FASB describes relevance as “making a
difference.” Qualities of relevant information are as follows:

* Feedback value

Photodisc/Getty Images

The estimated cost of environmental cleanup represents ¢ Predictive value

a trade-off of relevance and reliability. « Timeliness

16 Statement of Financial Accounting Concepts No. |, par. 43.
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Relevant information normally provides both feedback value and predictive
value at the same time. Feedback on past events helps confirm or correct earlier
expectations. Such information can then be used to help predict future outcomes. For
example, when a company presents comparative income statements, an investor has
information to compare last year’s operating results with this year’s. This provides a
general basis for evaluating prior expectations and for estimating what next year’s
results might be.

Timeliness is essential for information to “make a difference” because if the infor-
mation becomes available after the decision is made, it isn’t of much use. Financial
reporting is increasingly criticized on the timeliness dimension because in the age of
information technology, users are becoming accustomed to getting answers overnight,
not at the end of a year or a quarter.

Reliability Information is reliable if it is relatively free from error and represents what
it claims to represent. Reliability does not mean absolute accuracy. Information that is
based on judgments and that includes estimates and approximations cannot be totally
accurate, but it should be reliable. The objective, then, is to present the type of informa-
tion in which users can have confidence. Such information must have the following:

 Verifiability
* Representational faithfulness

* Neutrality

25
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Verifiability implies consensus. Accountants seek to base the financial statements
on measures that can be verified by other trained accountants using the same mea-
surement methods. Representational faithfulness means that there is agreement
between a measurement and the economic activity or item that is being measured.

Neutrality is similar to the all-encompassing concept of “fairness.” If financial
statements are to satisfy a wide variety of users, the information presented should not
be biased in favor of one group of users to the detriment of others. Neutrality also
suggests that accounting standard setters should not be influenced by potential effects
a new rule will have on a particular company or industry. In practice, neutrality is
very difficult to achieve because firms that expect to be harmed by a new accounting
rule often lobby vigorously against the proposed standard.

Many of the difficult decisions in choosing appropriate accounting practices boil
down to a choice between relevance and reliability. Emphasizing reliability results in
long preparation times as information is double-checked, and there is an avoidance of
estimates and forecasts that cloud the data with uncertainty. On the other hand, rele-
vance often requires the use of instant information full of uncertainty. A good illustration
is information regarding expected environmental cleanup costs. Toxic waste cleanup
takes years, and any forecast of the total expected cleanup cost is full of assumptions.
These forecasts are not very reliable, but they are extremely relevant—ask any com-
pany that has ever purchased property without considering the potential environmental
liabilities. As the world has filled with competing sources of instant information, the
accounting standards have slowly moved toward more relevance and less reliability.

Comparability The essence of comparability is that information becomes much
more useful when it can be related to a benchmark or standard. The comparison may
be with data for other firms or it may be with similar information for the same firm
but for other periods of time. Comparability of accounting data for the same company
over time is often called consistency. Comparability requires that similar events be
accounted for in the same manner on the financial statements of different companies
and for a particular company for different periods. It should be recognized, however,
that uniformity is not always the answer to comparability. Different circumstances
may require different accounting treatments.

Materiality Materiality deals with this specific question: Is the item large enough to
influence the decision of a user of the information? Quantitative guidance concerning
materiality is lacking, so managers and accountants must exercise judgment in deter-
mining whether an item is material. All would agree that an item causing net income to
change by 10% is material. How about 1%? Most accountants would say an item chang-
ing net income by 1% is immaterial unless the item results from questionable income
manipulation or something else indicative of broader concern. Remember that there is
no definitive numerical materiality threshold—the accountant must use his or her judg-
ment. In recognition of the importance of the concept of materiality, the SEC released
Staff Accounting Bulletin (SAB) No. 99 in August 1999 to offer additional guidance on
this concept. The SEC confirmed that materiality can never be boiled down to a simple
numerical benchmark. However, the SEC said that, in terms of an auditor considering
whether an item is material, extra scrutiny should be given to items that change a loss
to a profit, that allow a company to meet analyst earnings expectations, or that allow
management to meet a bonus threshold that otherwise would have been missed.

What About Conservatism? No discussion of the qualities of accounting infor-
mation is complete without a discussion of conservatism, which historically has been
the guiding principle behind many accounting practices. The concept of conservatism
can be summarized as follows: When in doubt, recognize all losses but don’t recog-
nize any gains. In formulating the conceptual framework, the FASB did not include
conservatism in the list of qualitative characteristics (see Exhibit 1-6). Nevertheless,
conservatism is an important concept. Financial statements that are deliberately biased
to understate assets and profits lose the characteristics of relevance and reliability.



Although the conceptual framework excludes

conservatism from its list of qualitative char-
acteristics, most practicing accountants are
still conservative in making their estimates and

judgments.
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o Since the conceptual framework was
C autlon formulated, the accounting standards have

moved away from conservatism. For exam-
ple, recognition of unrealized gains on finan-
cial instruments is now required in contrast to
the conservative lower-of-cost-or-market rule
in existence when the conceptual framework
was written. However, as pointed out by the
FASB in Concepts Statement No. 2, there is
still a place for practical conservatism. When
two estimates are equally likely, the prudent
decision is to use the more conservative number. This approach provides a counterbal-
ance to the natural optimism and exaggeration of managers and entrepreneurs.

Elements of Financial Statements

The FASB definitions of the 10 basic financial statement elements are listed in Exhibit 1-7.
These elements compose the building blocks upon which financial statements are con-
structed. These definitions and the issues surrounding them are discussed in detail as
the elements are introduced in later chapters.

27
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Recognition, Measurement, and Reporting

To recognize or not to recognize . . . THAT is the question. One way to report finan-
cial information is to boil down all the estimates and judgments into one number and
then use that one number to make a journal entry. This is called recognition. The key
assumptions and estimates are then described in a note to the financial statements.
Another approach is to skip the journal entry and just rely on the note to convey the
information to users. This is called disclosure.

The recognition versus disclosure question has been at the heart of many account-
ing standard controversies and compromises in recent years. Two examples follow.

* The business community absolutely refused to accept the FASB’s decision to require recogni-
tion of the value of employee stock options as compensation expense. The FASB initially com-
promised by requiring only disclosure of the information (FASB Statement No. /23) but finally
insisted that, starting in 2006, businesses must recognize the expense rather than just disclose it.

* The FASB has used disclosure requirements to give firms some years of practice in report-
ing the fair value of financial instruments (FASB Statement Nos. 105, 107, and I 19). Some
standards now require recognition of those fair values (FASB Statement Nos. |15 and [33),
and FASB Statement No. |57 provides extensive guidance on the use of and required dis-
closures regarding fair value measurements in the financial statements.

The conceptual framework provides guidance in determining what information
should be formally incorporated into financial statements and when. These concepts
are discussed here under the following three headings:

* Recognition criteria
* Measurement

* Reporting

Recognition Criteria For an item to be formally recognized, it must meet one of
the definitions of the elements of financial statements.'”” For example, a receivable
must meet the definition of an asset to be recorded and reported as such on a balance
sheet. The same is true of liabilities, owners’ equity, revenues, expenses, and other
elements. An item must also be reliably measurable in monetary terms to be recog-
nized. For example, as mentioned earlier, many firms have obligations to clean up
environmental damage. These obligations fit the definition of a liability, and informa-
tion about them is relevant to users, yet they should not be recognized until they can
be reliably quantified. Disclosure is preferable to recognition in situations in which
relevant information cannot be reliably measured.

Measurement Closely related to recognition is measurement. Five different mea-
surement attributes are currently used in practice.

1. Historical cost is the cash equivalent price exchanged for goods or services
at the date of acquisition. (Examples of items measured at historical cost: land,
buildings, equipment, and most inventories.)

2. Current replacement cost is the cash equivalent price that would be
exchanged currently to purchase or replace equivalent goods or services.
(Example: some inventories that have declined in value since acquisition.)

3. Fair value is the cash equivalent price that could be obtained by selling an
asset in an orderly transaction. (Example: many financial instruments.)

4. Net realizable value is the amount of cash expected to be received from the
conversion of assets in the normal course of business. (Example: accounts
receivable.)

'7 Statement of Financial Accounting Concepts No. 5, “Recognition and Measurement in Financial Statements of
Business Enterprises” (Stamford, CT: Financial Accounting Standards Board, December 1984), par. 63.
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Most inventories are valued at historical cost—the cash
equivalent price exchanged for the goods at the date of
acquisition.

caution

You will be doing lots of present value cal-

culations during your course in intermedi-
ate accounting. Check the batteries in your
calculator.

of financial reporting. Included
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5. Present (or discounted) value is the amount of
net future cash inflows or outflows discounted to
their present value at an appropriate rate of inter-
est. (Examples: long-term receivables, long-term
payables, and long-term operating assets deter-
mined to have suffered an impairment in value.)

On the date an asset is acquired, all five of these
measurement attributes have approximately the same
value. The differences arise as the asset ages, business
conditions change, and the original acquisition price
becomes a less relevant measure of future economic
benefit.

Current accounting practice in the United States is
said to be based on historical costs, although, as illus-
trated, each of the five measurement attributes is used.
Still, historical cost is the dominant measure and is used
because of its high reliability. Many users believe that cur-
rent replacement costs or fair values, though less reliable,
are more relevant than historical costs for future-oriented
decisions. Here we see the classic trade-off between rel-
evance and reliability. In recent years we have seen an
increasing emphasis on relevance and thus a movement
away from historical cost. Most financial instruments
are now reported at fair value, and the present value of
forecasted cash flows is becoming a more common mea-
surement attribute. The importance of forecasted cash
flow information is evidenced by the fact that the most
recent addition to the conceptual framework (Concepts
Statement No. 7 adopted in February 2000)
outlines the appropriate approach to comput-
ing the present value of cash flows. In spite of
this trend, the United States still lags behind
other countries in the use of market values
in financial statements. For example, many
British companies report their land and build-
ings at estimated market values.

Reporting The conceptual framework
indicates that a “full set of financial state-
ments” is necessary to meet the objectives
in the recommended set of general-purpose financial

statements are reports that show the following:

* Financial position at the end of the period

* Earnings (net income) for the period

* Cash flows during the period

* Investments by and distributions to owners during the period

*  Comprehensive income (total n

onowner changes in equity) for the period

The first three items have obvious reference to the three primary financial statements:

balance sheet, income statement,

and statement of cash flows. By the way, at the time the

conceptual framework was formulated, there was no requirement to prepare a statement
of cash flows. One of the early consequences of the completed conceptual framework was
an increased emphasis on cash flow and the addition of the cash flow statement to the set
of primary financial statements. The fourth reporting recommendation is typically satisfied
with a statement of changes in owners’ equity. Finally, a statement of comprehensive

29
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income is intended to summarize all increases and decreases in equity except for those
arising from owner investments and withdrawals. Comprehensive income differs from
earnings in that it includes unrealized gains and losses not recognized in the income state-
ment. Examples of these unrealized gains and losses include those arising from foreign
currency translations, changes in the value of available-for-sale securities, and changes in
the value of certain derivative contracts. Although the concept of comprehensive income
has been discussed by the FASB for 20 years, it was finally operationalized in 1998.
Beginning in that year, companies were required to provide, in at least one place, informa-
tion relating to these unrealized gains and losses.

For financial reporting to be most effective, all relevant information should be pre-
sented in an unbiased, understandable, and timely manner. This is sometimes referred to
as the full disclosure principle. Because of the cost-benefit constraint discussed earlier,
however, it would be impossible to report all relevant information. Further, too much
information could adversely affect understandability and, therefore, decision usefulness.
Those who provide financial information must use judgment in determining what infor-
mation best satisfies the full disclosure principle within reasonable cost limitations.

Two final points to remember are that the financial statements represent just one
part of financial reporting and that financial reporting is just one vehicle used by com-
panies to communicate with external parties. Exhibit 1-8 illustrates the total information
spectrum. In one way, this chart is somewhat misleading. Financial reporting is repre-
sented as four-fifths of the information spectrum, with other information comprising the
other fifth. In reality, the proportions are probably reversed. In a world where online
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information is available 24 hours a day, the accounting profession faces the challenge
of maintaining the relevance of financial reporting in the information spectrum.

Traditional Assumptions of the Accounting Model

The FASB conceptual framework is influenced by several underlying assumptions,
although these assumptions are not addressed explicitly in the framework. These five
basic assumptions are

* Economic entity

* Going concern

* Arm’s-length transactions
 Stable monetary unit

* Accounting period

The business enterprise is viewed as a specific economic entity separate and dis-
tinct from its owners and any other business unit. Identifying the exact extent of the
economic entity is difficult with large corporations that have networks of subsidiaries
and subsidiaries of subsidiaries with complex business ties among the members of the
group. The keiretsu in Japan (groups of large firms with ownership in one another
and interlocking boards of directors) are an extreme example. At the other end of the
spectrum, it is often very difficult to disentangle the owner’s personal transactions
from the transactions of a small business.

In the absence of evidence to the contrary, the entity is viewed as a going concern.
This continuity assumption provides support for the preparation of a balance sheet
that reports costs assignable to future activities rather than market values of proper-
ties that would be realized in the event of voluntary liquidation or forced sale. This
same assumption calls for the preparation of an income statement reporting only such
portions of revenues and costs as are allocable to current activities.

Transactions are assumed to be arm’s-length transactions. That is, they occur
between independent parties, each of which is capable of protecting its own interests. The
problem of related-party transactions was at the heart of the Enron scandal. Concern about
Enron’s accounting and business practices escalated dramatically when it was discovered
that Enron’s CFO was also managing partnerships that were buying assets from Enron.

Transactions are assumed to be measured in stable monetary units. Because of
this assumption, changes in the dollar’s purchasing power resulting from inflation
have traditionally been ignored. To many accountants, this is a serious limitation of
the accounting model. In the late 1970s, when inflation was in double digits in the
United States, the FASB adopted a standard (Statement No. 33) requiring supplemen-
tal disclosure of inflation-adjusted numbers. However, because inflation has remained
fairly low for the past twenty years, interest in Statement No. 33 died, and it was
repealed. Of course, many foreign countries with historically high inflation routinely
require inflation-adjusted financial statements.

Because accounting information is needed on a timely basis, the life of a business
entity is divided into specific accounting periods. By convention, the year has been
established as the normal period for reporting, supplemented by interim quarterly
reports. Even this innocent traditional assumption has come under fire. Many users
want “flash” reports and complain that a quarterly reporting period is too slow. On
the other hand, U.S. business leaders often claim that the quarterly reporting cycle is
too fast and forces managers to focus on short-term profits instead of on long-term
growth. Many other countries require financial statements only semiannually.

Impact of the Conceptual Framework

The conceptual framework provides a basis for consistent judgments by standard
setters, preparers, users, auditors, and others involved in financial reporting. A con-
ceptual framework will not solve all accounting problems but if used on a consistent
basis over time, it should help improve financial reporting.
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The impact of the conceptual framework has been seen in many ways. For example,
in Concepts Statement No. 5, the FASB outlines the need for a Statement of Comprehensive
Income that would contain all of the changes in the value of a company during a period
whether those value changes were created by operations, by changes in market values,
by changes in exchange rates, or by any other source. This Statement of Comprehensive
Income is now a required statement (according to Statement of Financial Accounting
Standards No. 130). In addition, the existence of this statement as a place to report
changes in market values of assets has facilitated the adoption of standards that result in
more relevant values in the balance sheet. Examples are SFAS No. 115 and the market
values of investment securities and SFAS No. 133 and the market values of derivatives.
Without the conceptual framework to guide the creation of these standards, their provi-
sions would have been even more controversial than they were.

Related to the conceptual framework is the push toward more “principles-based”
accounting standards. In theory, principles-based standards would not include any
exceptions to general principles and would not include detailed implementation and
interpretation guidance. Instead, a principles-based standard would have a strong
conceptual foundation and be applicable to a variety of circumstances by a prac-
ticing accountant using his or her professional judgment. A number of accounting
standards in the United States, including those dealing with the accounting for leases
and derivatives, are full of exceptions, special cases, and tricky implementation rules
requiring hundreds of pages of detailed interpretation. The cry for an emphasis on
principles-based standards is a reaction to the huge costs of trying to understand
and use these voluminous, detailed standards. The ideal of basing accounting stan-
dards on a strong conceptual foundation is what motivated the FASB’s conceptual
framework project in the first place and which continues to motivate the FASB and
the TASB to work on a joint conceptual framework (with some parts expected to be
completed as soon as 2009).

The framework discussed in this chapter will be a reference source throughout the
text. In studying the remaining chapters, you will see many applications and a few
exceptions to the theoretical framework established here. An understanding of the
overall theoretical framework of accounting should make it easier for you to under-
stand specific issues and problems encountered in practice.

Careers in Financial Accounting and

the Importance of Personal Ethics

6 Identify career
opportunities
related to accounting
and financial report-
ing and understand
the importance of

personal ethics in the
practice of accounting.

WHY Accounting-related jobs are much more challenging and varied than that
of the stereotypical bookkeeper with green eyeshades. Financial statement
numbers impact the decisions of the public so accountants bear an ethical
responsibility to provide unbiased information.

HOW Public accounting firms provide other customer services in addition to audit-
ing. Because all companies have some financial reporting responsibilities,
many financial accounting career opportunities are available in industry. In
addition, a background in accounting, the language of business, is useful for
any career in business. Without a commitment to strong personal ethical
behavior, an accountant exercising judgment in preparing financial state-
ments can bias the statements for personal or company gain.

If you are like most students who take intermediate accounting, you aren’t taking
this class as a general social science elective. You intend to pursue a career in an
accounting-related field. This introductory chapter closes with a brief discussion
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of some of the careers in accounting. One piece of advice: The best career move
you can make right now (in addition to taking this class, of course) is to become
familiar with your school’s job placement office. Ask the people there where the
jobs are and what kinds of candidates employers are hiring. Have them help you
get started crafting a “killer” résumé. Find out about summer internships. The
sooner you start gathering information and establishing a network of contacts, the
better.
The three major career areas in financial accounting are:

1. Public accounting
2. Corporate accounting
3. User (analyst, banker, consultant)

Public Accounting

Public accountants do not work for a single business enterprise. Rather, they provide
a variety of services for many different individual and business clients. In essence, a
public accountant is a freelance accountant, an accountant for hire. Public accountants
practice either individually or in firms.

A CPA is a certified public accountant. As mentioned earlier in connection with
the discussion of the AICPA, in order to become a CPA, an individual must pass
the CPA exam and satisfy education and work experience requirements that differ
somewhat from state to state. One of the most significant (and controversial) devel-
opments in CPA licensing is the requirement adopted in many states that one must
have 150 college credit hours (five years of full-time education) in order to become
a CPA.

Traditionally, the most prominent role of CPAs has been as independent auditors
of financial statements. Almost all large publicly held corporations are audited by a
few large CPA firms. Listed in alphabetical order, the four largest firms are Deloitte
& Touche, Ernst & Young, KPMG, and PricewaterhouseCoopers. Each of these
firms is an international organization with many offices in the United States and
abroad. Many small businesses are serviced by regional and local CPA firms, includ-
ing a large number of sole practitioners. In these smaller firms, the role of auditing
is often less important than the areas of tax reporting and planning and systems
consulting. A CPA in a smaller firm is expected to be something of an accounting
generalist as opposed to the more specialized positions of CPAs in large regional and
national firms.

Corporate Accounting

Public accountants move from client to client as accountants for hire. Of course,
businesses also employ their own staffs of in-house accountants. A large business
enterprise employs financial accountants who are primarily concerned with external
financial reporting; management accountants who are primarily concerned with inter-
nal financial reporting; tax accountants who prepare the necessary federal, state, and
local tax returns and advise management in matters relating to taxation; and inter-
nal auditors who review the work performed by accountants and others within the
enterprise and report their findings to management. In smaller organizations, there
is less specialization and more combining
o of responsibility for the various accounting

fy1 functions.
Not all CPAs are public accountants.
Individuals who start their careers in public
accounting and become CPAs often leave
public accounting after a few years and join
the in-house accounting staff of a business.
Typically, the company they join is one of

You might also consider a career as an
accounting instructor. Ask your instructor
what he or she thinks.
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the clients they audited or consulted for as a public accountant. In fact, this is the
most common career path for college graduates who start out working for one of the
large accounting firms.

User (Analyst, Banker, Consultant)

Believe it or not, not everyone in the world wants to become an accountant. Many
students take intermediate accounting in preparation for becoming a user of finan-
cial statements. Credit analysts in large banks are required to have a strong working
knowledge of accounting to be able to evaluate the financial statements of firms
seeking loans. Investment bankers and brokerage firms employ staffs of analysts
to evaluate potential clients and to provide financial statement analysis services to
customers. Consulting firms advise clients on how to improve operations. These
days, most accounting-related consulting jobs require strong skills in information
technology.

The Importance of Personal Ethics

Personal ethics is not a topic one typically expects to study in an intermediate financial
accounting course. However, accounting-related scandals such as the one involving
Enron have demonstrated that personal ethics and financial reporting are inextricably
connected. The flexibility inherent in the assumptions underlying the preparation of
financial statements means that an accountant can intentionally deceive financial state-
ment users and yet still technically be in compliance with GAAP. Thus, our financial
reporting system is of limited value if the accountants who operate the system do not
have strong personal ethics.

Most of us believe that intentionally trying to deceive others is wrong. You will
be reminded throughout this text that accounting choices often impact real economic
decisions such as whether to grant a loan, make an investment, or fire an employee.
Real economic decisions impact peoples’ lives, and it is sobering to think that accoun-
tants have this power in their hands. Your personal ethical standards are of para-
mount importance.

Overview of Intermediate Accounting

This chapter has briefly described financial reporting and the accounting standard-
setting process, introduced the organizations (and their acronyms) that all accountants
should know, outlined the FASB conceptual framework (the “constitution” of account-
ing), discussed the major accounting-related careers, and reminded you of the impor-
tance of personal ethics. In the next four chapters, we will review everything you
learned in introductory financial accounting, starting with the accountant’s basic tools
of analysis, the journal entry and the T-account. The text then covers the accounting
standards for the different aspects of a business: operating, investing, and financing.
The text concludes with individual chapters on a number of important topics such as
deferred taxes, derivative financial instruments, and earnings per share.

As mentioned at the start of this chapter, now is an exciting time to be study-
ing accounting because things are changing so fast. For example, one of the topics
most discussed currently is the accounting for financial instruments. Thirty years ago
when we took intermediate financial accounting, the accounting for financial instru-
ments was a minor topic. The important point is that we really can’t know what the
important accounting issues will be thirty years from now. The best preparation for
this unknown future is to learn the existing accounting rules, to understand how
these rules arose, and to recognize the underlying concepts. That is the aim of this
textbook.



1. During the late 1970s and 1980s, price
regulations related to the production,
transportation, and sale of natural gas
were gradually phased out. This deregu-
lation increased price uncertainty for
all participants in the natural gas dis-
tribution chain. With its position in the
middle of this distribution chain, Enron
understood the risks facing participants
on both ends of the chain and was able to
structure price guarantee contracts to help
companies manage those risks.

2. The $1 billion charge stemmed from related-
party transactions with certain special
partnerships established by Enrvon’s chief
Sfinancial officer (CFO). The reporters’ sus-
picions were aroused because such a huge
loss was associated with private side deals
orchestrated by Enron’s CFO.

1. (Page 11) The correct answer is E.
Detailed operating budgets are an exam-
ple of managerial accounting informa-
tion. This budget information would typi-
cally not be revealed to external users.

2. (Page 21) The correct answer is a mait-
ter of personal opinion. As the business

REVIEW OF
LEARNING OBJECTIVES

o Describe the purpose of financial reporting and
identify the primary financial statements.

The purpose of financial reporting is to aid
interested parties in evaluating the company’s
past performance and in forecasting its future
performance. The information about past events
is intended to improve future operations and
forecasts of future cash flows.

Internal users have the ability to receive
custom-designed accounting reports. External
users must rely on the general-purpose finan-
cial statements. The five major components of
the financial statements follow:
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3. A simple numerical example illustrates

the benefit of off-balance-sheet financing.
Suppose that a company currently has total
assets of $100 and total liabilities of $40.
The company’s debt ratio (total liabilities
divided by total assets) is 40% ($40/$100).
Now assume that the company wants to
borrow $50 to purchase additional assets.
With a standavd financing arrangement,
both assets and liabilities will increase by
$50, leading to a new debt ratio of 60%
($90/$150). However, if the borrowing

can be structured as an off-balance-sheet
[inancing arrangement, neither the asset of
$50 nor the liability of $50 will appear on
the company’s balance sheet and the rveport-
ed debt ratio will stay at 40%. Obviously,

a company looks better on paper if it has a
reported debt ratio of 40% rather than 60%.

world becomes more global, the need for
accounting rules that apply across borders
increases. In ten years, it is most likely
that an international standard-setting
body will be issuing accounting rules that
apply to the global economy.

* Balance sheet

* Income statement

* Statement of cash flows
* Explanatory notes

* Auditor’s opinion

e Explain the function of accounting standards

and describe the role of the FASB in setting
those standards in the United States.

Accounting standards help accountants meet
the information demands of users by providing
guidelines and limits for financial reporting.
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Accounting standards also improve the com-
parability of financial reports among different
companies. There are many different ways to
account for the same underlying economic
events, and users are never satisfied with the
amount of financial information they receive—
they always want to know more. By defining
which methods to use and how much informa-
tion to disclose, accounting standards save time
and money for accountants. Users also benefit
because they can learn one set of accounting
rules to apply to all companies.

The Financial Accounting Standards Board
(FASB) sets accounting standards in the
United States. The FASB is a private-sector
body and has no legal authority. Accordingly,
the FASB must carefully balance theory and
practice in order to maintain credibility in the
business community. The issuance of a new
accounting standard is preceded by a lengthy
public discussion. The Emerging Issues Task
Force (EITF) works under the direction of the
FASB. The EITF formulates a timely expert
consensus on how to handle new issues not
yet covered in FASB pronouncements.

Recognize the importance of the SEC, AICPA,
AAA, and IRS to financial reporting.

* Securities and Exchange Commission (SEC).
The SEC has legal authority to establish U.S.
accounting rules but generally allows the FASB
to set the standards. To speed the improve-
ment of disclosure, the SEC sometimes imple-
ments broad disclosure requirements in areas
still being deliberated by the FASB.

*  American Institute of Certified Public Accountants
(AICPA). The AICPA is a key professional orga-
nization of practicing accountants. The AICPA
administers the CPA exam, polices the prac-
tices of its members, and sets some accounting
standards, particularly those related to specific
industries.

* American Accounting Association (AAA). The AAA
is the professional organization of account-
ing professors. The AAA helps disseminate
research results and facilitates improvements
in accounting education.

* Internal Revenue Service (IRS). Financial
accounting is not the same as tax accounting.
However, many specifics learned in intermedi-
ate accounting are similar to the corresponding
tax rules.

Realize the growing importance and relevance of
international accounting issues to the practice of
accounting in the United States and understand
the role of the IASB in international accounting
standard setting.

Because business is increasingly conducted
across national borders, companies must be
able to use their financial statements to com-
municate with external users all over the
world. As a result, divergent national account-
ing practices are converging to an overall
global standard.

The International Accounting Standards
Board (IASB) is an international body whose
goal is to prepare a comprehensive set of
financial accounting standards than can be
used anywhere in the world. IASB standards
have gained almost universal acceptance
worldwide.

Understand the significance of the FASB’s con-
ceptual framework in outlining the qualities of
good accounting information, defining terms
such as asset and revenue, and providing guid-
ance about appropriate recognition, measure-
ment, and reporting.

The conceptual framework allows for the sys-
tematic adaptation of accounting standards to
a changing business environment. The FASB
uses the conceptual framework to aid in an
organized and consistent development of new
accounting standards. In addition, learning
the FASB’s conceptual framework allows one
to understand and, perhaps, anticipate future
standards.

The conceptual framework outlines the
objectives of financial reporting and the quali-
ties of good accounting information, precisely
defines commonly used terms such as asset
and revenue, and provides guidance about
appropriate recognition, measurement, and
reporting.

The key financial reporting objectives are
as follows:

*  Usefulness
¢ Understandability
* Target audience of investors and creditors

* Assessment of future cash flows and existing
economic resources

* Primary focus on earnings



Qualities of useful accounting information are
the following:

* Benefits greater than cost

* Relevance—feedback value, predictive value,
and timeliness

* Reliability—verifiability, representational faith-
fulness, and neutrality

*  Comparability
* Materiality

Recording an item in the accounting
records through a journal entry is called
recognition. To be recognized, an item must
meet the definition of an element and be mea-
surable, relevant, and reliable.

The following are the five measurement
attributes used in practice:

* Historical cost
* Current replacement cost

* Fair value
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> Net realizable value
* Present (or discounted) value

A full set of financial statements includes
a balance sheet, income statement, statement
of cash flows, statement of changes in owners’
equity, and statement of comprehensive income.

Identify career opportunities related to account-
ing and financial reporting and understand the
importance of personal ethics in the practice of
accounting.

Public accountants are freelance accountants
who provide auditing, tax, and a variety of
other customer services. In addition, since
all companies have some financial report-
ing responsibilities, there are many financial
accounting career opportunities in industry.
Because accounting is the language of busi-
ness, any business career requires a famil-
iarity with financial accounting. Finally, our
financial reporting system is of limited value
if the accountants who operate the system do
not have strong personal ethics.

IASB SUMMARY

Topic

U.S. GAAP

IASB Standard

Accounting standard
- setter

Financial Accounting Standards
Board (FASB)

International Accounting
Standards Board (IASB)

Financial accounting
standards

TASBluwnions

» FASB Statements of Financial
Accounting Standards (SFAS)
» APB Opinions
* Accounting Research
Bulletins (ARB)

* International Financial
Reporting Standards (IFRS)

* International Accounting
Standards (IAS)

Group to address issues
of interpretation or for
which no formal standard
currently exists

Emerging Issues Task Force
(EITF)

* International Financial Reporting
Interpretations Committee (IFRIC)
« Standing Interpretations
Committee (SIC) before 2002

KEY TERMS
Accounting 8 American Institute
Accounting periods 31

Accounting Principles Board
(APB) 12

American Accounting

Association (AAA) 17 (CPAs) 17

of Certified Public
Accountants (AICPA) 17

Arm’s-length transactions 31

Certified public accountants

Comparability 26
Comprehensive income 30
Conceptual framework 22
Conservatism 26
Consistency 26

Creditors 10

Current replacement cost 28
Disclosure 28
Economic entity 31

Emerging Issues Task Force
(EITF) I5

Exposure Draft 14
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Fair value 28
Feedback value 25
Financial accounting 9

Financial Accounting
Foundation (FAF) 13

Financial Accounting Standards
Board (FASB) 12

Full disclosure principle 30

Generally accepted accounting
principles (GAAP) 12

General-purpose financial
statements |10

QUESTIONS

Foundations of Financial Accounting

Going concern 31

Governmental Accounting
Standards Board (GASB) 13

Historical cost 28

Internal Revenue Service (IRS)
18

International Accounting
Standards Board (IASB) 20

Investors 10
Management accounting 9
Materiality 26

Net realizable value 28

1. Accounting has been defined as a service
activity. Who is served by accounting and

how do they benefit?

2. How does the fact that there are limited
resources in the world relate to accounting

information?

3. Accounting is sometimes characterized as
dealing only with the past. Give examples of
how accounting information can be of value
in dealing with the future.

4. Distinguish between management accounting
and financial accounting.

5. What five items make up the general-purpose

financial statements?

6. Contrast the roles of an accountant and an

auditor.

7. Why are independent audits necessary?
8. What conditions led to the establishment of
accounting standard-setting bodies in the

United States?

9. Describe the structure of the FASB. Where
does the FASB get its operating funds?

10. What are the differences in purpose and
scope of the FASB’s Statements of Financial
Accounting Standards and Statements of
Financial Accounting Concepts?

11. What characteristics of the standard-setting
process are designed to increase the accept-
ability of standards established by the FASB?

12. (a) What role does the EITF play in estab-
lishing accounting standards? (b) Why can it
meet this role more efficiently than the FASB?

13. How does the SEC influence the setting of

accounting standards?

14. What is the AICPA? The AAA?

15. Explain the relationship between financial
accounting rules and tax accounting rules.

16. Why is standard setting such a difficult and

complex task?

Neutrality 26
Predictive value 25

Present (or discounted) value
29

Recognition 28
Relevance 24
Reliability 25

Representational faithfulness
26

Securities and Exchange
Commission (SEC) 12

Stable monetary units 31

Staff Accounting Bulletins
(SABs) 16

Stakeholders 8

Statement of changes in
owners’ equity 29

Statements of Financial
Accounting Concepts |3

Statements of Financial
Accounting Standards 13

Timeliness 25

Verifiability 26

17. According to the FASB’s GAAP hierarchy,
which set of accounting standards has the

highest priority?

18. Why are differing national accounting standards
converging to a common global standard?

19. What is the IASB? What is the SEC position
regarding IASB standards?

20. List and explain the main reasons that a con-
ceptual framework of accounting is important.

21. Identify the major objectives of financial
reporting as specified by the FASB.

22. One objective of financial reporting is under-
standability. Understandable to whom?

23. Why is it so difficult to measure the cost
effectiveness of accounting information?

24. Distinguish between the qualities of relevance

and reliability.

25. Does reliability imply absolute accuracy?

Explain.

26. Define comparability.

27. Of what value is consistency in financial

reporting?

28. What is the current numerical materiality
standard in accounting?

29. What is conservatism in accounting? What is
an example of conservatism in accounting

practice?

30. Identify the criteria that an item must meet to
qualify for recognition.
31. Identify and describe five different measure-

ment attributes.

32. Briefly describe the five traditional assump-
tions that influence the conceptual framework.
33. What is the most common career path for
a college graduate who starts out in public

accounting?

34. What user careers require a knowledge of
intermediate accounting issues?
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EXERCISES

Exercise I-1 Aspects of the FASB’s Conceptual Framework
Determine whether the following statements are true or false. If a statement is false,
LO5 explain why.

1. Comprehensive income includes changes in equity resulting from distributions
to owners.

2. Timeliness and predictive value are both characteristics of relevant information.
3. The tendency to recognize favorable events early is an example of conservatism.
4. The conceptual framework focuses primarily on the needs of internal users of

financial information.

5. The seven Statements of Financial Accounting Concepts are considered part of
generally accepted accounting principles.

6. The overriding objective of financial reporting is to provide information for
making economic decisions.

7. The term recognition is synonymous with the term disclosure.

8. Once an accounting method is adopted, it should never be changed.

Exercise 1-2 Conceptual Framework Terminology
Match the numbered statements below with the lettered terms. An answer (letter) may
LO5 be used more than once, and some terms require more than one answer (letter).

—

Key ingredients in quality of relevance.

Traditional assumptions that influence the FASB’s conceptual framework.
The idea that information should represent what it purports to represent.
An important constraint relating to costs and benefits.

An example of conservatism.

The availability of information when it is needed.

Recording an item in the accounting records.

Determines the threshold for recognition.

Implies consensus.

Transactions between independent parties.

(a) Cost effectiveness (h) Timeliness

(b) Representational faithfulness () Materiality

(c) Recognition () Predictive value

(d) Verifiability (k) Economic entity

(e) Time periods (1) Lower-of-cost-or-market rule
(f) Unrealized (m) Phrenology

(g) Completeness (n) Arm’s-length transactions

AN B S

—_

Exercise 1-3 Objectives of Financial Reporting
For each of the following independent situations, identify the relevant objective(s)
LO5 of financial reporting that the company could be overlooking. Discuss each of these
objectives.

1. The president of Daughters, Inc., believes that the financial statements should
be prepared for use by management only, because they are the primary deci-
sion makers.

2. Sparkling Tile Co. believes that financial statements should reflect only the
present financial standing and cash position of the firm and should not pro-
vide any future-oriented data.

3. The vice president of Greed Enterprises, Inc., believes that the financial state-
ments are to present only current-year revenues and expenses, not to disclose
assets, liabilities, and owners’ equity.

4. Lohan Co. has a policy of providing disclosures of only its assets, liabilities,
and owners’ equity.
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Exercise 1-4

LO5

Exercise 1-5

LO5

Foundations of Financial Accounting

Bob Building, Inc., always discloses the assets, liabilities, and owners’ equity
of the firm along with the revenues and expenses. Bob’s management
believes that these items provide all of the information relevant to investing
decisions.

Applications of Accounting Characteristics and Concepts

For each situation listed, indicate by letter the appropriate qualitative characteristic(s)
or accounting concept(s) applied. A letter may be used more than once, and more
than one characteristic or concept may apply to a particular situation.

1.

N

NS

10.

Goodwill is recorded in the accounts only when it arises from the purchase

of another entity at a price higher than the fair value of the purchased entity’s
identifiable assets.

Land is valued at cost.

All payments out of petty cash are debited to Miscellaneous Expense.

Plant assets are classified separately as land or buildings, with an accumulated
depreciation account for buildings.

Periodic payments of $2,300 per month for services of R. Robertson, who is
the sole proprietor of the company, are reported as withdrawals.

Small tools used by a large manufacturing firm are recorded as expenses when
purchased.

Investments in equity securities are initially recorded at cost.

A retail store estimates inventory rather than taking a complete physical count
for purposes of preparing monthly financial statements.

A note describing the company’s possible liability in a lawsuit is included with
the financial statements even though no formal liability exists at the balance
sheet date.

Depreciation on plant assets is consistently computed each year by the
straight-line method.

(a) Understandability (g) Going concern
(b) Verifiability (h) Economic entity
(¢) Timeliness (i) Historical cost
(d) Representational faithfulness () Measurability
(e) Neutrality (k) Materiality

(f) Relevance (D Comparability

Trade-Off Between Qualitative Characteristics

In each of the following independent situations, an example is given requiring a
trade-off between the qualitative characteristics discussed in the text. For each situa-
tion, identify the relevant characteristics and briefly discuss how satisfying one char-
acteristic may involve not satisfying another.

1.

The book value of an office building is approaching its originally estimated
salvage value of $100,000. However, its fair value has been estimated at $10
million. The company’s management would like to disclose to financial state-
ment users the current value of the building on the balance sheet.

JCB Industries has used the FIFO inventory method for the past 20 years.
However, all other major competitors use the LIFO method of accounting for
inventories. JCB is contemplating a switch from FIFO to LIFO.

Hobson Inc. is negotiating with a major bank for a significant loan. The bank
has asked that a set of financial statements be provided as quickly after the
year-end as possible. Because invoices from many of the company’s suppliers
are mailed several weeks after inventory is received, Hobson Inc. is consider-
ing estimating the amounts associated with those liabilities to be able to pre-
pare its financial statements more quickly.



Exercise 1-6

LO5

Exercise 1-7

LO5

Exercise 1-8

LO5

Financial Reporting Chapter |

Starship Inc. produces and sells satellites to government and private industries.
The company provides a warranty guaranteeing the performance of the satel-
lites. A recent space launch placed one of its satellites in orbit, and several
malfunctions have occurred. At year-end, Starship Inc.’s auditors would like
the company to disclose the potential liability in the notes to the financial
statements. Officers of Starship Inc. believe that the satellite can be repaired
in orbit and that disclosure of a contingency such as this would unnecessarily
bias the financial statements.

Elements of Financial Reporting
For each of the following items, identify the financial statement element being

discussed.
1. Changes in equity during a period except those resulting from investments by
owners and distributions to owners.
2. The net assets of an entity.
3. The result of a transaction requiring the future transfer of assets to other
entities.
4. An increase in assets from the delivery of goods that constitutes the entity’s
ongoing central operations.
5. An increase in an entity’s net assets from incidental transactions.
6. An increase in net assets through the issuance of stock.
7. Decreases in net assets from peripheral transactions of an enterprise.
8. The payment of a dividend.
9. Outflows of assets from the delivery of goods or services.
10. Items offering future value to an entity.

Assumptions of Financial Reporting

In each of the following independent situations, an example is given involving one of
the five traditional assumptions of the accounting model. For each situation, identify
the assumption involved (briefly explain your answer).

1.

A subsidiary of Parent Inc. was exhibiting poor earnings performance for the
year. In an effort to increase the subsidiary’s reported earnings, Parent Inc.
purchased products from the subsidiary at twice the normal markup.

When preparing the financial statements for MacNeil & Sons, the accountant
included certain personal assets of MacNeil and his sons.

The operations of Uintah Savings & Loan are being evaluated by the federal
government. During their investigations, government officials have determined
that numerous loans made by top management were unwise and have seri-
ously endangered the future existence of the savings and loan.

Pine Valley Ski Resort has experienced a drastic reduction in revenues because
of light snowfall for the year. Rather than produce financial statements at the
end of the fiscal year, as is traditionally done, management has elected to wait
until next year and present results for a two-year period.

Colobri Inc. has equipment that was purchased in 1996 at a cost of $150,000.
Because of inflation, that same equipment, if purchased today, would cost
$225,000. Management would like to report the asset on the balance sheet at
its current value.

Measurement Attributes and Going Concern Problems

One of the underlying assumptions of the accounting model is the going concern
assumption. When this assumption is questionable, valuation methods used for assets
and liabilities may differ from those used when the assumption is viable. For each of
the following situations, identify the measurement attribute that would most likely be
used if the company is not likely to remain a going concern.
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1. Plant and equipment are carried at an amortized cost on a straight-line basis of
$2,100,000.

2. Bonds with a maturity price of $1,500,000 and interest in arrears of $400,000
are reported as a noncurrent liability.

3. Accounts receivable are carried at $600,000, the gross amount charged for
sales. No allowance for doubtful accounts is reported.

4. The reported LIFO cost of inventory is $250,000.

5. Investments in a subsidiary company are recorded at initial cost plus undistrib-
uted profits.

Exercise 1-9 Sample CPA Exam Questions
1. One of the elements on a financial statement is comprehensive income.
LO5 Comprehensive income excludes changes in equity resulting from which of the
following?

(a) Loss from discontinued operations
(b) Unrealized loss from foreign currency translation
(o) Dividends paid to stockholders
(d) Unrealized loss on investments in noncurrent marketable equity securities
2. According to the FASB conceptual framework, the objectives of financial
reporting for business enterprises are based on
(a) generally accepted accounting principles.
(b) reporting on management’s stewardship.
(¢) the need for conservatism.
(d) the needs of users of the information.
3. Statements of Financial Accounting Concepts are intended to establish
(a) generally accepted accounting principles in financial reporting by business
enterprises.
(b) the meaning of “Present fairly in accordance with generally accepted
accounting principles.”
(c) the objectives and concepts for use in developing standards of financial
accounting and reporting.
(d) the hierarchy of sources of generally accepted accounting principles.
4. According to Statements of Financial Accounting Concepts, neutrality is an
ingredient of reliability? Of relevance?

(a) Yes Yes
(b) Yes No
(©) No Yes
(d) No No

5. According to the FASB conceptual framework, which of the following state-
ments conforms to the realization concept?
(a) Equipment depreciation was assigned to a production department and
then to product unit costs.
(b) Depreciated equipment was sold in exchange for a note receivable.
(c) Cash was collected on accounts receivable.
(d) Product unit costs were assigned to cost of goods sold when the units

were sold.
CASES
Discussion How Should I Invest?
Case I-10 Assume that you just inherited $1 million. You are aware that numerous studies have

shown that investments in equity securities (stocks) give the highest rate of return
over the long run. However, you are not sure in which companies you should invest.
You send for and receive the annual reports of several companies in three growth
industries.
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In making your investment decision, what useful information would you expect
to find in the following?

1. The balance sheet
2. The income statement
3. The statement of cash flows

The Advantage of Internal Users

Emilio Valdez worked for several years as a loan analyst for a large bank. He recently
left the bank and took a management position with Positron, a high-tech manufactur-
ing firm. Emilio prepared for his first management meeting by extensively analyzing
Positron’s external financial statements. However, in the meeting, the other managers
referred to lots of information that Emilio hadn’t found in the financial statements. In
addition to using the financial statements, the other managers were using computer
printouts and reports unlike anything Emilio had seen in his years at the bank. After
the meeting, Monique Vo, one of Emilio’s associates, offered the following advice:
“Emilio, you have to remember that you are an internal user now, not an external
user.” What does Monique mean?

We Aren’t Getting What We Expect

Quality Enterprises Inc. issued its 2010 financial statements on February 22, 2011.
The auditors expressed a “clean” opinion in the audit report. On July 14, 2011, the
company filed for bankruptcy as a result of the inability to meet currently matur-
ing long-term debt obligations. Reasons cited for the action include (1) large losses
on inventory due to overproduction of product lines that did not sell, (2) failure
to collect on a large account receivable due to the customer’s bankruptcy, and
(3) a deteriorating economic environment caused by a severe recession in the spring
of 2011. Joan Stevens, a large stockholder with a large number of Quality shares,
is concerned about the fact that a company with a clean audit opinion could have
financial difficulty leading to bankruptcy just four months after the audit report was
issued. “Where were the auditors?” she inquired. In reply, the auditors contend that
on December 31, 2010, the date of the financial statements, the statements were pre-
sented in accordance with GAAP. What is an auditor’s responsibility for protecting
users from losses? Are auditors and investors in agreement on what an audit should
provide?

Does Lobbying Improve the Quality of Accounting Standards?

The “due process” system of the FASB encourages public input into the standard-
setting process. It invites written comments, holds public hearings, and often changes
proposed standards in response to this input. However, some observers have sug-
gested that this process makes the setting of accounting standards less a technical
exercise and more a political one. Parties are known to lobby for or against proposed
standards according to their economic interests.

1. How would accounting standard setting be improved by eliminating lobbying?
2. How would accounting standard setting be harmed by eliminating lobbying?

How Important Are Economic Consequences?

FASB Statement No. 106 requires companies to recognize a liability for their obliga-
tion to pay for retirees’ health care. Prior to this rule, most companies recognized no
liability for their health care promises to employees, although an economic liability
certainly existed. Many companies used the adoption of the FASB rule as an excuse
to cut retiree health benefits, claiming that the FASB had suddenly created this liabil-
ity. Thus, it seems that FASB Statement No. 106 had an economic impact on retirees.
Recognizing that accounting rules can have economic consequences, sometimes unin-
tended and undesirable, should the impact on society be an important consideration
for the FASB in setting accounting standards?
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Discussion
Case I-15

|
IAS B standards

Discussion
Case I-16

Discussion
Case |-17

Discussion
Case |-18

Discussion
Case I-19

Who Needs International Accounting?

Tom Obstinate is disgusted by all of the emphasis being put on international account-
ing issues. Tom plans to practice accounting in the United States, with U.S. compa-
nies, using U.S. GAAP. Accordingly, Tom sees no reason to know anything about the
International Accounting Standards Board or cross-national differences in accounting
practices. Is there any merit in Tom’s view? What might you say to Tom to get him
to reconsider his position?

You Need More Education!

For more than three decades, accounting professionals, accounting educators, and
accounting bodies have debated requiring more education for those entering the
public accounting profession. In 1988, the AICPA passed a resolution mandat-
ing 150 college credit hours as a minimum educational requirement for all new
members of its organization after 1999. This requirement placed added pressure
on state legislators to pass new accounting legislation, and during the 1990s, an
increasing number of states passed the “150-hour rule.” Some groups, however,
oppose this move and argue that it is restrictive to entry of minority groups and
that it will unnecessarily reduce the number of accounting graduates and put
accounting educators “out of work” as students opt for less expensive educational
alternatives.

Why does the accounting profession recommend more education for new
accounting professionals? Why would some groups resist this move? As an accounting
student, were you deterred in your decision to major in accounting because of the
“150-hour rule”? Why or why not?

Let’s Play by the IRS Rules

Little attempt is made to reconcile the accounting standard differences between the
IRS and the FASB. These differences are recognized as arising from differences in the
objectives of the two bodies. However, the existence of differences requires compa-
nies to keep two different sets of records in some areas: records that follow the FASB
pronouncements and those that follow the IRS rules and regulations.

Historically, the financial accounting standards in some countries have closely fol-
lowed the tax rules established by the respective government. What applies for taxes
often applies for the balance sheet and the income statement as well.

What are the advantages of merging accounting standards for taxes and financial
reporting? What are the disadvantages? What would it take to change a system so
deeply ingrained in the business fabric of either the United States or other countries?

Cash Flow vs. Earnings

The FASB concluded in Concepts Statement No. 1 that investors and creditors are
interested in an enterprise’s future cash flows. However, the Board further stated
that the primary focus of financial reporting is information about earnings. If an
investor or creditor is interested in future cash flows, why isn’t the focus on an
examination of a firm’s past cash flows? What are the limitations associated with
using cash flows to measure the performance of an enterprise? Conversely, what
are the risks to an investor or creditor of focusing solely on accrual-based earnings
figures?

The Trade-Off Between Relevance and Reliability

The cable television industry is facing competition from companies using advanced
technologies. The use of satellites allows programs to be beamed at low cost to loca-
tions not accessed by cable. This technology could eliminate the need for the current
high-fixed-cost, physically intrusive cable systems. What information do cable com-
panies need to evaluate the potential of satellite TV? What is a limitation associated
with estimating demand for satellite TV? Why don’t cable companies just wait and see
whether satellite TV is a success?
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What Is an Asset?

Conserv Corporation, a computer software company, is trying to determine the appro-
priate accounting procedure to apply to its software development costs. Management
is considering capitalizing the development costs and amortizing them over several
years. Alternatively, they are considering charging the costs to expense as soon as
they are incurred. You, as an accountant, have been asked to help settle this issue.
Which definitions of financial statement elements would apply to these costs? Based
on this information, what accounting procedure would you recommend and why?

Why Don’t We Use Fair Values in the United States?

Financial statements in the United States rely heavily on historical cost information,
particularly in the valuation of land, buildings, and equipment. However, International
Accounting Standards allow for fixed assets to be reported at their fair values. As an
example, Diageo (the British consumer products firm owning brand names such as
Smirnoff, Johnnie Walker, J&B, Gordon’s, and Guinness) provided financial state-
ments using a fair value basis to measure fixed assets. In its 2004 annual report,
Diageo reported land and buildings with a fair value of £772 million. The assets’ his-
torical cost was £659 million. Why do accountants in the United States focus primarily
on historical cost figures? If the £772 million figure is more relevant for investors and
creditors, why don’t traditional financial statements reflect fair values? What are the
risks of presenting fair value information in the body of financial statements to inves-
tors, creditors, and auditors?

Which Measurement Attribute Is Right for Bonds Payable

Companies regularly obtain money through the issuance of bonds. The market value
of bonds changes daily and on any given day is a function of many factors including
economic variables, interest rates, industry developments, and firm specific informa-
tion. Should bonds be reported on the books of the issuer at their market value on the
balance sheet date? at their historical selling price? at their discounted present value?
or at their eventual maturity value? For each of these measurement attributes, identify
and discuss the issues associated with each attribute.

But We Need Only One Accounting Standard—Fairness

In the 1970s, a leader in the accounting profession proposed that there really needed
to be only one underlying standard to govern the establishment of generally accepted
accounting principles. That standard was identified as fairness. Financial statements
should be prepared so that they are fair to all users: management, labor, investors,
creditors. As changes occur in society, financial reporting should change to fairly
reflect each user’s needs. Because the financial statements are the responsibility of
management, such a standard would require management to determine what report-
ing methods would be fair. What advantages do you see to this proposal? What would
be management’s most serious problem in applying a fairness standard?

And Then There Were Four

The existence of just four large CPA firms that service virtually all of the major indus-
trial and financial companies and thus dominate the accounting profession has led to
criticism through the years.

1. What dangers do you see from the dominance of a few large CPA firms? What
advantages?

2. During the 1980s and 1990s, mergers among the large public accounting firms
reduced the Big 8 to the Big 5. The death of Arthur Andersen (because of the
Enron scandal) reduced the number to four. One reason offered for the mergers
was that they improved the ability of the merging firms to provide the broad
array of consulting services that provided an increasing share of the revenues
of the large accounting firms. What problems do you think intensified as public
accounting firms earned an ever-larger share of their income from consulting?
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Case 1-25 Deciphering Financial Statements (The Walt Disney Company)

Locate the 2007 financial statements for The Walt Disney Company on the Internet
and consider the following questions:

1. How well did Disney do financially during the year ended September 29,
2007? (Hint: Look at the income statement.)

2. Comment on the level of detail in Disney’s balance sheet. Should there be
more balance sheet categories or fewer?

3. In 2007, was Disney’s net cash from operations sufficient to pay for its invest-
ments in parks, resorts, and other property and in the acquisition of other
businesses?

4. Look at the notes to the financial statements. You will find 14 of them. Which
ones seem to give you the most new information?

5. Find the auditor’s opinion. Who is Disney’s auditor? Was the 2007 audit opin-
ion unqualified?

Case 1-26 Deciphering Financial Statements (McDonald’s Corporation)
The following information comes from the 2006 financial statements of McDonald’s
Corporation.

Individual franchise arrangements generally include a lease and a license and provide
for payment of initial fees, as well as continuing rent and service fees to the Company
based upon a percent of sales with minimum rent payments that parallel the Company’s
underlying leases and escalations (on properties that are leased). McDonald’s fran-
chisees are granted the right to operate a restaurant using the McDonald’s System
and, in most cases, the use of a restaurant facility, generally for a period of 20 years.
Franchisees pay related occupancy costs including property taxes, insurance, and main-
tenance. In addition, in certain markets outside the United States, franchisees pay a
refundable, noninterest-bearing security deposit. Foreign affiliates and developmental
licensees pay a royalty to the Company based upon a percent of sales. The results of
operations of restaurant businesses purchased and sold in transactions with franchisees,
affiliates, and others were not material to the consolidated financial statements for
periods prior to purchase and sale. Revenues from franchised and affiliated restaurants
consisted of:

(In millions) 2006 2005 2004

Rents and service fees ... ............ . ... ... $5,452.2 $5,067.9 $4,802.7

Initial fees . ... ... .. 51.5 38.0 36.1
Revenues from franchised and affiliated restaurants ............ $5,503.7 $5,105.9 $4,838.8

Future minimum rent payments due to the Company under existing franchise arrange-

ments are:
(In millions) Owned Sites Leased Sites Total
2007 ... $ 1,076.8 $ 855.7 $ 1,9325
2008 ... 1,046.8 836.3 1,883.1
2009 ... 1,009.4 814.1 1,823.5
2000 ... 967.3 782.1 1,749.4
2001 . 917.9 746.9 1,664.8
Thereafter ............................ 6,991.6 5,394.6 12,386.2

Total minimum payments .............. $12,009.8 $9,429.7 $21,439.5

This $21.4 billion amount represents the future minimum payments that McDonald’s
expected to receive from its franchisees as of December 31, 2006.
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1. Using the element definition from the conceptual framework, should this
$21.4 billion be recorded as an asset in McDonald’s 2006 balance sheet? Why
or why not?

2. If your answer in part (1) is yes, what measurement attribute should be used
in reporting the asset?

Writing Assignment (Should the SEC replace the FASB?)
Imagine that you have been selected to compete with students from other universi-
ties in presenting a case considering whether the FASB should be abolished and its
standard-setting role taken over by the SEC.

Prepare a 1-page summary outlining the major arguments for and against the SEC
replacing the FASB.

Researching Accounting Standards
To help you become familiar with the accounting standards, this case is designed to take
you to the FASB’s Web site and have you access various publications. Access the FASB’s
Web site at http://www.fasb.org. Click on “Pronouncements & EITF Abstracts.”

For this case, we will use Statement of Financial Accounting Concepts No. 1. Open
Concepts Statement No. 1.

1. Read paragraph 28. Based on information in this paragraph, what group of
users benefits most from financial information and why?

2. Read paragraph 34. Based on information in this paragraph, what is assumed
about the background and/or education of those who are using financial
accounting information?

3. Read paragraph 43. Based on information in this paragraph, those interested
in an enterprise’s future cash flows should pay particular attention to informa-
tion contained in which primary financial statement?

Ethical Dilemma (Should you manipulate your reported income?)

Accounting standards place limits on the set of allowable alternative accounting
treatments, but the accountant must still exercise judgment to choose among the
remaining alternatives. In making those choices, which of the following should the
accountant seek to do?

1. Maximize reported income.

2. Minimize reported income.

3. Ignore the impact of the accounting choice on income and just focus on the
most conceptually correct option.

Would your answer change if this were a tax accounting class? Why or why not?
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om Clancy typed the first draft of his first novel, The Hunt for Red

October, on an IBM Selectric typewriter while still holding down his full-
time job as an insurance agent. The book was published in October 1984, and
sales took off when it became known that the book was President Ronald
Reagan’s favorite. To date, Clancy has published a total of nine novels featur-
ing the reluctant hero, Jack Ryan, and one featuring Ryan's son. The stories
have been so popular that Clancy has commanded a $25 million advance per
book.

In The Hunt for Red October, Jack Ryan, who was trained as a historian, is a
part-time analyst for the CIA. By the sixth novel in the series, Debt of Honor,
a well-earned reputation for being a “good man in a storm” has landed Ryan,
against his wishes, in the position of serving as the president’s national secu-
rity advisor. Jack Ryan's abilities are tested as an international crisis is touched
off when a group of Japanese businessmen gain control of their government
and determine that the only way to save the Japanese economy is through
neutralization of U.S. power in the Pacific.

The first act of war against the United States is not an attack on a military
target but on the bookkeeping system used by U.S. stock exchanges. A com-
puter virus injected into the program used to record trades on all the major
U.S. stock exchanges is activated at noon on Friday. The records of all trades
made after that time are eliminated so that

No trading house, institution, or private investor could know what it had bought
or sold, to or from whom, or for how much, and none could therefore know
how much money was available for other trades, or for that matter, to purchase
groceries over the weekend. (Tom Clancy, Debt of Honor, page 312)

The uncertainty created by the destruction of the stock exchanges’ bookkeep-
ing records threatens to throw the U.S. economy into a tailspin and distract
U.S. policy makers from other moves being made by Japan in the Pacific. Jack
Ryan saves the world as we know it and restores the U.S. economy to sound
footing by . . . well, it wouldn't be fair to say—you'll have to read the book.
Suffice it to say that a key part of the restoration plan is the repair of the stock
exchanges' bookkeeping system.

This fictitious attack was an eerie precursor to the actual attack on the
World Trade Center in New York City on September ||, 2001. In addi-
tion to the tragic loss of life, this attack also closed the New York Stock
Exchange (NYSE) for four business days; it reopened the following Monday.
The market fell by 7.1% when trading resumed. The impact on the U.S.
economy could have been even greater if Wall Street firms had not had
disaster recovery and data backup plans in place. In fact, within two months
(November 9, 2001), the Dow Jones Industrial Average had recovered to
its pre-attack level.

LEARNING OBJECTIVES

Identify and explain the basic
steps in the accounting process
(accounting cycle).

Analyze transactions and make and
post journal entries.

Make adjusting entries, produce
financial statements, and close
nominal accounts.

Distinguish between accrual and cash-
basis accounting.

Discuss the importance and expanding
role of computers to the accounting
process.
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1. What would be the consequences to a customer if their bank could not
tell them if their paycheck (which is direct deposited) bad in fact been
deposited? What would be the consequences to the bank?

2. Suppose the Internal Revenue Service and employers bad no system estab-
lished to track the amount of income tax withheld from employee sala-
ries. How would taxpayers demonstrate to the U.S. government that they
bad paid taxes? How would the government verify tax payments?

Answers to these questions can be found on page 70.

‘ 50
hese two examples, one fictitious and one tragically real, make a very good
point: The business world in which we live and work would not be able to
operate, for even one day, without a reliable method for recording the effects
of transactions. A systematic method of recording transactions is necessary if
companies such as IBM and General Electric (and even local music stores and Internet
vendors) are to generate information with which to make sound business decisions.

This information is summarized in a variety of reports prepared from accounting records
to assist users in making better economic decisions. Examples include the following:

1. General-purpose financial statements prepared for external user groups, primar-
ily current or potential investors and creditors, who are involved financially with
an enterprise but who are not a part of its management team.

2. Reports received by user groups within organizations, especially those in mana-
gerial positions, to assist them in planning and controlling the day-to-day opera-
tions of their organizations.

3. Tax returns and similar reports prepared to comply with Internal Revenue
Service (IRS) requirements.

4. Special reports required by various regulatory agencies such as the Securities
and Exchange Commission (SEC).

Each of these reports is based on data that are the result of an accounting system
and a set of procedures collectively referred to as the accounting process or the
accounting cycle. While this process follows a fairly standard set of procedures that
has existed for centuries, the exact nature of the accounting system used to collect
and report the data depends on the type of business, its size, the volume of transac-
tions processed, the degree of automation employed, and other related factors. Every
accounting system, however, should be designed to provide accurate information on
a timely and efficient basis. At the same time, the system must provide controls that
are effective in preventing mistakes and guarding against dishonesty.

Historically, accounting systems were maintained by hand and referred to as
manual systems. Such systems continue to be used effectively in some situations. In
today’s business environment, however, most companies use computers to collect,
process, and analyze financial information. Has the computer changed the account-
ing process? It allows businesses to collect and analyze much more information and
do it quickly, but the computer has not changed the underlying accounting concepts
involved—debits still equal credits; assets still equal liabilities plus owners’ equity.

The purpose of this chapter is to review the basic steps of the accounting process
including a brief review of debits and credits and the mechanics of bookkeeping. Get
ready for a discussion of double-entry accounting, a system described by the German
poet Goethe as “an absolutely perfect one.””

" Johann Wolfgang von Goethe, Wilhelm Meister’s Apprenticeship and Travels. Translated by Thomas Carlyle.
Chapman and Hall, 1824.
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Overview of the Accounting Process

WHY It is important to understand how accounting information flows through an
organization and how that information is captured by the accounting infor-
mation system.

Identify and
explain the basic
steps in the account-
ing process (account- HOW

The accounting process, often referred to as the accounting cycle, generally
ing cycle).

includes the following steps: analyze business documents, journalize trans-
actions, post to ledger accounts, prepare a trial balance, prepare adjusting
entries, prepare financial statements, close the nominal accounts, and pre-
pare a post-closing trial balance.

As you will recall from your introductory accounting class, the accounting process
(or accounting cycle) consists of two interrelated parts, (1) the recording phase and
(2) the reporting phase. The recording phase is concerned with collecting information
about economic transactions and events and distilling that information into a form
useful to the accounting process. For most businesses, the recording function is based
on double-entry accounting procedures. In the reporting phase, the recorded infor-
mation is organized and summarized using various formats for a variety of decision-
making purposes. The two phases overlap because the recording of transactions is
an ongoing activity that does not stop at the end of an accounting period but contin-
ues uninterrupted while events of the preceding period are being summarized and
reported. The recording and reporting phases of the accounting process are reviewed
and illustrated in this chapter. The form and content of the basic financial statements
are discussed in depth and illustrated in Chapters 3, 4, and 5.

The accounting process, illustrated in Exhibit 2-1, generally includes the following
steps in a well-defined sequence:

Recording Phase

1. Business documents are analyzed. Analysis of the documentation of business
activities provides the basis for making an initial record of each transaction.

2. Transactions are recorded. Based on the supporting documents from step 1,
transactions are recorded using journal entries.

3. Transactions are posted. Transactions, as classified and recorded, are posted to
the appropriate accounts.

Reporting Phase

4. A trial balance of the accounts in the general ledger is prepared. The trial
balance simply lists every account in the ledger along with its current debit or
credit balance. This step in the reporting phase provides a general check on the
accuracy of recording and posting.

5. Adjusting entries are recorded. Before financial statements can be prepared,
all relevant information that has not been recorded must be determined and
appropriate adjustments made. Adjusting entries must be recorded and posted
so the accounts are current prior to the preparation of financial statements.

6. Financial statements are prepared. Statements summarizing operations and
showing the financial position and cash flows are prepared from the information
obtained from the adjusted accounts.

7. Nominal accounts are closed. Balances in the nominal (temporary) accounts
are closed into the retained earnings account. This closing process results in
beginning each accounting period with zero balances in all nominal accounts.

8. A post-closing trial balance may be prepared to determine the equality of the
debits and credits after posting the adjusting and closing entries.
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EXHIBIT 2-1 The Accounting Process
Step 1 Step 2
Business N Transactions
documents recorded in
analyzed journals

Step 3
> Transactions Recording
osted to Phase
edgers

Y
|

Trial balance

* Spreadsheet

(optional)

Step 5
Adjustments

[
Step 6

Financial
statements

Y

Step 7
Closing entries

Y

Step 8
Post-closing
trial balance
(optional)

As noted in Exhibit 2-1, an optional spread-
sheet can be used for the reporting process.
This spreadsheet has columns for the trial bal-
ance, adjustments, an adjusted trial balance,
and the financial statements. All accounts with
their balances are listed on the spreadsheet in
the appropriate columns. Computer spread-
sheets are often used to facilitate this process.

stop &think

Which of the following would NOT be the
role of a bookkeeper?

a) Analyzing and recording routine transactions
b) Posting journal entries
c) Interpreting accounting results

d) Preparing a post-closing trial balance

Before we are immersed in the
details associated with the accounting
process, it is important to remember that
functions such as journalizing, posting,
and closing are bookkeeping functions.
You must be familiar with the mundane
details of bookkeeping and know how
to analyze transactions in terms of debits
and credits, but you should not expect
to spend your entire accounting career
doing bookkeeping. As an accountant,
you will spend a great deal of your time
involved in designing information sys-
tems, analyzing complex transactions,
and interpreting accounting results. A
knowledge of the fundamentals of book-
keeping provides a foundation upon
which these activities are based. These
activities are vital to the management of
an organization.
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Recording Phase

WHY Transactions are events that transfer or exchange goods or services between

Analyze transac-

tions and make
and post journal
entries.

or among two or more entities. These transactions provide the foundation
for information captured by the accounting system.

HOW Business documents, such as invoices, provide evidence that transactions have

occurred as well as the data required to record the transactions in the accounting
records. The data are recorded with journal entries using a system of double-entry
accounting. The journal entries are subsequently posted to ledger accounts.

Accurate financial statements can be prepared only if the results of business events
and activities have been properly recorded. Certain events, termed transactions,
involve the transfer or exchange of goods or services between two or more entities.
Examples of business transactions include the purchase of merchandise or other
assets from suppliers and the sale of goods or services to customers. In addition
to transactions, other events and circumstances can affect the assets, liabilities, and
owners’ equity of the business. Some of those events and circumstances also must
be recorded. Examples include the recognition of depreciation on plant assets or a
decline in the market value of inventories and investments.

As indicated, the recording phase involves analyzing business documents, journal-
izing transactions, and posting to the ledger accounts. Before discussing these steps,
the system of double-entry accounting will be reviewed because virtually all busi-
nesses use this procedure in recording their transactions.

Double-Entry Accounting

As explained in Chapter 1, financial accounting rests on a foundation of basic assump-
tions, concepts, and principles that govern the recording, classifying, summarizing, and
reporting of accounting data. Double-entry accounting is an old and universally accept-
ed system for recording accounting data. With double-entry accounting, each transaction
is recorded in a way that maintains the equality of the basic accounting equation:

Assets = Liabilities + Owners’ equity

caution

To review how double-entry account-
ing works, recall that a debit is an entry on
the left side of an account and a credit is
an entry on the right side. The debit/credit
Remember that debit does not mean good (or relationships of accounts were explained
bad) and credit does not mean bad (or good). in detail in your introductory accounting
Debit means left, and credit means right. course. Exhibit 2-2 summarizes these rela-
tionships for a corporation. You will note
that assets, expenses, and dividends are
increased by debits and decreased by credits. Liabilities, capital stock, retained earn-
ings, and revenues are increased by credits and decreased by debits. Note that while
dividends reduce retained earnings, they are not classified as an expense and are not
reported on the income statement.

Journal entries provide a systematic method for summarizing a business event’s
effect on the accounting equation. Every journal entry involves a 3-step process:

1. Identify the accounts involved with an event or transaction.

2. Determine whether each account increased or decreased (this information, coupled
with the answer to step 1, will tell you if the account was debited or credited).

3. Determine the amount by which each account was affected.

This 3-step process, properly applied, will always result in a correct journal entry. Note that
this process is used whether the accounting is being done manually or with a computer.
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EXHIBIT 2-2 Debit and Credit Relationships of Accounts
Assets = Liabilities +  Owners’ Equity
DR | CR DR | CR DR | CR
+ | = A |+ B |-
Capifu.| Stock Retained Earnings
DR | CR DR | CR
A | A |+
Expénses Revénues
DR | CR DR | CR
+ | = = |+
Dividends
DR | CR
+ | =

To illustrate double-entry accounting,
consider the transactions and journal entries
shown in Exhibit 2-3 and their impact on
the accounting equation. In studying this
illustration, you should note that for each
transaction, total debits equal total credits.
Therefore, the equality of the accounting
equation is maintained.

To summarize, you should remember
the following important features of double-
entry accounting:

1. Assets are increased by debits and
decreased by credits.

2. Liability and owners’ equity accounts
are increased by credits and decreased

Photodisc/Getty Images

by debits.
3. Owners’ equity for a corporation
Purchasing groceries at your local supermarket is a common example includes capital stock accounts and the
of a business transaction. Can you identify the accounts involved with retained earnings account.
this transaction? 4. Revenues, expenses, and dividends

relate to owners’ equity through the
retained earnings account.
5. Expenses and dividends are increased
. by debits and decreased by credits
C au‘tlon because they reduce owners’ equity.
6. Revenues are increased by credits and
decreased by debits.
Note in Exhibit 2-2 that dividends reduce 7. The difference between total revenues
retained earnings, but they are not classified and total expenses for a period is
as an expense and are not reported on the net income (loss), which increases
income statement. (decreases) owners’ equity through the
retained earnings account.
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2 da iy 226 Double-Entry Accounting: lllustrative Transactions and Journal Entries
Three-Step Process
(1) and (2) together
indicate whether an (3) By
(1) Identify (2) Increase | account is debited How
Transaction Accounts. or Decrease? | or credited. Much? | Journal Entry
Investment by Cash Increase Asset T = debit | $10,000 | Cash 10,000
shareholder in Capital Stock Increase Owners’ equity T = credit | $10,000 |  Capital Stock 10,000
a corporation,
$10,000
Purchase of Supplies Increase Asset T = debit | $5,000 | Supplies 5,000
supplies on Accounts Payable | Increase Liability 1 = credit | $5,000 | Accounts Payable 5,000
account, $5,000
Payment of Cash Decrease Asset | = credit | $2,500 | Wages Expense 2,500
wages expense, | Wages Expense Increase Expenses T = debit | $2,500 | Cash 2,500
$2,500
Collection of Cash Increase Asset T = debit | $1,000 | Cash 1,000
accounts Accounts Receivable | Decrease Asset | = credit | $1,000 | Accounts Receivable 1,000
receivable,
$1,000
Payment of Cash Decrease Asset | = credit | $500 | Accounts Payable 500
account payable, | Accounts Payable | Decrease Liability L = debit $500 |  Cash 500
$500
Sale of Accounts Receivable | Increase Asset T = debit | $20,000 | Accounts Receivable 20,000
merchandise on | Sales Increase Revenues T = credit | $20,000 Sales 20,000
account,
$20,000
Purchase of Cash Decrease Asset | = credit | $15,000 | Equipment 55,000
equipment: Equipment Increase Asset T = debit | $55,000 | Cash 15,000
$15,000 down | Notes Payable Increase Liability T = credit | $40,000 |  Notes Payable 40,000
payment plus
$40,000 long-
term note
Payment of cash | Cash Decrease Asset | = credit | $4,000 | Dividends 4,000
dividend, $4,000 | Dividends Increase Dividends T = debit | $4,000 Cash 4,000

With this brief overview of the accounting equation and journal entries, we are now
ready to proceed through the steps in the accounting process.

Analyzing Business Documents

The recording phase begins with an analysis of the documentation showing what busi-
ness activities have occurred. Normally, a business document, or source document, is
the first record of each transaction. Such a document offers detailed information concern-
ing the transaction. The business documents provide support for the data to be recorded
in the journals. Copies of sales invoices, for example, are the evidence in support of
sales transactions; canceled checks provide data concerning cash disbursements; and the
corporation minutes book supports entries authorized by action of the board of direc-
tors. Documents underlying each recorded transaction provide a means of verifying the
accounting records and thus form a vital part of the information and control systems.

Journalizing Transactions

Once the information provided on business documents has been analyzed, transactions
are recorded in chronological order in the appropriate journals. In some small businesses,
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all transactions are recorded in a single journal. Most business enterprises, however, main-
tain various special journals designed to meet their specific needs as well as a general jour-
nal. A special journal is used to record a particular type of frequently recurring transaction.
Special journals are commonly used, for example, to record each of the following types of
transactions: sales, purchases, cash disbursements, and cash receipts. A general journal is
used to record all transactions for which a special journal is not maintained. As illustrated
below, a general journal shows the transaction date and the accounts affected and allows for
a brief description of each transaction. Special journals are illustrated and explained in the
Web Material associated with this chapter (see www.cengage.com/accounting/stice).

GENERAL JOURNAL Page 24
Post.
Date Description Ref. Debit Credit
2011
July 1 | Dividends 330 25,000
Dividends Payable 260 25,000

Declared semiannual cash
dividend on common stock.

10 | Equipment 180 7,500
Notes Payable 220 7,500
Issued note for new equipment.
31 | Payroll Tax Expense 418 2,650
Payroll Taxes Payable 240 2,650

Recorded payroll taxes for month.

Posting to the Ledger Accounts

An account is used to summarize the effects of transactions on each element of the
expanded accounting equation. For example, the cash account is used to provide
detail for all transactions involving the inflow (debit) and outflow (credit) of cash.
A ledger is a collection of accounts maintained by a business. The specific accounts
required by a business unit vary depending on the nature of the business, its proper-
ties and activities, the information to be provided on the financial statements, and the
controls to be employed in carrying out the accounting functions.

Information recorded in the journals is transferred to appropriate accounts in the
ledger. This transfer is referred to as posting. Note that posting is a copying process;
it involves no new analysis. Ledger accounts for Equipment and Notes Payable are pre-
sented by illustrating the posting of the July 10 transaction from the preceding general
journal. The posting reference (J24) indicates that the transaction was transferred from
page 24 of the general journal. Note that the account numbers for Equipment (180) and
Notes Payable (220) are entered in the Posting Reference column of the journal.

GENERAL LEDGER
Account EQUIPMENT Account No. 180
Post.
Date ltem Ref. Debit Credit Balance
2011
July 1 | Balance 10,550
10 | Purchase Equipment 124 7,500 18,050
Account NOTES PAYABLE Account No. 220
Post.
Date ltem Ref. Debit Credit Balance
2011
July 1 | Balance 5,750
10 | Purchase Equipment 124 7,500 13,250
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c It is often desirable to establish sepa-
Stop & thlnk rate ledgers for detailed information in
support of balance sheet or income state-

ment items. The general ledger includes all
The computer is very valuable in the posting accounts appearing on the financial state-
process because it reduces the types of errors ments, and separate subsidiary ledgers
that can be made. Which of the following afford additional detail in support of certain
posting errors could a person make that a general ledger accounts. For example, a
computer would not? single accounts receivable account is usu-
a) Posting to the wrong account ally carried in the general ledger, and indi-
vidual customer accounts are recorded in a
subsidiary accounts receivable ledger. The

b) Posting the wrong amount

c) Posting a debit to a specific account general ledger account that summarizes the
instead of a credit detailed information in a subsidiary ledger is
d) A well functioning computer would not known as a control account. Thus, Accounts
make any of these mistakes Receivable is considered a control account.

Subsidiary ledger accounts are illustrated in
the Web Material associated with this chapter
(see www.cengage.com/accounting/stice).
Depending primarily on the number of transactions involved, amounts may be
posted to ledger accounts on a daily, weekly, or monthly basis. If a computer system
is being used, the posting process may be done automatically as transactions are
recorded. At the end of an accounting period, when the posting process has been com-
pleted, the balances in the ledger accounts are used for preparing the trial balance.

Reporting Phase

WHY Adjusting entries are required at the end of an accounting period to update

Make adjusting
entries, produce
financial statements,
and close nominal

accounts.

accounts so that the data are current and accurate. Closing entries are
required so that each new accounting period can be accounted for indepen-
dent of other periods.

HOW Adjusting entries are made at the end of an accounting period prior to
preparing the financial statements for that period. Generally, the required
adjustments are the result of analysis rather than based on new transactions.
At the end of each accounting cycle, the nominal or temporary accounts
must be transferred through the closing process to real or permanent
accounts. The nominal accounts are left with a zero balance and are ready
to receive transaction data for the new accounting period. The real accounts
remain open and carry their balances forward to the new period.

As noted earlier, the objective of the accounting process is to produce financial state-
ments and other reports that will assist various users in making economic decisions.
Once the recording phase is completed, the data must be summarized and organized
into a useful format. The remaining steps of the accounting process are designed to
accomplish this purpose. These steps will be illustrated using data from Rosi, Inc., a
hypothetical merchandising company, for the year ended December 31, 2011.

Preparing a Trial Balance

After all transactions for the period have been posted to the ledger accounts, the bal-
ance for each account is determined. Every account will have either a debit, credit,
or zero balance. A trial balance is a list of all accounts and their balances. The trial
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fy1

A fundamental difference between the trial
balance and the financial statements is that no

external users ever see the trial balance. Most
managers have never seen a trial balance. It
serves as the basis for the preparation of the
financial statements but is not an information
source to either management or external users.

balance, therefore, indicates whether total
debits equal total credits and thus pro-
vides a general check on the accuracy of
recording and posting. When debits equal
credits in a trial balance, however, it is no
guarantee that the accounts are correct. For
example, a journal entry involving a debit
to Accounts Receivable could have been
incorrectly posted as a debit to the notes
receivable account. The trial balance would
indeed balance, but the accounts would be
in error. Thus, a balanced trial balance pro-
vides no guarantee of accuracy. However, a
trial balance that does not balance indicates

that we needn’t go further into the reporting phase of the accounting process. An
error exists somewhere and must be detected and corrected before proceeding. If we
elect to proceed without correcting the error, we have one guarantee—the financial
statements will contain errors. The trial balance for Rosi, Inc., is presented below.

Rosi, Inc.

Trial Balance
December 31, 2011

Debit Credit
Cash .. $ 83110
Accounts Receivable ........... ... . 106,500
Allowance for Bad Debts . ............ ... . . . . . .. .. $ 1,610
INVeNtory. . ... 45,000
Prepaid Insurance . . .. ... . 8,000
Interest Receivable. .. ... ... . . 0
Land .. 114,000
Buildings . ... ... 156,000
Accumulated Depreciation—Buildings ................. ... ... o o oL 39,000
Furniture & Equipment . ... ... . .. 19,000
Accumulated Depreciation—Furniture & Equipment .......... ... ... ... ... ... 3,800
Accounts Payable . . ... .. 37910
Unearned Rent Revenue .. ... ... ... . .. . . 0
Salaries and Wages Payable . . . ... ... ... . 0
Interest Payable ...... ... .. ... ... ... 0
Income Taxes Payable ..... ... ... ... . .. .. i 0
Dividends Payable .. ....... .. ... . ... .. 3,400
Bonds Payable . ....... ... 140,000
Common Stock, $0.10 par . ... ... 150,000
Retained Earnings ... ... ... ... 103,900
Dividends . .. ... ... 13,600
Sales . 479,500
Cost of Goods Sold .. ... . 159,310
Salaries and Wages Expense ...... ... ... ... 172,450
Heat, Light, and Power Expense . ........... ... ... .. ... ... ... .. ... .. 32,480
Payroll Tax EXpense . ............. .. i 18,300
Advertising Expense . ... ... 18,600
Bad Debt Expense .. ... ... 0
Depreciation Expense—Buildings . ....... ... .. .. 0
Depreciation Expense—Furniture & Equipment .......... ... ... ... ... ... ... .. 0
Insurance Expense ... ... 0
Interest Revenue . ... ... ... ... 1,100
Rent Revenue . ... ... . 2,550
Interest Expense .. ........ ... 16,420
Income Tax EXpense .. ... ... ... 0
Totals ... $962,770 $962,770
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Preparing Adjusting Entries

As discussed in the previous section, transactions generally are recorded in a journal in
chronological order and then posted to the ledger accounts. The entries are based on
the best information available at the time.
= Although the majority of accounts are up
f to date at the end of an accounting period
y1 and their balances can be included in the
financial statements, some accounts require
Disney’s 1998 balance sheet included in its adjustment to reflect current circumstances.
annual report did not balance. The preparers In general, these accounts are not updated
of that balance sheet transposed two num- throughout the period because it is impracti-
bers, and the result was a $9 (million) error. cal or inconvenient to make such entries on
The balance sheet in the 1998 10-K that was a daily or weekly basis. At the end of each
filed with the SEC did not contain the transpo- accounting period, in order to report all
sition error. asset, liability, and owners’ equity amounts
properly and to recognize all revenues and
expenses for the period on an accrual basis,
accountants are required to make any nec-
essary adjustments prior to preparing the financial statements. The entries that reflect
these adjustments are called adjusting entries.

One difficulty with adjusting entries is that the need for an adjustment is not signaled
by a specific event such as the receipt of a bill or the receipt of cash from a customer.
Rather, adjusting entries are recorded on the basis of an analysis of the circumstances
at the close of each accounting period. This analysis involves just two steps:

1. Determine whether the amounts recorded for all assets and liabilities are correct.
If not, debit or credit the appropriate asset or liability account. In short, fix the
balance sheet.

2. Determine what revenue or expense adjustments are required as a result of the
changes in recorded amounts of assets and liabilities indicated in step 1. Debit
or credit the appropriate revenue or expense account. In short, fix the income
statement.

It should be noted that these two steps are interrelated and may be reversed. That
is, revenue and expense adjustments may be considered first to fix the income state-
ment, indicating which asset and liability accounts need adjustment to fix the balance
sheet. As you will see, each adjusting entry involves at least one income statement
account and one balance sheet account. T-accounts are helpful in analyzing adjusting
entries and will be used in the illustrations that follow.

The areas most commonly requiring analysis to see whether adjusting entries are
needed include the following:

Transactions where cash will be exchanged in a future period

1. Unrecorded assets
2. Unrecorded liabilities

Transactions where cash has been exchanged in a prior period

3. Prepaid expenses
4. Unearned revenues

Transactions involving estimates

For most transactions, the revenue or expense recognition and the flow of cash occur
in the same accounting period. For those transactions, no adjustments are necessary as
the entire transaction is accounted for in one accounting period. In some instances,
the recognition of revenues and expenses and the flow of cash may occur in different
accounting periods. In those instances, an adjusting entry is required to ensure that the
proper amount of revenue and/or expense is recorded in each accounting period.
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As we illustrate and discuss adjusting entries, remember that the basic purpose of
adjustments is to make account balances current in order to report all asset, liability,
and owners’ equity amounts properly and to recognize all revenues and expenses for
the period on an accrual basis. This is done so that the income statement and the bal-
ance sheet will reflect the proper operating results and financial position, respectively,
at the end of the accounting period.

The adjusting entry part of the accounting process is illustrated using the adjusting
data for Rosi, Inc., presented as follows.

Adjusting Data for Rosi, Inc.
December 31, 2011

Unrecorded Assets:
(a) Interest on notes receivable, $250.
Unrecorded Liabilities:
(b) Salaries and wages, $2,150.
(c) Interest on bonds payable, $5,000.
(d) Federal and state income taxes, $8,000.
Prepaid Expenses:
(e) Prepaid insurance remaining at year-end, $3,800.
Unearned Revenues:
(f) Unearned rent revenue remaining at year-end, $475.
Estimates:
(g) Depreciation Expense for buildings, 5% per year.
(h) Depreciation Expenses for furniture and equipment, 10% per year.
(i) The Allowance for Bad Debts is to be increased by $1,100.

Transactions Where Cash Will Be Exchanged in a Future Period

In cases where work is performed in the current period but cash does not flow until
a future period, an adjusting entry must be made to ensure that revenue is recog-
nized (if you are the one who did the work) in the current period or that an expense
is recognized (if the work was done on your behalf) in the current period. These
adjusting entries are referred to as accrual entries, and there are generally two types:
unrecorded (or accrued) receivables and unrecorded (or accrued) liabilities.

Unrecorded Assets In accordance with the revenue recognition principle of
accrual accounting, revenues should be recorded when earned, regardless of when
the cash is received. If revenue is earned but not yet collected in cash, a receivable
exists. To ensure that all receivables are properly reported on the balance sheet in the
correct amounts, an analysis should be made at the end of each accounting period to
see whether there are any revenues that have been earned but have not yet been col-
lected or recorded. These unrecorded receivables are earned and represent amounts
that are receivable in the future; therefore, they should be recognized as assets.

In recording unrecorded assets, an asset account is debited and a revenue account
is credited. The illustrative entry recognizing the unrecorded receivable (and the
accrued revenue) for Rosi, Inc., is as follows:

(a) Interest Receivable . ..... ... ... ... . ... ... ... 250

Interest Revenue . . ... ... . 250
To record accrued interest on notes receivable.

After this adjusting entry has been journalized and posted, the receivable will
appear as an asset on the balance sheet, and the interest revenue will be reported on
the income statement. Through the adjusting entry, the asset (receivable) accounts are
properly stated and revenues are appropriately reported.

Unrecorded Liabilities Just as assets are created from revenues being earned
before they are collected or recorded, liabilities can be created by expenses being
incurred prior to being paid or recorded. These expenses, along with their corre-
sponding liabilities, should be recorded when incurred, no matter when they are
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paid. Thus, adjusting entries are required at the end of an accounting period to
recognize any unrecorded liabilities in the proper period and to record the cor-
responding expenses. As the expense is recorded (increased by a debit), the cor-
responding liability is also recorded (increased by a credit), showing the entity’s
obligation to pay for the expense. If such adjustments are not made, the net income
measurement for the period will not reflect all appropriate expenses and the cor-
responding liabilities will be understated on the balance sheet.

The adjusting entries to record unrecorded liabilities (and accrued expenses) for
Rosi, Inc., are as follows:

(b) Salaries and Wages Expense .. ....... ... ... 2,150
Salaries and Wages Payable ........ ... ... ... ... .. .. .. 2,150
To record accrued salaries and wages.

(c) Interest EXpense . ... ... ... ... 5,000
Interest Payable . . ... ... 5,000
To record accrued interest on bonds.

(d) Income Tax EXpense . .......... .. 8,000
Income Taxes Payable ....... ... .. .. ... . . . . ... i il 8,000
To record income taxes.

Transactions Where Cash Has Been Exchanged in a Prior Period

For some transactions, cash has changed hands before the revenue is earned or the
expense is incurred. If the revenue is not earned or the expense is not incurred prior
to the end of the period, then an adjusting entry to reflect that fact is required.

Prepaid Expenses Payments that a company makes in advance for items nor-
mally charged to expense are known as prepaid expenses. An example would be
the payment of an insurance premium for three years. Theoretically, every resource
acquisition is an asset, at least temporarily. Thus, the entry to record an advance
payment should be a debit to an asset account (Prepaid Expenses) and a credit to
Cash, showing the exchange of cash for another asset.

An expense is the using up of an asset. For example, when supplies are purchased,
they are recorded as assets; when they are used, their cost is transferred to an expense
account. The purpose of making adjusting entries for prepaid expenses is to show the

complete or partial consumption of an asset.

e If the original entry is to an asset account,

Cautlon the adjusting entry reduces the asset to an

amount that reflects its remaining future

benefit and at the same time recognizes the
actual expense incurred for the period.

For the unrecorded assets and liabili-
ties discussed earlier, there was no original
entry; the adjusting entry was the first time
these items were recorded in the accounting
records. For prepaid expenses, this is not the
case. Because cash has already been paid (in the case of prepaid expenses), an original
entry has been made to record the cash transaction. Therefore, the amount of the adjust-
ing entry is the difference between what the updated balance should be and the amount
of the original entry already recorded.

The method of adjusting for prepaid expenses depends on how the expenditures
were originally entered in the accounts. They could have been recorded originally as
debits to (1) an asset account or (2) an expense account. Both methods, if consistently
applied, result in the same end result. Thus, both methods are equally correct. An indi-
vidual company would choose one method or the other and apply it each period.

Prepaid Expenses is a tricky name for an asset.

Assets are reported in the balance sheet. Don’t
make the mistake of including Prepaid Expenses
with the expenses on the income statement.

Original debit to an asset account. If an asset account was originally debited
(Prepaid Insurance in this example), the adjusting entry requires that an expense
account be debited for the amount applicable to the current period and the asset
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The original debit to an asset account makes
more sense conceptually. Remember, however,

that the account balances reported in the finan-
cial statements are what matter; the working
balances that exist in the accounting records
on a day-to-day basis are not as important.

Foundations of Financial Accounting

account be credited. The asset account remains with a debit balance that shows the
amount applicable to future periods. An adjusting entry for Prepaid Insurance for
Rosi, Inc., illustrates this situation as follows:

(e) Insurance Expense . ........ ... 4,200
Prepaid Insurance . ........ ... 4,200
To record expired insurance ($8,000 — $3,800 = $4,200).

Because the asset account Prepaid Insurance was originally debited, as shown in
the trial balance, the amount of the prepayment ($8,000) must be reduced to reflect
only the $3,800 that remains unexpired. The following T-accounts illustrate how this
adjusting entry, when posted, would affect the accounts.

Prepaid Insurance Insurance Expense
Beg. Bal. 8,000 Beg. Bal. 0
Adi. (e) 4,200  Adi. (e) 4,200
End. Bal. 3,800 End. Bal. 4,200

Original debit to an expense account. If an expense account was originally
debited (Insurance Expense in this example), the adjusting entry requires that an
asset account be debited for the amount applicable to future periods and the expense
account be credited. The expense account then remains with a debit balance represent-
ing the amount applicable to the current period. For example, if Rosi, Inc., had origi-
nally debited Insurance Expense for $8,000, the adjusting entry would be as follows:

Prepaid Insurance . ....... ... .. 3,800
Insurance EXpense . . ... ... .. 3,800
To record prepaid insurance ($8,000 — $4,200 = $3,800).

The following T-accounts illustrate the effect that this adjusting entry would have
on the relevant accounts.

Prepaid Insurance Insurance Expense
Beg. Bal. 0 Beg. Bal. 8,000
Adi. 3,800 Adi. 3,800
End. Bal. 3,800 End. Bal. 4,200

Note that regardless of which method is used, the ending balance in each account
is the same. In this example, using either method results in an ending balance in
Prepaid Insurance and Insurance Expense of $3,800 and $4,200, respectively.

Unearned Revenues Amounts received before the actual earning of revenues are

known as unearned revenues. They arise when customers pay in advance of the receipt

of goods or services. Because the company has received cash but has not yet given the

customer the purchased goods or services, the unearned revenues are in fact liabilities. That

is, the company must provide something in return for the amounts received. For example,

a building contractor may require a deposit

g before proceeding on construction of a house.

C autlon Upon receipt of the deposit, the contractor has

unearned revenue, a liability. The contractor

must construct the house to earn the revenue.

If the house is not built, the contractor will be
obligated to repay the deposit.

The method of adjusting for unearned
revenues depends on whether the receipts
for undelivered goods or services were
recorded originally as credits to (1) a rev-
enue account or (2) a liability account.
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Original credit to a revenue account. If a revenue account was originally cred-
ited (Rent Revenue in this example), this account is debited and a liability account is
credited for the revenue applicable to a future period. The revenue account remains
with a credit balance representing the earnings applicable to the current period. As
indicated in the trial balance for Rosi, Inc., rent receipts are recorded originally in the
rent revenue account. Unearned revenue at the end of 2011 is $475, and it is recorded
as follows:

(f) Rent Revenue .. ... ... ... 475
Unearned Rent Revenue . ...... ... ... .. .. . . 475
To record unearned rent revenue.

The following T-accounts illustrate the effect that this adjusting entry would have on
the related accounts.

Unearned Rent Revenue Rent Revenue
Beg. Bal. 0 Beg. Bal. 2,550
Adi. (f 475 Adj. (f) 475
End. Bal. 475 End. Bal. 2,075

Original credit to a liability account. 1f a liability account was originally credited
(Unearned Rent Revenue), this account is debited and a revenue account is credited
for the amount applicable to the current period. The liability account remains with
a credit balance that shows the amount applicable to future periods. For example, if
Rosi, Inc., had originally credited Unearned Rent Revenue for $2,550, the adjusting
entry (along with affected T-accounts) would be as follows:

Unearned Rent Revenue . .. ... ... .. . 2,075

Rent Revenue .. ... ... . . 2,075
To record rent revenue ($2,550 — $475).

Unearned Rent Revenue Rent Revenue
Beg. Bal. 2,550 Beg. Bal. 0
Adi. 2,075 Adi. 2,075
End. Bal. 475 End. Bal. 2,075

Again, note that using either method results in exactly the same balances for the
income statement and balance sheet accounts.

Transactions Involving Estimates

In addition to timing differences associated with cash flows and the recognition
of revenues and/or expenses, a third type of adjusting entry involves estimates.
Accountants must constantly use judgment when applying the accrual accounting
model. Questions such as for how many periods will a machine generate revenues or
how many of our credit customers will not pay must be answered and reflected in the
financial statements. The answers to these questions involve estimates. Two common
types of these adjusting entries involve depreciation and bad debts.

Asset Depreciation Charges to operations for the use of buildings, furniture, and
equipment must be recorded at the end of the period. In recording asset deprecia-
tion, operations are charged with a portion of the asset’s cost, and the carrying
value of the asset is reduced by that amount. A reduction in an asset for deprecia-
tion is usually recorded by a credit to a contra account, Accumulated Depreciation.
A contra account (or offset account) is set up to record subtractions from a related
account.
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Adjustments at the end of the year for depreciation for Rosi, Inc., are as follows:

(g) Depreciation Expense—Buildings . .......... ... ... ... .. L 7,800
Accumulated Depreciation—Buildings . ........ ... ... .. o oo ool 7,800
To record depreciation on buildings at 5% per year.
(h) Depreciation Expense—Furniture & Equipment ............. ... ... ... ... ... ..., 1,900
Accumulated Depreciation—Furniture & Equipment . ......... ... ... .. ... ..., 1,900

To record depreciation on furniture and equipment at 10% per year.

Bad Debts Invariably, when a business allows customers to purchase goods and
services on credit, some of the accounts receivable will not be collected, resulting in
a charge to income for bad debt expense. Under the accrual concept, an adjustment
should be made for the estimated expense in the current period rather than when spe-
cific accounts actually become uncollectible in later periods. This practice produces
a better matching of revenues and expenses and therefore a better income measure-
ment. Using this procedure, operations are charged with the estimated expense, and
receivables are reduced by means of a contra account, Allowance for Bad Debts. To
illustrate, the adjustment for Rosi, Inc., at the end of the year, assuming the allowance
account is to be increased by $1,100, would be as follows:

(i) Bad Debt Expense .............. ... 1,100

Allowance for Bad Debts . .......... ... ... .. .. ... 1,100
To adjust for estimated bad debt expense.

We should emphasize two characteristics of adjusting entries. First, adjusting entries
made at the end of an accounting period do not involve cash. Cash has either changed
hands prior to the end of the period (as is the case with prepaid expenses or unearned rev-
enues), or cash will change hands in a future period (as is the case with many unrecorded
receivables and unrecorded liabilities). It is precisely because cash is not changing hands
on the last day of the accounting period that most adjusting entries must be made.

Second, each adjusting entry involves a balance sheet account and an income
statement account. In each case requiring adjustment, we are either generating an
asset, using up an asset, recording an incurred but unrecorded expense, or recording
revenue that has yet to be earned. Knowing that each adjusting entry has at least one
balance sheet and one income statement account makes the adjustment process a little
easier. Once you have determined that an adjusting entry involves a certain balance
sheet account, you can then focus on identifying the corresponding income statement
account that requires adjustment.

Preparing Financial Statements

Once all accounts have been brought up to date through the adjustment process,
financial statements are prepared. Financial statements can be prepared directly from
the data in the adjusted ledger accounts. The data must only be organized into appro-
priate sections and categories so as to present them as simply and clearly as possible.
The following process describes how the financial statements are prepared from the
information taken from the trial balance:

1. Identify all revenues and expenses—these account balances are used to prepare

the income statement.

Compute net income—subtract expenses from revenues.

3. Compute the ending retained earnings balance—Retained Earnings from the previ-
ous period is the starting point. Net income (computed in step 2) is added to the
beginning retained earnings balance and dividends for the period are subtracted.

4. Prepare a balance sheet using the balance sheet accounts from the trial balance
and the modified retained earnings balance computed from step 3.

D

Once the financial statements are prepared, explanatory notes are written. These
notes clarify the methods and assumptions used in preparing the statements. In addi-
tion, the auditor must review the financial statements to make sure they are accurate,
reasonable, and in accordance with generally accepted accounting principles. Finally,
the financial statements are distributed to external users who analyze them in order to
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o learn more about the financial condition of
fy1 the company.

How long does it take for large corpora-
tions to complete the accounting process to the
No account on the trial balance shows up on point at which financial statements are avail-
both the income statement and the balance able? For December 31 year-end firms, financial
sheet. statement preparation is usually completed in
February. The date of Disney’s audit opinion
(a rough measure of when financial statement

. preparation is essentially complete) for the fiscal
C autlon year ended September 29, 2007, is November
21, 2007. For firms with publicly traded shares,
the SEC requires the annual financial statements
Students often make the mistake of using the to be released within 60 days of fiscal year-end.
beginning retained earnings balance on the The data used to prepare financial statements
end-of-year balance sheet. As we shall see in can be taken directly from the adjusted account
the next section, the ending retained earnings balances in the ledger, or a spreadsheet may
balance is arrived at when the books are closed be used. Financial statements are prepared
for the year. by determining which accounts go on which
financial statement, appropriately listing those
accounts, and summing to obtain totals.

Using a Spreadsheet

An optional step in the accounting process is to use a spreadsheet (also called a work
sheet) to facilitate the preparation of adjusting entries and financial statements. The
availability of computer spreadsheets, such as Microsoft® Excel, makes the prepara-
tion of a spreadsheet quite easy. Remember, however, that preparing a spreadsheet is
not a required step. As indicated, financial statements can be prepared directly from
data in adjusted ledger account balances.

When a spreadsheet is constructed, trial balance data are listed in the first pair of
columns. The adjusting entries are listed in the second pair of columns. Sometimes a
third pair of columns is included to show the trial balance after adjustment. Account
balances, as adjusted, are carried forward to the appropriate financial statement col-
umns. A spreadsheet for a merchandising enterprise includes a pair of columns for
the income statement accounts and a pair for the balance sheet accounts. There are
no columns for the statement of cash flows because this statement requires additional
analysis of changes in account balances for the period. A spreadsheet for Rosi, Inc.,
is shown on page 66. All adjustments illustrated previously are included.

Closing the Nominal Accounts

Once adjusting entries have been formally recorded in the general journal and posted to
the ledger accounts, the books are ready to be closed in preparation for a new account-
ing period. During this closing process, the nominal (temporary) account balances are
transferred to a real (permanent) account, leaving the nominal accounts with a zero
balance. Nominal accounts include all income statement accounts plus the dividends
account for a corporation. The real account that receives the closing amounts from the
nominal accounts is Retained Earnings. Because it is a real account, this and all other bal-
ance sheet accounts remain open and carry their balances forward to the new period.

The mechanics of closing the nominal accounts are straightforward. All revenue
accounts with credit balances are closed by being debited; all expense accounts with
debit balances are closed by being credited. This process reduces these temporary
accounts to a zero balance. The difference between the closing debit amounts for
revenues and the credit amounts for expenses is net income (or net loss) and is an
increase (or decrease) to Retained Earnings. Dividends are also closed at the end
of each period. The closing of Dividends serves to reduce Retained Earnings. Thus,
the closing entries for revenues, expenses, and Dividends can be made directly to
Retained Earnings, as shown at the top of page 67.
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Rosi, Inc.
Trial Balance
December 31, 2011
Trial Balance Adjustments Income Statement| Balance Sheet

Debit | Credit Debit Credit | Debit | Credit | Debit | Credit
Cash 83,110 83,110
Accounts Receivable 106,500 106,500
Allowance for Bad Debts 1,610 (i) 1,100 2,710
Inventory 45,000 45,000
Prepaid Insurance 8,000 (e) 4,200 3,800
Interest Receivable 0 (@) 250 250
Land 114,000 114,000
Buildings 156,000 156,000
Accumulated Depreciation—

Buildings 39,000 (g) 7,800 46,800
Furniture & Equipment 19,000 19,000
Accumulated Depreciation—

Furniture & Equipment 3,800 (h) 1,900 5,700
Accounts Payable 37910 37910
Unearned Rent Revenue 0 (f) 475 475
Salaries and Wages Payable 0 (b) 2,150 2,150
Interest Payable 0 (o) 5,000 5,000
Income Taxes Payable 0 (d) 8,000 8,000
Dividends Payable 3,400 3,400
Bonds Payable 140,000 140,000
Common Stock, $0.10 par 150,000 150,000
Retained Earnings 103,900 103,900
Dividends 13,600 13,600
Sales 479,500 479,500
Cost of Goods Sold 159,310 159,310
Salaries and Wages Expense 172,450 (b) 2,150 174,600
Heat, Light, and Power Expense 32,480 32,480
Payroll Tax Expense 18,300 18,300
Advertising Expense 18,600 18,600
Bad Debt Expense 0 (i) 1,100 1,100
Depreciation Expense—Buildings 0 (g) 7,800 7,800
Depreciation Expense—

Furniture & Equipment (h) 1,900 1,900
Insurance Expense (e) 4,200 4,200
Interest Revenue 1,100 (@) 250 1,350
Rent Revenue 2,550 | (f) 475 2,075
Interest Expense 16,420 (c) 5,000 21,420
Income Tax Expense 0 (d) 8,000 8,000

Totals 962,770 | 962,770 30,875 30875 | 447,710 | 482925 | 541260 | 506,045
Net Income 35,215 35,215

482,925 | 482,925 | 541,260 541,260
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Revenues . .. ... XX
Retained Earnings . ....... ... ... ... XX
To close revenues to Retained Earnings.
Retained Earnings . ... ... ... .. ... XX
EXpenses . ... ... XX
To close expenses to Retained Earnings.
Retained Earnings . ... ... ... .. ... XX
Dividends ... ... XX
To close Dividends to Retained Earnings.
The closing entries for Rosi, Inc., follow.
Closing Entries
2011
Dec. 31 Sales ... ... 479,500
Interest Revenue .. ... .. ... 1,350
RentRevenue ....... ... .. ... .. . . . . . ... 2,075
Retained Earnings . ... .. ... ... 482,925
To close revenue accounts to Retained Earnings.
31 Retained Earnings . ...... ... ... 447,710
Costof Goods Sold . ... ... .. ... .. . . 159,310
Salaries and Wages Expense . ....... .. ... o ool 174,600
Heat, Light, and Power ... .. .. ... . . . . 32,480
Payroll Tax Expense ........... ... ... .. ... .. ... 18,300
Advertising Expense . ... ..o 18,600
Bad Debt Expense . ..... ... ... 1,100
Depreciation Expense—Buildings ............... ... ... ... ... ... 7,800
Depreciation Expense—Furniture & Equipment ............. ... ... .. 1,900
Insurance Expense ... ... ... 4,200
Interest Expense . ... ... 21,420
Income Tax Expense . ........ ... .. ... ..ol 8,000
To close expense accounts to Retained Earnings.
31 Retained Earnings ......... ... .. 13,600
Dividends . ... ... .. 13,600

To close Dividends to Retained Earnings.

The following T-accounts (revenues and expenses have each been combined into
one account for illustrative purposes) illustrate the effect the closing process has on

the nominal accounts and Retained Earnings.

Expenses (All)
Bal. 447,710
Closing 447,710 —
End. Bal. 0
Retained Earnings
Dividends
Beg. Bal. 103,900
Bal. 13,600 > Closing 447,710
Closing 13,600 — > Closing 13,600
»| Closing 482,925
End. Bal. 0
End. Bal. 125,515

Revenues (All)

Bal. 482,925

Closing 482,925

End. Bal. 0
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Preparing a Post-Closing Trial Balance

After the closing entries are posted, a post-closing trial balance can be prepared to ver-
ify the equality of the debits and credits for all real accounts. Recall that real accounts are
only those accounts shown on the balance sheet. The post-closing trial balance represents
the end of the accounting cycle. The post-closing trial balance for Rosi, Inc., follows:

Rosi, Inc.
Post-Closing Trial Balance
December 31, 2011

Debit Credit

Cash .. $ 83,110
Accounts Receivable .. ....... ... .. . ... 106,500
Allowance for Bad Debts .. ... ... .. ... .. . . $ 2,710
INVENTOrY . . o 45,000
Prepaid Insurance .. ... .. ... 3,800
Interest Receivable . ... ... .. ... . . 250
Land . .. 114,000
Buildings . ... .. 156,000
Accumulated Depreciation—Buildings . . .......... .. . o o o ool 46,800
Furniture & Equipment ... ... ... 19,000
Accumulated Depreciation—Furniture & Equipment . ........ ... ... ... ... ... 5,700
Accounts Payable ........ ... ... 37,910
Unearned Rent Revenue .. ... ... .. ... . ... . ... 475
Salaries and Wages Payable . ......... ... ... ... ... ... .. oo oo 2,150
Interest Payable . . ... ... .. . . .. 5,000
Income Taxes Payable . ...... ... . ... .. ... 8,000
Dividends Payable .. ... .. ... . . .. . . ... 3,400
Bonds Payable . ....... ... . ... 140,000
Common Stock, $0.10 par .. ... ... 150,000
Retained Earnings . ... ... ... .. .. 125,515

Totals ... $527,660 $527,660

Accrual Versus Cash-Basis Accounting

WHY The FASB has indicated that accrual accounting generally provides a better
basis for financial reports, especially in reporting earnings, than does infor-

Distinguish

between accrual
and cash-basis
accounting.

mation showing only cash receipts and disbursements.

HOW Accrual accounting recognizes revenues when they are earned, not necessar-
ily when cash is received. Similarly, expenses are recognized and recorded

under accrual accounting when they are incurred, not necessarily when cash
is paid. Some organizations (and most individuals) use cash-basis accounting,
which recognizes revenues when cash is received and expenses when cash is
paid. However, both the FASB and SEC require a statement of cash flows to
be presented along with an accrual-based income statement and a balance
sheet as the primary financial statements of an enterprise.

The procedures described in the previous sections are those required in a double-
entry system based on accrual accounting. Accrual accounting recognizes revenues
as they are earned, not necessarily when cash is received. Expenses are recognized
and recorded when they are incurred, not necessarily when cash is paid. Accrual
accounting provides for a better matching of revenues and expenses during an
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accounting period and generally results in financial statements that more accurately
reflect a company’s financial position and results of operations.?

Some accounting systems are based on cash receipts and cash disbursements
instead of accrual accounting. Cash-basis accounting procedures frequently are found
in organizations not requiring a complete set of double-entry records. Such organiza-
tions might include small, unincorporated businesses and some nonprofit organizations.
Professionals engaged in service businesses, such as CPAs, dentists, and engineers, also
have traditionally used cash accounting systems. Even many of these organizations,
however, periodically use professional accountants to prepare financial statements and
other required reports on an accrual basis.

Discussion continues as to the appropriateness of using cash accounting systems,
especially as a basis for determining tax liabilities. The FASB, in Concepts Statement
No. 1, indicates that accrual accounting provides a better basis for financial reports
than does information showing only cash receipts and disbursements.

The AICPA’s position, however, is that the cash basis is appropriate for some small
companies and especially for companies in the service industry. Accordingly, accountants
will continue to be asked on occasion to convert cash-based records to generally accepted
accrual-based financial statements. The procedures involved are illustrated in the Web
Material associated with this chapter (see www.cengage.com/accounting/stice).

Computers and the Accounting Process

WHY Computers play an increasing role in today’s business environment as well as
society in general.

Discuss the impor-

tance and expand-
ing role of computers
to the accounting
process.

HOW In the past, many companies used manual systems to record, classify, summa-
rize, and report accounting data. Today, most companies use computers and

electronic technology as an integral part of their accounting systems. In the

future, technological advances will continue to significantly impact the account-
ing process of recording and reporting data for decision-making purposes.

As an organization grows in size and complexity, its recording and summarizing
processes become more involved, and it seeks for improving efficiency and reducing
costs. Some enterprises could find that a system involving primarily manual opera-
tions is adequate in meeting their needs. Most find that information-processing needs
can be handled effectively only through the use of computers.

The computer revolution has rapidly changed society and along with it the way
business is conducted and, therefore, the way accounting functions are performed. The
1990s are referred to as the Decade of Networking, indicating that the PCs on people’s
desks in the 1980s were increasingly being interconnected. The new millennium has
seen increased use of the Internet, with business-to-business (B2B) and business-to-
consumer (B2C) applications proliferating. The opportunities for information exchange
have expanded exponentially. However, despite their tremendous capabilities, comput-
ers cannot replace skilled accountants. A computer, for example, does not know the
difference between inventory and supplies until someone (the accountant) specifies the
accounts involved in the transaction. Instead of reducing the responsibilities of accoun-
tants, the existence of computers places increased demands on them in directing the
operations of the computer systems to ensure the use of appropriate procedures. For
example, a poorly designed computer system may leave no document trail with which

2 In Concepts Statement No. 6, the FASB discusses the concept of accrual accounting and relates it to the objec-
tives of financial reporting. Statement of Financial Accounting Concepts No. 6, “Elements of Financial Statements”
(Stamford, CT: Financial Accounting Standards Board, December 1985).
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to verify accounting records. Although all arithmetical operations can be assumed to be
done accurately by computers, the validity of the output data depends on the adequacy
of the instructions given the computer. Unlike a human accountant, a computer cannot
think for itself but must be given explicit instructions for performing each operation.
Computers have certain advantages in that the accountant can be sure every direction
will be carried out precisely. On the other hand, computers place a great responsibil-
ity on the information systems designer to anticipate any unusual situations that will
require special consideration or judgment by an accountant.

A recent development in the use of computers in financial reporting is the spread
of XBRL. XBRL, which stands for eXtensible Business Reporting Language, is a
method of embedding computer-readable tags in financial report documents. With
these XBRL tabs, a company’s financial statements can be downloaded directly into
a spreadsheet where they can be compared to the financial statements of other com-
panies which have also been downloaded. The use of XBRL will greatly simplify the
process of analyzing financial statement data. The SEC has proposed requiring the use
of XBRL for all financial statements filed by public companies.

The question to be asked is this: If computers now take care of all of the routine
accounting functions, why does an accounting student need to know anything about
debits, credits, journals, posting, T-accounts, and trial balances? Good question. First,
even though computers now do most of the routine work, the essence of double-entry
accounting is unchanged from the days of quill pens and handwritten ledgers. Thus, the
understanding of the process explained in this chapter is still relevant to a computer-
based accounting system. Second, with or without computers, the use of debits, credits,
and T-accounts still provides an efficient and widespread shorthand method of analyz-
ing transactions. At a minimum, all businesspeople should be familiar enough with the
language of accounting to understand, for example, why a credit balance in the cash
account or a debit balance in Retained Earnings is something unusual enough to merit
investigation. Finally, an understanding of the accounting cycle—analyzing, recording,
summarizing, and preparing—gives one insight into how information flows within an
organization. Great advantages accrue to those who understand information flow.

If a customer could not tell if a deposit was
madle to their account, they would be unable
to tell if the checks they had written would
clear their account. If a bank cannot con-
Sirm for a customer that a deposit had been
made, then the customer would search for a
bank that could provide that basic service.

The burden of proof for tax payments would
shift to the taxpayer. They would have to

(Page 52) The correct answer is C. Accoun-
tants and analysts interpret the account-
ing results for an accounting period.

(Page 57) The correct answer is D. If a
computer is programmed properly, it will

provide evidence that tax payments had
been made. Currently, employers typically
provide that evidence. The government
would then need to bave a system to match
payments received from taxpayers with spe-
cific taxpayers. Fortunately for us, this sys-
tem is already in place.

not post incorrect amounts, it will not post
to incorrect accounts, and it will not mix
its debits and credits.



OBJECTIVES

Identify and explain the basic steps in the
accounting process (accounting cycle).

The accounting process, often referred to as
the accounting cycle, generally includes the
following steps in a well-defined sequence:
analyze business documents, journalize trans-
actions, post to ledger accounts, prepare
a trial balance, prepare adjusting entries,
prepare financial statements (using a spread-
sheet or working from the adjusted individual
accounts), close the nominal accounts, and
prepare a post-closing trial balance. This pro-
cess of recording, classifying, summarizing,
and reporting of accounting data is based on
an old and universally accepted system called
double-entry accounting.

Analyze transactions and make and post journal
entries.

Transactions are events that transfer or
exchange goods or services between or
among two or more entities. Business docu-
ments, such as invoices, provide evidence
that transactions have occurred as well as the
data required to record the transaction in the
accounting records. The data are recorded
with journal entries using a system of double-
entry accounting. The journal entries are sub-
sequently posted to ledger accounts.

Make adjusting entries, produce financial state-
ments, and close nominal accounts.

Adjusting entries are made at the end of an
accounting period prior to preparing the
financial statements for that period. Adjusting
entries are often required to update accounts
so that the data are current and accurate.
Generally, the required adjustments are the
result of analysis rather than based on new
transactions. Once adjusting entries are jour-
nalized and posted, the balance sheet, income
statement, and statement of cash flows can be
prepared and reported.

At the end of each accounting cycle, the
nominal or temporary accounts must be trans-

A Review of the Accounting Cycle

Chapter 2

ferred through the closing process to real or
permanent accounts. The nominal accounts
(all income statement accounts plus divi-
dends) are left with a zero balance and are
ready to receive transaction data for the new
accounting period. The real (balance sheet)
accounts remain open and carry their bal-
ances forward to the new period.

Distinguish between accrual and cash-basis
accounting.

Accrual accounting recognizes revenues when
they are earned, not necessarily when cash is
received. Similarly, expenses are recognized
and recorded under accrual accounting when
they are incurred, not necessarily when cash
is paid. Some organizations (and most indi-
viduals) use cash-basis accounting, which rec-
ognizes revenues when cash is received and
expenses when cash is paid. The FASB has
indicated that accrual accounting generally
provides a better basis for financial reports,
especially in reporting earnings, than does
information showing only cash receipts and
disbursements. However, both the FASB and
SEC require a statement of cash flows to be
presented along with an accrual-based income
statement and a balance sheet as the primary
financial statements of an enterprise.

Discuss the importance and expanding role of
computers to the accounting process.

Computers play an increasing role in today’s
business environment as well as society
in general. In the past, many companies
used manual systems to record, classify,
summarize, and report accounting data.
Today, most companies use computers and
electronic technology as an integral part
of their accounting systems. In the future,
technological advances will continue to sig-
nificantly impact the accounting process of
recording and reporting data for decision-
making purposes.
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QUESTIONS

10.

What types of reports are generated from the
accounting system?

What are the main similarities and differences
between a manual and an automated account-
ing system?

Distinguish between the recording and report-
ing phases of the accounting process.

List and describe the steps in the accounting
process. Why are these steps necessary? Are
any steps optional?

Under double-entry accounting, what are the
debit/credit relationships of accounts?
Distinguish between (a) real and nominal
accounts, (b) general journal and special jour-
nals, and (c) general ledger and subsidiary
ledgers.

Explain the nature and the purpose of

(a) adjusting entries and (b) closing entries.
As Beechnut Mining Company’s independent
certified public accountant, you find that the
company accountant posts adjusting and clos-
ing entries directly to the ledger without for-
mal entries in the general journal. How would
you evaluate this procedure in your report to
management?

Give three common examples of contra
accounts. Explain why contra accounts are used.
Payment of insurance in advance may be
recorded in either (a) an expense account or
(b) an asset account. Which method would
you recommend? What periodic entries are
required under each method?

Describe the nature and purpose of a work

What effect, if any, does the use of a work
sheet have on the sequence of the reporting

From the following list of accounts, determine
which ones should be closed and whether
each would normally be closed by a debit or

Land

Interest Revenue
Advertising Expense
Notes Payable
Dividends

Accounts Payable

Distinguish between accrual and cash-basis

Is greater accuracy achieved in financial state-
ments prepared from double-entry accrual
data as compared with cash data? Explain.
What are the major advantages of comput-
ers as compared with manual processing of

11.
sheet.
12.
phase of the accounting process?
13.
by a credit entry.
Cash
Rent Expense
Depreciation Expense
Sales
Retained Earnings
Capital Stock
Accounts Receivable
14.
accounting.
15.
16.
accounting data?
17.

One of your clients overheard a computer
manufacturer sales representative saying
that the computer will make the accountant
obsolete. How would you respond to this
comment?



A Review of the Accounting Cycle Chapter 2

PRACTICE EXERCISES

Practice 2-1

LO2

Practice 2-2

LO2

Practice 2-3

LO2

Practice 2-4

LO2

Practice 2-5

LO2

Practice 2-6

LO2

Practice 2-7

LO2

Journalizing

Make the journal entry (or entries) necessary to record the following transaction: Sold
merchandise costing $8,000 for $14,000. Of the $14,000, $4,000 was received in cash
and the remainder was on account. Assume a perpetual inventory system, meaning
that the inventory reduction is recorded at the time of the sale.

Journalizing

Make the journal entry (or entries) necessary to record the following transaction:
Purchased equipment with a fair market value of $100,000. Paid $10,000 cash as a
down payment and signed two notes for the remaining cost—a 6% note for $20,000
that must be repaid (with interest) in six months and an 8% note for $70,000 that must
be repaid (with interest) in two years.

Journalizing

Make the journal entry (or entries) necessary to record the following transaction: Sold
land that had an original cost of $50,000. Received $40,000 cash. Also received a piece
of equipment with a fair value of $75,000.

Journalizing
Make the journal entry (or entries) necessary to record the following transaction:
Declared and paid a $12,000 cash dividend to shareholders.

Journalizing

Make the journal entry (or entries) necessary to record the following transaction: Gave
land to an employee. The land originally cost $52,000, and it had that same value on
the date it was given to the employee. This land was given in exchange for services
rendered by the employee.

Posting
The beginning balance in the cash account was $10,000. During the month, the fol-
lowing four journal entries (involving cash) were recorded:

a. Cash . ... 2,775

Sales . .. 2,775
b. Accounts Payable ....... ... ... 1,500

Cash . .. 1,500
c. Utilities Expense .. ... ... ... 6,200

Cash . . 6,200
Ao Cash . ... 3,450

GaiN . .o 1,500

Land . .. 1,950

Create a Cash T-account and post the entries to this account. Compute an ending balance.

Posting
The beginning balance in the accounts payable account was $8,000. During the month,
the following four journal entries (involving accounts payable) were recorded:

A Inventory ... 2,700

Accounts Payable ....... ... ... 2,700
b. Accounts Payable ....... ... ... 6,500

Cash . ..o 6,500
c. Accounts Payable ...... ... ... 200

INVENTOIY « .. 200
d. INVeNtOry .« .o 3,000

Cash . .o 450

Accounts Payable . ... ... ... .. 2,550

Create an Accounts Payable T-account and post the entries to this account. Compute
an ending balance.
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Practice 2-8

LO3

Practice 2-9

LO3

Practice 2-10

LO3

Practice 2-11

LO3

Practice 2-12

LO3

Practice 2-13

LO3

Practice 2-14

LO3

Practice 2-15

LO3

Foundations of Financial Accounting

Trial Balance
Use the following account balance information to construct a trial balance:

Cost of Goods Sold $ 9,000
Accounts Payable 1,100
Paid-In Capital 2,000
Cash 400
Sales 10,000
Dividends 700
Retained Earnings (beginning) 1,000
Inventory 4,000

Trial Balance
Use the following account balance information to construct a trial balance:

Salary Expense $24,000
Unearned Service Revenue 1,600
Paid-In Capital 3,000
Cash 3,500
Service Revenue 32,000
Rent Expense 5,300
Retained Earnings (beginning) 1,200
Prepaid Rent Expense 5,000

Income Statement
Prepare two income statements, one using the information in Practice 2-8 and the
other using the information in Practice 2-9.

Balance Sheet
Prepare two balance sheets, one using the information in Practice 2-8 and the other
using the information in Practice 2-9.

Adjusting Entries
Make the adjusting journal entry necessary at the end of the period in the following
situation: Equipment depreciation for the year was computed to be $5,500.

Adjusting Entries

Make the adjusting journal entry necessary at the end of the period in the following
situation: Bad debts created by selling on credit during the year are estimated to be
$1,200. So far, none of these accounts have been specifically identified and written
off as uncollectible.

Adjusting Entries

Make the adjusting journal entry necessary at the end of the period in the following
situation: On August 1, the company borrowed $10,000 under a 1-year loan agree-
ment. The annual interest rate is 12%. As of the end of the year, no entry has yet been
made to record the accrued interest on the loan.

Adjusting Entries
Make the adjusting journal entry necessary at the end of the period in the following
situation: On August 1, the company paid $3,600 in advance for 12 months of rent,
with the rental period beginning on August 1. This $3,600 was recorded as Prepaid
Rent. As of the end of the year, no entry has yet been made to adjust the amount
initially recorded.
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LO3

Practice 2-17

LO3

Practice 2-18

LO3

EXERCISES

Exercise 2-19

LO2, LO3
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Adjusting Entries

Make the adjusting journal entry necessary at the end of the period in the following
situation: On February 1, the company received $4,800 in advance for 12 months of
service to be provided, with the service period beginning on February 1. This $4,800
was recorded as Unearned Service Revenue. The service is provided evenly through-
out the year. As of the end of the year, no entry has yet been made to adjust the
amount initially recorded.

Closing Entries
Make the closing entry (or entries) necessary to close the following accounts:

Cost of Goods Sold $ 7,000
Accounts Payable 900
Paid-In Capital 1,500
Cash 3,200
Sales 11,000
Dividends 900
Retained Earnings (beginning) 1,200
Inventory 3,500

Closing Entries
Make the closing entry (or entries) necessary to close the following accounts:

Salary Expense $18,000
Unearned Service Revenue 4,700
Paid-In Capital 2,000
Cash 800
Service Revenue 20,000
Rent Expense 6,400
Retained Earnings (beginning) 1,500
Prepaid Rent Expense 3,000

Recording Transactions in T-Accounts
Georgia Supply Corporation, a merchandising firm, prepared the following trial bal-
ance as of October 1:

Debit Credit
Cash . . $150,000
Accounts Receivable . .. ... .. ... 21,540
INVeNtory . ... 32,680
Land . .. 15,400
Building ... . 14,000
Accounts Payable . ....... ... $ 9,190
Mortgage Payable . ... ... ... . ... 23,700
Common Stock . . ... 140,000
Retained Earnings .. ... ... ... .. L 60,730
Totals . . oo $233,620 $233,620

Georgia Supply engaged in the following transactions during October 2011. The com-
pany records inventory using the perpetual system.

Oct. 1 Sold merchandise on account to the Tracker Corporation for $12,000;
terms 2/10, n/30, FOB shipping point. Tracker paid $350 freight on the
goods. The merchandise cost $6,850.

Purchased inventory costing $10,250 on account; terms n/30.

7 Received payment from Tracker for goods shipped October 1.

V)
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Oct. 15 The payroll paid for the first half of October was $22,000. (Ignore pay-

roll taxes.)

18 Purchased a machine for $8,600 cash.

22 Declared a dividend of $0.45 per share on 45,000 shares of common
stock outstanding.

27 Purchased building and land for $125,000 in cash and a $225,000 mort-
gage payable, due in 30 years. The land was appraised at $150,000 and
the building at $300,000.

1. Prepare T-accounts for all items in the October 1 trial balance and enter the
initial balances.

2. Record the October transactions directly to the T-accounts.

3. Prepare a new trial balance as of the end of October.

Exercise 2-20 Adjusting Entries
In analyzing the accounts of Sydney Corporation, the adjusting data listed below are
LO3 determined on December 31, the end of an annual fiscal period.

(a) The prepaid insurance account shows a debit of $6,000, representing the cost
of a 2-year earthquake insurance policy dated July 1.

(b) On August 1, Rent Revenue was credited for $9,450, representing revenue
from subrental for a 7-month period beginning on that date.

(o Purchase of advertising materials for $3,550 during the year was recorded in
the advertising expense account. On December 31, advertising materials cost-
ing $500 are on hand.

(d On November 1, $4,200 was paid for rent for a 6-month period beginning on
that date. The rent expense account was debited.

(e) Miscellaneous Office Expense was debited for office supplies of $950 pur-
chased during the year. On December 31, office supplies of $125 are on hand.

() Interest of $534 has accrued on notes payable.

1. Give the adjusting entry for each item.
2. What sources would provide the information for each adjustment?

Exercise 2-21 Adjusting and Correcting Entries
Upon inspecting the books and records for Wernli Company for the year ended
LO3 December 31, 2011, you find the following data:

(a) A receivable of $640 from Hatch Realty is determined to be uncollectible. The
company maintains an allowance for bad debts for such losses.

(b) A creditor, E. F. Bowcutt Co., has just been awarded damages of $3,500 as
a result of breach of contract by Wernli Company during the current year.
Nothing appears on the books in connection with this matter.

(o) A fire destroyed part of a branch office. Furniture and fixtures that cost
$12,300 and had a book value of $8,200 at the time of the fire were com-
pletely destroyed. The insurance company has agreed to pay $7,000 under the
provisions of the fire insurance policy.

(d Advances of $950 to salespersons have been previously recorded as sales sala-
ries expense.

(e) Machinery at the end of the year shows a balance of $19,960. It is discov-
ered that additions to this account during the year totaled $4,460, but of this
amount, $760 should have been recorded as repairs. Depreciation is to be
recorded at 10% on machinery owned throughout the year but at one-half this
rate on machinery purchased or sold during the year.

Record the entries required to adjust and correct the accounts. (Ignore income tax
consequences.)
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Exercise 2-22 Reconstructing Adjusting Entries
For each situation, reconstruct the adjusting entry that was made to arrive at the ending
LO3 balance. Assume statements and adjusting entries are prepared only once each year.

1. Prepaid Insurance:
Balance beginning of year $4,300
Balance end of year 3,600

During the year, an additional business insurance policy was purchased.
A 1-year premium of $1,200 was paid and charged to Prepaid Insurance.

2. Accumulated Depreciation:
Balance beginning of year $103,400
Balance end of year 106,100

During the year, a depreciable asset that cost $10,700 and had a carrying value
of $5,300 was sold for $6,000.The disposal of the asset was recorded correctly.

3. Unearned Rent:
Balance beginning of year $ 8,000
Balance end of year 12,000

Warehouse quarterly rent received in advance is $14,000. During the year,
equipment was rented to another company at an annual rent of $6,000. The
quarterly rent payments were credited to Rent Revenue; the annual equipment
rental was credited to Unearned Rent.

4. Salaries Payable:
Balance beginning of year $36,540
Balance end of year 29,480

Salaries are paid biweekly. All salary payments during the year were debited
to Salaries Expense.

Exercise 2-23 Adjusting and Closing Entries and Post-Closing Trial Balance
Accounts of Pioneer Heating Corporation at the end of the first year of operations
LO3 showed the following balances. In addition, prepaid operating expenses are $4,000,

and accrued sales commissions payable are $5,900. Investment revenue receivable is
$1,000. Depreciation for the year on buildings is $4,500 and on machinery, $5,000.
Federal and state income taxes for the year are estimated at $18,100.

Debit Credit

Cash . . $ 39,000
INVeNntory ... ... i 50,000
INVESTMENT . . . . o 50,000
Land ... 70,000
Buildings . ... ... 180,000
Machinery . ... ... 100,000
Accounts Payable . ...... ... $ 65,000
Common StOCK . . ... 320,000
Additional Paid-In Capital ........... ... ... ... ... 40,000
SaleS . . 590,000
Costof Goods Sold . .. ... ... .. .. 230,000
Sales ComMMISSIONS . . .. ottt 200,000
General Operating Expenses .. ... ... . .. 101,000
Investment Revenue . ............ ... .. . 5,000

Totals . .o $1,020,000 $1,020,000

1. Prepare the necessary entries to adjust and close the books.
2. Prepare a post-closing trial balance.
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Exercise 2-24 Adjusting and Closing Entries and Post-Closing Trial Balance
Below is the trial balance for Boudreaux Company as of December 31.
LO3
Debit Credit

Cash .. $ 72,000

Accounts Receivable . .. ... ... .. .. ... 365,000

INVENLOry ... 52,000

Prepaid EXpenses. . ... ... .. 36,000

Land ..o 70,000

Plant and Equipment . ... ... . 1,254,000

Other ASSets . . ... 1,275,000

Accounts Payable . .......... .. $ 154,000

Wages, Interest, and Taxes Payable . . .......... ... ... ... ... ... .. ... ..., 218,000

Unearned Revenue ... ... ... ... ... ... 42,000

Long-Term Debt . ... ... .. 1,190,000

Other Liabilities. . ......... .. .. 297,000

Common Stock .. ... 195,000

Retained Earnings . ....... ... . ... 915,000

Dividends . . . .. .. 211,000

Sales . . 2,762,000

Interest Revenue . . ... ... ... . 29,000

Costs of Goods Sold. . . ... ... . 1,565,000

Selling, General, and Administrative Expenses . ........ ... ... . ... ... .. ... 615,000

Interest Expense ... ... ... 82,000

Income Tax Expense . ... ... .. . . . 205,000

Totals . ..o $5,802,000 $5,802,000

Consider the following additional information:

(a) Boudreaux uses a perpetual inventory system.

(b) The prepaid expenses were paid on September 1 and relate to a 3-year insur-
ance policy that went into effect on September 1.

(c) The unearned revenue relates to rental of an unused portion of the corpo-
rate offices. The $42,000 was received on April 1 and represents payment in
advance for one year’s rental.

(d) Plant and Equipment includes $15,000 for routine equipment repairs that were
erroneously recorded as equipment purchases. The repairs were made on
December 30.

(e) Other Assets include $7,000 for miscellaneous office supplies, which were pur-
chased in mid-October. An end-of-year count reveals that only $4,200 of the
office supplies remain.

() Selling, General, and Administrative Expenses incorrectly includes $13,000
for office furniture purchases (Other Assets). The purchases were made on
December 30.

(g) Inventory erroneously includes $7,500 of inventory that Boudreaux had pur-
chased on account but that was returned to the supplier on December 28
because of unsatisfactory quality.

1. Record the entries necessary to adjust the books.
2. Record the entries necessary to close the books. Assume the adjustments in (1)
do not affect Income Tax Expense.
3. Prepare a post-closing trial balance.
Exercise 2-25 Analysis of Journal Entries
For each of the following journal entries, write a description of the underlying event.
LO2 Lo Cash Lo 300
Accounts Receivable . ... .. ... ... 300
2. Accounts Payable . ... ... .. ... 400

INVENLOry . . .. 400
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3. Cash oo 5,000
Loan Payable . . ... ... . . . . .. 5,000

4. Cash .o 200

Accounts Receivable . ..... ... . ... 700
Sales . 900

Cost of Goods Sold ... ... ... ... . 550
INVeNtory . . ... .. 550

5. Prepaid Insurance . ... ... 200
Cash ..o 200

6. Dividends . ... ... 250
Dividends Payable . . ... ... ... ... . . 250

7. Retained Earnings . ... ... ... 1,000
Dividends . ... ... ... 1,000

8. Insurance Expense . ... ... ... 50
Prepaid Insurance .. ... ... 50

9. Inventory ... ... 600
Cash ..o 150
Accounts Payable . ...... ... ... 450

10. Allowance for Bad Debts ... ... ... ... . 46
Accounts Receivable. . ....... ... . o 46

1. Interest Expense . ... ... ... . 125
Interest Payable ............. .. ... ... ... ..o 125

12. Wages Payable . ... ... ... .. . . 130

Wages EXPeNnse ... ... ... 75
Cash .. 205

13. Accounts Payable ....... ... .. ... 500
Cash .o 490
Purchase Discounts . .......... ... ... . . 10

Exercise 2-26 Adjusting Entries

The following accounts were taken from the trial balance of Cole Company as of
LO3 December 31, 2011:

Sales $70,000
Interest Revenue 3,000
Equipment 52,000
Accumulated Depreciation—Equipment 8,000
Inventory 23,000
Advertising Expense 1,500
Selling Expense 7,500
Interest Expense 2,000

Given the information below, make the necessary adjusting entries.

(a) The equipment has an estimated useful life of ten years and a salvage value of
$4,000. Depreciation is calculated using the straight-line method.

(b) Of selling expense, $1,500 has been paid in advance.

(©) Interest of $800 has accrued on notes receivable.

(d) Of advertising expense, $440 was incorrectly debited to Selling Expense.

Exercise 2-27 Adjusting Entries
The following data were obtained from an analysis of the accounts of Noble Distributor
LO3 Company as of March 31, 2011, in preparation of the annual report. Noble records

current transactions in nominal accounts. What are the appropriate adjusting entries?

(a) Prepaid Insurance has a balance of $14,100. Noble has the following policies
in force:

SPREADSHEET Policy Date Term Cost Coverage
A 171711 2 years $ 3,600 Shop equipment
B 12/1710 6 months 1,800 Delivery equipment

C 7/1/10 3 years 12,000 Buildings
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(b) Unearned Subscription Revenue has a balance of $56,250. The following sub-
scriptions were collected in the current year. There are no other unexpired

subscriptions.
Effective Date Amount Term
July 1, 2010 $27,000 | year
October 1, 2010 22,200 | year
January 1, 2011 28,800 | year
April I, 2011 20,700 | year

(¢) Interest Payable has a balance of $825. Noble owes a 10%, 90-day note for
$45,000 dated March 1, 2011.

(d) Supplies has a balance of $2,190. An inventory of supplies revealed a total of
$1,410.

(e) Salaries Payable has a balance of $9,750. The payroll for the 5-day workweek
ended April 3 totaled $11,250.

Exercise 2-28 Analyzing Adjusting Entries
Guidecom Consulting Company initially records prepaid items as assets and unearned
LO3 items as liabilities. Selected account balances at the end of the current and prior year

follow. Accrued expenses and revenues are adjusted only at year-end.

Adjusted Balances, Adjusted Balances,
December 31, 2010 December 31, 2011
Prepaid Rent $ 5,100 $3,400
Salaries and Wages Payable 2,100 4,700
Unearned Consulting Fees 18,200 7,800
Interest Receivable 800 2,100

During 2011, Guidecom Consulting paid $14,000 for rent and $40,000 for wages. It
received $112,000 for consulting fees and $3,200 as interest.

1. Provide the entries that were made at December 31, 2011, to adjust the
accounts to the year-end balances shown above.

2. Determine the proper amount of Rent Expense, Salaries and Wages Expense,
Consulting Fees Revenue, and Interest Revenue to be reported on the current-
year income statement.

Exercise 2-29 Closing Entries
An accountant for Jolley, Inc., a merchandising enterprise, has just finished posting all
LO3 year-end adjusting entries to the ledger accounts and now wishes to close the appro-

priate account balances in preparation for the new period.

1. For each of the accounts listed, indicate whether the year-end balance should
be (a) carried forward to the new period, (b) closed by debiting the account,
or (¢) closed by crediting the account.

(a) Cash $ 25,000
(b) Sales 75,000
(c) Dividends 3,500
(d) Inventory 7,500
(e) Selling Expenses 7,900
(f) Capital Stock 100,000

(g) Wages Expense 14,400
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(h) Dividends Payable $ 4,000
(i) Cost of Goods Sold 26,500
() Accounts Payable 12,000
(k) Accounts Receivable 140,000
() Prepaid Insurance 16,000
(m) Interest Receivable 1,500
(n) Sales Discounts 4,200
(o) Interest Revenue 6,500
(p) Supplies 8,000
(@) Retained Earnings 6,500
(r) Accumulated Depreciation 2,000
(s) Depreciation Expense 1,800

2. Give the necessary closing entries.
3. What was Jolley’s net income (loss) for the period?

Exercise 2-30 Closing Entries
Dylan’s Taxidermy Corporation reports revenues and expenses of $142,300 and
LO3 $91,500, respectively, for the period. Give the remaining entries to close the books

assuming the ledger reports Additional Paid-In Capital of $400,000 and Retained
Earnings of $125,000. Dividends during the year amounting to $29,200 were recorded
in a dividends account.

Exercise 2-31 Determining Income from Equity Account Analysis
An analysis of Goulding, Inc., disclosed changes in account balances for 2011 and
LO3 the following supplementary data. From these data, calculate the net income or loss

for 2011. (Hint: Net income can be thought of as the increase in net assets resulting
from operations.)

Cash $18,000 increase
Accounts Receivable 5,000 decrease
Inventory 14,000 increase
Equipment 58,000 increase
Accounts Payable 2,000 increase

Goulding sold 4,000 shares of its $5 par stock for $8 per share and received cash
in full. Dividends of $20,000 were paid in cash during the year. Goulding borrowed
$40,000 from the bank and made interest payments of $5,000. Goulding had no other
loans payable. Interest of $2,000 was payable at December 31, 2011. There was no
interest payable at December 31, 2010. Equipment of $15,000 was donated by stock-
holders during the year.

Exercise 2-32 Accrual Errors
Spilker Aviation, Inc., failed to make year-end adjustments to record accrued sala-
LO3 ries and recognize interest receivable on investments over the last three years as
follows:
2009 2010 2011
Accrued salaries $21,000 $17,500 $26,000
Interest receivable 8,500 11,400 12,100

What impact would the correction of these errors have on the net income for these
three years? Ignore income taxes.
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PROBLEMS
Problem 2-33 Journal Entries
Selfish Gene Company is a merchandising firm. The following events occurred during
LO2 the month of May. (Note: Selfish Gene maintains a perpetual inventory system.)
May 1 Received $40,000 cash as new stockholder investment.
3 Purchased inventory costing $8,000 on account from Dawkins Company;
terms 2/10, n/30.
4 Purchased office supplies for $500 cash.
4 Held an office party for the retiring accountant. Balloons, hats, and refresh-
ments cost $150 and were paid for with office staff contributions.
5 Sold merchandise costing $7,500 on account for $14,000 to Richard
Company; terms 3/15, n/30.
8 Paid employee wages of $2,000. Gross wages were $2,450; taxes totaling
$450 were withheld.
9 Hired a new accountant; agreed to a first-year salary of $28,000.
9 Paid $1,500 for newspaper advertising.
10 Received payment from Richard Company.
12 Purchased a machine for $6,400 cash.
15 Declared a cash dividend totaling $25,000.
18 Sold merchandise costing $13,000 for $3,000 cash and $21,000 on account
to Feynman Company; terms n/30.
19 Paid Dawkins Company account in full.
22 Company executives appeared on the cover of a national newsmagazine.
Related article extolled Selfish Gene’s labor practices, environmental con-
cerns, and customer service.
23 Market value of Selfish Gene’s common stock rose by $150,000.
25 Purchased a building for $15,000 cash and a $135,000 mortgage payable.
29 Paid dividends declared on May 15.
Instructions:
1. Record the preceding events in general journal form.
2. Which event do you think had the most significant economic impact on Selfish
Gene Company? Are all economically relevant events recorded in the financial
records?
Problem 2-34 Account Classification and Debit/Credit Relationship
Instructions: Using the format provided, identify for each account:
LO2, LO3

1. Whether the account will appear on a balance sheet (B/S), income statement (I/S),
or neither (N)

2. Whether the account is an asset (A), liability (L), owners’ equity (OE), revenue (R),
expense (E), or other (O)

3. Whether the account is real or nominal

SPREADSHEET 4. Whether the account will be “closed” or left “open” at year-end

5. Whether the account normally has a debit (Dr.) or a credit (Cr.) balance

(1 (2) (3) (4) (5)
Account Title B/S, 1/S, N A, L OER,E O Real or Closed Debit (Dr.) or
Nominal or Open Credit (Cr.)

Example: Cash B/S A Real Open Dr.
(a) Unearned Rent Revenue (d) Accounts Payable
(b) Accounts Receivable (e) Prepaid Rent

(o) Inventory () Mortgage Payable
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(g) Sales (n) Supplies

(h) Cost of Goods Sold (o) Accumulated Depreciation
(i) Dividends (p) Retained Earnings

() Dividends Payable (@) Discount on Bonds Payable
(k) Interest Receivable (r) Goodwill

(D  Wages Expense (s) Additional Paid-In Capital

(m) Interest Revenue

Adjusting Entries
On December 31, Trinkets Supply Company noted the following transactions that
occurred during 2011, some or all of which might require adjustment to the books.

(a) Payment of $4,300 to suppliers was made for purchases on account during the
year and was not recorded.

(b) Building and land were purchased on January 2 for $190,000. The building’s
fair value was $141,000 at the time of purchase. The building is being depreci-
ated over a 30-year life using the straight-line method, assuming no salvage
value.

(o) Of the $52,000 in Accounts Receivable, 5% is estimated to be uncollectible.
Currently, Allowance for Bad Debts shows a debit balance of $200.

(d) On September 1, $80,000 was loaned to a customer on a 12-month note with
interest at an annual rate of 11%.

(e) During 2011, Trinkets Supply received $15,200 in advance for services, 80% of
which will be performed in 2012. The $15,200 was credited to Sales Revenue.

(f) The interest expense account was debited for all interest charges incurred dur-
ing the year and shows a balance of $2,300. However, of this amount, $300
represents a discount on a 60-day note payable, due January 30, 2012.

Instructions:

1. Give the necessary adjusting entries to bring the books up to date.
2. Indicate the net change in income as a result of the foregoing adjustments.

Analysis of Adjusting Entries
The accountant for Save More Company made the following adjusting entries on
December 31, 2011.

(a) Prepaid Rent . ... ... 1,800

Rent EXpense ... ... ... ... 1,800
(b) Advertising Materials . .......... ... 1,700

Advertising Expense .. ... 1,700
(c) Rent Revenue . ... ... ... .. . .. . . ... 900

Unearned Revenue . ....... ... ... .. .. 900
(d) Office Supplies . . ... ... 1,000

Office Supplies Expense . ...... ... ... ... ... ... oo 1,000
(e) Prepaid Insurance . ........ ... L 1,050

Insurance EXpense ... ... ... 1,050

Further information is provided as follows:

(a) Annual rent is paid in advance every October 1.

(b) Advertising materials are purchased at one time (June 1) and are used evenly
throughout the year.

(c) Annual rent is received in advance every March 1.

(d) Office supplies are purchased every July 1 and used evenly throughout the year.

(e) Yearly insurance premium is payable each August 1.

Instructions: For each adjusting entry, indicate the original transaction entry that
was recorded.
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Problem 2-37 Adjusting Entries
The bookkeeper for Joe’s Hardware Co. records all revenue and expense items in
LO3 nominal accounts during the period. The following balances, among others, are

listed on the trial balance at the end of the fiscal period, December 31, 2011, before
accounts have been adjusted:

Dr. (Cr.)

Accounts Receivable . . ... ... .. $123,000

SPREADSHEET Allowance for Bad Debts . ... ... ... (2,700)
Interest Receivable . . ... ... ... .. . 3,200

Discount on Notes Payable . ......... ... . . . . . . . . . . 300

Prepaid Real Estate and Personal Property Tax ................ ... .. 1,600

Salaries and Wages Payable ....... ... ... ... .. ... (7,600)

Discount on Notes Receivable . ....... ... . .. .. ... . . . . . . ... (1,800)

Unearned Rent Revenue . ....... ... ... . (5,200)

Inspection of the company’s records reveals the following as of December 31, 2011:

(a) Uncollectible accounts are estimated at 4% of the accounts receivable balance.

(b) The accrued interest on investments totals $3,900.

(¢0) The company borrows cash by discounting its own notes at the bank.
Discounts on notes payable at the end of 2011 are $1,200.

(d) Prepaid real estate and personal property taxes are $1,600, the same as at the
end of 2010.

(e) Accrued salaries and wages are $8,300.

(#) The company accepts notes from customers, giving its customers credit for the
face of the note less a charge for interest. At the end of each period, any inter-
est applicable to the succeeding period is reported as a discount. Discounts on
notes receivable at the end of 2011 are $1,300.

(g) Part of the company’s properties had been sublet on September 15, 2010, at
a rental of $2,100 per month. The arrangement was terminated at the end of
one year.

Instructions: Give the adjusting entries required to bring the books up to date.

Problem 2-38 Cash to Accrual Adjusting Entries and Income Statement
Gee Enterprises records all transactions on the cash basis. Greg Gee, company
LO3, LO4 accountant, prepared the following income statement at the end of the company’s

first year of operations:

E Gee Enterprises

Income Statement

For the Year Ended December 31, 2011

DEMO PROBLEM Sales . o $252,000
Selling and administrative expenses:
Salaries @XPENSe . ... ... $78,000
Rent expense .. ... ... ... 45,000
ComMISSION EXPENSE . .. ... .. .t 37,800
Equipment . . ... 30,000
Utilities eXpense . ... ... ... 29,000
Insurance eXpense . ... ... ... 6,000
INtErest EXPENSE . . ... ... 3,000 228,800
Net iNCOME . . . ... $ 23,200

You have been asked to prepare an income statement on the accrual basis. The fol-
lowing information is given to you to assist in the preparation:

(a) Amounts due from customers at year-end were $28,000. Of this amount,
$3,000 will probably not be collected.

(b) Salaries of $11,000 for December 2011 were paid on January 5, 2012. Ignore
payroll taxes.




Problem 2-39

LO3
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(¢) Gee rents its building for $3,000 a month, payable quarterly in advance. The
contract was signed on January 1, 2011.

(d The bill for December’s utility costs of $2,700 was paid January 10, 2012.

(e) Equipment of $30,000 was purchased on January 1, 2011. The expected life is
five years, no salvage value. Assume straight-line depreciation.

(f) Commissions of 15% of sales are paid on the same day cash is received from
customers.

(g) A l-year insurance policy was issued on company assets on July 1, 2011.
Premiums are paid annually in advance.

(h) Gee borrowed $50,000 for one year on May 1, 2011. Interest payments based
on an annual rate of 12% are made quarterly, beginning with the first payment
on August 1, 2011.

(i) The income tax rate is 40%. No prepayments of income taxes were made
during 2011.

Instructions:

1. Prepare adjusting entries to convert the books from a cash to an accrual basis.
2. Prepare the income statement for the year ended December 31, 2011, based
on the entries in (1).

Adjusting and Closing Entries

Account balances taken from the ledger of Builders’ Supply Corporation on December
31, 2011, before adjustment, follow information relating to adjustments on December
31, 2011:

(a) Allowance for Bad Debts is to be increased to a balance of $3,000.

(b) Buildings are depreciated at the rate of 5% per year.

(¢) Accrued selling expenses are $3,840.

(d) There are supplies of $780 on hand.

(e) Prepaid insurance relating to 2012 totals $720.

(f) Accrued interest on long-term investments is $240.

(g) Accrued real estate and payroll taxes are $900.

(h) Accrued interest on the mortgage is $480.

(1) Income taxes are estimated to be 20% of the income before income taxes.

Cash . . $ 24,000
Accounts Receivable . . .. ... ... 72,000
Allowance for Bad Debts . .. ... .. ... . . 1,380
INVENtOry .. . 87,570
Long-Term INVEStMENTS . . ... ... 15,400
Land . o 69,600
Buildings . . ... o 72,000
Accumulated Depreciation—Buildings . . ... ... . 19,800
Accounts Payable . ... ... .. 35,000
Mortgage Payable ... ... ... . 68,800
Capital Stock, $10 par. . ... 180,000
Retained Earnings, December 31,2010 .. ... ... .. 14,840
Dividends . . . .. .. 13,400
Sl . . 246,000
Sales RetUMNS . . ... 4,360
Sales DISCOUNTS . . . ..ot 5,400
Cost of Goods Sold . .. ... 114,370
Selling EXpenses . ... ... 49,440
Office EXPeNnses . ... ... . 21,680
Insurance EXpense ... ... ... 1,440
Supplies EXPense . ... ... 5,200
Taxes—Real Estate and Payroll . ....... ... .. . . . . . . . 7,980
Interest RevenuUe . . . ... o 660

Interest Expense ... ... .. 2,640
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Instructions:

1. Prepare a trial balance.

2. Journalize the adjustments.

3. Journalize the closing entries.

4. Prepare a post-closing trial balance.

(Note: Although not required, the use of a spreadsheet is recommended for the solu-
tion of this problem.)

Problem 2-40 Adjusting and Closing Entries and Post-Closing Trial Balance
Data for adjustments at December 31, 2011, are as follows:

LO3

(a) Taipei International uses a perpetual inventory system.

(b) An analysis of Accounts Receivable reveals that the appropriate year-end bal-
ance in Allowance for Bad Debts is $750.

(¢) Equipment depreciation for the year totaled $32,000.

(d) A recheck of the inventory count revealed that goods costing $5,600 were
wrongly excluded from ending inventory. The goods in question were not
shipped until January 3, 2012. A related receivable for $8,200 was also mistak-
enly recorded.

(e) Interest on the note payable has not been accrued. The note was issued on
March 1, 2011, and the interest rate is 12%.

(f) The balance in Insurance Expense represents $3,000 that was paid for a 1-year
policy on October 1. The policy went into effect on October 1.

(g) Dividends totaling $7,800 were declared on December 25. The dividends will
not be paid until January 15, 2012. No entry was made.

Taipei International Corporation
Unadjusted Trial Balance
December 31, 2011

Debit Credit
Cash . .. $ 31,500
Accounts Receivable . .. ... ... . .. ... 25,000
Allowance for Bad Debts ... ... ... ... .. . . . . .. $ 250
INVENTOIY . ..o 41,700
Equipment ... ... 190,000
Accumulated Depreciation—Equipment ......... .. ... o oo ool 51,000
Accounts Payable .. ........ .. 31,000
Notes Payable . ... .. ... . . 70,000
Wages Payable. .. ... ... ... ... 8,000
Income Taxes Payable. .. ... ... . ... . ... 6,500
Common StOCK . . ... 40,000
Retained Earnings . ...... . ... ... ... .. 34,100
Sales Revenue ........ ... . 310,000
Interest Revenue . .. ... ... . . e 12,000
Costof Goods Sold .. ...... ... ... . . 205,250
Wages EXPENnse . . . ... .. 45,000
Interest Expense .. ... ... 3,200
Utilities EXpense .. ....... ... ... .. 6,000
Insurance EXpense ... ... 3,000
Advertising Expense . ... ... 5,000
Income Tax Expense ...... ... .. ... 7,200
Totals . ... $562,850 $562,850

Instructions:

1. Journalize the necessary adjusting entries. (Ignore income tax effects.)
Journalize the necessary closing entries.

Prepare a post-closing trial balance.

Can a company pay dividends in a year in which it has a net loss? Can a company
owe income taxes in a year in which it has a net loss?

N
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Problem 2-41 Preparation of Work Sheet
Account balances taken from the ledger of High Flying Logistics Co. on December 31, 2011,
LO3 follow:

Cash . $ 42,000
Accounts Receivable . .. ... .. e 86,000
Allowance for Bad Debts . ... ... ... . . . 2,400
INVENTOIY .« . . 97,000
Long-Term INVestments ... ... ... ... 31,500
Land .. 62,300
Buildings . . . ..o 142,500
Accumulated Depreciation—Buildings . . ............ . 32,560
Accounts Payable . ... ... ... 51,800
Mortgage Payable ... ... ... . 122,500
Capital Stock, $5 par . ... 200,000
Retained Earnings, December 31,2010 ........ ... . ... . . . . . 26,950
Dividends . . . .. . 40,540
Sl . 431,000
Sales RetUINS . . . .o 9,560
Sales DISCOUNTS . . . . oottt e e e e e 8,440
Cost of Goods Sold . ... ... 203,420
Selling EXpenses ... ... ... 58,300
Office EXPENSES . . ..o 44,200
Insurance EXpense ... ... ... 12,000
Supplies EXpense . ... ... 5,100
Taxes—Real Estate and Payroll ... .. ... . . . 15,800
Interest R&VENUE . . . . ... 750
Interest Expense ... ... 9,300

Information relating to adjustments on December 31, 2011, follows:

(a) Allowance for Bad Debts is to be increased by $2,200.

(b) Buildings have a salvage value of $7,500. They are being depreciated at the
rate of 10% per year.

(¢) Accrued selling expenses are $9,300.

(d There are supplies of $850 on hand.

(e) Prepaid insurance relating to 2012 totals $3,800.

(f) Total interest revenue earned in 2011 is $1,900.

(g) Accrued real estate and payroll taxes are $3,550.

(h) Accrued interest on the mortgage is $1,980.

(1) Income tax is estimated to be 40% of income.

Instructions: Prepare a work sheet showing the net income and balance sheet
totals for the year ending December 31, 2011.

Problem 2-42 Preparation of Work Sheet and Adjusting and Closing Entries
The following account balances are taken from the general ledger of Whitni
LO3 Corporation on December 31, 2011, the end of its fiscal year. The corporation was

organized January 2, 2005.

Cash . . $ 40,250
Notes Receivable . .. ... ... 16,500
Accounts Receivable . .. .. ... .. 63,000
SPREADSHEET Allowance for Bad Debts (credit balance) .. ........ ... ... ... . 650
Inventory, December 31, 201 1 . ... 94,700
Land . o 80,000
Buildings . . . ..o 247,600
Accumulated Depreciation—Buildings . . ... ... .. 18,000
Furniture and FIXTUres . ... .. ... ... 15,000
Accumulated Depreciation—Furniture and Fixtures ......... ... ... .. ... .. o o oo 9,000
Notes Payable . .. ... ... 18,000
Accounts Payable ... ... .. 72,700
Common Stock, $100 par . ... ... e 240,000
Retained Earnings . ... ... ... 129,125

Sales 760,000
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Sales Returns and AllOWances . .. ......... ... $ 17,000
Cost of Goods Sold . .. ... .. 465,800
Utilities EXPENSE . . .. ... 16,700
Property Tax Expense .. ...... ... ... . ... 10,200
Salaries and Wages Expense . . ... ... 89,000
Sales Commissions EXpense . ... ... ... 73,925
Insurance EXpense . . ... ... 18,000
Interest RevenuUe . . ... ... 2,600
Interest EXpense . ... ... 2,400

Data for adjustments at December 31, 2011, are as follows:

(a) Depreciation (to nearest month for additions): furniture and fixtures, 10%;
buildings, 4%.
(b) Additions to the buildings costing $150,000 were completed June 30, 2011.
(o) Allowance for Bad Debts is to be increased to a balance of $2,500.
(d) Accrued expenses: sales commissions, $700; interest on notes payable, $45;
property taxes, $6,000.
(e) Prepaid expenses: insurance, $3,200.
(f) Accrued revenue: interest on notes receivable, $750.
(g) The following information is also to be recorded:
(1) On December 30, the board of directors declared a quarterly dividend of
$1.50 per share on common stock, payable January 25, 2012, to stockhold-
ers of record January 15, 2012.
(2) Income taxes for 2011 are estimated at $15,000.
(3) The only charges to Retained Earnings during the year resulted from the
declaration of the regular quarterly dividends.

Instructions:

1. Prepare an 8-column spreadsheet. There should be a pair of columns each for
trial balance, adjustments, income statement, and balance sheet.

2. Prepare all the journal entries necessary to record the effects of the foregoing
information and to adjust and close the books of the corporation.

CASES
Discussion Where Is Your Cash Box?
Case 2-43 Consider the following account of a veterinarian attempting to hire his first book-

keeper:

Miss Harbottle, the prospective bookkeeper, paused at the desk, heaped high with
incoming and outgoing bills and circulars from drug firms with here and there stray
boxes of pills and tubes of udder ointment.

Stirring distastefully among the mess, she extracted the dog-eared old ledger and
held it up between finger and thumb. “What’s this?”

Siegfried trotted forward. “Oh, that’s our ledger. We enter the visits into it from
our day book, which is here somewhere.” He scrabbled about on the desk. “Ah, here
it is. This is where we write the calls as they come in.”

She studied the two books for a few minutes with an expression of amazement
that gave way to grim humor. She straightened up slowly and spoke patiently. “And
where, may I ask, is your cash box?”

“Well, we just stuff it in there, you know.” Siegfried pointed to the pint pot on the
corner of the mantelpiece. “Haven’t got what you’d call a proper cash box, but this
does the job all right.”

Miss Harbottle looked at the pot with horror. Crumpled cheques and notes peeped
over the brim at her; many of their companions had burst out on the hearth below.
“And you mean to say that you go out and leave that money there day after day?”




Discussion
Case 2-44

Discussion
Case 2-45

Discussion
Case 2-46

Discussion
Case 2-47
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“Never seems to come to any harm.” Siegfried replied.

“And how about your petty cash?”

Siegfried gave an uneasy giggle. “All in there, you know. All cash—petty and oth-
erwise.”

(Excerpted from James Herriot, All Creatures Great and Small, New York: St.
Martin’s Press, 1972.)

Situations similar to the one described here are not unusual for small businesses.
How does a business survive with such bad bookkeeping?

To Record or Not to Record
Explain why each of the following hypothetical events would not be recorded in a
journal entry.

1. A famous and much-beloved movie star is secretly filmed by an investigative
news team using your company’s product when she in fact has an endorse-
ment contract with your company’s major competitor.

2. Two of your firm’s top vice presidents have a bitter argument and will prob-
ably never speak to each other again.

3. Your company’s chief research chemist is killed in a plane crash.

4. Because of unfavorable economic news, consumer confidence is shaken, and
the stock market falls by 10%.

5. You, a small business owner, buy a sofa for your home. You pay with a check
drawn on your personal, not your business, checking account.

6. Disney decides to build the next Walt Disney World near a large piece of

property you own.

Is It Time to Revolutionize the Recording of Business Events?

Jim Price and Elaine Bijard are taking an accounting systems course at their local
university. They are intrigued with the rapid advances in technology and communica-
tion that are occurring in the computer world. Today’s lecture was especially thought
provoking. Professor Hansen stated that it is no longer necessary or even desirable to
record business events in sequential order as has been traditionally done in account-
ing journals. The better approach is to capture all data related to a business event in
a computer database, including accounting, marketing, and production data, and to
prepare reports for many different users from a single source. The database would be
a management information database, not just one for accounting reports.

Jim argues that such an approach would make it more difficult for accountants
to keep control of input and ensure the integrity of their financial reports, but Elaine
feels that the sooner the accountants recognize the potential, the better they can serve
management’s varied needs. What advantages and disadvantages do you see coming
from a database approach to recording? How can Jim’s objections be met?

When Cash Basis Is Different from Accrual Basis
Alice Guth operates a low-impact aerobics studio. Alice has been in business for three
years and has always had her financial statements prepared on a cash basis. This year,
Alice’s accountant has suggested that accrual-based financial statements would give a
more accurate picture of the performance of the business. Alice’s friend Frank Geller
tells her that, in his experience, accrual-based financial statements tell pretty much
the same story as cash-basis statements.

Under what circumstances would the cash basis and the accrual basis of accounting
yield quite different pictures of a firm’s operating performance? Under what circumstanc-
es would the cash basis and the accrual basis show approximately the same picture?

The Impact of Computers on Financial Reporting

Computers have drastically altered the way accounting records are maintained. Almost
all businesses now keep at least some of their accounting records on computers.
However, the most visible output of the accounting system, the financial information
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included in the annual report, is still prepared and disseminated the old-fashioned
way—on paper. What types of changes in companies’ annual reports are likely to
occur over the next 10 to 15 years as a result of the increasingly widespread use of

computers?
Discussion But | Need More Timely Information!
Case 2-48 Julie is successful in her position as a consultant for Worldwide Enterprises. She has

selectively invested her money in stocks of several companies. She receives the annu-
al reports and faithfully analyzes them as she was taught in her university accounting
class. She is concerned, however, with the impact that events have on the financial
reports between years. Julie understands that quarterly reports are available from the
companies upon request but that they are not audited and thus may not be reliable.
She wonders whether they can be trusted. Even quarterly reports might not be fre-
quent enough. Wouldn’t it be useful if she could use her computer to interrogate the
company’s computer and obtain information anytime she wanted it?

She decides to write for advice from the chief accountants of the companies in
which she holds stock. As chief accountant, how would you address Julie’s concerns?

Case 2-49 Deciphering Financial Statements (Lockheed Martin Corporation)
Locate the 2006 financial statements for Lockheed Martin Corporation on the Internet.
Reconstruct the company’s adjusted trial balance as of December 31, 2000.

Case 2-50 Writing Assignment (I am going to be an accountant—not a bookkeeper!)
Some accounting students feel that the mechanics of accounting (journal entries and
T-accounts) are for bookkeepers. Because these students are training to be account-
ants, they see no need to spend a great deal of time studying these mechanics.
In one page, explain why accountants must have a thorough understanding of journal
entries and T-accounts, even though these tools are mostly the domain of bookkeepers.

Case 2-51 Researching Accounting Standards
To help you become familiar with the accounting standards, this case is designed to take
you to the FASB’s Web site and have you access various publications. Access the FASB’s
Web site at http://www.fasb.org. Click on “Pronouncements & EITF Abstracts.”
For this case, we will use Statement of Financial Accounting Concepts No. 6. Open
Concepts Statement No. 6.

1. Read paragraph 137. Based on the information in this paragraph, what is a
transaction?

2. Read paragraph 139. What is the difference between transactions with “cash
consequences” and transactions involving “cash”?

3. Read paragraph 141. Based on the information in this paragraph, what is the
primary difference between an accrual and a deferral?

Case 2-52 Ethical Dilemma (The art of making adjusting entries)
Refer back to the section of the chapter entitled “Preparing Adjusting Entries.” Who
determines how long buildings and furniture and equipment are to last? Who deter-
mines the dollar amount of accounts receivable that are doubtful?

Suppose we were to change our asset depreciation on the buildings and the furni-
ture and equipment from 5% and 10%, to 4% and 8%, respectively. What would be the
effect on net income? Would it increase or decrease? Likewise, suppose our estimate
of the balance in Allowance for Bad Debts was reduced to $1,000. What would be the
effect on net income?

Is the adjusting entry process an exact science where accountants can determine
exactly how well a company has done for a period? Or is accounting an art that
requires significant judgment on the part of the accountant?

What are the dangers for the accountant when making an estimate in an area (like
Bad Debts) where significant judgment is required?
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Case 2-53

SPREADSHEET

EOC A Review of the Accounting Cycle Chapter 2

Cumulative Spreadsheet Analysis

Beginning with Chapter 2, each chapter in this text will include a spreadsheet assign-
ment based on the financial information of a fictitious company named Skywalker
Enterprises. The assignments start out simple—in this chapter you are not asked to
do much more than set up financial statement formats and input some numbers. In
succeeding chapters, the spreadsheets will get more complex so that by the end of the
course you will have constructed a spreadsheet that allows you to forecast operating
cash flows for five years in the future, adjust your forecast depending on the operating
parameters that you think are most reasonable, and analyze the impact of a variety of
accounting assumptions on the reported numbers.

So, let’s get started with the first spreadsheet assignment.

1. The following numbers are for Skywalker Enterprises for 2011.

Short-Term Loans Payable .. ....... ... .. . $ 30
Unearned Revenue ... ... ... 35
Interest Expense . ... ... 27
Paid-In Capital in Excess of Par ... .. ... .. .. 150
Cash . 30
Other Long-Term Liabilities . . . ... ... 253
Dividends . ... ... 0
Accumulated Depreciation .. .......... ... 27
Other Long-Term ASSets . .. ... ... ... 40
INVENTOIY .« . o 459
Cost of Goods Sold . . .. ... 1,557
Long-Term Debt . . ... ... . 621
Investment Securities (CUMFENL) . .. ... ... it 70
Income Tax EXpense . .......... ... ... 12
Retained Earnings (as of January 1,2011) ... ... .. . 93
Receivables ... ... . 8l
Long-Term Investments . ............. ... .. 250
Sales . 2,100
Accounts Payable .. ... .. ... 222
Other Equity . ... ... 72
Property, Plant, and Equipment . ........ ... ... . ... 597
Other Operating Expenses .. ... ... ... 480

Your assignment is to create a spreadsheet containing a balance sheet and an
income statement for Skywalker Enterprises.

2. Skywalker is wondering what its balance sheet and income statement would
have looked like if the following numbers were changed as indicated.

Change
From To
Sales $2,100 $2,190
Cost of Goods Sold 1,557 1,650
Other Operating Expenses 480 495

Create a second spreadsheet with the numbers changed as indicated. (Note: After
making these changes, your balance sheet may no longer balance.) Eliminate
any discrepancy by increasing or decreasing Short-Term Loans Payable as
much as necessary.
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CHRIS RANK/Bloomberg News/Landov

very man in uniform gets a bottle of Coca-Cola for 5 cents, wherever

he is and whatever it costs.” So said Robert Woodruff, Coca-Cola
chairman, as U.S. soldiers entered the fighting in World War II. By 1941,
Coca-Cola was such a part of US. life that Coke also became part of the war
machine. In 1943, General Dwight Eisenhower requested the necessary equip-
ment and bottles to refill 10 million Coca-Colas for soldiers in the European
theater. Allied Headquarters in North Africa operated 64 bottling plants during
the war.

From its beginnings in Atlanta, Georgia, in which 1886 sales averaged
nine drinks per day, to its current worldwide presence in which 2007 sales
averaged |.5 billion servings per day, Coca-Cola has grown to the point that
it is now the most recognizable trademark on the planet—uwith sales in over
200 countries around the world.

Pharmacist Dr. John S. Pemberton mixed the first kettle of Coca-Cola in
his backyard in 1886. Frank Robinson, Pemberton's bookkeeper and partner,
named the drink and came up with the unique script that is Coke’s signature.
Bottled Coke (in contrast to Coca-Cola served at a soda fountain) was first
offered in 1894, and five years later, Joseph Whitehead and Benjamin Thomas
purchased the exclusive rights to bottle Coca-Cola for $1. Within 20 years,
1,000 bottlers around the world were bottling Coke. In 1915, the contoured
bottle that symbolizes Coca-Cola was developed, and its shape was finally
granted a patent in 1977.

With Coca-Cola’'s remarkable success, one must wonder what company
executives were thinking in 1985 when they made a historic blunder. In April
of that year, the company changed its secret formula, terminated the original
Coke, and introduced “new’” Coke. The public reaction was overwhelmingly
negative, with consumers organizing and calling for the return of the original.
After four months, the company reintroduced the original formula as Coca-
Cola Classic.

Today, over 17,000 soft drink servings from The Coca-Cola Company are
consumed around the world every second of every day.

Owning the most valuable brand name in the world (Interbrand, an
international brand valuation company, estimated the value of the Coca-Cola
brand name in 2007 at $65.324 billion), one might expect Coca-Cola’s balance
sheet to contain a significant amount assigned to this asset. One look at the
company's balance sheet (see Exhibit 3-1), however, reveals that very little is
recorded on Coke's balance sheet related to its intangible assets.

As illustrated with the brand name example, Coke’s balance sheet is inter-
esting as much for what it excludes as for what it includes. As an additional
example, Coke owns approximately 35% of Coca-Cola Enterprises, a
bottling company. Coca-Cola Enterprises has $18.7 billion in liabilities; how-
ever, because The Coca-Cola Company does not own a controlling interest
(more than 50%) of this bottler, none of these liabilities are reported in Coke’s
balance sheet. Coke also owns significant percentages (but less than 50%) of
other bottlers, which together report approximately $17.5 billion in liabilities.
Again, Coke reported none of these liabilities in its balance sheet.

Coke's balance sheet appears relatively simple—deceptively simple.
Although we are each comfortable with accounts such as Cash, Inventory,
Accounts Payable, and Reinvested (or Retained) Eamings, a firm's balance
sheet becomes much more complex as its business gets more complex. It is
important that we understand what the balance sheet tells us, what it does
not tell us, and the role that the financial statement notes play in assisting us
in interpreting the financial statements.

LEARNING OBJECTIVES

Describe the specific elements of the
balance sheet (assets, liabilities, and
owners’ equity), and prepare a balance
sheet with assets and liabilities properly
classified into current and noncurrent
categories.

Identify the different formats used to
present balance sheet data.

Analyze a company’s performance and
financial position through the computa-
tion of financial ratios.

Recognize the importance of the notes
to the financial statements, and outline
the types of disclosures made in the
notes.

Understand the major limitations of the
balance sheet.
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EXHIBIT 3-1 Coca-Cola’s Balance Sheet

The Coca-Cola Company and Subsidiaries
Consolidated Balance Sheets
December 31, 2006 and 2005
(In millions except par value)

ASSETS
CURRENT ASSETS

Cash and cash eqUIValeNts ... ... ... ...ttt e
Marketable SECUFILIES . ... ...ttt

Trade accounts receivable, less allowances

of $63 and $72, respectively ... ... ..o e
INVENTOIIES . ...t
Prepaid expenses and other assets ........... ...t

TOTAL CURRENT ASSETS .. e e

INVESTMENTS
Equity method investments:

Coca-Cola Enterprises INC. .. ... ...ttt e e
Coca-Cola Hellenic Bottling Company S.A. . ... .. i
CemCalh FEIMYA, SAE @B GV 000000000000000000000000000000000000000000000000000000
CoerCelh /Al (WifiEe) oooooo0000000000000000006000000000000000000000000000000000000
Other, principally bottling companies ........... .. .. i
Cost method investments, principally bottling companies ................ ... ... ... ...

TOTAL INVESTMENTS .. e

OTHER ASSET S e e
PROPERTY, PLANT AND EQUIPMENT—Net . ... ...
TRADEMARKS WITH INDEFINITE LIVES .. ... e
GOODWILL .o
OTHER INTANGIBLE ASSETS . ... i
TOT AL ASSET S ...

LIABILITIES AND SHAREOWNERS’ EQUITY
CURRENT LIABILITIES

Accounts payable and accrued eXpenses . ... ...
Loans and notes payable .. ... ... ...
Current maturities of long-term debt ...... ... ... .
Accrued INCOME TAXES . ...ttt ittt ettt ettt et

TOTAL CURRENT LIABILITIES .. ... e
LONG-TERM DEBT . ...ttt i e i
OTHER LIABILITIES ... e e e
DEFERRED INCOME TAXES . ... e et

SHAREOWNERS’ EQUITY
Common stock, $0.25 par value; Authorized — 5,600 shares;

Issued —3,51 1 and 3,507 shares, respectively .......... . ... ... i
Capital SUFPIUS . . ...
Reinvested earnings ... ... ... ... e
Accumulated other comprehensive income (loss) ............ . i i i
Treasury stock, at cost — 1,193 and ,138 shares, respectively ...................... ... ... ...

TOTAL SHAREOWNERS EQUITY ... e
TOTAL LIABILITIES AND SHAREOWNERS’ EQUITY ............. ... .o

1,312
1,251
835
817
2,095
473

6,783

2,701
6,903
2,045
1,403
1,687
$29,963

$ 5,055
BY2B5]

567
8,890
1,314
2,231
608

878
5,983
33,468

(1,291)

(2,118)
16,920

$29,963

2005

$ 4,701
66

2,281
1,379
1,778

10,205

1,731
1,039
982
748
2,062
360

6,922

2,648
5,831
1,946
1,047

828
$29,427

$ 4493
4518

28

797

9,836
1,154
1,730

352

877
5,492
31,299

(1,669)

(19,644)
16,355

$29,427
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1. As stated above, the Coca-Cola trademark has been estimated to be
worth $65.324 billion. The value of this trademark is NOT reported in
the Coca-Cola balance sheet in Exhibit 3-1, but trademarks valued at
$2.045 billion are reported in 2006. What do you think is the difference
between these trademarks and the original Coca-Cola trademark?

2. The liabilities of the Coca-Cola bottlers of which The Coca-Cola Company
owns a significant percentage total $36.2 billion. As stated above, NONE
of these liabilities is included in the balance sheet of The Coca-Cola
Company. Look at Exhibit 3-1—what amount of total liabilities does The
Coca-Cola Company report as of December 31, 2006?

3. Look at Exhibit 3-1. As of December 31, 2006, which amount is greater—
total current assets or total current liabilities? If you were a banker mak-
ing a short-term loan to a company, would you prefer that company to
bave more current assets or more current liabilities?

Answers to these questions can be found on page 123.

oca-Cola’s balance sheet, like the balance sheet of any company, lists the
organization’s accounting assets and liabilities. However, this does not mean
that the balance sheet includes complete, up-to-date information about
all of the organization’s economic resources and obligations. As described in
Chapter 1, the choice of how to include information in the financial statements is often
a trade-off between relevance and reliability. The balance sheet has been criticized for
being too reliable, with too many assets being recorded at historical cost instead of
market value, and with many important economic assets (such as Microsoft’s manage-
ment or Intel’s market dominance) not being recorded at all. A characteristic of recent
FASB statements is an effort to improve the relevance of the balance sheet.
Even with its limitations, the balance sheet is still the fundamental financial statement.
In fact, the income statement and statement of cash flows can be thought of as simply
providing supplemental information about certain balance sheet accounts: The income
statement gives a detailed description of some of the yearly changes in retained earnings,
and the statement of cash flows details the reasons for the change in the cash balance.
This chapter focuses on the strengths and limitations of the balance sheet and
describes how companies report their assets, liabilities, and owners’ equity. The
chapter also introduces some financial ratios used to analyze the balance sheet and
outlines the type of information contained in the notes to the financial statements.

Elements of the Balance Sheet

o Describe the spe- WHY Identification and measurement of assets and liabilities is fundamental to the

practice of accounting. Assets and liabilities are usually separated into cur-
rent and noncurrent categories so that a financial statement user can assess
the firm’s ability to meet its obligations as they come due.

cific elements of the
balance sheet (assets,
liabilities, and owners’
equity), and prepare
a balance sheet with
assets and liabilities
properly classified
into current and non-
current categories.

HOW Conceptual definitions, traditional accounting practice, and, in some cases,
specific accounting standards determine when economic items should be
reported as accounting assets or liabilities. Current items are those expected
to be used or paid within one year. When classifying assets and liabilities, the
key considerations are how management intends to use an asset and when it
expects to pay a liability.
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Twenty years after his victory at the Battle of Hastings in 1066, William the Conqueror
commissioned a royal survey of all the property in England. The survey was described
as follows by one of the defeated Anglo-Saxons:

He sent his men all over England into every shire and had them find out how many
hundred hides there were in the shire, or what land and cattle the king himself had
in the country, or what dues he ought to have in twelve months from the shire. Also,
he had a record made of how much land his archbishops had, and his bishops and his
abbots and his earls, and what or how much everybody had who was occupying land
in England, in land or cattle, and how much money it was worth.

The survey thoroughly frightened the people of England, and it was called
“Domesday [or Doomsday] Book” because it caused them to think of the final reckon-
ing at the Last Judgment.!

Had the original Doomsday Book also included a listing of all the obligations,
or liabilities, of the people of England, it would have comprised a balance sheet for
England as of the year 1086. A balance sheet is a listing of an organization’s assets and
liabilities as of a certain point in time. The difference between assets and liabilities is
called equity. Equity can be thought of as the amount of the assets that the owners of
the organization can really call their own, the amount that would be left if all the liabili-
ties were paid. The balance sheet is an expression of the basic accounting equation?:

Assets = Liabilities + Owners’ equity

The three elements found on the balance sheet were precisely defined in Chapter 1.
These definitions are repeated in Exhibit 3-2.

Text not available due to copyright restrictions

These definitions contain several key words and phrases that are briefly discussed
here.

* Probable. Contrary to popular belief, accounting is not an exact science. Business is full of
uncertainty, and this is acknowledged by the inclusion of the word probable in the defini-
tions of assets and liabilities.

* Future economic benefit. Although the balance sheet summarizes the results of past transac-
tions and events, its primary purpose is to help forecast the future. Hence, the only items
included as assets and liabilities are those with implications for the future.

" Elizabeth M. Hallam, Domesday Book Through Nine Centuries (Thomas and Hudson, 1986), pp. 16, 17.

2 In abbreviated form, the basic accounting equation can be expressed as A = L + E. This can be rearranged
algebraically to yield E = A — L. Notice the similarity with Einstein’s famous equation: E = mc2. Researchers thus
far have had no luck in finding an underlying connection that would unify the fields of physics and accounting.
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* Obtained or controlled. Accountants have a phrase, “substance over form,” meaning that
financial statements should reflect the underlying economic substance, not the superficial
legal form. If a company economically controls the future economic benefits associated
with an item, that item qualifies as an asset whether it is legally owned or not.

* Obligation. This term includes legal commitments as well as moral, social, and implied obli-
gations. Again, the phrase “substance over form” applies.

* Transfer assets or provide services. Most liabilities involve an obligation to transfer assets
in the future. However, an obligation to provide a service is also a liability. For example,
having received your tuition check, your college or university now has a liability to you to
provide top-notch education.

* Past transactions or events. Assets and liabilities arise from transactions or events that have
already happened. Consider a company that promises in May to pay a student $4,000 for
a summer internship starting in June. If the company declares bankruptcy, does the stu-
dent get to collect the $4,000? No, because the transaction, the actual summer internship
work, has not yet occurred.?

Assets include financial items such as cash, receivables, and investments in financial
instruments. Assets also include costs that are expected to provide future economic
benefits. For example, expenditures made for inventories, equipment, and patents are
expected to help generate revenues in future periods. Most assets are measured in terms
of historical cost. As mentioned in Chapter 1

* and as outlined later in this chapter, how-
St Op & thlnk ever, some assets are measured in terms of
replacement cost, market value, net realiz-

Alternatively, asset could be defined as every- able value, or discounted present value.

thing legally owned by a company, and liability Liabilities i‘nclude‘ oblig?tions with
defined as all legal obligations. Which ONE amounts denominated in precise monetary
terms, such as accounts payable and long-

term debt. The amounts of other liabilities
must be estimated based on expectations
about future events. These types of liabili-
ties include warranties, pension obliga-
tions, and environmental liabilities.

ing classification of assets and liabilities. The total liability amount measures the
Companies could use legal technicalities in amounts of the assets of the company that are
order to hide their economic liabilities in claimed by various creditors. Owners’ equity
legally separate companies. measures the amounts of the total assets of the
These law-based definitions of assets and company that remain and are thus claimed by

liabilities would put too much power into the ownership g;oup. Owners’ equity e(};lfals
the hands of the FASB. the net assets of a company, or the differ-

ence between total assets and total liabilities.
Owners’ equity arises from investment by
owners and is increased by net income and
decreased by net losses and distributions to
owners. Other items that can impact owners’
equity are outlined later in the chapter.

of the following would NOT be a problem of
these legalistic definitions?

a) Companies would be tempted to hire
teams of lawyers to carefully craft con-
tracts in order to obtain favorable account-

The identification of accounting assets and lia-
bilities would be greatly influenced by chang-
ing governmental standards of ownership.

Classified Balance Sheets

Although there are no standard categories that must be used, the general framework for
a balance sheet shown in Exhibit 3-3 is representative and will be used in this chapter.
Balance sheet items are generally classified as current (or short-term) items and non-
current (or long-term) items. How long is current? For most companies, current means

3 Whether the transaction has already occurred is sometimes difficult to determine. For example, if the student
signs a summer internship contract guaranteeing payment of $4,000 whether or not any work is done, the
contract signing itself might be viewed as creating an asset for the student and a liability for the company. This
exact issue is important in determining the proper accounting treatment for long-term leases.
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EXHIBIT 3-3 Categories of a Classified Balance Sheet

ASSETS

Current assets:
Cash
Investment securities
Accounts and notes receivable
Inventories
Other current assets, such as prepaid expenses

Noncurrent assets:
Investments
Property, plant, and equipment
Intangible assets
Other noncurrent assets, such as deferred income tax assets

LIABILITIES

Current liabilities:
Accounts and notes payable
Accrued expenses
Current portion of long-term obligations
Other current liabilities, such as unearned revenues

Noncurrent liabilities:
Long-ferm debt, such as notes, bonds, and mortgages payable
Long-term lease obligations
Deferred income tax liabilities
Other noncurrent liabilities, such as pension obligations

OWNERS’ EQUITY

Contributed capital:
Capital stock
Additional paid-in capital
Retained earnings
Other equity, such as treasury stock (a subtraction)
Accumulated other comprehensive income

one year or less. Accordingly, assets expected to be used and liabilities expected to be
paid or otherwise satisfied within a year are current items. When assets and liabilities
are so classified, the difference between current assets and current liabilities may be
determined. This difference is referred to as the company’s working capital—the liquid
buffer available in meeting financial demands and contingencies of the near future.
The division of assets and liabilities into just two categories—current and noncurrent—
is in some sense an arbitrary partition. Users of financial statements could desire a
different partition. For example, some users exclude inventory when evaluating a
company’s working capital position. Users are certainly free to recast the balance sheet
in whatever manner they wish. However, although there is some arbitrariness in the
current/noncurrent classifications, its popularity among users as an indication of
liquidity suggests that the classification does meet the test of decision usefulness.

Current Assets

The most common current assets are cash, receivables, and inventories. As depicted
in Exhibit 3-4, the normal operating cycle involves the use of cash to purchase
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EXHIBIT 3-4 Operating Cycle

Cash

N

Receivables Inventories

yd

inventories, the sale of inventories resulting in receivables, and ultimately the cash
collection of those receivables. In some industries, such as lumber and shipbuilding,
this normal operating cycle is longer than one year. When the operating cycle is lon-
ger than a year, the length of the operating cycle should be used in defining current
assets and liabilities. In practice, almost all companies use the 1-year period.*

In addition to cash, receivables, and inventories, current assets typically include
prepaid expenses and investments in certain securities. Prepaid items are a bit differ-
ent from other current assets in that they are not expected to be converted into cash
within a year. Instead, their expiration makes it possible to conserve cash that otherwise
would have been required. Prepayments for periods extending beyond a year should
be reported as noncurrent assets.

Debt and equity securities (often called bonds and stocks) that are purchased mainly
with the intent of reselling the securities in the short term are called trading securities.
Trading securities are classified as current assets. Other investments in debt and equity secu-
rities are classified as current or noncurrent depending on whether management intends to
convert them into cash within one year or one operating cycle, whichever is longer.>

The reported amounts for current assets are measured in a variety of ways. Cash
and receivables are reported at their net realizable values. Thus, current receivable
balances are reduced by allowances for estimated uncollectible accounts. Investments
in debt and equity securities are reported, in most cases, at current market value.
Inventories are reported at cost (FIFO, LIFO, etc.) or on the lower-of-cost-or-market
basis. Prepaid expenses are reported at their historical costs.

Current assets are normally listed on the balance sheet before the noncurrent assets
and in the order of their liquidity, with the most liquid terms (those closest to cash) first.
This ordering is a tradition, not a requirement. Most utilities and insurance companies
reverse the order and report their longer-lived assets first. In addition, as illustrated later,

- non-U.S. companies frequently start their bal-

Cautlon Some exceptions to the normal classifi-

cation of assets should be noted. If manage-

is not restricted to reporting historical cost. rent purpose, that asset should be classified
as noncurrent in spite of the usual classifi-

ance sheets with their long-term assets.
As illustrated with current assets, a balance sheet ment intends to use an asset for a noncur-
cation. For example, cash that is restricted

*In classifying items not related to the operating cycle, a |-year period is always used as the basis for current
classification. For example, a note receivable due in 15 months that arose from the sale of land held as an invest-
ment would be classified as noncurrent even if the normal operating cycle exceeds 15 months.

5 Statement of Financial Accounting Standards No. |15, “Accounting for Certain Investments in Debt and Equity
Securities” (Norwalk, CT: Financial Accounting Standards Board, 1993), par. 17.
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When an investment in another company rep-
resents majority ownership of that company,

no single investment amount is reported in
the balance sheet. Instead, all of the individual
assets and liabilities of the other company are
included, or consolidated, in the balance sheet.
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to a noncurrent use (e.g., for the acquisition of noncurrent assets or for the liquidation
of noncurrent debts) should not be included in current assets. Similarly, land that is
held for resale within the coming year should be classified as current. The overriding
criterion is management intent.

Noncurrent Assets

Assets not qualifying for presentation under the current heading are classified under
a number of noncurrent headings. Noncurrent assets may be listed under separate
headings, such as Investments; Property, Plant, and Equipment; Intangible Assets; and
Other Noncurrent Assets.

Investments Investments held for such long-term purposes as regular income,
appreciation, or ownership control are reported under the heading Investments. Debt
and equity securities purchased as investments that management does not intend to sell
in the coming year are classified as long-term investments. Acquisitions of the stock of
other companies made in order to exert influence or control over the actions of those
companies are accounted for using the equity method, which is explained in Chapter 14.
These investments are classified as long-term investments. The Investments heading
also includes other miscellaneous investments not used directly in the operations of
the business, such as land held for investment purposes. Many long-term investments
are reported at cost. However, more and more long-term assets are being reported at
current market values. These deviations from cost will be discussed in later chapters.
0 Property, Plant, and Equipment
fy1 Properties of a tangible and relatively per-
manent character that are used in the
normal business operations are reported
under Property, Plant, and Equipment or
other appropriate headings, such as Land,
Buildings, and Equipment. Land, buildings,
machinery, tools, furniture, fixtures, and
vehicles are included in this section of the
balance sheet. If an asset, such as land, is
being held for speculation, it should be clas-
sified as an investment rather than under the
heading Property, Plant, and Equipment. Tangible properties, except land, are normally
reported at cost less accumulated depreciation. If the current value of a tangible prop-
erty is less than its depreciated cost, the asset is said to be impaired. Guidelines for
when and how to recognize asset impairments are given in Chapter 11.

Intangible Assets The long-term rights and privileges of a nonphysical nature
acquired for use in business operations are often reported under the heading Intangible
Assets. Included in this class are items such as goodwill, patents, trademarks, fran-
chises, copyrights, formulas, leaseholds, and customer lists. Intangible assets are an
increasingly important part of most companies’ economic value; accordingly, the FASB
has placed more emphasis on the accounting for intangibles. Some intangible assets
are depreciated, or amortized, in the same way as tangible assets. However, many
intangible assets, including goodwill, are not amortized on a systematic basis. Instead,
these intangible assets are regularly tested to determine whether their value has been
impaired. The details of accounting for intangibles are in Chapters 10 and 11.

Other Noncurrent Assets Those noncurrent assets not suitably reported under any
of the previous classifications may be listed under the general heading “Other Noncurrent
Assets” or may be listed separately under special descriptive headings. Such assets
include, for example, long-term advances to officers, long-term receivables, deposits
made with taxing authorities and utility companies, and deferred income tax assets.
Deferred income tax assets arise when taxable income exceeds reported income for
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Properties used in normal business operations, such as
the printing press shown here, are classified as “property,
plant, and equipment” on the balance sheet.

Chapter 3

the period and the difference is expected to “reverse” in
future periods. One common source of deferred income
tax assets is large restructuring charges (including write-
downs in asset values and recognition of relocation
obligations) that are not yet deductible for income tax
purposes; the deferred income tax asset reflects the
expected future tax benefits that will arise when the
elements of the restructuring charge become tax deduct-
ible in the future. The computation and reporting of
deferred income tax assets is somewhat complex as well
as interesting (as will be explained in Chapter 16).

Current Liabilities

Current liabilities are those obligations that are rea-
sonably expected to be paid using current assets or by
creating other current liabilities. Generally, if a liability
is reasonably expected to be paid within 12 months, it
is classified as current. As with receivables, payables
arising from the normal operating activities may be
classified as current even if they are not to be paid
within 12 months as long as they are to be paid within
the operating cycle, which may exceed 12 months.

In addition to accounts payable and short-term
borrowing, current liabilities also include amounts for
accrued expenses. Common accruals include salaries and
wages, interest, and taxes. The Current Liabilities section
also includes amounts representing the portion of the
long-term obligations due to be satisfied within one year.

The current liability classification generally does not include the following items
that normally would be considered current.

* Debts to be liquidated from a noncurrent sinking fund. A sinking fund is comprised of cash
and investment securities that have been accumulated for the stated purpose of repaying
a specific loan. If the sinking fund is classified as a noncurrent asset, the associated loan is

also classified as noncurrent.

fy1

The international standard for classification
of short-term obligations to be refinanced is
slightly different. According to IAS I, for the

obligation to be classified as long term the refi-
nancing must take place by the balance sheet
date, not the later date when the financial
statements are finalized. The FASB is consider-
ing adopting this more stringent condition.

*  Short-term obligations to be refinanced. If a short-
term loan is expected to be refinanced (either
with a new long-term loan or with the issuance
of equity) or paid back with the proceeds of a
replacement loan, the existing short-term loan
will not require the use of current assets even
though it is scheduled to mature within a year.
To reflect the economic substance of this situa-
tion, the existing loan is not classified as current
as long as (1) the intent of the company is to refi-
nance the loan on a long-term basis and (2) the
company’s intent is evidenced by an actual refi-
nancing after the balance sheet date but before
the financial statements are finalized or by the
existence of an explicit refinancing agreement.®

Callable Obligations Classification problems can arise when an obligation is callable
by a creditor because it is difficult to determine exactly when the obligation will be paid.
A callable obligation is one that is payable on demand and thus has no specified due

¢ Statement of Financial Accounting Standards No. 6, “Classification of Short-Term Obligations Expected to Be
Refinanced” (Stamford, CT: Financial Accounting Standards Board, |1975).

01
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date. If the terms of an agreement specify that an obligation is due on demand or will
become due on demand within one year from the balance sheet date, the obligation
should be classified as current.”

A loan can become callable because the debtor violates the provisions of the debt
agreement. Loan agreement clauses that identify specific deficiencies (e.g., missing two
consecutive interest payments) that can cause a loan to be immediately callable are
referred to as objective acceleration clauses. If these specific deficiencies exist as of the
balance sheet date, the associated liability should be classified as current unless the lender
has agreed to waive the right to receive immediate payment or the deficiency has been
fixed (e.g., an interest payment made) by the time the financial statements are issued.

In some cases, the debt agreement does not specifically identify the circumstances
under which a loan will become callable, but it does indicate some general conditions
that permit the lender to accelerate the due date. This type of provision is known as a
subjective acceleration clause because the violation of the conditions cannot be objec-

tively determined. Examples of the wording

o in such clauses are “if the debtor fails to main-

fy1 tain satisfactory operations . . .” or “if a mate-

rial adverse change occurs. . . .” If invoking

of the clause is deemed probable, the liability

raxgebanksibaveientitelicompliancetidepare should be classified as a current liability. If

ments that verify whether borrowers are
following the terms of their loan agreements.

invoking of the clause is considered to be
reasonably possible but not probable, only a
note disclosure is necessary, and the liability
continues to be classified as noncurrent.®

Noncurrent Liabilities

Obligations not reasonably expected to be paid or otherwise satisfied within 12 months
(or within the operating cycle if it exceeds 12 months) are classified as noncurrent
liabilities. Noncurrent liabilities are generally listed under separate headings, such as
Long-Term Debt, Long-Term Lease Obligations, Deferred Income Tax Liability, and
Other Noncurrent Liabilities.

Long-Term Debt Long-term notes, bonds, mortgages, and similar obligations not
requiring the use of current funds for their retirement are generally reported on the
balance sheet under the heading Long-Term Debt.

Long-term debt is reported at its discounted present value, which is initially mea-
sured by the proceeds from the debt issuance. When the amount borrowed is not
the same as the amount ultimately required to be repaid, called the maturity value,
a discount or premium is included as an adjustment to the maturity value to ensure
that the debt is reported at its discounted present value. A discount should be sub-
tracted from the amount reported for the debt, and a premium should be added to
the amount reported for the debt.

When a note, a bond issue, or a mortgage formerly classified as a long-term obli-
gation becomes payable within a year, it should be reclassified and presented as a
current liability except when the obligation is to be refinanced, as discussed earlier,
or is to be paid out of a fund classified as noncurrent.

Long-Term Lease Obligations Some leases of property, plant, and equipment
are financially structured so that they are essentially debt-financed purchases. The
FASB has established criteria to determine which leases are to be accounted for as
purchases, or capital leases, rather than as ordinary operating leases. In accounting
for capital leases, the present value of the future minimum lease payments is recorded

7 Statement of Financial Accounting Standards No. 78, “Classification of Obligations That Are Callable by the
Creditor” (Stamford, CT: Financial Accounting Standards Board, 1983), par. 5.

8 FASB Technical Bulletin, 79-3, “Subjective Acceleration Clauses in Long-Term Debt Agreements” (Stamford,
CT: Financial Accounting Standards Board, December 1979), par. 3.



The Balance Sheet and Notes to the Financial Statements ~ Chapter 3 103

as a long-term liability. That portion of the present value due within the next year is
classified as a current liability. The long-term lease obligation reported by some firms
is often more interesting for what it doesn’t include than for what it does include. For
example, as of February 2, 2000, the present value of future minimum lease payments
for capital leases for Albertson’s, Inc., a supermarket chain, was $856 million. At the
same time, the present value of future minimum lease payments for operating leases (an
amount not reported in the balance sheet) was approximately $5.1 billion. Be patient;
in Chapter 15, you will learn more about leases than you ever wanted to know.

Deferred Income Tax Liability Almost all large companies include a deferred
income tax liability in their balance sheets. This liability can be thought of as the
income tax expected to be paid in future years on income that has already been reported
in the income statement but which, because of the tax law, has not yet been taxed. The
liability is valued using the enacted income tax rates expected to prevail in the future
when the income is taxed. However, because the liability is not reported at its present
(discounted) value, some analysts disregard it when evaluating a company’s debt posi-
tion. The accounting for deferred income taxes is very complex and controversial and
has been the subject of considerable debate.

Other Noncurrent Liabilities Those noncurrent liabilities not suitably reported
under the separate headings outlined earlier may be listed under this general head-
ing or may be listed separately under special descriptive headings. Examples of such
long-term liabilities are pension plans and obligations resulting from advance collec-
tions on long-term contracts.

Contingent Liabilities Past activities or circumstances may give rise to possible
future liabilities although obligations do not exist on the date of the balance sheet.
These possible claims are known as contingent liabilities. They are potential obliga-
tions involving uncertainty as to possible losses. As future events occur or fail to occur,
this uncertainty will be resolved. A good example of a contingent liability is the cosign-
er’s obligation on a co-signed loan. The cosigner has no existing obligation but may
have one in the future, depending on whether the borrower defaults on the loan.
Contingent liabilities are accounted for according to the judgment of management
about the probability of the contingent obligation’s becoming an actual obligation. If
a future payment is considered probable, the liability should be recorded by a debit
to a loss account and a credit to a liability account. If future payment is possible, the
contingent nature of the loss is disclosed in a note to the financial statements. If future

payment is remote, no accounting action is
t L]

necessary.’
A contingent liability is distinguishable
This description makes it sound as if account-
ing for contingencies is cookbook simple, but

from an estimated liability. An estimated
liability is a definite obligation with only the
amount of the obligation in question and sub-
ject to estimation at the balance sheet date.
Examples of estimated liabilities are pensions,
warranties, and deferred taxes. Some liabili-
ties combine the characteristics of contingent
and estimated liabilities. A good example is
a company’s obligation for environmental
cleanup costs. In many cases, a company is
not certain it is liable for environmental dam-
age until the obligation is confirmed in the courts. However, even after the cleanup obli-
gation is verified, estimating its amount is quite difficult; the cleanup typically extends
over several years, the amount of the cost to be shared by other polluting companies is

the words “probable’ and “possible” repre-
sent very complex concepts. For example,
when exactly does a future event (such as a
thunderstorm tomorrow) stop being possible
and start being probable?

? Statement of Financial Accounting Standards No. 5, “Accounting for Contingencies” (Stamford, CT: Financial
Accounting Standards Board, 1975), pars. 8—13.



Part | Foundations of Financial Accounting

stop &think

The current/noncurrent classification scheme
is only one way to split assets and liabilities
into two groups. Below are three alternate
2-way classification schemes. Which one would
be most useful for: (1) A financial analyst try-
ing to compare the company’s core business
with the core businesses of similar companies?
(2) A U.S. congressperson concerned about
the relocation of operations overseas? (3) An
analyst trying to estimate the current market
value of a company?

a) Located in the United States and located
in a non-U.S. country

b) Used in the primary line of business and

uncertain, and governmental environmental
regulations can change at any time. If no
reasonable estimate of an obligation can be
made, it is not recognized as a liability in the
balance sheet, but the nature of the obliga-
tion is disclosed in the financial statement
notes. Chapter 19 contains more details on
the accounting for contingent and estimated
liabilities.

Owners’ Equity

The method of reporting the owners’ equity
varies with the form of the business unit.
Business units are typically divided into three
categories: proprietorships, partnerships,
and corporations.’ In the case of a pro-
prietorship, the owner’s equity in assets

is reported by means of a single capital
account. The balance in this account is
the cumulative result of the owner’s invest-
ments and withdrawals as well as past earn-
ings and losses. In a partnership, capital
accounts are established for each partner.
Capital account balances summarize the investments and withdrawals and shares of
past earnings and losses of each partner and thus measure the partners’ individual
equities in the partnership assets.

In a corporation, the difference between assets and liabilities is referred to as
stockholders’ (shareholders’) equity or owners’ equity. In presenting the owners’
equity on the balance sheet, a distinction is made between the equity originating from
the stockholders’ investments, referred to as contributed capital or paid-in capital,
and the equity originating from earnings, referred to as retained earnings.

Most financial statement analysis calculations use total stockholders’ equity and
do not distinguish between contributed capital and retained earnings. However, for
some purposes the distinction can be very important. Historically, companies could
legally pay cash dividends only in an amount not exceeding the retained earnings bal-
ance. This legal restriction has been relaxed in most states, but the retained earnings
amount is still viewed as an informal limit to cash dividend payments.

used in secondary lines of business

Measured at current fair value and mea-
sured on some other basis

Contributed Capital Contributed (or paid-in) capital is generally reported in two
parts: (1) capital stock and (2) additional paid-in capital. The amount reported on
the balance sheet as capital stock usually reflects the number of shares issued multi-
plied by the par value or stated value per share. Historically, par value was the market
value of the shares at the time of their issue. In cases where shareholders invested
less than the par value of the stock, courts sometimes held that the shareholders
were contingently liable for the difference if corporate resources were insufficient to
satisfy creditors. Today, most stocks are issued with low or no par values; par value
no longer has much significance.

The two types of capital stock are preferred stock and common stock. In gen-
eral, preferred stockholders are paid a fixed annual cash dividend and have a higher

' In addition to these three general categories, there are many hybrids. Some of these are limited partnerships,
S corporations, and limited liability companies (LLCs). In general, these organizations are taxed as partnerships
but have some of the limited liability advantages of a corporation. All of the large accounting firms are organized
as limited liability partnerships (LLP) to insulate uninvolved partners from client lawsuits directed at individual
partners. According to IRS records, about 72% of U.S. businesses are organized as sole proprietorships.
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likelihood of recovering their investment if the company goes bankrupt.!! Common
stockholders are the real owners of the corporation; they vote for the board of direc-
tors and have legal ownership of the corporate assets after the claims of all creditors
and preferred stockholders have been satisfied. For accounting purposes, when a cor-
poration has issued more than one class of stock, the stock of each class is reported
separately.

Additional paid-in capital represents investments by stockholders in excess of the
par or stated value of the capital stock. Additional paid-in capital is also affected by a
whole host of diverse transactions such as stock repurchases, stock dividends, share
retirements, and stock conversions. In a sense, additional paid-in capital is the “dump-
ing ground” of the Equity section.

Retained Earnings The amount of undistributed earnings of past periods is reported
as retained earnings. An excess of dividends and losses over earnings results in a
negative retained earnings balance called a deficit. As detailed in Chapter 13, retained
earnings can also be reduced as a result of stock retirements and the issuance of stock
dividends. A sample of large positive and negative retained earnings balances for U.S.
companies is given in Exhibit 3-5.

EXHIBIT 3-5 Large Positive and Negative Retained Earnings
Balances for the Year 2007 (in millions)
ExxonMobil $228,518
Citigroup 121,920
General Electric 117,362
- Qwest Communications -43,084
/) JDS Uniphase -67,451
}7 Time Warner -88,579
Source: Standard and Poor's COMPUSTAT.

Portions of retained earnings are sometimes reported as restricted and unavail-
able as a basis for cash dividends. This ensures that a company does not distribute
cash dividends to shareholders to the extent that the ability to repay creditors or
make other planned expenditures comes into question. Retained earnings restric-
tions can be part of a loan agreement or can be voluntarily adopted by a company
(called an appropriation). These restrictions are usually disclosed in a financial
statement note.

Other Equity In addition to the two major categories of contributed capital and
retained earnings, the Equity section can include a couple of other items: treasury stock
and accumulated other comprehensive income. These are described in detail in later chap-
ters, but they are briefly discussed here.

""In essence, preferred stock is an investment that has some of the characteristics of a loan: fixed periodic pay-
ment, no vote for the board of directors, and higher priority than common stock in case of bankruptcy liquida-
tion. Increasingly, finance wizards are creating securities that combine characteristics of both debt and equity. The
accounting question is where to put these creations. Distinguishing between debt and equity is addressed more fully
in Chapter 13.
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fy1

For those interested in stock tips, buy the

stocks of companies that announce treasury
stock purchases. Those companies tend to out-
perform the market in the three to four years
following the announcement.

Treasury stock. When a company buys
back its own shares, accountants call
the repurchased shares treasury stock.
Treasury shares can be retired, or they
can be retained and reissued later. When
the shares are retained, the amount paid
to repurchase the treasury stock is usually
shown as a subtraction from total stock-
holders’ equity. In essence, a treasury stock

purchase returns funds to shareholders.

Accumulated other comprehensive income. Beginning in 1998, the FASB required
companies to summarize changes in owners’ equity exclusive of net income and contri-
butions by and distributions to owners. This summary, termed other comprehensive
income, is typically provided by companies as part of their statement of stockholders’
equity. The corresponding balance sheet item reflecting the cumulative total of these
items over the years is titled Accumulated Other Comprehensive Income. The three
most common components are certain unrealized gains and losses on investments,
foreign currency adjustments, and certain unrealized gains and losses on derivative
contracts.

Unrealized gains and losses on available-for-sale securities. Available-for-sale
securities are those that were not purchased with the immediate intention to resell
but also are not meant to be held permanently. These securities are reported in the
balance sheet at their current market values. The unrealized gains and losses from
market value fluctuations are not included in the income statement but are instead
shown as a separate equity item.'?

Foreign currency translation adjustments. Almost every U.S. multinational
corporation has a foreign currency translation adjustment in its Equity section.
This adjustment arises from the change in the equity of foreign subsidiaries (as
measured in terms of U.S. dollars) that occurs during the year as a result of
changes in foreign currency exchange rates. These adjustments are discussed in
Chapter 22.

Unrealized gains and losses on derivatives. A derivative is a financial instru-
ment, such as an option or a future, that derives its value from the movement of
a price, an exchange rate, or an interest rate associated with some other item.
For example, an option to purchase a stock becomes more valuable as the price
of the stock increases, and the right to purchase foreign currency at a fixed
exchange rate becomes more valuable as that foreign currency becomes more
expensive. As will be discussed in Chapter 19, companies often use derivatives
in order to manage their exposure to risk stemming from changes in prices
and rates. Some of the unrealized gains and losses from the fluctuations in the
value of derivatives are reported as part of accumulated other comprehensive
income.

"2 One never knows where controversy and compromise will rear their ugly heads. Accounting purists hoped
to include these unrealized gains and losses in the income statement. Companies (particularly banks) fearful of
the volatility that this would add to the income statement opposed the treatment. This equity item is the FASB’s
compromise.
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Minority interest. When one company owns controlling interest (more than 50%)
of the common stock of one or more other companies, the financial results of this
group of companies are combined into a set of consolidated financial statements.
The objective of consolidated financial statements is to reflect in one set of financial
statements the results of all companies owned or controlled by the parent corpora-
tion. In the consolidated balance sheet, minority interest is the amount of equity
investment made by outside shareholders to consolidated subsidiaries that are not
100% owned by the parent. For example, if the parent owns 80% of the subsidiary,
then the minority interest is the amount of financing provided by the outside share-
holders who own the other 20% of the subsidiary. This minority interest is reported
as part of owners’ equity, but it is clearly listed separately from the parent’s owners’
equity."

International reserves. The first thing one notices about the Equity portion of
the balance sheets of many foreign companies, particularly those from countries
influenced by the British accounting tradition, is the extended description of the
company’s “reserves.” In familiar terms, reserves are merely different equity catego-
ries similar in nature, depending on the reserve, to additional paid-in capital or to
restricted retained earnings. Reserve accounting is very important because in many
foreign countries the legal ability to pay cash dividends is strictly tied to the balances
in various reserve accounts. Common reserve category titles are revaluation reserve
and capital redemption reserve. Reserves are discussed in more detail in Chapter 13,
which is devoted to the Equity section.

Offsets on the Balance Sheet

As illustrated in the preceding discussion, a number of balance sheet items are
reported at gross amounts not reflecting their actual values, thus requiring the rec-
ognition of offset balances in arriving at proper valuations. In the case of assets,
for example, an allowance for bad debts is subtracted from the sum of the cus-
tomer accounts in reporting the net amount estimated as collectible; accumulated
depreciation is subtracted from the related buildings and equipment balances in
reporting the costs of the assets still assignable to future revenues. In the case
of liabilities, a loan discount is subtracted from the maturity value of the loan in
reporting the loan at its discounted present value. In the Stockholders’ Equity sec-
tion of the balance sheet, treasury stock is deducted in reporting total stockholders’
equity.

The types of offsets described here, utilizing contra accounts, are required for
proper reporting of particular balance sheet items. In addition, accounting rules
require some assets and liabilities to be offset against one another, resulting in just
one net amount being reported in the balance sheet. For example, a company’s
pension obligation is offset against the assets in the pension fund, and only the net
number goes into the balance sheet. Deferred tax assets and liabilities are also offset
against each other.

The cases just described are the exceptions. The general rule is that assets, liabili-
ties, and equities should not be offset when compiling the balance sheet. Offsetting,
or netting, can significantly reduce the information value of the balance sheet. If
offsetting were taken to its extreme, the balance sheet would be just one line, total
equity, embodying total liabilities offset against total assets.

'3 Statement of Financial Accounting Standards No. 160, “Noncontrolling Interests in Consolidated Financial Statements”
(Norwalk, CT: Financial Accounting Standards Board, 2007).
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Format of the Balance Sheet

Identify the differ- WHY The arrangement of items within the balance sheet is meant to emphasize

ent formats used certain items and to highlight important relationships.

to present balance . . ey erels . . o
HOW In most industries, assets and liabilities are listed in order of their liquidity

sheet data. X X . X
with cash first, followed by the other current items. For some industries,
particularly those with large investments in long-term assets, property,
plant, and equipment items are listed first.

When preparing a balance sheet, the order of asset and liability classifications may
vary, but most businesses emphasize working capital position and liquidity, with
assets and liabilities presented in the order of their liquidity. An exception to this
order is generally found in the Property, Plant, and Equipment section where the
more permanent assets with longer useful lives are listed first. The balance sheet of
The Coca-Cola Company, reproduced in Exhibit 3-1, is an example of current assets
and of current liabilities being listed first.

As mentioned earlier, in some industries, such as the utility industry, the invest-
ment in plant assets is so significant that these assets are placed first on the balance
sheet. Also, because long-term financing is so important in these industries, the
equity capital and long-term debt obtained to finance plant assets are listed before
current liabilities. To illustrate this type of presentation, the 2006 balance sheet for
Consolidated Edison is given in Exhibit 3-6. Consolidated Edison, established in 1884,
provides electric service to almost all of New York City.

As seen in the Consolidated Edison illustration in Exhibit 3-6, balance sheets are
generally presented in comparative form. With comparative reports for two or more
dates, information is made available concerning the nature and trend of financial

EXHIBIT 3-6 Consolidated Edison, Inc.
Consolidated Edison, Inc.
Consolidated Balance Sheet
December 31, 2006 and 2005
(in millions)

ASSETS 2006 2005
UTILITY PLANT, AT ORIGINAL COST (NOTE A)

Electric oo $14,775 $13,586

GBS . ettt s 3,233 3,044

SHEAM . .o 1,691 1,624

GeNeral ... 1,635 1,541

T O T AL 21,334 19,795

Less: Accumulated depreciation . ......... ... .. 4,583 4,355

NET 16,751 15,440

Construction WOrk in Progress ... ......... ...ttt 872 771
LI O | I 0 N P 17,623 16,211
NON-UTILITY PLANT (NOTE A)

Generating assets, less accumulated depreciation of $127

and $102 in 2006 and 2005, respectively ... ... .. ... 785 810
Non-utility property, less accumulated depreciation of $36
and $31 in 2006 and 2005, respectively .. ... ... ...ttt 34 38

Non-utility property held forsale ........ .. . . . . = 52

Construction WOrk in Progress ... .. ... ...t 3 |
NET PLAN T et et e e e e e e e e e e e 18,445 17,112
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EXHIBIT 3-6 Consolidated Edison, Inc. (continued)
Consolidated Edison, Inc.
Consolidated Balance Sheet, continued
December 31, 2006 and 2005
(in millions)
ASSETS 2006 2005
CURRENT ASSETS
Cash and temporary cash investments (Note A) ..... ... ... .. i $ 94 $ 8l
Restricted cash . ... ... ... . 18 15
Accounts receivable—customers, less allowance for uncollectible
accounts of $45 and $39 in 2006 and 2005, respectively . .......... ... ... ool 825 1,025
Accrued unbilled revenue (Note A) ... ... e 122 116
Other receivables, less allowance for uncollectible accounts
of $4 and $6 in 2006 and 2005, respectively .......... ... .. i 522 348
Fuel oil, at average COSt . ... ...ttt 56 47
Gas iN STOrage, at AVErage COST . . ...ttt ettt et ettt e et e e ettt e e e e e et 253 248
Materials and supplies, at average Cost .............. i i 157 130
PrePaymMeNtsS . .. e 157 434
Fair value of derivative assets .. ... ........ ... i it 122 331
Recoverable energy costs (Notes Aand B)........ .. .. i 235 221
Currentassets held forsale ....... ... . . — 8
Deferred derivative [0Sses ... ............ i 237 9
Oher CUIMTENT @SSELS . ... vttt ettt ettt et e et e e e e e e et e e e e e e e e e e et e e e 139 59
TOTAL CURRENT ASSETS . . o oottt ittt ettt et e e 2,937 3,072
INVESTMENTS (NOTE A) . e 366 345
DEFERRED CHARGES, REGULATORY ASSETS AND NONCURRENT ASSETS
Goodwill (Note K) ... 406 406
Intangible assets, less accumulated amortization of $34 and
$24 in 2006 and 2005, respectively (Note K) . ... ... i 80 90
Prepaid pension costs (Note E) ... ... . .. e — 1,474
Regulatory assets (NOte B) . .. ...ttt e 4,176 2,017
Other deferred charges and NONCUrreNt @ssets . ..............oiiiiiunnniiiiiunnnieneunnnnnnnn 289 332
TOTAL DEFERRED CHARGES, REGULATORY ASSETS
AND NONCURRENT ASSETS . . . oottt ittt ettt 4,951 4,319
TOTAL ASSETS Lot e e e e e e e e e e e $26,699 $24,848
CAPITALIZATION AND LIABILITIES
CAPITALIZATION
Common shareholders’ equity (See Statement of Common
Shareholders’ EQUIty) . ....... ...t e $ 8,004 $ 7,310
Preferred stock of subsidiary (See Statement of Capitalization) .................ccouiineeieennn.. 213 213
Long-term debt (See Statement of Capitalization) .................i ittt 8,298 7,398
TOTAL CAPITALIZATION . . o et ettt e e e e e e 16,515 14,921
MINORITY INTERESTS . .. e 41 42
NONCURRENT LIABILITIES
Obligations under capital leases (NOte J). ... ...ttt et 26 30
Provision for injuries and damages (Note G) ......... ... . ...ttt 155 167
Pensions and retiree benefits . ... ... ... 737 223
Superfund and other environmental costs (Note G) ..ottt 292 238
Asset retirement obligations (Note Q) .. ... .. i 97 94
Noncurrent liabilities held forsale. . ... ... .. . — 9
Fair value of derivative liabilities . . . ....... .. . 97 24
Other noncurrent liabilities . .. ... ... .. e 48 40
TOTAL NONCURRENT LIABILITIES .. ... e e 1,452 825
CURRENT LIABILITIES
Long-term debt due within one year ... ... ... ... i 374 22
Notes payable . ... ... 117 755
Accounts payable . .. ... 1,126 1,234
CUSTOMEE AEPOSIES . . . ..o e ettt ettt e e ettt e e e e e ettt e e e e e e e e e et 228 229
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EXHIBIT 3-6 Consolidated Edison, Inc. (continued)
Consolidated Edison, Inc.
Consolidated Balance Sheet, continued
December 31, 2006 and 2005
(in millions)
CAPITALIZATION AND LIABILITIES 2006 2005
CURRENT LIABILITIES (continued)
ACCIUBA TAXES . . . ot ettt ettt et e e e e e e e e e e e e e $ 36 $ 94
ACCIUBA INTEIESE .« . vt ettt ettt et e et e e e e e e e e e e e e e e e 139 102
ACCIUBA WAZES . . ..ttt t ettt e ettt et e e e e e e e e e 79 77
Fair value of derivative liabilities .. ... ... ... ... oot e 395 133
Deferred derivative gains (Note B) ...... ... .. 6 224
Deferred income taxes—recoverable energy costs (Note L) .......... . ... ..., 96 90
Current liabilities held for sale . .. ... ... — 12
Other current liabilities . ... ... ...ttt e e e e e e 321 349
TOTAL CURRENT LIABILITIES ..ottt ittt e e e e ettt e e e e e e e e et 2917 3,321
DEFERRED CREDITS AND REGULATORY LIABILITIES
Deferred income taxes and investment tax credits (Notes Aand L) ............................... 4,095 3,644
Regulatory liabilities (Note B) .. ... ... .. 1,644 2,062
Other deferred Credits . ... ...ttt e e e e e e e e 35 33
TOTAL DEFERRED CREDITS AND REGULATORY LIABILITIES .. ...cittiiie e 5,774 5,739
TOTAL CAPITALIZATION AND LIABILITIES . ..ottt et e e e ens $26,699 $24,848

changes taking place within the periods between balance sheet dates. Currently, a
minimum of two years of balance sheets and three years of income statements and
cash flow statements are required by the SEC to be included in the annual report to
shareholders.

Format of Foreign Balance Sheets

Foreign balance sheets are frequently presented with property, plant, and equipment
and intangibles listed first. In addition, foreign balance sheets frequently list the cur-
rent assets and the current liabilities together and label the difference between the two
as net current assets or working capital. This manner of reporting the current items
reflects the business reality that a person starting a company needs to get long-term
financing (long-term debt and equity) to finance the acquisition of long-term assets
as well as to finance the portion of current assets that can’t be acquired by incurring
current liabilities. For example, if a company can acquire all of its inventory through
credit purchases (accounts payable) and if the supplier will wait for payment until the
inventory is sold and the cash collected, no
long-term financing is needed to purchase

St Op & think the initial stock of inventory.

An example of a typical foreign balance
sheet is provided in Exhibit 3-7, which

From the information in Exhibit 3-7, compute contains the March 31, 2007, balance sheet

total assets for British Telecommunications as
of March 31, 2007.

of British Telecommunications. In addition
to the format difference already mentioned,

a) £18,559 million this balance sheet also reflects several
£43.099 million other differences between a U.S. balance

£24,540 million

sheet and the balance sheet of a foreign
company. The most obvious of these

£21,052 million differences is in terminology. However,
£32.630 million with some thought and a little accounting

intuition, one can deduce that the item
“ordinary shares” is what we would call
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“common stock,” “share premium” is “additional paid-in capital,” and so forth. More
substantive differences, which aren’t apparent just from looking at Exhibit 3-7, arise
from international differences in accounting methods. For example, the £1,683 million
deferred tax liability (included in “provisions for liabilities and charges”) is computed
based on the deferred-tax items that are expected to become payable in the foreseeable
future. If British Telecommunications had used U.S. GAAP, an additional £74 million
in deferred tax liability would have been recognized for items expected to become

EXHIBIT 3-7 2007 Balance Sheet of British Telecommunications

British Telecommunications
Balance Sheet
At 31 March 2007

2007
(In millions of
British pounds)
Non current assets

INtANGIDlE ASSETS. . . . o oottt £ 2,584
Property, plant and eqUIPMeNt . .. ... ... e 14,997
Derivative financial INStrUMENTS . . . . . .. ottt et e e e e e e e e e e e e e e 25
IVESEMENTS .« o ottt ettt ettt e e e e e e e e e e e e e e e e e e 246
Associates and JOINT VENTUIES . . . . oo v .ttt ettt ettt et e e e e e e e e e e e e e e e et e e e et 67
Trade and other receivables . . . .. ... o e 523
Deferred taX @SSETS . . . vttt vttt ettt e e e e e e e e e e e e e e e e e e e 117
18,559
Current assets
IMVENEOIIES . o . ottt ettt e e e e e e e e e e 133
Trade and other receivables . . ... ... 22,815
Current tax receivable . ... ... e 504
Derivative financial INStrUMENTS . . . .. ..ottt ettt e e e e e e e e e e e 27
IV ESEMENLS .« o ottt ettt ettt e e e e e e e e e e e e e e e e e e e 3
Cash and cash equivalents . ... ... ... 1,058
24,540
Current liabilities
Loans and other borroWIngs . . ... ... ..t 2,493
Derivative financial INSTrUMENTS . . . ... oottt ettt et e e e e e et e e e e e et e e 318
Trade and other payables . . . ... ... 6,976
Current tax liabilities . . .. ... .o e 582
POV S ONS . . o ot e e e 100
10,469
Total assets less current liabilities . .. ... ... e £32,630
Non current liabilities
Loans and other bOrrowings . . ... ... ...ttt e e £ 6,387
Derivative financial INSTrUMENTS . . . . .. oottt ettt et e e et e et e e e e e e e e 992
Other payables .. ... ... 590
Deferred tax labilities. . . .. ...ttt e e 1,683
Retirement benefit obligations . . ... ... ... e 389
POV ONS . ot e e e 225
10,266
Equity
Ordinary shares .. ... ... 2,172
Share PremiUum . . ...t e e e e e e e 8,000
OtNEr FESEIVES . o o\ttt ettt e e et e e e e e e e e e e e e e e e e e e 758
Retained earnings . ... ... ... i 11,400
Total parent shareholders’ equity . .......... .. ... 22,330
MINOKItY INTEIESTS . . . . ottt ettt e ettt e ettt et e e e e e e e e e e e e e e e e e 34
Total @QUILY . . .ottt 22,364

£32,630
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payable after this “foreseeable” time horizon. As another example, because of differ-
ences in accounting for sale and leaseback transactions between international account-
ing standards and U.S. GAAP, British Telecommunications excludes from its liabilities
£1,095 million in lease obligations (associated with sale and leaseback transactions),
which would have to be reported under U.S. GAAP. The details of these differences,
and many others, will be discussed in subsequent chapters. The important point to
note here is that foreign balance sheets differ from U.S. balance sheets in both format
and in the accounting methods used in computing the balance sheet numbers.

Balance Sheet Analysis

WHY A financial statement number, in isolation, tells you very little. To really
understand the financial statements, you must look at relationships among
the numbers.

Analyze a compa-
ny’s performance
and financial position
through the compu-
tation of financial

ratios.

HOW Computing a financial ratio is simply a matter of dividing one financial state-
ment number by another. Ratios of balance sheet numbers reveal informa-
tion about financing choices and liquidity. Ratios of a balance sheet and an
income statement number tell you about how efficiently an asset is being
managed.

The purpose of classifying and ordering balance sheet items is to make the balance
sheet easier to use. Look at Exhibit 3-8 and compare the two balance sheets for the
fictitious company Techtronics Corporation. The balance sheet on the left is just a list
of assets, liabilities, and equities in alphabetical order, like a simple account listing.
The balance sheet on the right uses the classification and ordering format described
in the previous section. You decide which is easier to interpret.

The Techtronics numbers will be used to illustrate standard balance sheet analysis
techniques. The simple techniques described in this overview will probably not help
you to pick “winning” stocks and become a millionaire, but they are a start. It is said
that Warren Buffett (worth about $52 billion at last count) picks his investments only
after “a careful balance sheet analysis.”"

Balance sheet information is analyzed in two major ways:

1. Relationships between balance sheet amounts
2. Relationships between balance sheet and income statement amounts

In general, relationships between financial statement amounts are called financial ratios.

Relationships Between Balance Sheet Amounts

Financial ratios comparing one balance sheet amount to another yield information
about the operating and financial structure of a business. Three examples, which are
discussed here, are liquidity, overall leverage, and asset mix.

Liquidity The relationship between current assets and current liabilities can be
used to evaluate the liquidity of a company. Liquidity is the ability of a firm to sat-
isfy its short-term obligations. Many companies with fantastic long-run potential have
been killed by short-run liquidity problems.

'* Robert Lenzner and David S. Fondiller, “The Not-So-Silent Partner,” Forbes, January 22, 1996, p. 78.
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EXHIBIT 3-8 Techtronics’ Balance Sheet, With and Without Classification

Techtronics Corporation
Balance Sheet
December 31, 2011

WITHOUT CLASSIFICATION WITH CLASSIFICATION
Assets Assets
Buildings and equipment Current assets:
(net of accumulated depreciation Cash ... $ 52,650
of $228,600) ..... ... $ 732,900 Investment securities . .. ...... ... 67,350
Cash ..o 52,650 Receivables (less allowance for
Intangible assets. ....... ... ... ... L 165,000 baddebts)........... ... ..ol 363,700
Inventories. ....... ... ... i 296,000 Inventories . ........ .. il 296,000
INVESEMENTES . . oottt et e e 128,000 Prepaid expenses ........... ... ... ... L 32,900
Investment securities . ..............iiuiintin... 67,350 Total current assets . .............ouiiniina.n. $ 812,600
Land . ... 76,300  Noncurrent assets:
Other NONCUIreNt aSSets .. ... ovv v ve e ennnnnn 37,800 Investments . ......... ...ttt $ 128,000
Prepaid expenses.............. ... ... o 32,900 Land ... .. 76,300
Receivables (less allowance for Buildings and equipment
baddebts) ........ ... ...l 363,700 (net of accumulated depreciation
of $228,600) ....... ... ...l 732,900
Intangible assets ............... ... . . 165,000
Other noncurrent assets . ................... 37,800
Total noncurrent assets ...............covoeuu... $1,140,000
Total @ssets . ..ottt $1,952,600 Total @ssets .........oveiiiiiiinneeeennnn.. $1,952,600
Liabilities Liabilities
Accounts payable ......... ... ... o o il $ 312,700 Current liabilities:
Accrued eXpenses . ............iiiiiiiiiiiaaa. 46,200 Notes payable ................. ... $ 50,000
Bonds payable ............... ... ...l 165,000 Accounts payable . ......... ... ... L il 312,700
Current portion of long-termdebt ................ 62,000 Accrued expenses ......... ...l 46,200
Deferred tax liability . . .................. ... . ... 126,700 Current portion of long-term debt ............ 62,000
Long-term lease obligations ...................... 135,000 Other current liabilities ..................... 28,600
Notes payable—current ........................ 50,000 Total current liabilities ........................ $ 499,500
Notes payable—noncurrent ..................... 100,000  Noncurrent liabilities:
Other current liabilities ............ ... ... ...... 28,600 Notes payable ................ ... ......... $ 100,000
Other noncurrent liabilities ...................... 72,500 Bonds payable ................ ... ...l 165,000
Long-term lease obligations .................. 135,000
Deferred tax liability ........................ 126,700
Other noncurrent liabilities .................. 72,500
Total noncurrent liabilities ..................... $ 599,200
Total liabilities ............ ... i i $1,098,700 Total liabilities ............ ... ... ... ... .... $1,098,700
Stockholders’ Equity Stockholders’ Equity
Additional paid-in capital ........... . ... ... .. $ 375,000 Contributed capital:
Common Stock . .. .ot 170,000 Commonstock ......... ..o, $ 170,000
Additional paid-in capital ............. ... ... .. 375,000
$ 545,000
Retained earnings .............. ... ... 308,900 Retained earnings .............. ..., 308,900
Total stockholders’ equity ....................... $ 853,900 Total stockholders’ equity ..................... $ 853,900
Total liabilities and stockholders’ equity .......... $1,952,600 Total liabilities and stockholders’ equity ........ $1,952,600

A common indicator of the overall liquidity of a company is the current ratio. The
current ratio is computed by dividing total current assets by total current liabilities.
For Techtronics, the current ratio is computed as follows:

Current assets _ $812,600 _
Current liabilities ~ $499,500

Current ratio:

Historically, the rule of thumb has been that a current ratio below 2.0 suggests the
possibility of liquidity problems. However, advances in information technology have
enabled companies to be much more effective in minimizing the need to hold cash,
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EXHIBIT 3-9

inventories, and other current assets. As a result, current ratios for successful com-
panies these days are frequently less than 1.0. Note that this is just a rule of thumb;
proper evaluation of a company’s liquidity involves comparing the current year’s cur-
rent ratio to current ratios in prior years and comparing the company’s current ratio
to those for other companies in the same industry.

Minimum current ratio requirements are frequently included in loan agreements.
A typical agreement might state that if the current ratio falls below a certain level, the
lender can declare the loan in default and require immediate repayment. This type of
minimum current ratio restriction forces the borrower to maintain its liquidity and gives
the lender an increased assurance that the loan will be repaid. When loan covenant
restrictions are violated, the lender usually waives the right to immediate repay-
ment, sometimes in exchange for a renegotiation of the loan at a higher interest rate.
Exhibit 3-9 contains the 2006 current ratios for selected companies. Note that eBay
and Microsoft have higher current ratios relative to the other companies. This is an
indication of the need for liquidity in technology industries. As technology changes,
companies in that industry need to be able to quickly adapt, and that ability requires
liquidity. Note also Disney’s low current ratio. At first glance you might think that
0.9 is dangerously low. Before jumping to that conclusion, think about what Disney’s
current assets are. Disney has cash and accounts receivable but very little inventory.
They make movies and they run theme parks and these ventures require very little
inventory. Therefore, the “secret” for Disney’s low current ratio is its ability to collect
its receivables quickly and reinvest the money into long-term productive assets.

Another ratio used to measure a firm’s liquidity is the quick ratio, also known as
the acid-test ratio. This ratio is computed as total quick assets divided by total cur-
rent liabilities, where quick assets are defined as cash, investment securities, and net
receivables. For Techtronics, the quick ratio is computed as follows:

(Cash + Securities + Receivables) _ $483,700 _
Current liabilities T $499,500

Quick ratio:

The quick ratio indicates how well a firm can satisfy existing short-term obligations
with assets that can be converted into cash without difficulty. For a bank considering a
3-month loan or for a supplier considering selling to a company on short-term credit,
the quick ratio yields information about the likelihood it will be repaid. Techtronics’
quick ratio indicates it has $0.97 in quick assets for every $1.00 in current liabilities.

A lender wants to lend on a short-term basis to a company with high current and
quick ratios, thus ensuring repayment. However, maintaining an excessively high
current ratio is an inefficient use of company resources. Having excess investment
securities will increase a company’s current and quick ratios, giving comfort to lend-
ers, but the resources used to buy those excess securities might be better utilized by
buying trucks or buildings, paying off debts, or if nothing else, returning the cash

Selected 2006 Ratios

McDonald’s  Microsoft Disney Coca-Cola eBay

Current ratio 1.2 2.2 0.9 09 20 /
Debt ratio 46.7% 42.4%  47.0% 43.5% 19.2%
Asset mix—PP&E* 71.8% 4.4%  28.6% 23.0% 7.4% TQ\H
Asset turnover 0.74 0.64 0.57 0.80 0.44
Return on assets 12.2% 18.1% 5.6% 17.0% 8.3%
Return on equity 22.9% 31.4% 10.6% 30.0% 10.3% h

* PP&E = property, plant, and equipment
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to the owners for their personal use. A common characteristic of almost all financial
ratios is that a ratio that deviates too much from the norm, either above or below,
indicates a possible problem."

U Overall Leverage Comparing the amount
Cautlon of liabilities to the amount of assets held by
a business indicates the extent to which bor-
rowed funds have been used to leverage
the owners’ investments and increase the
size of the firm. One frequently used mea-

. sure of leverage is the debt ratio, computed
ficient use of resources. Cash management and as total liabilities divided by total assets. The

just-in-time inventory systems are designed to debt ratio is frequently used as an indicator
keep current asset levels low. of the overall ability of a company to repay
its debts. An intuitive interpretation of the
debt ratio is that it represents the proportion
of borrowed funds used to acquire the company’s assets. For Techtronics, the debt
ratio is computed as follows:

A current ratio that is too high can also indi-
cate trouble. Excess current assets, resulting

in a high current ratio, can represent an inef-

Total liabilities _ $1,098,700 B
Total assets  $1,952,600

Debt ratio:

In other words, Techtronics borrowed 56% of the money it needed to buy its
assets. The higher the debt ratio, the higher the likelihood that some of the debt might
not be repaid. The general rule of thumb is that debt ratios should be below 50%.
Again, this varies widely from one industry to the next. A bank, for example, could
easily have a debt ratio in excess of 95%.

See Exhibit 3-9; eBay has the lowest debt ratio, with each of the other companies
having a debt ratio around 50%. As a general rule, companies in mature industries
have a higher amount of debt than in newer industries because the proven track
records of the companies make lenders willing to provide more debt financing.

Asset Mix A large fraction of a bank’s assets is in financial investments, either loans
receivable or securities. Property, plant, and equipment (PP&E) compose only a small
fraction of a bank’s assets. By comparison, the bulk of the assets of an electric utility
is property, plant, and equipment. A company’s asset mix, the proportion of total
assets in each asset category, is determined to a large degree by the industry in which
the company operates.

Asset mix is calculated by dividing each asset amount by the sum of total assets.
For example, to determine what fraction of Techtronics’ assets is buildings and equip-
ment, perform the following calculation:

Buildings and equipment $732,900

Total assets = $1.952,600 ~ 038

Techtronics holds 38% of its assets in the form of buildings and equipment. To
determine whether this proportion is appropriate requires looking at the compa-
rable number for other firms in Techtronics’ industry. We can tell, for example, that
Techtronics is probably not an electric utility, since property, plant, and equipment
are 69% ($18,445,000,000/$26,699,000,000) of the total assets of Consolidated Edison
in 2006 (see Exhibit 3-6). Similar computations and comparisons can be done with
any of the asset categories.

Not surprisingly, McDonald’s has a large amount of its assets invested in property,
plant, and equipment as shown in Exhibit 3-9. It is also not surprising that Microsoft and
eBay have very little invested in these long-term assets. What is somewhat surprising

'* Working capital management involves making sure a company does not have excess resources tied up in the
form of cash, receivables, and inventory. An example is a just-in-time inventory system. An excess $| million in
working capital implicitly increases finance charges by $100,000 per year if the interest rate on borrowing is 10%.
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is Coca-Cola’s low level of investment in PP&E. As mentioned at the beginning of the
chapter, however, many of Coca-Cola’s bottling facilities are owned by subsidiaries
and are not reported on Coca-Cola’s balance sheet.

Relationships Between Balance Sheet
and Income Statement Amounts

Financial ratios comparing balance sheet and income statement amounts reveal infor-
mation about a firm’s overall profitability and about how efficiently the assets are
being used. For this discussion, the following income statement data will be assumed
for Techtronics: sales, $4,000,000; net income, $150,000.

Efficiency The balance sheet of Techtronics reveals that Techtronics has $1,952,600
in assets. Are those assets being used efficiently? A financial ratio that gives an overall
measure of company efficiency is called asset turnover and is computed as follows:

Sales  $4,000,000
Total assets  $1,952,600

Asset turnover:

Techtronics’ asset turnover ratio of 2.05 means that for each dollar of assets,
Techtronics is able to generate $2.05 in sales. The higher the asset turnover ratio, the
more efficient the company is at using its assets to generate sales.

As indicated in Exhibit 3-9, Coca-Cola is the most efficient of the five companies in
using assets to generate sales. Every dollar of Coke’s assets generates $0.80 in annual
revenue.

Similar computations can be made for specific assets. The general principle is that
in measuring whether a company has too much or too little of an asset, the amount of
that asset is compared to an income statement item indicating the amount of business
activity related to that asset. For example, evaluating the level of inventory involves
comparing the inventory level to cost of goods sold for the year. Specific efficiency
ratios for accounts receivable, inventory, and fixed assets will be described in the
appropriate chapters later in the text.

Overall Profitability Techtronics’ net income was $150,000. Is that a lot? It
depends. If Techtronics is a small backyard computer-repair business, net income
of $150,000 is a lot. If Techtronics is a multinational consumer electronics firm, net
income of only $150,000 is terrible. To appropriately measure profitability, net income
must be compared to some measure of the size of the investment. Two financial
ratios used to assess a firm’s overall profitability are return on assets and return on
equity. Companies purchase assets with the intent of using them to generate profits.
Return on assets is computed as follows:

Net income  $150,000
Total assets  $1,952,600

Return on assets: =77%

Techtronics’ return on assets of 7.7% means that one dollar of assets generated
7.7 cents in net income. As with all ratios, this number must be evaluated in light of
Techtronics’ return on assets in previous years and the ratios for other firms in the
same industry.

Note from Exhibit 3-9 that Microsoft and Coca-Cola stand out in terms of prof-
itability, with Disney bringing up the rear. The 18.1% return on assets earned by
Microsoft and the 17.0% return on assets earned by Coca-Cola are unusually high.

One important factor not included when using return on assets to evaluate profit-
ability is the effect of leverage. The stockholders of Techtronics did not have to invest
the entire $1,952,600 needed to purchase the assets; they leveraged their investment
through borrowing. Return on equity (ROE) measures the percentage return on the
actual investment made by stockholders and is computed as follows:

R . Net income _$150,000
ELUrn on equitY: giockholder’s equity . $853,900

= 17.6%



A low ROE tells you only that a company is

sick. Other financial ratios are the diagnostic
tools used to pinpoint the exact nature of the

illness.
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Techtronics stockholders earned 17.6 cents for each dollar of equity investment.
Computing return on equity is like taking a child’s temperature: This one number is
a summary indicator of the health of the entity. As a rule of thumb, companies with
return on equity significantly below 15% are doing poorly. Companies with return on
equity consistently above 15% are doing well.

Coca-Cola demonstrates how the effec-

o tive use of debt can be of benefit to share-

Cautlon holders. Coca-Cola’s shareholders earned a

30.0% return on their investment in 2006

(Exhibit 3-9). Contrast that with eBay’s

return of 10.3%. Also note that because

eBay has a small debt ratio, there is a

relatively small difference between the

company’s return on assets and its return
on equity.

Notes to the Financial Statements

o Recognize the
importance of the
notes to the finan-
cial statements, and
outline the types of

disclosures made in
the notes.

WHY The notes to the financial statements contain information relating to
assumptions made, accounting methods applied, and other information rel-
evant to those using the financial statements. Users must understand this
information in order to properly interpret the numbers contained in the
financial statements.

HOW The following important information is included in the financial statement
notes: A description of the accounting policies, details of summary totals,

disclosure of significant items that fail to meet the recognition criteria, and
supplemental information required by FASB and SEC standards.

The basic financial statements do not provide all of the information desired by users.
Among other things, creditors and investors need to know what methods of account-
ing were used by the company to arrive at the balances in the accounts. Sometimes
the additional information desired is descriptive and is reported in narrative form. In
other cases, additional numerical data are reported. To interpret the numbers con-
tained in the financial statements and make useful comparisons with other companies,
one must be able to read the notes and understand the assumptions applied.

The following types of notes are typically included by management as support to
the basic financial statements.

* Summary of significant accounting policies.

* Additional information (both numerical and descriptive) to support summary totals found
on the financial statements, usually the balance sheet. This is the most common type of
note used.

* Information about items that are not reported on the basic statements because the items
fail to meet the recognition criteria but are still considered to be significant to users in
their decision making.

* Supplementary information required by the FASB or the SEC to fulfill the full disclosure
principle.

These notes are considered to be an integral part of the financial statements and,
unless specifically excluded, are covered by the auditor’s opinion.
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Financial statements in the United Kingdom
are usually much more condensed than U.S.

financial statements. For example, all current
assets and current liabilities are often summed
and reported as one net number. The details
are given in the notes.

Foundations of Financial Accounting

Summary of Significant Accounting Policies

GAAP requires that information about the accounting principles and policies followed
in arriving at the amounts in the financial statements be disclosed to the users. The
Accounting Principles Board concluded in APB Opinion No. 22:

... When financial statements are issued purporting to present fairly financial position,
cash flows, and results of operations in accordance with generally accepted accounting
principles, a description of all significant accounting policies of the reporting entity
should be included as an integral part of the financial statements.'®

Examples of the required disclosures of accounting policies include those relating to
subsidiaries that have been included in the consolidated statements, depreciation meth-
ods (is straight-line used?), inventory valuation method (FIFO, LIFO, or something else?),
implementation of any accounting changes, and special revenue recognition practices.
This information is usually included as the initial note or as a separate summary preced-
ing the notes to the financial statements. The summary of significant accounting policies
for The Walt Disney Company is presented in Note 2 to the company’s 2006 financial
statements. Much of the discussion is devoted to new accounting standards released by
the FASB during the preceding year. Companies are required to outline the new stan-
dards that they are adopting for the first time. For example, in 2006 Disney examined
the provisions of FIN No. 48 on accounting for uncertainty in income taxes; this fact is
described in the note. In addition, companies are required to outline what impact, if any,
the future adoption of new accounting standards will have on their financial statements.

Additional Information to Support Summary Totals

In order to prepare a balance sheet that is brief enough to be understandable but com-
plete enough to meet the needs of users, notes are added that provide either quantita-
tive or narrative information to support the postretirement amounts. For example, only
summary totals for property, plant, and equipment and long-term debt are given in the
balance sheet itself; the breakdown of these two items by category is usually given in
the notes. Most large firms also have extended notes relating to leases, income taxes,
and postemployment benefits. If a firm has entered into long-term leases, the length of
the leases and the required future payments are outlined in a note. The income tax note
identifies the major areas of difference between a company’s financial accounting and
tax accounting records. The tax note is also the place one has to look to find out what
a company’s actual income tax bill is. The
s postretirement benefit note describes a com-
y1 pany’s pension plan and plan for coverage of
retiree medical benefits. Examination of this
note reveals the large amount of information
that underlies the single summary numbers
recognized in the balance sheet. Examples
of these are Note 8 (income taxes) and
Note 9 (pensions) to Disney’s 2006 finan-
cial statements. Disney also includes notes
detailing the summary totals for other assets
(Note 12) and borrowings (Note 7).

Information About Items Not Included in Financial Statements

As discussed in Chapter 1, items included in the financial statements must meet cer-
tain recognition criteria. Even though an item might not meet the criteria for recogni-
tion in the statements, information concerning the item might be relevant to users.

'¢ Opinions of the Accounting Principles Board, No. 22, “Disclosure of Accounting Policies” (New York: American
Institute of Certified Public Accountants, 1972), par. 8, as amended.
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Loss contingencies are good examples of this type of item. As discussed earlier, if the
probability of paying a contingent liability is estimated as “possible” or if the contin-
gent liability is “probable but not reasonably estimable,” the contingency should not
be recognized but should be disclosed in the notes to the financial statements. The
information provided should include as much data as possible to assist the user in
evaluating the risk of the loss contingency.!” Along these lines, most large companies
have an interesting note describing the lawsuits outstanding against them.

Conceptually, disclosure should not be an alternative to recognition. In other
words, if an item meets the recognition criteria given in Chapter 1, it should be
included in the financial statements themselves, not just disclosed in a note. However,
recall that the FASB’s standard-setting process has been described as a “balancing act”
between conceptual purity and business practicality. One of the tools in this balancing
act is disclosure. Two examples are the accounting for stock-based compensation and
for derivative financial instruments.

* In 1993, the FASB tentatively decided to require firms to recognize as compensation
expense the value of stock options given to employees. This decision caused an angry
uproar in the business community. After deliberation, the FASB decided to use note disclo-
sure as a compromise; recognition of the stock option values was not required; the values
needed only be disclosed in a note. After this experience with disclosure, in 2004 the FASB
again decided to require firms to recognize a stock option expense (starting in 2006).'®

*  With derivative financial instruments (e.g., options, futures, swaps, and other exotic
financial contracts), the FASB responded to a public demand (backed by requests from
the SEC) for more information about derivatives by requiring extensive disclosure.' This
disclosure standard was a stopgap measure while the FASB studied the issue further with

the view of establishing a recognition standard

(which was accomplished with FASB Statement

Stop & th]_nk No. 133).

One of the accounting controversies
In analyzing a company, do users care whether involved in the Enron scandal that exploded
they get the information from the financial in 2001 and 2002 (outlined in Chapter 1) was
statements themselves or from the notes? the inadequacy of the disclosure in the notes
The answer to this question is “yes, in some to Enron’s financial statements. For exam-
circumstances.” To understand this better, ple, the existence of the controversial LJM2
identify in which ONE of the following circum- investment partnerships, which were used to
stances the financial analyst would be MOST “hedge” (some would say “hide”) $1 billion
LIKELY to prefer recognition over disclosure. in Enron investment losses, was not disclosed
anywhere in Enron’s financial statements
notes and was outlined in just three brief
paragraphs in the company’s proxy statement
(which is sent to all shareholders in advance

The analyst is performing a detailed of the annual shareholder meeting).
financial statement comparison of two

compantes. Supplementary Information
The analyst is performing a summary
analysis of 50 different companies in
12 different industries.

a) The analyst is performing a detailed
financial statement analysis on a single
company.

The FASB and SEC require that supplementa-
ry information must be reported in separate
schedules. For example, the FASB requires
the disclosure of quarterly information for

'7 Companies sometimes emphasize the importance of contingent liabilities by showing a category for them on
the balance sheet with a zero balance and a reference to the contingent liabilities note.

'8 Statement of Financial Accounting Standards No. |23 (revised 2004), “Share-Based Payment” (Norwalk, CT:
Financial Accounting Standards Board, 2004) and Statement of Financial Accounting Standards No. 123, “Accounting
for Stock-Based Compensation” (Norwalk, CT: Financial Accounting Standards Board, 1995).

19 Statement of Financial Accounting Standards No. | |9, “Disclosure about Derivative Financial Instruments and Fair
Value of Financial Instruments” (Norwalk, CT: Financial Accounting Standards Board, 1994).
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certain companies. While the information in these notes is important to the users, it
may not be covered by the auditors’ opinion. A note that is not covered by the opinion
is marked “unaudited.”

Another category of supplementary information is business segment information.
For companies with geographically dispersed operations, this segment information out-
lines the results for the different geographic segments. For example, Coca-Cola reports
that only 29.1% of its net operating revenues come from North America. For firms
with diverse product lines (such as PepsiCo, with substantial operations in soft drinks
and snack foods), segment information for the different product lines is presented.*

In addition to FASB requirements, the SEC also requires the disclosure of supple-
mental information about financial statement information for those publicly traded
firms falling under the SEC’s jurisdiction. For example, if the level of property, plant,
and equipment is significant, the SEC requires a firm to provide details about changes
in gross property, plant, and equipment and about changes in accumulated depre-
ciation. The SEC also requires disclosure of the details of the changes in short-term
borrowing and the average interest rate on short-term loans during the period.

Subsequent Events

Although a balance sheet is prepared as of a given date, it is usually between one
and three months before the financial statements are issued and made available to
external users. For example, the SEC requires large publicly traded companies to file
their financial statements within 60 days of the fiscal year-end. During this time, the
accounts are analyzed, adjusting entries are prepared, and for most companies, an
independent audit is completed. During this “subsequent period,” business doesn’t
shut down while the accountants huddle over the books. Business continues, and
events could take place that have an impact upon the balance sheet and the other
basic financial statements for the preceding year. Some of these events could even
affect the amounts reported in the statements. These events are referred to in the
accounting literature as subsequent events or post-balance sheet events. This sub-
sequent period is illustrated in Exhibit 3-10.

Two different types of subsequent events require consideration by management
and evaluation by the independent auditor.?

* Those that require retroactive recognition and thus affect the amounts to be reported in
the financial statements for the preceding accounting period.

* Those that do not require recognition but should be disclosed in the notes to the financial
statements.

The first type of subsequent event usually provides additional information that
affects the amounts included in the financial statements. The reported amounts in

EXHIBIT 3-10 Subsequent Event Interval
Balance Date Statements
Sheet Date Issued
Financial Statement Period g:g:)zquent

20 Statement of Financial Accounting Standards No. 131, “Disclosures about Segments of an Enterprise and Related
Information” (Norwalk, CT: Financial Accounting Standards Board, 1997).

2 AICPA Statement on Auditing Standards No. |, Codification of Auditing Standards and Procedures, Section 560, ““Subsequent
Events,” pars. .02-.05.



The Balance Sheet and Notes to the Financial Statements Chapter 3

several accounts, such as Allowance for Bad Debts, Warranty Liability, and Income
Taxes Payable, reflect estimates of the expected value. These estimates are based on
information available as of a given date. If a subsequent event provides new informa-
tion that shows that the conditions existing as of the balance sheet date were differ-
ent from those assumed when making the estimate, a change in the amount to be
reported in the financial statements is required.

To illustrate this type of event, assume that a month after the balance sheet date,
the company learns that a major customer has filed for bankruptcy. This informa-
tion was not known as of the balance sheet date, and only ordinary provisions were
made in determining the Allowance for Bad Debts. In all likelihood, the customer
was already in financial difficulty at the balance sheet date, but it was not general
knowledge. The filing of bankruptcy reveals that the conditions at the balance sheet
date were different than those assumed in preparing the statements, and a further
adjustment to both the balance sheet and income statement is indicated.

The second type of subsequent event does not reveal a difference in the condi-
tions as of the balance sheet date but involves an event that is considered so signifi-
cant that its disclosure is highly relevant to readers of the financial statements. These
events usually affect the subsequent year’s financial statements and thus may affect
decisions currently being made by users. Examples of such events include a casualty
that destroys material portions of a company’s assets, acquisition of a major subsid-
iary, sale of significant amounts of bonds or capital stock, and losses on receivables
when the cause of the loss occurred subsequent to the balance sheet date. Information
about this type of event is included in the notes to the financial statements and serves
to notify the reader that the subsequent event could affect the predictive value of the
statements.

The most common types of subsequent events reported by companies include
events associated with debt refinancing, debt reduction, or incurring significant
amounts of new debt; post-balance sheet developments associated with litigation; and
changes in the status of a proposed merger or acquisition. Of course, many business
events that occur during this subsequent period are related only to the subsequent
year and therefore have no impact on the preceding year’s financial statements.

As an example of the types of disclosure associated with subsequent events, the
following items were included in Note 28 to Ford Motor Company’s financial state-
ments dated December 31, 2006:

* During the first quarter of 2007, management committed to sell all or part of Aston
Martin Lagonda Group Limited, a wholly owned subsidiary, through a stock sale expected
to be completed in the first half of 2007.

* Also during the first quarter of 2007, management committed to sell Automobile
Protection Corporation, a wholly owned subsidiary, and expects the sale to be completed
in the first half of 2007.

* Hourly employees in Ford North America who accepted an early retirement or separa-
tion package are expected to leave the Company by September 2007, though employees
have an opportunity to rescind acceptance until the time of separation. Subsequent to
year-end, there have been approximately 1,700 rescissions, which would have reduced the
2006 pre-tax charge by about $150 million.

International Accounting for Subsequent Events The International Accounting
Standards Board (IASB) has released a standard, IAS 10, dealing specifically with
the accounting for subsequent events. This standard, which was originally issued in
September 1974 and was revised in December 2003, is essentially the same as the
accounting employed in the United States. Specifically, IAS 10 requires that companies
adjust the reported amounts of assets and liabilities if events occurring after the balance
sheet date provide additional information about conditions that existed at the balance
sheet date. In addition, I4S 10 requires that disclosure be made of significant subsequent
events even if those events do not impact the valuations reported in the balance sheet.
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Limitations of the Balance Sheet

WHY Before users can appropriately use the information contained in the bal-

Understand the
major limitations
of the balance sheet.

ance sheet, they must understand what the information implies and, just as
importantly, what it does not imply.

HOW The balance sheet often does not provide an accurate reflection of the value
of a business. Reasons for this include the use of historical cost instead of
current values, omission of some economic assets from the balance sheet,
and failure to make adjustments for inflation. The difference between bal-
ance sheet value and market value is captured in the book-to-market ratio
(book value of equity divided by market value of equity), which is usually less
than 1.0.

Notwithstanding its usefulness, the balance sheet has some serious limitations.
External users often need to know a company’s worth. The balance sheet, however,
does not generally reflect the current value of a business. A favorite ratio among fol-
lowers of the stock market is the book-to-market ratio, computed as total book value
of common equity divided by total market value of common equity. The book-to-
market ratio reflects the difference between the balance sheet value of a company and
the company’s actual market value.”? A company’s book-to-market ratio is almost always
less than 1.0 because many assets are reported at historical cost, which is usually less
than market value, and other assets are not included in the balance sheet at all. In
addition, many intangible economic assets, such as a reputation for superior products
or customer service, are not recognized in the balance sheet. Accordingly, the balance
sheet numbers often very poorly reflect what a company is worth.

The graph in Exhibit 3-11 shows the average book-to-market ratio, from 1924
through 2008, of the 30 companies making up the Dow Jones Industrial Average. Note
the fairly steady decrease from an average book-to-market ratio of about 1.0 in 1980 to
about 0.3 in 2008. This means that, in 2008, the accounting book value of the equity
of the average company included in the Dow Jones Industrial Average was just 30%
as large as the market value of the equity of that company. This low book-to-market
ratio reflects the increasing importance of unreported, intangible assets as service and
technology companies have become a more significant part of the U.S. economy.

A related problem with the balance sheet is the instability of the dollar, the
standard accounting measuring unit in the United States. Because of general price
changes in the economy, the dollar does not maintain a constant purchasing power,
yet the historical costs of resources and equities shown on the balance sheet are not
adjusted for changes in the purchasing power of the measuring unit. The result is a
balance sheet that reflects assets, liabilities, and equities in terms of unequal purchas-
ing power units. Some elements, for example, may be stated in terms of 1980 dollars
and some in terms of current-year dollars. The variations in purchasing power of the
amounts reported in the balance sheet make comparisons among companies, and
even within a single company, less meaningful.

An additional limitation of the balance sheet, also related to the need for compa-
rability, is that all companies do not classify and report all like items similarly. For
example, titles and account classifications vary; some companies provide considerably
more detail than others; and some companies with apparently similar transactions

22 Research into the behavior of stock prices has found that firms with high book-to-market ratios tend to out-
perform the market in future years. See Eugene F. Fama and Kenneth R. French, “The Cross-Section of Expected
Stock Returns,” The Journal of Finance, June 1992, p. 427. No one is sure why high book-to-market-ratio firms
outperform the market. One suggestion is that the accounting numbers partially reflect fundamental underlying
value, and a high book-to-market ratio indicates that the market is currently undervaluing a company.
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: The Wall Street Journal, March 30, 1999, p. C14.The original source has been augmented with data from www.djindexes.com.
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report them differently. Such differences make comparisons difficult and diminish the
potential value of balance sheet analysis.

As mentioned, some entity resources and obligations are not reported on the bal-
ance sheet. For example, as mentioned at the beginning of the chapter in connection
with Coca-Cola, the company’s reputation and worldwide market presence are among
its most valuable resources, yet those economic assets are not shown on the balance
sheet because measuring them in monetary terms is quite difficult. The assumptions
of the traditional accounting model identified in Chapter 1, specifically the require-
ments of arm’s-length transactions or events measurable in monetary terms, add to the
objectivity of balance sheet disclosures but at the same time cause some information
to be omitted that is likely to be relevant to certain users’ decisions.

One other limitation of the balance sheet is the increasing use of off-balance-sheet
financing. In fact, a key aspect of the Enron accounting scandal was Enron’s creative use of
financing arrangements (with exotic names such as Rhythms and Raptor) to avoid report-
ing large amounts of debt in the company’s balance sheet. In an off-balance-sheet financ-
ing arrangement, a company borrows money to purchase an asset or to fund an activity
(such as research), but is able to take advantage of the accounting rules to avoid reporting
a balance sheet obligation for the borrowed funds. For example, a section in Chapter 12
describes how companies use joint ventures to achieve off-balance-sheet financing. In
addition, Chapter 15 demonstrates how companies can use leases to finance asset pur-
chases through borrowing but avoid showing the associated debt on the balance sheet.

trademark values that are reported in the

“homegrown” intangible asset. Traditional balance sheet of The Coca-Cola Company

accounting in the United States does not

are values for trademarks that the com-

report an estimated value for homegrown pany bas purchased over the years, such
intangibles in the balance sheet. The as Minute Maid.
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Total liabilities as of December 31, 20006, are
$13.043 billion ($8.890 billion for current
liabilities + $1.314 billion for long-term
debt + $2.231 billion for other liabilities +
$0.608 billion for deferred income taxes).
Note that this amount of reported liabilities
is much smaller than the amount of unre-
ported liabilities of the Coca-Cola bottlers
of which The Coca-Cola Company owns a
substantial percentage.

As of December 31, 2000, current assets
total $8.441 billion, and current liabilities
total $8.890 billion. All other things being

(Page 97) The correct answer is C.
Actually, defining assets and liabilities in
terms of legal statutes would severely limit
the FASB’s influence. One of the key roles
of the FASB is to apply the definitions in
the conceptual framework to determine
when assets and liabilities should be rec-
ognized. Legalistic definitions would take
this exercise out of the FASB’s hands and
transfer it to the lawmakers responsible for
contract law.

(Page 104)

(a) A financial analyst trying to compare
the company’s core business with the
core businesses of similar companies—
Classification (b). This classification
allows the analyst to compare the
assets and liabilities associated with
the primary lines of business of vari-
ous companies.

(b) A U.S. congressperson concerned about
the relocation of operations overseas—
Classification (a). This classification
allows the congressperson to see how
much of a company’s assets and lia-
bilities are located outside the United
States. The congressperson would also
be able to see the trend over time.

(c) An analyst trying to estimate the
current market value of a company—
Classification (c). This classification

equal, a banker making a short-term loan
to a company would prefer current assets
of that company to be more than current
liabilities. If this were the case, the banker
would have a greater likelibood of hav-
ing the short-term loan repaid because the
borrowing company already bas enough
current assets to be able to repay all of its
existing curvent liabilities. In the case of
Coca-Cola, with a long bistory of generat-
ing cash from operations, a banker would
take some comfort from its track record.

allows the analyst to see what fraction
of a company’s assets is not reported
at current fair value. This gives the
analyst an idea of how much the com-
pany’s market value might vary from
its reported balance sheet value.

(Page 110) The correct answer is B.

Total assets is the sum of current assets
and long-term (fixed) assets. For British
Telecommumnications as of March 31,

2007, the amount of total assets is £43,099
million (£18,559 million + £24,540 mil-
lion). Note that this is not the same total
amount shown in the balance sheet—the
balance sheet amount is total assets minus
current liabilities.

(Page 119) The correct answer is C. When
the analyst is doing a detailed analysis

of one or two companies, then be or she
can make any desired financial statement
adjustments using note disclosure. Such
adjustments might be necessary to make

a company comparable to some bench-
mark or to make the financial statements
of two different companies comparable.
However, these detailed adjustments using
note disclosure become expensive and time
consuming when man)y companies are
involved. In such a case, the analyst pre-
Sfers to bave all of the relevant data sum-
marized and recognized in the financial
statements themselves.



The Balance Sheet and Notes to the Financial Statements

OBJECTIVES

Describe the specific elements of the balance
sheet (assets, liabilities, and owners’ equity), and
prepare a balance sheet with assets and liabilities
properly classified into current and noncurrent
categories.

A balance sheet is a listing of a company’s
assets, liabilities, and equities as of a certain
point in time.

* Assets are probable future economic benefits
obtained or controlled as a result of past
transactions or events.

* Liabilities are probable future sacrifices of
economic benefits arising from present obliga-
tions to transfer assets or provide services in
the future as a result of past transactions or
events.

* Equity is the net assets of an entity, that is, the
amount that remains after total liabilities have
been deducted from total assets.

For balance sheet reporting, assets and
liabilities are often separated into current and
noncurrent categories. Current items are those
expected to be used or paid within one year
or within the normal operating cycle, which-
ever is longer.

When classifying assets and liabilities,
the key considerations are how management
intends to use an asset and when it expects to
pay a liability.

Equity arises from owner investment, is
increased by net income, and is decreased by
losses and by distributions to owners. Equity
is also impacted by stock repurchases, unre-
alized security gains and losses, and foreign
exchange rate fluctuations.

Identify the different formats used to present
balance sheet data.

In most industries in the United States,
assets and liabilities are listed in order of
their liquidity with current items first. For
some industries, particularly those with large
investments in long-term assets, current
items are not listed first. In addition, in other
countries, the format of the balance sheet
can vary widely.

Chapter 3

Analyze a company’s performance and financial
position through the computation of financial
ratios.

Balance sheet information is most often ana-
lyzed by looking at relationships between
different balance sheet amounts and relation-
ships between balance sheet and income
statement amounts. Relationships between
financial statement amounts are called finan-
cial ratios.

Recognize the importance of the notes to the
financial statements, and outline the types of
disclosures made in the notes.

The information in the financial statements
is supported by explanatory notes. The
notes include a description of the account-
ing policies, details of summary totals, dis-
closure of significant items that fail to meet
the recognition criteria, and supplemental
information required by FASB and SEC
standards.

Note disclosure also sometimes relates to
subsequent events. Subsequent events are sig-
nificant events occurring between the balance
sheet date and the date the financial state-
ments are issued. Subsequent events come in
two varieties: those requiring immediate retro-
active recognition in the financial statements
and those requiring only note disclosure.

Understand the major limitations of the balance
sheet.

The balance sheet often does not provide
an accurate reflection of the value of a
business. Reasons for this include the use
of historical cost instead of current values,
omission of some assets from the balance
sheet, and failure to make adjustments for
inflation. The balance sheet does not mea-
sure the market value of a company. The
difference between balance sheet value and
market value is captured in the book-to-
market ratio (book value of equity divided
by market value of equity), which is usually
less than 1.0.
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Topic

U.S. GAAP

IASB Standard

Classification of short-
term obligations to be
refinanced

—]

IAS B standards

SFAS No. 6

A short-term obligation to be refinanced
as of the balance sheet date is classified
as long term IF the actual refinancing
(or an explicit refinancing agreement) is
finalized before the financial statements
are issued.

IAS |

For a short-term obligation to be
refinanced to be classified as long
term, the refinancing must take
place by the balance sheet date.

Equity reserves

The Equity section in a U.S. balance sheet
does NOT include reserves.

Equity reserve accounting is very
important in many non-U.S. coun-
tries (especially those influenced by
the British tradition) because the
legal ability to pay cash dividends is
strictly tied to the balances in vari-
ous reserve accounts.

Format of balance sheet

A U.S. balance sheet typically shows
current assets and long-term assets
grouped together with current liabilities,
long-term liabilities, and then equity
grouped together.

Some non-U.S. balance sheets
(especially those influenced by the
British tradition) show long-term
assets and working capital (current
assets minus current liabilities)
grouped together, and then
long-term liabilities and equity
grouped together.

Subsequent events

AICPA SAS No. |, Section 560

* Adjust the reported amounts of assets
and liabilities if events occurring after
the balance sheet date provide
additional information about conditions
that existed at the balance sheet date.

* Disclose significant subsequent events
even if those events do not impact the

valuations reported in the balance sheet.

IAS 10
Same as U.S. standard

KEY TERMS

Acid-test ratio |14
Additional paid-in capital 104
Assets 96

Asset mix 115

Asset turnover | 16
Balance sheet 96
Book-to-market ratio 122
Callable obligation 101
Capital stock 104
Common stock 104
Contingent liabilities 103
Contributed capital 104
Corporations 104

Current assets 98

Current liabilities 101
Current ratio 113
Debt ratio |15

Deferred income tax assets
100

Deferred income tax liability
103

Deficit 105
Derivative 106
Equity 96

Estimated liability 103
Financial ratios 112
Leverage 115
Liabilities 96

Liquidity 112
Loan covenant | 14
Minority interest 107

Objective acceleration clause
102

Other comprehensive income
106

Paid-in capital 104
Partnerships 104

Post-balance sheet events
120

Preferred stock 104
Proprietorships 104
Quick ratio |14

Retained earnings 104
Return on assets | 16
Return on equity 116
Sinking fund 101

Stockholders’ (shareholders’)
equity 104

Subjective acceleration clause
102

Subsequent events 120
Trading securities 99
Treasury stock 106
Working capital 98



10.

Practice 3-1

The Balance Sheet and Notes to the Financial Statements

QUESTIONS

What three elements are contained in a bal-

ance sheet?

What is the importance of the term probable

in the definition of an asset?

“Liabilities are obligations denominated in

precise monetary terms.” Do you agree or

disagree? Explain.

What does the difference between current

assets and current liabilities measure?

What criteria are generally used (a) in clas-

sifying assets as current? (b) in classifying

liabilities as current?

Indicate under what circumstances each of

the following can be considered noncurrent:

(a) cash and (b) receivables.

How can expected refinancing impact the clas-

sification of a liability?

(a) What is a subjective acceleration clause?

(b) What is an objective acceleration clause?

(c) How do these clauses in debt instruments
affect the classification of a liability?

Distinguish between contingent liabilities and

estimated liabilities.

How do the Equity sections of proprietor-

ships, partnerships, and corporations differ

from one another?

PRACTICE EXERCISES

Working Capital

11.

12.

13.

14.
15.

16.

17.

18.

19.

20.

21.

Chapter 3

What are the three major categories in a cor-
poration’s Equity section?

Under what circumstances may offset bal-
ances be properly recognized on the balance
sheet?

In what order are assets usually listed in the
balance sheet?

What are financial ratios?

Explain how the asset turnover ratio provides
a measure of a company’s overall efficiency.
What one financial ratio summarizes every-
thing about the performance of a company?
How is it computed?

What are the major types of notes attached to
the financial statements?

How has the FASB used note disclosure as a
tool of compromise?

What are some examples of supplementary
information included in the notes to financial
statements?

Under what circumstances does a subsequent
event lead to a journal entry for the previous
reporting period?

“The balance sheet does not reflect the value
of a business.” Do you agree or disagree?
Explain.

Using the following information, compute working capital:

LO1
Cost of Goods Sold . .. ... $ 9,000
Accounts Payable ... ... ... 2,400
Paid-In Capital ... ... 1,950
Cash . 700
SaleS . .. 10,000
Accrued Wages Payable .. ... ... . 150
DIVIdends . . ... o 500
Retained Earnings (beginning) . .. ......... ... ... 1,000
INVENtOry .. . 2,500

Practice 3-2 Current Assets
Using the following information, compute total current assets:

LO1
GoodWill ... $ 9,000
Prepaid Expenses .. ... ... ... 1,100
Paid-In Capital ... ... . 1,750
Cash . 400
Property, Plant, and Equipment . ........ ... .. ... 10,000
Investment Securities (trading) . .. ... ... ... 250
Accounts Receivable . . .. .. ... 700
Retained Earnings ... ... ... . 1,000
INVENtOry .« .. 4,000
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Practice 3-3 Current Liabilities
Using the following information, compute total current liabilities:
LO1

Accrued Income Taxes Payable ... ... ... . .. $ 9,000

Notes Payable (due in 14 months) . ....... ... ... ... . . . . 1,100

Paid-In Capital . ... ... 1,750

Treasury StOCK . ... ... 400

Current Portion of Long-Term Debt .. ... .. ... .. ... . 10,000

Unearned Revenue . . ... .. . 250

Accounts Payable ... ... ... 700

Retained Earnings ... ... .. . 1,000

Additional Paid-In Capital . ...... ... .. ... . 4,000

Practice 3-4 Classification of Short-Term Loans to Be Refinanced
The company has the following three loans payable scheduled to be repaid in June
LO1 of next year. As of December 31 of this year, identify which of the three should be
classified as current and which should be classified as noncurrent.

(a) The company intends to repay Loan A when it comes due in June. In the fol-
lowing September, the company intends to get a new loan of equal amount
from the same bank.

(b) The company intends to refinance Loan B when it comes due. The refinancing
contract will be signed in May after the financial statements for this year have
been released.

(¢0) The company intends to refinance Loan C when it comes due. The refinancing
contract will be signed in January before the financial statements for this year
have been released.

Practice 3-5 Callable Obligations
The company has the following three loans. As of December 31 of this year, identify
LO1 which of the three should be classified as current and which should be classified as
noncurrent.

(a) On July 15 of next year, Loan A will become payable on demand.

(b) Loan B is scheduled to be repaid in three years. In addition, the loan agree-
ment specifies that if the company’s current ratio falls below 1.5, the loan
becomes payable on demand. On December 31, the current ratio is 1.8.

(c) Loan C is scheduled to be repaid in three years. In addition, the loan agree-
ment specifies that if the company’s “general financial condition deteriorates
significantly,” the loan becomes payable on demand. As of December 31, it is
reasonably possible that this clause will be invoked.

Practice 3-6 Contingent Liabilities
The company has the following three potential obligations. Describe how each will
LO1 be reported in the financial statements.

(a) The company has promised to make fixed pension payments to employees
after they retire. The company is not certain how long the employees will
work or how long they will live after they retire.

(b) The company has been sued by a group of shareholders who claim that they
were deceived by the company’s financial reporting practices. It is possible
that the company will lose this lawsuit.

(c) The company is involved in litigation over who must clean up a toxic waste
site near one of the company’s factories. It is probable, but not certain, that
the company will be required to pay for the cleanup.

Practice 3-7 Stockholders’ Equity

Using the following information, compute: (a) total contributed capital, (b) ending
LO1 retained earnings, and (c) total stockholders’ equity:




Practice 3-8

LO1

Practice 3-9

LO2

Practice 3-10

LO3

EOC The Balance Sheet and Notes to the Financial Statements Chapter 3

Additional Paid-In Capital, Common ... ... ... .. .. . $8,200
Accounts Payable . ...... ... 1,300
Total EXPeNnses . .. ... 5,650
Preferred Stock, at par ... ... ... ... 3,450
Common Stock, at Par . .. ... ... 300
Sl . . 9,700
Treasury Stock .. ... ... 375
Dividends . . . . ..o 950
Retained Earnings (beginning) . . . ... .. ... 6,500
Additional Paid-In Capital, Preferred .. ... ... ... . . . . . . 150

Stockholders’ Equity
Using the following information, compute (a) total contributed capital, (b) total accu-
mulated other comprehensive income, and (c) total stockholders’ equity:

Additional Paid-In Capital, Common .. ....... ... ... . . . $9,000
Common Stock, at Par . .. ... ... 400
Cumulative Translation Adjustment (equity reduction), ending .. ........ ... ... ... ... . ... ......... 2,000
Treasury STOCK . .. ... e 700
Retained Earnings (post closing, or ending) . ............ ... .. 1,500
Cumulative Unrealized Gain on Available-for-Sale Securities, ending .......... ... ... ... ........... 1,100

Format of Foreign Balance Sheet

Following is a balance sheet presented in standard U.S. format. Rearrange this balance
sheet to be in standard British format. Don’t worry about differences in terminology;
use the U.S. labels, but present the information in the British format.

Current Assets:

Cash . . $ 500

INVENTOrY .« o 2,000

Total CUFFENT ASSEELS . . . .. oo ottt e e e e e e e e $ 2,500
Noncurrent Assets:

Property, plant, and equipment ... ... ... ... $ 8,000

Long-term iNVESTMENTS . . . . ... ... o i 1,700

Total NONCUITENT @SSELS . . . . o\ ottt et et e e e e e e e e e e e e e $ 9,700

Total @SSELS . . . ot $12,200
Current Liabilities:

Accounts payable ... ... $ 300

Short-term loans payable .. ... .. .. . ... 1,100

Total current liabilities . .. .. .. ... ... . $ 1,400
Noncurrent Liabilities:

Long-term debt . . . ... $ 3,000
Stockholders’ Equity:

Common StOCK, At PAr ... ... $ 50

Additional paid-in capital ... ... ... 2,000

Retained earnings . ... ... ... .. . 5,750

Total stockholders’ equity . ... ... . . $ 7,800

Total liabilities and stockholders’ equity .. ........ .. ... ... . $12,200

Current Ratio
Use the following information to compute the current ratio:

Accounts Payable ... ... ... $3,700
Paid-In Capital ... ... 3,650
Cash . o 750
Sales . o 9,500
Accrued Wages Payable .. ... ... .. 150

INVENTOIY . . 6,300
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Practice 3-11

LO3

Practice 3-12

LO3

Practice 3-13

LO3

Practice 3-14

LO3

Practice 3-15

LO3

Practice 3-16
LO3

Practice 3-17
LO3

Practice 3-18
LO3

Practice 3-19

LO4

Practice 3-20

LO4

Practice 3-21

LO5

Foundations of Financial Accounting

Quick Ratio
Use the following information to compute the quick ratio:

Long-Term Loan Payable ... ... ... ... . $ 1,100
Accounts Receivable . . ... ... . 1,750
Cash . 400
Cost of Goods Sold . .. ... 10,000
Accrued Wages Payable .. ....... .. .. 250
INVENtOry .« .. e 4,000
Debt Ratio

Use the information in Practice 3-3 to compute the debt ratio. Assume that the list
includes all liability and equity items.

Debt Ratio
Use the information in Practice 3-7 to compute the debt ratio. Assume that the list
includes all liability and equity items.

Asset Mix
Use the information in Practice 3-9 to compute the proportion of total assets in each
of the following asset categories.

(a) Inventory
(b) Property, Plant, and Equipment

Asset Mix
Use the information in Practice 3-2 to compute the proportion of total assets in each
of the following asset categories. Assume that the list contains all the asset items.

(a) Inventory
(b) Property, Plant, and Equipment

Measure of Efficiency
Refer to Practice 3-9. Sales for the year totaled $50,000. Compute asset turnover.

Return on Assets
Refer to Practice 3-9. Net income for the year totaled $3,600. Compute return on assets.

Return on Equity
Refer to Practice 3-9. Net income for the year totaled $2,000. Compute return on equity.

Accounting for Subsequent Events

On December 31, the warranty liability was estimated to be $100,000. On January 16
of the following year, results of a study done before December 31 were received.
These study results indicate that products would require a much larger amount of
warranty repairs than expected; total warranty repairs will be $175,000 instead of
the estimated $100,000. The financial statements were issued on February 20. What
amount should be reported as warranty liability in the December 31 balance sheet?

Accounting for Subsequent Events

On December 31, the warranty liability was estimated to be $100,000. On January 16 of
the following year, it was learned that one week before, on January 9, poor-quality
materials were introduced into the production process. This mistake is expected to cre-
ate an additional $87,000 in warranty repairs. The financial statements were issued on
February 20. What amount should be reported as warranty liability in the December 31
balance sheet?

Book-to-Market Ratio
Refer to Practice 3-9. As of the end of the year, the total market value of shares out-
standing was $10,000. Compute the book-to-market ratio.
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EXERCISES
Exercise 3-22 Balance Sheet Classification
A balance sheet contains the following classifications:
LO1
(a) Current assets (g) Long-term debt
(b) Investments (h) Other noncurrent liabilities
(o) Property, plant, and equipment (i) Capital stock
(d) Intangible assets () Additional paid-in capital
(e) Other noncurrent assets (k) Retained earnings
(f) Current liabilities
Indicate by letter how each of the following accounts would be classified. Place a
minus sign (—) for all accounts representing offset or contra balances.
1. Discount on Bonds Payable
2. Stock of Subsidiary Corporation
3. 12% Bonds Payable (due in 6 months)
4. U.S. Treasury Notes
5. Income Taxes Payable
6. Sales Taxes Payable
7. Estimated Claims under Warranties for Service and Replacements
8. Par Value of Stock Issued and Outstanding
9. Unearned Rent Revenue (6 months in advance)
10. Long-Term Advances to Officers
11. Interest Receivable
12. Preferred Stock Retirement Fund
13. Trademarks
14. Allowance for Bad Debts
15. Dividends Payable
16. Accumulated Depreciation
17. Trading Securities
18. Prepaid Rent
19. Prepaid Insurance
20. Deferred Income Tax Asset
Exercise 3-23 Balance Sheet Classification
State how each of the following accounts should be classified on the balance sheet.
LO1

(a) Treasury Stock

(b) Retained Earnings

(c) Vacation Pay Payable

(d) Foreign Currency Translation Adjustment
(e) Allowance for Bad Debts

(® Liability for Pension Payments

(g) Investment Securities (Trading)

(h) Paid-In Capital in Excess of Stated Value
(i) Leasehold Improvements

() Goodwill

(k) Receivables—U.S. Government Contracts
(D Advances to Salespersons

(m) Premium on Bonds Payable

(n) Inventory

(o) Patents

(p) Unclaimed Payroll Checks

(@) Income Taxes Payable

(r) Subscription Revenue Received in Advance
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Exercise 3-24

LO1

Exercise 3-25

LO1

Exercise 3-26

LO1

Foundations of Financial Accounting

(s) Interest Payable

(t) Deferred Income Tax Asset
(uw) Tools

(v) Deferred Income Tax Liability

Asset Definition
Using the definition of an asset from FASB Concepts Statement No. 6, indicate whether
each of the following should be listed as an asset by Ingalls Company.

(a) Ingalls has legal title to a coal mine in a remote location. Historically, the mine
has yielded more than $25 million in coal. Engineering estimates suggest that
no additional coal is economically extractable from the mine.

(b) Ingalls employs a team of five geologists who are widely recognized as world-
wide leaders in their field.

(0) Several years ago, Ingalls purchased a large meteor crater on the advice of a
geologist who had developed a theory claiming that vast deposits of iron ore
lay underneath the crater. The crater has no other economic use. No ore has
been found, and the geologist’s theory is not generally accepted.

(d) Ingalls claims ownership of a large piece of real estate in a foreign country.
The real estate has a current market value of over $225 million. The country
expropriated the land 35 years ago, and no representative of Ingalls has been
allowed on the property since.

(e) Ingalls is currently negotiating the purchase of an oil field with proven oil
reserves totaling 5 billion barrels.

Liability Definition
Using the definition of a liability from FASB Concepts Statement No. 6, indicate whether
each of the following should be listed as a liability by Pauli Company.

(a) Pauli was involved in a highly publicized lawsuit last year. Pauli lost and was
ordered to pay damages of $125 million. The payment has been made.

(b) In exchange for television advertising services that Pauli received last month,
Pauli is obligated to provide the television station with building maintenance
service for the next four months.

(o) Pauli contractually guarantees to replace any of its stain-resistant carpets if
they are stained and can’t be cleaned.

(d) Pauli estimates that its total payroll for the coming year will exceed $35 million.

(e) In the past, Pauli has suffered frequent vandalism at its storage warehouses.
Pauli estimates that losses due to vandalism during the coming year will total
$3 million.

Balance Sheet Preparation
From the following list of accounts, prepare a balance sheet showing all balance sheet
items properly classified. (No monetary amounts are to be recognized.)

Accounts Payable

Accounts Receivable

Accumulated Depreciation—Buildings
Accumulated Depreciation—Equipment
Advertising Expense

Allowance for Bad Debts

Bad Debt Expense

Bonds Payable

Buildings

Cash
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Common Stock

Cost of Goods Sold

Deferred Income Tax Liability
Depreciation Expense—Buildings
Dividends

Equipment

Estimated Warranty Expense Payable (current)
Gain on Sale of Investment Securities
Gain on Sale of Land

Goodwill

Income Tax Expense

Income Taxes Payable

Interest Receivable

Interest Revenue

Inventory

Investment in Subsidiary

Investment Securities (Trading)

Land

Loss on Purchase Commitments
Miscellaneous General Expense

Net Pension Asset

Notes Payable (current)

Paid-In Capital from Sale of Treasury Stock
Paid-In Capital in Excess of Stated Value
Patents

Premium on Bonds Payable

Prepaid Insurance

Property Tax Expense

Purchase Discounts

Purchases

Retained Earnings

Salaries Payable

Sales

Sales Salaries

Travel Expense

Exercise 3-27 Computation of Working Capital
From the following data, compute the working capital for Hales Shipping Co. at
LO1 December 31, 2011.

Cash in general checking account .. ... ... ... .. L $ 34,000
Cash in fund to be used to retire bonds in 2015 ... .. .. ... . ... .. 59,000
Cash held to pay sales taxes . ............... .. 18,000
Notes receivable—due February 2013 .. ... . .. . 113,000
Accounts receivable . ... ... 113,000
INVENTOrY . .. 81,000
Prepaid insurance—for 2012 ... ... 15,000
Vacant land held as investment .. ... ... ... . 350,000
Used equipment to be sold ... ... .. . . 9,000
Deferred tax asset—to be recovered in 2013 ....... ... .. ... 12,000
Accounts payable ... ... ... 79,000
Note payable—due July 2012 ... ... ... .. 27,000
Note payable—due January 2013 .. ... .. 18,000
Bonds payable—maturity date 2015 ........ .. ... .. 219,000
Salaries payable . ... ... .. 11,000
Sales taxes payable ... ... .. 23,000

Goodwill .. 54,000
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Exercise 3-28 Preparation of Corrected Balance Sheet
The following balance sheet was prepared for Jared Corporation as of December 31,
LO1, LO2 2011.

Jared Corporation
Balance Sheet
December 31, 2011

Assets Liabilities and Owners’ Equity

Current assets: Current liabilities:
Cash...... ... .. .. .. ... ... ..... $ 12,500 Accounts payable ............... $ 3,400
Investment securities . ................ 8,000 Other current liabilities .......... 2,000
Accounts receivable,net .............. 21,350 Total current liabilities . . ......... $ 5,400
Inventory . ...... ... ...l 31,000 Long-term liabilities ............. 32,750
Other currentassets ................. 14,200 Total liabilities. . .. .............. $ 38,150
Total currentassets .................. $ 87,050

Noncurrent assets: Owners’ equity:
Property, plant, and equipment, net ..... $ 64,800 Common stock ................ $ 50,000
Treasury stock ...................... 4,500 Retained earnings . .............. 81,800
Other noncurrent assets .............. 13,600 Total owners’ equity ............ $131,800
Total noncurrentassets ............... $ 82,900

Totalassets ........................... $169,950 Total liabilities and owners’ equity. . . . $169,950

The following additional information relates to the December 31, 2011, balance
sheet.

(a) Cash includes $4,000 that has been restricted to the purchase of manufacturing
equipment (a noncurrent asset).

(b) Investment securities include $2,750 of stock that was purchased in order to
give the company significant ownership and a seat on the board of directors of
a major supplier.

(¢) Other current assets include a $4,000 advance to the president of the company.
No due date has been set.

(d) Long-term liabilities include bonds payable of $10,000. Of this amount, $2,500
represents bonds scheduled to be redeemed in 2012.

(e) Long-term liabilities also include a $7,000 bank loan. On May 15, the loan will
become due on demand.

() On December 21, dividends in the amount of $15,000 were declared to be
paid to shareholders of record on January 25. These dividends have not been
reflected in the financial statements.

(g) Cash in the amount of $19,000 has been placed in a restricted fund for the
redemption of preferred stock in 2012. Both the cash and the stock have been
removed from the balance sheet.

(h) Property, plant, and equipment includes land costing $8,000 that is being held
for investment purposes and that is scheduled to be sold in 2012.

Based on the information provided, prepare a corrected balance sheet.

Exercise 3-29 Balance Sheet Relationships
On the Clark and Company Inc. balance sheet, indicate the amount that should appear
LO1 for each of the items (a) through (n) on the balance sheet.
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Clark and Company Inc.
Consolidated Balance Sheet
December 31, 2011

Assets
SPREADSHEET

Current assets:

Cash ..o $ 24,250

Investment securities ... ............... . (a)

Accounts and notes receivable. . ....... ... . oo $ (b)

Allowance for doubtful accounts and notes receivable. . . ... ........... 7,851 121,664

INVENtOrieS . . . ... 197,682

Other current assets . . ... ... ... ...ttt 14,227

Total current assets .............. ... ...l $ (c)
Noncurrent assets:

Property, plant, and equipment . ..... ... ... ... ... .o oL $694,604

Accumulated depreciation .......... ... o oo (d) $398,832

Other NONCUITENt @SSELS . . .. .o v v it ittt e et 13,217

Total NONCUIFENt @SSELS . . .. ..ottt e e e 412,049
Total @ssets . ... ... $792,514

Liabilities and Owners’ Equity

Current liabilities:

Accounts payable . ....... ... $ (e)

Payable to banks ....... ... . ... i i 34,236

Income taxes payable . ....... ... .. L 9,211

Current installments of long-termdebt. ............ ... ... ... .. ... 6,341

Accrued eXpenses . ... ... 7,100

Total current liabilities ........ ... ... ... ... o o i $ )
Noncurrent liabilities:

Long-termdebt ... ... ... ... ... i $ (g)

Deferred income tax liability .............. .. .. ... . o i 41,218

Minority interest in subsidiaries . ........ ... .. ... . o o oL 4,201

Total noncurrent liabilities . .......... ... ... ... ... ... o oL 205,410
Total liabilities . .. ........... . $350,782
Contributed capital:

Preferred stock, no par value (authorized

1,618 shares; issued |,I15shares) ....... ... .. .. ... . ... ... $ 12,392
Common stock, $1 par value per share
(authorized 60,000 shares; issued 21,842 shares) ................... $ (h)

Additional paid-in capital . .. ...... .. oL (i) ()

Total contributed capital ............ . ... ... .. .. ... $ (k)
Retained earnings . ......... ... ... 390,625
Total contributed capital and retained earnings ........................ $ )
Less: Treasury stock, at cost (1,229 shares) ...................... .. ... 27,038
Total owners’ equity . . ............... ... $  (m)
Total liabilities and owners’ equity . ... ... ... ... ... . $ (n)

Exercise 3-30 Balance Sheet Schedules
In its annual report to stockholders, Hakobe Inc. presents a condensed balance sheet
LO1, LO3 with detailed data provided in supplementary schedules.

1. From the adjusted trial balance of Hakobe, prepare the following sections of the
balance sheet, properly classifying all accounts as to balance sheet categories:

(a) Current assets (e) Current liabilities
(b) Property, plant, and equipment  (f) Noncurrent liabilities
SPREADSHEET (o) Intangible assets (g) Owners’ equity

(d) Total assets (h) Total liabilities and owners’ equity
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2. Compute the current ratio and debt ratio for Hakobe.

Hakobe Inc.
Adjusted Trial Balance
December 31, 2011

Debit Credit
Cash ... $ 43,700
Investment securities (trading) . ....... ... ... i 15,000
Notes receivable—trade debtors ... ......... ... ... ... ... ... ... .. ... ..... 22,000
Accrued interest on notes receivable . .. ... .. o o ool 2,100
Accounts receivable. . ........ . 79,500
Allowance for doubtful accounts. .. ........... ... ... ... ... ... ... .. ...... $ 4,600
INVeNtory ... .. .. 59,300
Prepaid eXpenses . . . ...... ... 8,200
Accounts payable . . ... ... 57,600
Notes payable—trade creditors ............ ... .. ... .. ... ... oo 11,000
Accrued interest on notes payable .. ... . Lo L i o 950
Land ..o 103,000
Buildings . ... ... 192,000
Accumulated depreciation—buildings ... ... ... ..o L oo oL 21,000
Equipment .. ... ... 37,000
Accumulated depreciation—equipment . ......... .. .o oo 5,900
Patents ... ... ... 85,000
Franchises .. ...... ... . . . . 82,110
Bonds payable, 8%—issue | (mature 12/31/13) ... ....... ... ... ........ 65,000
Bonds payable, 12%—issue 2 (mature 12/31/17) ... ... ... . ... ..... ... 125,000
Accrued interest on bonds payable ............ .. ... .. oL 7,500
Premium on bonds payable—issue |............. .. ... ... .. ... ... 2,500
Discount on bonds payable—issue 2 . ......... ... . ... ... o o 12,500
Mortgage payable . . . ... ... ... 72,000
Accrued interest on mortgage payable .. ... ... .. o o ool 4,320
Capital stock, par value $1; 10,000 shares authorized;

5,000 shares issued . ... ......... ... 5,000
Additional paid-in capital ........ ... ... .. 123,700
Retained earnings. . ....... ... ... 251,340
Treasury stock—at cost (500 shares) . ....................... ... ... .... 16,000

$757,410 $757,410
Exercise 3-31 Computation of Financial Ratios
The following data are from the financial statements of Riverton Company.
LO3
CUPFENT ASSELS . . . . o oot et e e e e e e e e e e e e $ 55,000
TOtal @SSELS . . . ... 125,000
Current liabilities . . . . .. ... 25,000
Total liabilities . . . ... .. 95,000
Net iNCome . . ..o 18,000
SaleS L $275,000
Compute Riverton’s current ratio, debt ratio, asset turnover, return on assets, and
return on equity.
Exercise 3-32 Computation of Financial Ratios
Schlofman Company has the following assets.
LO3
Cash ..o $ 20,000
Accounts receivable .. ... ... 60,000
INVENTOry ... 105,000
Property, plant, and equipment . ........ ... 220,000
Total aSSets . . . .. $405,000

Companies in Schlofman’s industry typically have the following asset mix: cash, 7%;
accounts receivable, 15%; inventory, 18%; property, plant, and equipment, 60%.
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Compared to other companies in its industry, Schlofman has too much of one
asset. Which one? Show your computations.

Classification of Subsequent Events

The following events occurred after the end of the company’s fiscal year but before
the annual audit was completed. Classify each event as to its impact on the financial
statements, that is, (1) reported by changing the amounts in the financial statements,
(2) reported in notes to the financial statements, or (3) does not require reporting.
Include support for your classification.

(a) Major customer went bankrupt due to a deteriorating financial condition.

(b) Company sustained extensive hurricane damage to one of its plants.

(c) Company lost a major lawsuit that had been pending for two years.

(d) Increasing U.S. trade deficit may have impact on company’s overseas sales.

(e) Company sold a large block of preferred stock.

() Preparation of current year’s income tax return disclosed that an additional
$25,000 is due on last year’s return.

(g) Company’s controller resigned and was replaced by an audit manager from the
company’s audit firm.

Reporting Financial Information

For each of the following items, indicate whether the item should be reflected in the 2011
financial statements for Tindall Company. If the item should be reflected, indicate whether
it should be reported in the financial statements themselves or by note disclosure.

(a) As of December 31, 2011, the company holds $12.1 million of its own stock
that it purchased in the open market and is holding for possible reissuance.

(b) As of December 31, 2011, the company was in violation of certain loan cov-
enants. The violation does not cause the loans to be callable immediately but
does increase the interest charge by 2.0%.

(¢) The company’s reported Provision for Income Taxes includes $4.2 million in
current taxes and $7.8 million in deferred taxes.

(d) As of December 31, 2011, accounts receivable in the amount of $7.1 million
are estimated to be uncollectible.

(e) The Environmental Protection Agency is investigating the company’s proce-
dures for disposing of toxic waste. Outside consultants have estimated that the
company may be liable for fines of up to $10 million.

(® During 2011, the company had a gain on the sale of manufacturing assets.

(g) During 2011, a long-term insurance agreement was signed. The company paid
five years of insurance premiums in advance.

(h) The company uses straight-line depreciation for all tangible, long-term assets.

() During 2011, the company hired three prominent research chemists away from
its chief competitor.

() Reported long-term debt is composed of senior subordinated bonds payable,
convertible bonds payable, junior subordinated bonds payable, and capital
lease obligations.

(k) Early in 2012, a significant drop in raw material prices caused the company’s
stock price to rise in anticipation of sharply increased profits for the year.

Preparation of Notes to Financial Statements
The following information was used to prepare the financial statements for Delta
Chemical Company. Prepare the necessary notes to accompany the statements.

Delta uses the LIFO inventory method on its financial statements. If the FIFO
method were used, the ending inventory balance would be reduced by $50,000 and
net income for the year would be reduced by $35,000 after taxes. Delta depreciates
its equipment using the straight-line method. Revenue is generally recognized when
inventory is shipped unless it is sold on a consignment basis. The current value of the
equipment is $525,000, as contrasted to its depreciated cost of $375,000.
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Exercise 3-36

LO5

PROBLEMS
Problem 3-37

LO1, LO3

Delta has borrowed $350,000 on a 10-year note at 14% interest. The note is due on
July 1, 2018. Delta’s equipment has been pledged as collateral for the loan. The terms
of the note prohibit additional long-term borrowing without the express permission of
the holder of the note. Delta is planning to request such permission during the next
fiscal year.

The board of directors of Delta is currently discussing a merger with another
chemical company. No public announcement has yet been made, but it is anticipated
that additional shares of stock will be issued as part of the merger. Delta’s balance
sheet will report receivables of $126,000. Included in this figure is a $25,000 advance
to the president of Delta, $30,000 of notes receivable from customers, $10,000 in
advances to sales representatives, and $70,000 of accounts receivable from customers.
The reported balance reflects a deduction for anticipated collection losses.

Book-to-Market Ratio

The following information relates to two companies, designated Company A and
Company B. One of the companies is a traditional steel manufacturer. The other is a
successful Internet retailer. Using the following information, identify which is which,
and explain your answer.

Reported
Stockholders’ Total Market
Equity Value of Equity
Company A ... $15,000 $82,000
Company B ... ... ... ... 15,000 11,000

Computing Balance Sheet Components
Denton Equipment Inc. furnishes you with the following list of accounts.

Accounts Payable ... ... $ 66,000
Accounts Receivable . ... ... ... . 40,000
Accumulated Depreciation .. ... ... .. 44,000
Advances to Salespersons . ... ... ... 10,000
Advertising EXpense . ... ... 72,000
Allowance for Bad Debts . ... ... ... . .. . 10,000
Bonds Payable . ... ... ... 80,000
Cash . . 22,000
Certificates of Deposit .. ... ... .. 16,000
Common Stock (Par) ... ... 100,000
Deferred Income Tax Liability . ......... ... 46,000
EqQUIPMENt . . . 215,500
INVENTOrY « .o 55,000
Investment in Rowe Oil Co. Stock (40% of outstanding stock owned for control purposes) ........... 76,500
Investment in Siebert Co. Stock (trading securities) .. ...... ... ... ... ... . oo il 21,000
Paid-In Capital in Excess of Par .. ... ... 42,500
Premium on Bonds Payable ... ... ... ... ... 6,000
Prepaid Insurance . ........ ... 6,000
Rent RevenuUe . ... ... ... 37,000
Rent Revenue Received in Advance (4 months) ........... ... ... ... ... ... .. 12,000
Retained Earnings .. ... ... . 97,500
Taxes Payable . ... ... 10,000
T00IS 52,000
Instructions:

1. From the preceding list of accounts, determine working capital, total assets, total
liabilities, and owners’ equity per share of stock (75,000 shares outstanding).

2. Assume net income of $20,000. Compute current ratio, debt ratio, and return
on equity.
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Classified Balance Sheet
Following is a list of account titles and balances for Pennington Investment Corporation
as of January 31, 2011.

Accounts Payable . ... ... .. $ 92,400
Accounts Receivable . . ... ... . 158,200
Accumulated Depreciation—Buildings . . ... ... .. 139,500
Accumulated Depreciation—Machinery and Equipment. . ... ... ... ... ... ... oo o oL 116,300
Additional Paid-In Capital—Common Stock . ........ ... ... ... . i 605,000
Allowance for Doubtful Notes and Accounts Receivable .. ... ... ... ... ... .. ... ... ... ... .. 24,700
Buildings . . . ..o 320,000
Cash Fund for Stock Redemption ...... ... . ... . . . . . . . 17,500
Cashiin Banks ... ... 8,320
Cash on Hand . ... .. . 96,250
Claim for Income Tax Refund . . ... ... . . . . 4,000
Common Stock, $1 par. .. ... 55,000
Employees’ Income Taxes Payable .. .......... .. ... ... ... . . . . . 4,360
Income Taxes Payable . . ... ... . ... . . . 18,000
Interest Payable . . ... ... 5,790
Interest Receivable . .. .. ... ... . . 2,700
INVENTOrY ... 201,500
Investment Securities (trading) . . .. ... ... 83,750
Investments in Undeveloped Properties ............. .. ... .. .. . . .. ... oo 193,500
Land .. 213,000
Machinery and EQUIPMENt . ... ... ... 165,500
Miscellaneous Supplies Inventory .. ... ... 4,200
Notes Payable (current) .. ... ... ... 68,320
Notes Payable (due in 2016) ... ... ... . 63,800
Notes Receivable (current) . ........... ... ... ... 32,960
Preferred Stock, $5 par ... ... . 285,000
Prepaid Insurance . ... ... ... 3,900
Retained Earnings ... ... ... . 11,410
Salaries and Wages Payable .. ...... ... .. .. ... 15,700
Instructions:

1. Prepare a properly classified balance sheet.
2. Assume net income of $300,000 and sales of $7,000,000. Compute the current
ratio, debt ratio, and asset turnover.

Classified Balance Sheet—Including Notes
Adjusted account balances and supplemental information for Brockbank Research
Corp. as of December 31, 2011, are as follows:

Accounts Payable . ...... ... $ 32,160
Accounts Receivable—Trade . ... ... .. .. 57,731
Accumulated Depreciation—Leasehold Improvements and Equipment ................ ... ... ... ... 579,472
Additional Paid-In Capital . ...... ... ... . .. . 265,000
Allowance for Bad Debts . .. ... ... 1,731
Automotive EQUIPMENt . . ... ... 132,800
Cash . . 25,600
Cash Fund for Bond Retirement .. .......... ... 3,600
Common StOCK . . ... 35,000
Deferred Income Tax Liability ....... ... . 45,000
Dividends Payable . ... ... ... 37,500
Franchises .. ... ... . 12,150
Furniture, Fixtures, and Store Equipment . ......... ... ... .. .. L 769,000
Insurance Claims Receivable ... ... ... . . . . . . 120,000
INVENTOIIES . . . oo 201,620
Investment in Unconsolidated Subsidiary . . ....... ... ... . o 80,000
Land . o 6,000
Leasehold Improvements .. ... ... ... . 65,800
7 %2%—12% Mortgage Notes Payable ... ... ... ... ... .. .. . . 200,000
Notes Payable—Banks (due in 2012) . . .. ... .. 12,000
Notes Payable—Trade .. ... ... ... . . 63,540
Patent LICeNSES . . . . ... 57,402
Prepaid Insurance . ... ... ... 5,500
Profit Sharing, Payroll, and Vacation Payable . . ... .. ... ... . ... .. . . i 40,000

Retained Earnings ... ... ... .. 225,800
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Supplemental information is as follows:

(a) Depreciation is provided by the straight-line method over the estimated useful
lives of the assets.

(b) Common stock is $1 par, and 35,000 of the 100,000 authorized shares were
issued and are outstanding.

(c) The cost of an exclusive franchise to import a foreign company’s ball bearings
and a related patent license are being amortized on the straight-line method
over their remaining lives: franchise, 10 years; patents, 15 years.

(d) Inventories are stated at the lower of cost or market; cost was determined by
the specific identification method.

(e) Insurance claims based on the opinion of an independent insurance adjustor
are for property damages at the central warehouse. These claims are estimated
to be two-thirds collectible in the following year and one-third collectible
thereafter.

() The company leases all of its buildings from various lessors. Estimated fixed-
lease obligations are $50,000 per year for the next 10 years. The leases do not
meet the criteria for capitalization.

(g) The company is currently in litigation over a claimed overpayment of income
tax of $13,000. In the opinion of counsel, the claim is valid. The company is
contingently liable on guaranteed notes worth $12,000.

Instructions: Prepare a properly classified balance sheet. Include all notes and par-
enthetical notations necessary to properly disclose the essential financial data.

Problem 3-40 Classification of Liabilities
The accountant for Sierra Corp. prepared the following schedule of liabilities as of
LO1, LO4 December 31, 2011.
Accounts payable ... ... $ 65,000
Notes payable—trade . . .. ... ... ... 19,000
Notes payable—bank ...... ... . . . . . . . 80,000
Wages and salaries payable .. ... .. ... 1,500
Interest payable . . ... ... 14,300
Mortgage note payable—10% . ....... ... . . . . .. .. 60,000
Mortgage note payable—12% . ... ... .. 150,000
Bonds payable .. ... ... 200,000
Total $589,800

The following additional information pertains to these liabilities.

(a) All trade notes payable are due within six months of the balance sheet date.
(b) Bank notes payable include two separate notes payable to First Interstate Bank.

1. A $30,000, 8% note issued March 1, 2009, payable on demand. Interest is
payable every six months.

2. A 1-year, $50,000, 11%:% note issued January 2, 2011. On December 30, 2011,
Sierra negotiated a written agreement with First Interstate Bank to replace
the note with a 2-year, $50,000, 10% note to be issued January 2, 2012.

() The 10% mortgage note was issued October 1, 2008, with a term of 10 years.
Terms of the note give the holder the right to demand immediate payment if
the company fails to make a monthly interest payment within 10 days of the
date the payment is due. As of December 31, 2011, Sierra is three months
behind in paying its required interest payment.

(d) The 12% mortgage note was issued May 1, 2005, with a term of 20 years. The
current principal amount due is $150,000. Principal and interest are payable
annually on April 30. A payment of $22,000 is due April 30, 2012. The pay-
ment includes interest of $18,000.

(e) The bonds payable are 10-year, 8% bonds, issued June 30, 2002.
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Instructions: Prepare the Liabilities section of the December 31, 2011, classified
balance sheet for Sierra Corp. Include notes as appropriate. Assume the interest
payable accrual has been computed correctly.

Problem 3-41 Corrected Balance Sheet
The following balance sheet was prepared by the accountant for Midway Company.
LO1, LO2
Midway Company
Balance Sheet
June 30, 2011
Assets
Cash $ 44,500
Investment securities—Trading (includes long-term investment of $275,000 in stock
of Bahen Builders) .. ... ... 328,700
Inventories (net of amount still due suppliers of $50,000) ............... ... ... ... ... ... ..., 585,100
Prepaid expenses (includes a deposit of $25,000 made on inventories to be delivered
N 18 MONThS) . . .o 66,000
Property, plant, and equipment (excluding $60,000 of equipment still in use,
but fully depreciated) . . ... ... .. 270,000
Goodwill (based on estimate by the president of Midway Company) .......... ... ... ... ......... 85,000
Total @SOS . . ..ot $1,379,300
Liabilities and Owners’ Equity
Notes payable ($95,000 due in 2013) .. ... ... $ 150,000
Accounts payable (not including amount due to suppliers of inventory—see above) ................. 190,000
Long-term liability under pension plan . ...... .. ... . . o 49,000
Retained earnings restricted for building expansion . ....... ... . ... .. L i 112,000
Accumulated depreciation . .. ... ... 90,000
Taxes payable . . . ... 37,000
Bonds payable (net of discount of $25,000) . .. ... ... ... 300,000
Deferred income tax liability . ... ... ... 71,000
Common stock (15,000 shares, $1 par) ........ .. 15,000
Additional paid-in capital ... ... .. ... 227,200
Unrestricted retained @arnings ... .............. . 138,100
Total liabilities and owners’ equity ... ......... ... $1,379,300
Instructions: Prepare a corrected classified balance sheet using appropriate account titles.
Problem 3-42 Classified Balance Sheet
The financial position of St. Charles Ranch is summarized in the following letter to
LO1 the corporation’s accountant.

Dear Dallas:

The following information should be of value to you in preparing the bal-
ance sheet for St. Charles Ranch as of December 31, 2011. The balance of cash
as of December 31 as reported on the bank statement was $43,825. There
were still outstanding checks of $9,320 that had not cleared the bank, and
cash on hand of $10,640 was not deposited until January 4, 2012.

Customers owed the company $40,500 at December 31. We estimated 6% of this
amount will never be collected. We owe suppliers $37,000 for poultry feed purchased
in November and December. About 75% of this feed was used before December 31.

Because we think the price of grain will rise in 2012, we are holding 10,000
bushels of wheat and 5,000 bushels of oats until spring. The market value at
December 31 was $3.50 per bushel of wheat and $1.50 per bushel of oats. We
estimate that both prices will increase 15% by selling time. We are not able to
estimate the cost of raising this product.

St. Charles Ranch owns 1,850 acres of land. Two separate purchases of land
were made as follows: 1,250 acres at $200 per acre in 1991 and 600 acres at
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$400 per acre in 1996. Similar land is currently selling for $800 per acre. The
balance of the mortgage on the two parcels of land is $250,000 at December
31; 10% of this mortgage must be paid in 2012.

Our farm buildings and equipment cost us $176,400 and on the average are
40% depreciated. If we were to replace these buildings and equipment at today’s
prices, we believe we would be conservative in estimating a cost of $300,000.

We have not paid property taxes of $5,500 for 2012 billed to us in late
November. Our estimated income tax for 2011 is $18,500. A refund claim for
$2,800 has been filed relative to the 2009 income tax return. The claim arose
because of an error made on the 2009 return.

The operator of the ranch will receive a bonus of $9,000 for 2011 operations.
It will be paid when the entire grain crop has been sold.

As you may recall, we issued 14,000 shares of $1 par stock upon incorporation.
The ranch received $290,000 as net proceeds from the stock issue. Dividends of
$30,000 were declared last month and will be paid on February 1, 2012.

The new year appears to hold great promise. Thanks for your help in prepar-
ing this statement.

Sincerely,

Frank K. Santiago
President, St. Charles Ranch

Instructions: Based on this information, prepare a properly classified balance sheet
as of December 31, 2011.

Problem 3-43 Corrected Balance Sheet
The bookkeeper for Chordwise Music, Inc., reports the following balance sheet
LO1 amounts as of June 30, 2011.
CUPFENT ASSELS . . . . o oot e e e e e e e e e e e e e e $295,300
Other @SSELS . . .. oo\ttt 630,600
Current liabilities . . . . .. ... 167,420
Other liabilities . . ... ... .. 200,000
OWNEIS' EQUILY .« « ..ottt ettt 558,480
SPREADSHEET

A review of account balances reveals the following data.

(a) An analysis of current assets discloses the following:

Cash . o $ 59,500
Investment securities—trading . . .. ... ... 40,000
Accounts receivable ....... ... 68,300
Inventories, including advertising supplies of $3,500 .. ................ ... .. oo ool 127,500

$295,300

(b) Other assets include the following:

Property, plant, and equipment:

Depreciated book value (cost, $775,000) ... ... ... $554,500
Deposit with a supplier for merchandise ordered for August delivery ............................. 10,700
Goodwill recorded on the books to cancel losses incurred by the company in prior years ............ 65,400

$630,600

(c) Current liabilities include the following:

Payroll payable . ... ... .. ... .. $ 12,550
Taxes payable . ............. .. 8,870
Rent payable . ... ... .. ... . 7,700
Accounts payable

Total owed to suppliers onaccount . .................... i $111,300

Less: 6-month note received from a supplier who purchased

some used equipment on June 29,2011 ... .. ... ... ... . o oL 5,000 106,300

Notes payable . ... ... ... . .. .. 32,000

$167,420
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(d) Other liabilities include the following:

10% mortgage on property, plant, and equipment, payable in semiannual
installments of $20,000 through June 30,2016 ..... ... . ... ... ... . ... ... . i, $200,000

(e) Owners’ equity includes the following:

Preferred stock: 15,000 shares outstanding ($20 par value) .......... ... ... ... ... .. ... .. $300,000
Common stock: 175,000 shares at $1 stated value ........ ... ... .. .. .. . ... .. ... ... 175,000
Additional paid-in capital . ........... . 83,480

$558,480

(f) Common shares were originally issued for $495,000, but the losses of the com-
pany for the past years were charged against additional paid-in capital.

Instructions: Using the account balances and related data, prepare a corrected balance

sheet showing individual asset, liability, and owners’ equity balances properly classified.

Corrected Balance Sheet
The following balance sheet is submitted to you for inspection and review.

Appalachian Freight Company
Balance Sheet
December 31, 2011

Assets
Cash . . $ 45,050
Accounts receivable . .. .. 112,500
INVENTONIES . . . . oo 204,000
Prepaid insurance . ... ... .. 8,800
Property, plant, and equipment . ....... ... 376,800
Total aSSets . . . ... $747,150

Miscellaneous liabilities . . .. .. .. ... .. .. $ 3,600
Loan payable .. ... ... 76,200
Accounts payable ... ... 75,250
Capital StOCK . .. ... 134,000
Paid-in capital ... ... 458,100

Total liabilities and owners’ equity . .. ... ... .. $747,150

In the course of the review, you find the following data:

(a) The possibility of uncollectible accounts on accounts receivable has not been
considered. It is estimated that uncollectible accounts will total $4,800.

(b) The amount of $45,000 representing the cost of a large-scale newspaper adver-
tising campaign completed in 2011 has been added to the inventories because
it is believed that this campaign will benefit sales of 2012. It is also found that
inventories include merchandise of $16,250 received on December 31 that has
not yet been recorded as a purchase.

(¢) The books show that property, plant, and equipment have a cost of $556,800
with depreciation of $180,000 recognized in prior years. However, these bal-
ances include fully depreciated equipment of $85,000 that has been scrapped
and is no longer on hand.

(d) Miscellaneous liabilities of $3,600 represent salaries payable of $9,500, less
noncurrent advances of $5,900 made to company officials.

(e) Loan payable represents a loan from the bank that is payable in regular quar-
terly installments of $6,250.

(f) Tax liabilities not shown are estimated at $18,250.

(g) Deferred income tax liability arising from temporary differences totals $44,550.
This liability was not included in the balance sheet.
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LO1

Foundations of Financial Accounting

(h)
®

Capital stock consists of 6,250 shares of preferred 6% stock, par $20, and 9,000
shares of common stock, stated value $1.

Capital stock had been issued for a total consideration of $283,600; the amount
received in excess of the par and stated values of the stock has been reported
as paid-in capital. Net income and dividends were recorded in Paid-In Capital.

Instructions: Prepare a corrected balance sheet with accounts properly classified.

Corrected Balance Sheet
The accountant for Delicious Bakery prepares the following condensed balance sheet.

Delicious Bakery
Condensed Balance Sheet
December 31, 2011

CUIMTENT ASSEES . . . o o oottt et e e e e e e e e e e e $53,415
Less: Current liabilities . . . . ... ... . 29,000
Working capital . . ... ... $24,415
Add: Other assets . . ... ...t 75,120

$99,535
Less: Other liabilities . ... ... ... . 3,600
Investment in bBUSINESS . . . . ... ... $95,935

A review of the account balances disclosed the following data.

(@

()

©
(G))

(©]

An analysis of the current asset grouping revealed the following:

Cash . .o $10,600
Accounts receivable (fully collectible) ....... ... ... ... 12,500
Notes receivable (notes of customer who has been declared bankrupt and

is unable to pay anything on the obligations)............ ... .. ... .. ... ... o o oL 1,000
Investment securities—trading, at cost (market value $2,575)......... ... ... ... .. o L 4,250
INVENTOIY .« . . 20,965
Cash surrender value of insurance on officers’ lives .. ......... ... ... .. .. .. .. .. ... ........ 4,100

Total CUFFENT ASSELS . . .. .ottt et e e e e $53,415

The inventory account was found to include supplies costing $425, a delivery truck
acquired at the end of 2011 at a cost of $2,100, and fixtures at a depreciated value
of $10,400. The fixtures had been acquired in 2005 at a cost of $12,500.

The total for other assets was determined as follows.

Land and buildings at cost of acquisition, July 1, 2009 ...... ... ... ... ... ... . . ... .. $92,000
Less balance due on mortgage, $16,000, and accrued interest on mortgage, $880

(mortgage is payable in annual installments of $4,000 on July | of each year

together with interest for the year at that timeat 11%) ......... .. ... ... .. ......... ... 16,880

Total other assets . . .. .. .. ... $75,120

It was estimated that the land at the time of the purchase was worth $30,000.
Buildings as of December 31, 2011, were estimated to have a remaining life of
17Y%2 years.

Current liabilities represented balances that were payable to trade creditors.
Other liabilities consisted of withholding, payroll, real estate, and other

taxes payable to the federal, state, and local governments. However, no recog-
nition was given the accrued salaries, utilities, and other miscellaneous items
totaling $350.

The company was originally organized in 2004 when 5,000 shares of no-par
stock with a stated value of $5 per share were issued in exchange for business
assets that were recognized on the books at their fair market value of $55,000.

Instructions: Prepare a corrected balance sheet with the items properly classified.
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Problem 3-46 Classified Balance Sheet
Blake Matthews incorporated his paper manufacturing operations on January 1, 2011,
LO1 by issuing 5,000 shares of $1 par common stock to himself. The following balance

sheet for the new corporation was prepared.

Looseleaf Corporation
Balance Sheet
January 1, 2011

Cash . . $ 15,000
Accounts receivable .. ... ... 55,000
INVENTOIY . . . 105,000
Equipment ... 110,000

Total . $285,000
Accounts payable—suppliers ... ... ... ... $ 85,000
Capital stock, $1 par. ... ... 5,000
Additional paid-in capital . ...... ... 195,000

Total . $285,000

During 2011, Looseleaf Corporation engaged in the following transactions.

(a) Looseleaf Corporation produced paper costing $395,000. Paper costs consisted of
the following: $307,000, raw materials purchased; $48,000, labor; and $40,000,
overhead. Looseleaf Corporation paid the $85,000 owed to suppliers as of
January 1 and $210,000 of the $307,000 of raw materials purchased during the
year. All labor, except for $6,000, and recorded overhead were paid in cash dur-
ing the year. Other operating expenses of $8,500 were incurred and paid in 2011.

(b) Paper costing $320,000 was sold during 2011 for $390,000. All sales were made
on credit, and collections on receivables were $350,000.

(¢) Looseleaf Corporation purchased machinery (fair market value = $245,000) by
trading in old equipment costing $140,000 and paying $105,000 in cash. There
is no accumulated depreciation on the old equipment as it was revalued when
the new corporation was formed.

(d) Looseleaf Corporation issued an additional 15,000 shares of common stock for
$10 per share and declared a dividend of $1.75 per share to all stockholders of
record as of December 31, 2011, payable on January 15, 2012.

(e) Depreciation expense for 2011 was $45,000. The allowance for bad debts after
year-end adjustments is $4,000.

Instructions: Prepare a properly classified balance sheet for Looseleaf Corporation as
of December 31, 2011.

Problem 3-47 Sample CPA Exam Questions
1. Which of the following is the true purpose of information presented in notes
LO4 to the financial statements?

(a) To provide disclosures required by generally accepted accounting principles.

(b) To correct improper presentation in the financial statements.

(0) To provide recognition of amounts not included in the totals of the financial
statements.

(d) To present management’s responses to auditor comments.

2. Which of the following information should be included in Melay, Inc.’s 2011
summary of significant accounting policies?

(a) Property, plant, and equipment is recorded at cost with depreciation com-
puted principally by the straight-line method.

(b) During 2011, the Delay Segment was sold.

(¢) Business segment 2011 sales are Alay $1M, Belay $2M, and Celay $3M.

(d) Future common share dividends are expected to approximate 60% of earnings.
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CASES

Discussion The Ten Largest Companies in the United States

Case 3-48 Forbes annually provides a list of the most valuable companies in the world. The top
10 most valuable companies in the United States, from the 2007 Forbes 2000, follow.
(In billions of U.S. dollars)

Market Total Net
Company Name Industry Value Assets Income
ExxonMobil Oil & gas operations $410.65 $ 223.95 $39.50
General Electric Conglomerates 358.98 697.24 20.83
Microsoft Software & services 275.85 66.37 11.91
Citigroup Banking 247.42 1,884.32 21.54
AT&T Telecommunications services 229.78 270.63 7.36
Bank of America Banking 226.61 1,459.74 21.13
Wal-Mart Retailing 201.36 I151.19 11.29
Procter & Gamble Household & personal products 200.34 137.30 9.67
Johnson & Johnson Drugs & biotechnology 182.12 70.56 11.05
Pfizer Drugs & biotechnology 179.97 108.59 19.34
As an analyst for a securities broker, you are asked the following questions con-

cerning some of the figures.

1. Microsoft has total assets of $66 billion but a stock market value of $276 bil-
lion. How can a company be worth more than its total assets?

2. Compute for each company the ratio of total assets to total market value. What
factors must the market be considering in valuing these companies that are not
captured on the companies’ balance sheets?

3. The price-earnings ratio, often called the P/E ratio, is defined as market price
per share divided by earnings per share. Alternatively, the P/E ratio can be
computed as total market value divided by net income. Compute the P/E ratios
for the preceding companies. What factors do you think influence P/E ratios?

Discussion Which Company Is Which?
Case 3-49 Following are summaries of the balance sheets of five companies. The amounts are

all stated as a percentage of total assets. The five companies are

* BankAmerica, a large bank

e Kelly Services, a firm that provides temporary employees
* Yahoo!, an Internet company

e McDonald’s, a fast-food company

e Consolidated Edison, a utility serving New York City

A B C D E
Receivables ......... .. ... ... .. . ... 59.1 4.0 4.0 62.9 3.1
Inventories. ......... .. ... .. i 0.0 1.9 0.0 0.0 0.4
Other currentassets . ...................... 20.6 1.8 71.1 23.8 3.2
Land, buildings, and equipment................ 1.7 79.3 2.4 1.5 8l.1
Other long-termassets. . .................... 8.6 13.1 224 11.8 12.3
Short-term payables ..................... ... 42.1 6.6 12.9 26.8 85
Other current liabilities ..................... 0.0 1.3 0.0 57.8 4.1
Long-term liabilities . . .................... ... 0.0 48.4 0.9 8.0 395
Equity . ... 57.9 43.6 86.2 74 47.8

Match each balance sheet summary (A-E) with the appropriate company. Justify your
choices.
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We’ve Got You Now!
The Piedmont Computer Company has brought legal action against ATC Corporation
for alleged monopolistic practices in the development of software. The claim has
been pending for two years, with both sides accumulating evidence to support their
positions. The case is now ready for trial. ATC Corporation has offered to settle out
of court for $500,000, but Piedmont is asking for $5,000,000.

If financial statements must be issued prior to the court action, how should ATC
reflect this contingent claim?

How Can We Live with Debt Covenant Requirements?
Bohr Company has a credit agreement with a syndicate of banks. In order to impose
some limitations on Bohr’s financial riskiness, the credit agreement requires Bohr to
maintain a current ratio of at least 1.4 and a debt ratio of 0.55 or less.

The following summary data reflect a projection of Bohr’s balance sheet for the
coming year-end.

CUMTENE ASSEES . .« o o vt ettt e e e e e e e e e $1,200,000
LONG-term @SSELS . . . .. ..ot 1,800,000
Current liabilities . . ... .. .. 900,000
Long-term liabilities . . . ... ... 800,000
EqQUItY . . . o 1,300,000

The following information has also been prepared.

(a) If Bohr were to use FIFO instead of LIFO for inventory valuation, ending
inventory would increase by $50,000.

(b) The amounts listed for long-term assets and liabilities include the anticipated
purchase (and associated mortgage payable) of a building costing $100,000, or
Bohr can lease the building instead. The lease would qualify for treatment as an
operating lease.

(o) Projected amounts include a planned declaration of cash dividends totaling
$40,000 to be paid next year. Bohr has consistently paid dividends of equiva-
lent amounts.

As a consultant to Bohr, you are asked to respond to the following two questions.

1. What steps can Bohr take to avoid violating the current ratio constraint?

2. What steps can Bohr take to avoid violating the debt ratio constraint? Of the
steps that you propose, which ones do you think the banks had in mind when
they imposed the loan covenants? If you had assisted the banks in drawing
up the loan covenants, how would you have written them differently to avoid
unintended consequences?

Are Current Values Necessary for Valuing Investment Assets?
First Federal Finance Co. has a large investment securities portfolio. In the “old days,”
First Federal was allowed to value these securities at the lower of cost or market.
Statement of Financial Accounting Standards No. 115 now requires current market
valuation on the balance sheet for most securities. As a banker, you do not consider
current value reporting to be necessary. Indeed, you feel it unfairly harms your reported
performance.

As a banker, why would current value accounting be threatening to you? How
would you respond to these concerns if you were a member of the FASB?

What Should We Tell the Stockholders?

Technology Unlimited, Inc., uses a fiscal year ending June 30. The auditors completed
their review of the 2011 financial statements on September 8, 2011. They discovered
the following subsequent events between June 30 and September 8.

(a) Technology split its common stock 2 for 1 on August 15. Prior to the split,
Technology had outstanding 100,000 shares of $1 par common stock.
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(b) A major customer, Diatride Company, declared bankruptcy on August 1.
The customer owed Technology $75,000 on June 30. No payment had been
received as of September 8. It is estimated that creditors will receive only 15%
of outstanding claims.

() Technology completed negotiations to purchase Liston Development Labs on
July 18. The purchase price was $525,000 cash and a 4-year, $250,000, 10% note.

(d A $750,000 lawsuit against Technology was filed on August 15. It is too early
to measure the loss potential.

(e) A general decline in stock market values for technology stocks occurred dur-
ing the first week of September. Technology Unlimited’s market value per
share dropped from $42.50 to $28.00 in this week.

The auditors have requested that you prepare the subsequent event note that
should accompany the financial statements for the year ending June 30, 2011. Only
those events that require disclosure should be included in your note. Justify the exclu-
sion of any events from your note.

Discussion What Does this British Balance Sheet Mean?

Case 3-54 Jonathan Atwood, a student from England, shows you the following balance sheet
from his father’s British company. Jonathan knows that you are studying accounting
and asks you to look at the statement. You immediately recognize some differences
between this statement and the ones you have been studying in your textbook.

Group Company
31 December 31 December
2011 2010 2011 2010
NOTES fm fm fm fm
Fixed Assets
Intangibles. . .. ... . ... .. L L i 13 304.0 307.4 — —
Tangible assets . .................. .. ... ..., 14 978.8 822.5 16.8 16.2
Investments . ............... ... 15 16.7 25.2 938.9 679.3
1,299.5 I,155.1 955.7 695.5
Current Assets
Stock ... 16 3282 334.8 — —
Debtors ....... ... ... ... o il 17 554.1 548.2 1134 210.8
Investments—short-term loans and deposits . . . .. 118.0 333 5.1 23.5
Cash at bankandinhand..................... 62.6 57.4 — —
1,062.9 973.7 118.5 2343
Creditors: amounts falling due within one year
Borrowings. .......... ... oo 18 (136.3) (133.7) (175.0) (74.6)
Other ... .. ... . . 19 (825.9) (809.2) (98.4) (234.7)
Net current assets (liabilities) ................. 100.7 30.8 (154.9) (75.0)
Total assets less current liabilities . . ............ 1,400.2 1,185.9 800.8 620.5
Other Liabilities
Creditors: amounts falling due after more than one year
Borrowings. .......... ool 18 (407.9) (381.4) (54.2) (80.4)
Other ... .. ... . . 19 (12.0) (8.5) (26.4) (42.1)
Provisions for liabilities and charges ............ 20 (96.4) (1'15.5) 0.5 1.2
(516.3) (505.4) (80.1) (121.3)
883.9 680.5 720.7 499.2
Capital and Reserves
Called-up share capital . . ..................... 21 174.7 173.6 174.7 173.6
Share premium account . ..................... 22 381.6 217.4 381.6 2174
Revaluation reserve .. ......... .. ... .. ... .... 22 95.8 36.7 24 1.1
Profit and loss account ................ ... ... 22 115.8 167.6 162.0 107.1
767.9 595.3 720.7 499.2
Minority interests. . . ......... .. .. oL 116.0 85.2 — —

883.9 680.5 720.7 499.2
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1. Identify the differences that exist between this British statement and those pre-
pared using the standards and conventions of the United States.

2. Evaluate the differences, identifying strengths and weaknesses of each nation’s
approach.

Why Is Our Book-to-Market Ratio So High?

Aiga Company is a leading manufacturer of household plumbing materials. Aiga does
not make the high-profile faucets and fixtures; instead, it makes the pipes and other
connections that are usually out of sight under kitchen and bathroom sinks. You
are Aiga Company’s chief financial officer. You are scheduled to meet with an irate
group of stockholders. These stockholders read a recent business press article that
explained that the average book-to-market ratio for the 10 most valuable companies
in the United States is below 0.10. The article then claimed that companies with book-
to-market ratios above 0.50 are probably run by mediocre managers who are unable
to inspire market confidence in their companies. Aiga has a book-to-market ratio of
0.65. What will you say to the irate stockholders?

Deciphering Financial Statements (The Walt Disney Company)
Locate the 2007 financial statements for The Walt Disney Company on the Internet.

1. Compute a current ratio for Disney as of September 29, 2007. How does this
current ratio compare with the prior year’s current ratio?

2. Compute Disney’s asset turnover for 2007. Was the company more or less effi-

cient in 2007 compared to 2006?

What method of inventory valuation does Disney use?

What method of depreciation does Disney use?

5. What material commitments and contingencies does Disney report in the notes
to its 2007 financial statements?

6. What percentage of Disney’s 2007 operating income was generated in the
“United States and Canada” geographic segment?

NS

Deciphering Financial Statements (Boston Celtics)

With all due respect to Michael Jordan and the Chicago Bulls, the Boston Celtics are
the most successful team in professional basketball history. Teams led by Bill Russell,
Dave Cowens, John Havlicek, and Larry Bird have won a total of 17 NBA champi-
onships. The Celtics are also an unusual professional sports team because owner-
ship shares in the Celtics were at one time publicly traded (on the New York Stock
Exchange as “Boston Celtics Limited Partnership”). As such, the Celtics were required
to file financial statements with the SEC each quarter. The June 30, 2001, balance
sheet of “Celtics Basketball Holdings” follows.

Boston Celtics Limited Partnership
and Subsidiaries
Consolidated Balance Sheets

June 30, June 30,
2001 2000

ASSETS
CURRENT ASSETS

Cash and cash equivalents ...... ... ... .. ... . ... ... $12,572,324 $14,941,632

Accounts receivable . ....... ... ... 3,250,212 5,799,898

Prepaid expenses and other currentassets . .............................. 601,184 636,551
TOTAL CURRENT ASSETS . . ..o e 16,423,720 21,378,081
PROPERTY AND EQUIPMENT, net . . ...t 1,200,556 1,144,785
NATIONAL BASKETBALL ASSOCIATION FRANCHISE, net of

amortization of $2,776,318 in 2001 and $2,622,078 in 2000 ................. 3,393,263 3,547,503
INVESTMENT IN NBA MEDIA VENTURES, LLC .......... ... ............. 5,018,420 4,263,420
OTHER ASSETS . . o 125,060 776,815

$26,161,019 $31,110,604
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June 30, June 30,

2001 2000

LIABILITIES AND PARTNERS’ CAPITAL (DEFICIT)
CURRENT LIABILITIES

Accounts payable and accrued expenses . ... ... oo $23,506,664 $24,478,303

Deferred game revenues ............ ... .. il 6,498,726 9,204,607

Deferred compensation—current portion ...................... ... . ..... 1,226,316 1,278,410
TOTAL CURRENT LIABILITIES ... ... s 31,231,706 34,961,320
NOTES PAYABLE TO BANK . ... .. 50,000,000 50,000,000
DEFERRED COMPENSATION—noncurrent portion ........................ 5,182,821 6,369,646
OTHER NONCURRENT LIABILITIES . ... ... ... ... .. 708,000
PARTNERS’ CAPITAL (DEFICIT)

Celtics Basketball Holdings, LP—General Partner ......................... 1,015 1,008

Celtics Pride GP—Limited Partner . ........ ... ... ... ... ... ... ... (29,111,174) (29,437,209)

Castle Creek Partners, LP—Limited Partner ......... ... ... ... ......... (31,144,430) (31,493,235)

(60,254,589) (60,929,436)

Celtics Basketball, LP—General Partner ................................. 1,081 1,074

TOTAL PARTNERS’ CAPITAL (DEFICIT) ... ... ... ... .. (60,253,508) (60,928,362)

$26,161,019 $31,110,604

1. From June 2000 to June 2001, the Celtics’ total assets decreased by approxi-
mately $5 million. What assets accounted for most of the decrease? Of course,
total liabilities and equity also decreased by $5 million; what liability or equity
items accounted for most of the decrease?

2. As of June 30, 2001, the Celtics have their NBA franchise recorded, net of
amortization, at approximately $3.393 million. What original value was recorded
for the NBA franchise? Over how many years is the NBA franchise being
amortized? In what year was the NBA franchise originally recorded?

3. Partners’ capital as of June 30, 2001, is about negative $60.3 million. How can
partners’ capital become negative?

4. The Celtics reported a liability for deferred compensation totaling
$6,409,137 ($1,226,316 + $5,182,821). However, the notes to the financial state-
ments revealed the following: “Celtics Basketball has employment agreements
with officers, coaches, and players of the Boston Celtics basketball team. Certain
of the contracts provide for guaranteed payments which must be paid even if the
employee is injured or terminated.” The Celtics then disclose that the total amount
of these guaranteed payments is $254.585 million. Explain the vast difference
between the $6.4 million deferred compensation liability reported in the balance
sheet and the $254.585 million compensation obligation disclosed in the notes.

Case 3-58 Deciphering Financial Statements (Safeway, Albertson’s, and A&P)
Safeway operates 1,761 supermarkets in the United States and Canada. In the United States,
Safeway is located principally in the Western, Southwestern, Rocky Mountain, Midwestern,
and Mid-Atlantic regions. Albertson’s operates 2,471 stores in 37 Northeastern, Western,
Midwestern, and Southern states. The Great Atlantic & Pacific Tea Company (A&P)
operates 4006 stores in the Northeast and in Canada. Selected financial statement informa-
tion for 2006 for these three companies follows (in millions of U.S. dollars).

Safeway Albertson’s A&P
Inventory ... $ 2,643 $ 3,036 $ 405
Total current assets ........................... 3,568 4,355 1,210
Property, plant, and equipment .................. 9,773 9,903 898
Totalassets . .............. ... 16,274 17,871 2,499
Total current liabilities . ........................ 4,601 3,880 610
Total liabilities ... ............................. 10,607 12,164 1,827
Sales .. ... 40,185 40,358 8,740
Costofgoodssold ............... .. .. ... ... 28,604 29,038 6,235

Netincome . ......... ... ... .. . 871 446 393
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1. For each of the three companies, compute the following ratios:

(a) Current ratio (c) Asset turnover
(b) Debt ratio (d) Return on equity

2. Which company uses its inventory most efficiently? Which company uses its
property, plant, and equipment most efficiently?

3. What dangers might there be in making ratio comparisons without viewing the
financial statement notes for the individual companies?

Case 3-59 Deciphering Financial Statements (Diageo)
Diageo is a United Kingdom (UK) consumer products firm, best known in the United
States for the following brand names: Smirnoff, Johnnie Walker, J&B, Gordon’s, Seagram’s,
and Guinness. Diageo’s 2007 consolidated balance sheet follows.

Diageo
Consolidated Balance Sheet
30 June 2007
(In millions of pounds)

Non-current assets

Intangible assets. . ... ... ... 4,383
Property, plant and equipment . .. ... 1,932
Biological assets. ......... ... ... ... 12
INVEStMENLS N @SSOCIALES . . . .. .o\ttt it 1,436
Other INVESTMENTS . . .. ..o e e e 128
Other receivables . .. ... ... .. . 17
Other financial @assets . .. .......... ... 52
Deferred tax assets . . . ... ...t 771
Post employment benefit assets . ........... ... ... .. i il 38

8,769
Current assets

INVENTONIES . . . . o 2,465
Trade and other receivables. . . ....... ... ... ... .. ... ... 1,759
Other financial assets . ............ ... ... 78
Cash and cash equivalents ....... ... ... .. .. . ... ... 885
5,187
Total assets 13,956
Current liabilities
Borrowings and bank overdrafts ........... ... . L (1,535)
Other financial liabilities .............. .. ... .. ... ... ... .. (43)
Trade and other payables . .. ... ... ... . . . . (1,888)
Corporate tax payable . ......... .. (673)
Provisions .. ... ... (60)
(4,199)
Non-current liabilities -
Borrowings .. ... (4,132)
Other financial liabilities ... ... ... . .. . . . (104)
Other payables ... ... ... (38)
Provisions .. ... ... (274)
Deferred tax liabilities. .. ... ... ... .. . . (582)
Post employment benefit liabilities . . .. ... ... ... (457)
(5,587)
Total liabilities . . .. ... .. . .. (9,786)
Netassets .. ... ... ... 4,170
Equity
Called up share capital ............... . ... . .. ... 848
Share premium .. ... ... 1,341
Other reserves .. ......... .. 3,186
Retained deficit ......... .. .. ... .. (1,403)
Equity attributable to equity shareholders of
the parent company . . ... 3,972
Minority interests .. ... ... ... ... 198
Total equity ... ... ... e 4,170
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Re-create Diageo’s June 30, 2007, balance sheet using U.S. terminology and a standard
U.S. format. (Note: The other reserves item has no counterpart in the United States.
For purposes of this exercise, add the other reserves to “called up share capital.”)

Case 3-60 Deciphering Financial Statements (Consolidated Edison)
Refer to the 2006 balance sheet for Consolidated Edison, reproduced in Exhibit 3-6
on pages 108-110.

1. Compute the following financial ratios for Consolidated Edison for 2000:

(a) Debt ratio (total liabilities/total assets)

(b) Current ratio (current assets/current liabilities)

(c) Long-term debt as a percentage of total capitalization
(d) Long-term debt as a percentage of “net plant”

2. For Consolidated Edison, which of the four ratios computed in part (1) is the
most informative? The least informative? Explain.

Case 3-61 Writing Assignment (Unrecorded assets should stay unrecorded)

You are a member of the most popular student club on campus, the Accounting
Antidefamation Organization. Recently, the field of accounting was savagely attacked
in an article written by a militant economics student group and published in the stu-
dent newspaper. The article charged that the balance sheet is stupid, outdated, and
useless and cited as an example the accounting practice of not recognizing many
intangible assets. As a specific illustration, the article claimed that the name recogni-
tion, reputation, and goodwill of the Coca-Cola trademark are worth over $67 billion,
but these assets are not recorded in Coca-Cola’s balance sheet.

You have been asked by the editor of the student newspaper to respond in writing
to this vicious assault by the economics students. Don’t cave in to the pressure—argue
persuasively why these unrecorded assets should stay unrecorded.

Case 3-62 Researching Accounting Standards
To help you become familiar with the accounting standards, this case is designed to take
you to the FASB’s Web site and have you access various publications. Access the FASB’s
Web site at http://www.fasb.org. Click on “Pronouncements & EITF Abstracts.”
In the chapter, we discussed the classification of short-term debt that is expected
to be refinanced. For this case, we will use Statement of Financial Accounting
Standards No. 6. Open FAS No. 6.

1. Read paragraph 2. What are short-term obligations?

2. Read paragraph 6. The FASB prides itself on following due process and mak-
ing sure that all decisions are allowed input by interested parties. What unusual
event relating to due process is associated with the issuance of this standard?

3. Read paragraph 12. When short-term debt is being reclassified because it is
being refinanced, what is the limit on the amount of short-term debt that can
be reclassified?

Case 3-63 Ethical Dilemmma (Dodging a loan covenant violation)
You are on the accounting staff of Chisos Manufacturing Company. Chisos has a $100
million loan with Rio Grande National Bank. One of the covenants associated with
the loan is that Chisos must maintain a current ratio greater than 1.5.

As of January 20, 2011, preliminary financial statement numbers for the year
ended December 31, 2010, have been compiled. It looks like Chisos will violate the
current ratio loan covenant. Violation could be very costly in two ways. First, Rio
Grande National Bank has historically raised the interest rate one-half of a point on
loans with covenant violations. Second, a violation will increase the perceived riski-
ness of Chisos and make future borrowing more costly.

The 2010 financial statement numbers are just preliminary, and the senior account-
ing staff of Chisos has discussed the following two options to avoid violation:
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1. Reclassify “long-term investment property” as “short-term property held for sale.”
Doing this would require a statement from management that the intention is to sell
the property within one year. Actually, Chisos intends to hold the property for sev-
eral more years, and the property classification would be changed back to long-
term next year when the threat of covenant violation has hopefully disappeared.

2. Reclassify certain short-term loans as long-term on the basis that Chisos will
refinance the loans. Technically, this is true. However, Chisos has no formal
refinancing commitment and will not have one until some time in June.

You have been chosen to present the findings of the accounting staff to the board
of directors. What points will you emphasize in your presentation?

Case 3-64 Cumulative Spreadsheet Analysis
This spreadsheet assignment is a continuation of the spreadsheet assignment given in
Chapter 2. If you completed that assignment, you have a head start on this one.

1. Refer back to the financial statement numbers for Skywalker Enterprises for
2011 (given in part 1 of the Cumulative Spreadsheet Analysis assignment in

P oo Chapter 2). Revise those financial statements by making the following changes:

* Change the paid-in capital amount from $150 to $200.
¢ In the Equity section of the balance sheet, insert a treasury stock amount of —$60.

The remaining amount of the “other equity” mentioned in Chapter 2 is accu-
mulated other comprehensive income.

* Increase amount of long-term debt from $621 to $671.
* In the Asset section of the balance sheet, insert an intangible asset amount
of $100.

Using the revised balance sheet and income statement, create spreadsheet cell
formulas to compute and display values for the following ratios.

e Current ratio * Debt ratio
* Asset turnover * Return on assets
° Return on equity

2. Determine the impact of each of the following transactions on the ratio values
computed in Question 1. Treat each transaction independently; that is, before
determining the impact of each new transaction you should reset the financial
statement values to their original amounts. The transactions that follow are
assumed to occur on December 31, 2011.

(a) Collected $60 cash from customer receivables.

(b) Purchased $90 in inventory on account.

(¢) Purchased $300 in property, plant, and equipment. The entire amount of
the purchase was financed with a mortgage. Principal repayment for the
mortgage is due in 10 years.

(d) Purchased $300 in property, plant, and equipment. The entire amount of
the purchase was financed with new stockholder investments.

(e) Borrowed $60 with a short-term loan payable. The $60 was paid out as a
dividend to stockholders.

(f) Received $60 as an investment from stockholders. The $60 was paid out as
a dividend to stockholders.

(g) The long-term debt amount of $671 includes $90 in short-term loans pay-
able that Skywalker hopes to refinance. Skywalker has no explicit agree-
ment with the bank to refinance the loan and does not expect to finalize
the refinancing until the last quarter of 2012.

(h) During the first week in January 2012, Skywalker learned that, of the $459
reported as inventory as of December 31, 2011, $45 is completely obsolete
and worthless. The inventory had become obsolete during the last quarter
of 2011, but the facts had not been verified until early 2012.
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liza Grace Symonds was an accomplished pianist, a feat additionally

notable because she was deaf. Eliza met and married Melville Bell, who
was the son of a famous elocutionist, Alexander Graham Bell. Melville's career
followed that of his father. Eliza and Melville had three sons; the second son
was named Alexander Graham Bell after his paternal grandfather. Young
Alexander Graham Bell demonstrated an early interest in speech. In 1871, at
the age of 24 Bell began teaching deaf children to speak at the Boston School
for Deaf Mutes. Bell's approach was somewhat unorthodox because, at the
time, it was common practice to teach deaf mutes only to sign or to simply
institutionalize them. Mabel Hubbard, who would become Bell's wife, was
one of his students.

Bell's interest in speech caused him to try to develop what he called the
“harmonic telegraph.” Samuel Morse completed his first telegraph line in 1843,
allowing communication using Morse code between two points, and Bell was
interested in transmitting speech in a similar way.

fy1

Long after inventing the telephone, Bell con-

tinued his work with the deaf. In gratitude for
his work, Helen Keller dedicated her autobiog-
raphy to him.

At an electrical machine shop, Bell met Thomas Watson. At the time,
Watson was a repair mechanic and model maker who was regularly assigned
to work with inventors. As Watson learned more of Bell's “harmonic tele-
graph,” the two formed a partnership. In 1876, Bell, while working on their
invention, spilled some battery acid and uttered those now-famous words,
“Mr. Watson, come here. | want you!" On March 7, 1876, Bell was issued
patent number 174,465, covering: “the method of, and apparatus for, trans-
mitting vocal or other sounds telegraphically . . . by causing electrical undula-
tions, similar in form to the vibrations of the air accompanying the said vocal
or other sounds.”

The Bell Telephone Company immediately presented immense
competition to the Western Union Telegraph Company, which was
developing its own telephone technology. Western Union hired Thomas
Edison to develop a competing system, forcing the Bell Company to sue
Western Union for patent infringement—and win. The Bell Company would
be forced in subsequent years to defend its patent in more than 600 cases.

Alexander Graham Bell had little interest in the day-to-day operations of his
company. Instead, he preferred studying science and nature. In 1888 he founded
the National Geographic Society. Upon his death on August 2, 1922, in a tribute
to their inventor, all the phones in the nation were silent for one minute.

The Bell Telephone Company was to become American Telephone
and Telegraph Company (AT&T) in 1899. AT&T first transmitted the
human voice across the Atlantic Ocean in 1915, and in 1927, AT&T intro-
duced commercial transatlantic phone service at a cost of $75 for five min-
utes. Numerous AT&T inventions followed, including the transistor (1947),
the first microwave relay system (1950), the laser (1958), and the first com-
munications satellite (1962).

LEARNING OBJECTIVES

o Define the concept of income.

Explain why an income measure
is important.

Explain how income is measured,
including the revenue recognition
and expense-matching concepts.

Understand the format of an income
statement.

Describe the specific components
of an income statement.

Compute comprehensive income
and prepare a statement of
stockholders’ equity.

Construct simple forecasts of income
for future periods.
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AT&T functioned as a regulated monopoly until
January |, 1984, when after an 8-year legal battle with
the US. federal government, AT&T agreed to get out
of the local telephone service business by divesting itself
of its regional Bell operating companies. On that day,
AT&T shrunk from 1,009,000 employees to 373,000. In
an interesting twist, one of the original seven regional Bell
companies, Southwestern Bell, changed its name to
SBC Communications and then eventually bought up
three of the other regional companies and finally bought
the original parent, AT&T, as well. The combination of
these companies now uses the “AT&T" name. Exhibit 4-|
outlines the fate of the other regional Bells.

In recent years, all of this merger activity at AT&T
has been accompanied by an increase in profitability. For

EXHIBIT 4-1

1984 Breakup

Fate of the Pieces from the 1984 AT&T Breakup

example, AT&T's 2006 financial statements reported the
following income numbers (in millions):

2006 2005 2004

Revenue .................. $63,055 $43,764 $40,733

Operating income . ......... 10,288 6,168 5,901
Income from continuing

operations . ............. 7,356 4,786 4979

Net income ............... 7,356 4,786 5,887

Comprehensive income .. ... 7,407 4762 6,469

In your parents’ young adult years, they knew only one
phone company—AT&T, or “Ma Bell” as it was sometimes
called back then. These days, you have a confusing array of
phone services, including AT&T, to choose from. And by
the time your children enter college, AT&T might be just a
historical curiosity.

Where Are They in 2008?

Companies comprising “AT&T” in 2008:

original AT&T
Ameritech

Bell South

Pacific Telesis
Southwestern Bell

Companies included in Verizon in 2008:

Purchased by SBC Communications in 2005
Purchased by SBC Communications in 1999
Purchased by new AT&T in 2006

Purchased by SBC Communications in 1997
Renamed SBC Communications

Nynex
Bell Atlantic

Company included in Qwest in 2008:

Purchased by Bell Atlantic in 1997
Merged with GTE to form Verizon in 2000

U S West

Purchased by Qwest in 2000

By what percentage did ATET’s revenue increase from 2004 to 2006?

2. By what percentage did ATET’s net income increase from 2004 to 20067

3. Operating income for 2005 was bigher than for 2004 yet income from
continuing operations was lower for 2005 than for 2004. What ave the
major expenses that appear in the income statement between operating
income and income from continuing operations?

Answers to these questions can be found on page 189.

n this chapter, we focus on one of the primary financial statements, the income state-

ment. By analyzing the various components of the income statement, you will under-

stand how the performance of a business is reported to financial statement users and

how reported performance can change over time as a company changes the nature
of its operations. In addition, we will discuss the format of the income statement, its more
common components, and ways in which income statements from around the world differ
as to the information they contain and the presentation of that information.
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Income: What It Is and What It Isn't

Define the concept
of income.

WHY Income provides the best accounting measure of a firm’s economic
performance.

HOW Income measures the amount that an entity could return to its investors and
still leave the entity as well-off at the end of the period as at the beginning.
The FASB has chosen to measure income using the financial capital mainte-
nance concept.

Individuals often confuse income with cash flows. Is income equal to the amount
of cash generated from the successful operations of a business? No. For a variety of
reasons, most of them related to accrual accounting, income and cash flows from
operations are seldom the same number. Because both income and cash flows pro-
vide measures of a firm’s performance, which provides the best measure? The FASB,
in its conceptual framework, stated that “information about earnings and its com-
ponents measured by accrual accounting generally provides a better indication of
enterprise performance than information about current cash receipts and payments.”?
Information regarding cash flows is important. In fact, Chapter 5 focuses entirely on
the statement of cash flows. Research supports the FASB’s assertion, however, that
the best indicator of a firm’s performance is income.? So, an understanding of income,
what it measures, and its components is essential in understanding and interpreting
a firm’s financial situation.

So, what is income? All of the varying ways to measure income share a common
basic concept: Income is a return over and above the investment. One of the more
widely accepted definitions of income states that it is the amount that an entity could
return to its investors and still leave the entity as well-off at the end of the period as
it was at the beginning.> What does it mean, however, to be “as well-off,” and how
can this be measured? Most measurements are based on some concept of capital or
ownership maintenance. The FASB considered two concepts of capital maintenance
in its conceptual framework: financial capital maintenance and physical capital main-
tenance.

Financial Capital Maintenance Concept
of Income Determination

The financial capital maintenance concept assumes that a company has income
“only if the dollar amount of an enterprise’s net assets (assets — liabilities or, in other
words, owners’ equity) at the end of a period exceeds the dollar amount of net assets
at the beginning of the period after excluding the effects of transactions with owners.”
To illustrate, assume that Kreidler, Inc., had the following assets and liabilities at the
beginning and at the end of a period.

! Statement of Financial Accounting Concepts No. |, “Objectives of Financial Reporting by Business Enterprises”
(Stamford, CT: Financial Accounting Standards Board, 1984), par. 44.

2 For example, see Gary C. Biddle, Robert M. Bowen, and James S. Wallace, “Does EVA® Beat Earnings?
Evidence on Associations with Stock Returns and Firm Values,” Journal of Accounting and Economics, December
1997, p. 301.

* Although many economists and accountants have adopted this view, a basic reference is J. R. Hicks’ widely
accepted book, Value and Capital, 2nd ed. (Oxford University Press, 1946).

* Statement of Financial Accounting Concepts No. 5, “Recognition and Measurement in Financial Statements of
Business Enterprises” (Stamford, CT: Financial Accounting Standards Board, 1984), par. 47.
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Beginning of Period End of Period

Total assets .. ...t $510,000 $560,000
Total liabilities ... ........... ... ... .. ... 430,000 390,000
Net assets (owners’ equity) ............................. $ 80,000 $170,000

If there were no investments by owners or distributions to owners during the
period, income would be $90,000, the amount of the increase in net assets. Assume,
however, that owners invested $40,000 in the business and received distributions (divi-
dends) of $15,000. Income for the period would be $65,000, computed as follows:

Net assets, end of period .. ... .. ... .. $170,000
Net assets, beginning of period. . ...... ... ... .. 80,000
Change (increase) in NET @SSELS. . . . ... . ...ttt ittt $ 90,000
Deduct investment by OWners . ... ... ... (40,000)
Add distributions (dividends) to owners ........ ... 15,000
INCOME . . o $ 65,000

Physical Capital Maintenance Concept of Income Determination

Another way of defining capital maintenance is in terms of physical capital maintenance.
Under this concept, income occurs “only if the physical productive capacity of the enter-
prise at the end of a period . . . exceeds the physical productive capacity at the beginning
of the same period, also after excluding the effects of transactions with owners.” This con-
cept requires that productive assets (inventories, buildings, and equipment) be valued at
fair market values. Productive capital is maintained only if the current costs of these capital
assets are maintained. Consider the beginning net asset value of $80,000 in the previous
example. Now assume that, because of rising prices of buildings, inventory, equipment, and
so forth, in order to maintain the same productive capacity the company would have to
have $100,000 in net asset value by the end of the year. If the ending net asset value were
$170,000, as before, and new investments and dividends were as shown, income would be
$45,000 rather than $65,000. The $20,000 difference would be the amount necessary to
“maintain physical productive capacity” and would not be part of income.

The FASB considered carefully these two ways of viewing income, and it adopted

the financial capital maintenance concept as part of its conceptual framework.
The acceptance of the financial capital
N maintenance concept rescued accountants
StO & thlnk from the difficult task of trying to measure
p productive capacity. Measuring income using
the concept of financial capital maintenance,

It would seem that the physical capital mainte-
nance concept would provide the best theoret-
ical measure of “well-offness.” However, use
of the physical capital maintenance concept

of measuring income involves many practical
difficulties. Identify ONE of those practical dif-
ficulties from the list below.

a) Difficulty in estimating depreciation lives

Difficulty in implementing internal control
procedures

Difficulty in providing cash flow information

Difficulty in obtaining fair market values
of assets and liabilities

* Ibid.

however, still leaves the question of how to
value the net asset balance. Many suggest
that net assets should be measured at their
unexpired historical cost values as is often
done. Others believe that replacement val-
ues or disposal values should be used. Some
would include as assets intangible resources,
such as human resources, goodwill, and
geographic location, that have been attained
over time without specifically identified pay-
ments. Others believe that only resources
that have been acquired in arm’s-length
exchange activities should be included.
Likewise, controversy has developed
over the recognition and measurement of
liabilities. Should future claims against the
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entity for items such as pensions, warranties, and deferred income taxes be valued at
their discounted values, at their future cash flow values, or eliminated completely from
the financial statements until events clearly define the existence of a specific liability? The
reported income under the financial maintenance concept varies widely depending on
when and how the assets, liabilities, and changes in the valuation of assets and liabilities
are measured. As it stands currently, a combination of historical costs, current values,
present values, and other valuation measures are used to measure a firm’s “well-offness.”

Why Is a Measure of Income Important?

Explain why an WHY Income measurement is important to business and economic decisions that
income measure result in the allocation of resources, which in turn contributes to the stand-
is important ard of living in society.

HOW Accrual accounting rules in general, and the financial accounting standards
established by the FASB in particular, establish the rules of accounting
income measurement in the United States. As such, these rules and stand-
ards have the power to impact the allocation of societal resources.

The recognition, measurement, and reporting (display) of business income and its
components are considered by many to be the most important tasks of accountants.
The users of financial statements who must make decisions regarding their relationship
with the company are almost always concerned with a measure of its success in using
the resources committed to its operation. Has the activity been profitable? What is the
trend of profitability? Is it increasingly profitable, or is there a downward trend? What
is the most probable result for future years? Will the company be profitable enough to
pay interest on its debt and dividends to its stockholders and still grow at a desired
rate? These and other questions all relate to the basic question: What is income?

Information about the components of income is important and can be used to help
predict future income and cash flows. Not only can this information be helpful to a spe-
cific user, but also it is of value to the economy. As discussed in Chapter 1, many groups
utilize accounting information, and accountants play a key role in providing information
that will assist in allocating scarce resources to the most efficient and effective organiza-
tions or groups.

In the United States, the FASB has specified that financial accounting information is
designed with investors and creditors in mind at the same time recognizing that many
other groups will find the resulting information useful as well. Of course, accrual-based
financial accounting information is not suited for every possible use. For example, gov-
ernments, both federal and state, rely heavily on income taxes as a source of their rev-
enues. The income figure used for assessing taxes is based on laws passed by Congress
and regulations applied by the IRS and various courts. The income determined for finan-
cial reporting, however, is determined by adherence to accounting standards (GAAP)
developed by the accounting profession. Thus, the amount of income reported to credi-
tors and investors may not be the same as the income reported for tax purposes. Many
items are the same for both types of reporting, but there are some significant differences.
Most of these differences relate to the specific purposes Congress has for taxing income.
Governments use an income figure as a base to assess taxes, but they must use one that
relates closely with the ability of the taxpayer to pay the computed tax. For example,
accrual accounting requires companies to defer recognition of revenues that are received
before they are earned. Income tax regulations, however, often require these unearned
revenues to be reported as income as soon as they are received in cash.

As mentioned in previous chapters, the increasing globalization of business is pro-
viding the impetus for a movement toward a unified body of International Accounting
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Standards. However, because financial accounting information plays different roles in
different countries, it is probably not reasonable to assume that one set of standards can
fit the business, legal, and cultural settings of every country in the world. For example,
: countries can be separated, broadly speaking, into two groups: code law countries and
common law countries.® In code law countries, such as Germany and Japan, accounting
IASBsmndmds standards have historically been set by legal processes. In such an environment, finan-
cial accounting numbers serve a variety of functions, including the determination of the
amount of income tax and cash dividends to be paid. In a common law country, such
as the United States and the United Kingdom, accounting standards are set in response
to market forces. In a common law setting, financial accounting numbers are used more
for informational purposes, not for deciding how the economic pie gets split among
taxes, dividends, wages, and so forth. Given the significantly different roles played by
financial accounting numbers in code law and common law countries, it may be unrea-
sonable to expect one set of standards to work worldwide.

Accounting standards also play a different role in developing economies as com-
pared to developed economies. In China, for example, the rudimentary state of the
auditing and legal infrastructure makes the application of judgment-based accounting
standards extremely problematic.” In a developing economy, it may be more important
for financial reporting to satisfactorily fulfill its essential bookkeeping function rather
than attempt to provide sophisticated investment information relevant for only a small
set of companies trying to attract foreign investment. The fundamental question is
this: How are accounting standards designed for use by international financial analysts
going to help a domestic Chinese company with no plans to seek foreign investment
and with a desire only to improve the monitoring of managers and the allocation of
resources?

This text focuses on principles of accounting that are the supporting foundation
for financial accounting and reporting as practiced in the United States. Income for tax
purposes will be discussed, but only as it is used to determine the income tax expense
and other tax-related amounts reported in the financial statements. Differences between
U.S. and foreign accounting practices will be discussed where appropriate throughout
the text.

How Is Income Measured?

The recognition of revenue begins the process of computing income. Expenses
are then matched with revenues when those revenues are recognized.

Explain how income WHY

is measured, includ-
ing the revenue
recognition and
expense-matching
concepts.

HOW Income is measured as the difference between resource inflows (revenues and
gains) and outflows (expenses and losses) over a period of time. Revenues are
recognized when (1) they are realized or realizable and (2) they have been
earned through substantial completion of the activities involved in the earn-
ing process. Expenses are matched against revenues directly, in a systematic
or rational manner, or are immediately recognized as a period expense.

Comparing the net assets at two points in time, as was done previously in introduc-
ing the concept of financial capital maintenance, yields a single net income figure.
However, this procedure discloses no detail concerning the components of income.
To provide this detail, accountants have adopted a transaction approach to measur-
ing income that stresses the direct computation of revenues and expenses. As long as

¢ Ray Ball, S. P. Kothari, and Ashok Robin, “The Effect of International Institutional Factors on Properties of
Accounting Earnings,” Journal of Accounting and Economics, February 2000, p. |.

7 Bing Xiang, “Institutional Factors Influencing China’s Accounting Reforms and Standards,” Accounting Horizons,
June 1998, p. 105.
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Text not available due to copyright restrictions

the same measurement method is used, income will be the same under the transaction
approach as with a single income computation.

The transaction approach, sometimes referred to as the matching method, focuses
on business events that affect certain elements of financial statements, namely, revenues,
expenses, gains, and losses. Income is measured as the difference between resource
inflows (revenues and gains) and outflows (expenses and losses) over a period of time.
Definitions for the four income elements are presented in Exhibit 4-2 as an aid to the
following discussion.

As studying these definitions will indicate, by defining gains and losses in terms
of changes in equity after providing for revenues, expenses, investments, and distri-
butions to the owners, income determined by the transaction approach will be the
same income as that determined under financial capital maintenance. However, by
identifying intermediate income components, the transaction approach provides detail
to assist in predicting future cash flows.

The key problem in recognizing and mea-

3 suring income using the transaction approach

St Op & thlnk is deciding when an “inflow or other enhance-
ments of assets” has occurred and how to

measure the “outflows or other ‘using up’
of assets.” The first issue is identified as the
revenue recognition problem, and the second
a) To distinguish between the profits gener- issue is identified as the expense recognition,

ated by a company’s core business and the or expense-matching problem.
profits generated by secondary, or periph-

eral, activities.

Take a close look at Exhibit 4-2. Why is it impor-
tant to disclose separately revenues and gains?

Revenue and Gain Recognition
To distinguish between profits generated

through selling goods and profits gener- The transaction approach requires a clear defi-
ated through selling services. nition of when income elements should be

recognized, or recorded, in the financial state-
ments. Under the GAAP of accrual accounting,
revenue recognition does not necessarily
occur when cash is received. The FASB’s con-
ceptual framework identifies two factors that
should be considered in deciding when reve-
nues and gains should be recognized: realiza-
tion and the earnings process. Revenues and
gains are generally recognized when

To distinguish between profits generated
through business activities and profits gen-
erated through investments by owners.

To distinguish between profits generated
through the enhancement of assets and
profits generated through the settlement
of liabilities.
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. they are realized or realizable, and
fyl 2. they have been earned through sub-
stantial completion of the activities

involved in the earnings process.®
Most firms specify their revenue recognition

policies in the notes to the financial state- Put in simple terms, revenues are rec-
ments. For example, the notes to Disney’s ognized when the company generating
financial statements disclose the corporation’s the revenue has provided the bulk of the
revenue recognition policies for movie tickets, goods or services it promised (substantial
video sales, movie licensing, TV advertising, completion) for the customer and when the
Internet advertising, merchandise licensing, customer has provided payment or at least
and theme park sales. a valid promise of payment (realizable) to
the company. That is, the company has
lived up to its end of an agreement, and the
customer has the intention of paying.

In order for revenues and gains to be realized, inventory or other assets must be
exchanged for cash or claims to cash, such as accounts receivable. Revenues are realiz-
able when assets held or assets received in an exchange are readily convertible to known
amounts of cash or claims to cash. The earnings process criterion relates primarily to
revenue recognition. Most gains result from transactions and events, such as the sale of
land or a patent, that involve no earnings process. Thus, being realized, or realizable, is
of more importance in recognizing gains.

Application of these two criteria to certain industries and companies within these
industries has resulted in recognition of revenue at different points in the revenue-
producing cycle. This cycle can be a lengthy one. For a manufacturing company, it
begins with the development of proposals for a certain product by an individual or
by the research and development department and extends through planning, pro-
duction, sale, collection, and finally expiration of the warranty period. Consider, for
example, the revenue-producing cycle for Ford Motor
Company. Engineers develop plans and create mod-
els and prototypes. Actual production of vehicles then
occurs, followed by delivery to dealers for sale to cus-
tomers. All new vehicles are warranted against defect, in
some cases for several years. All of these steps, which
can take more than 10 years, are involved in generating
sales revenue. If a failure occurs at any step, revenue
may be seriously curtailed or even completely elimi-
nated, yet there is only one aggregate revenue amount
for the entire cycle, the selling price of the product.

For a service company, the revenue-producing cycle
begins with an agreement to provide a service and extends
through the planning and performance of the service to
the collection of the cash and final proof through the
passage of time that the service has been adequately per-
formed. As an example, consider the revenue-producing
cycle of PricewaterhouseCoopers (PwC), one of the large
accounting firms. For a typical audit, much of the planning
and preparation occurs before the actual on-site visit. The
on-site visit is then followed by an accumulation of data
and the preparation of an audit report. And with increas-
ing legal actions being taken against professionals, such as
doctors and accountants, one could argue that the revenue-
producing cycle does not end until the possibility of legal
Construction contracts are an example of revenue claims for services performed is remote, a period that
that is recognized as services are performed. extends until years after the actual service is provided.

Photodisc/Getty Images

8 Statement of Financial Accounting Concepts No. 5, par. 83.
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Although some accountants have argued for recognizing revenue on a partial basis
over these extended production or service periods, the prevailing practice has been to
select one point in the cycle that best meets the revenue recognition criteria. Both of these
criteria are generally met at the point of sale, which is generally when goods are delivered
or services are rendered to customers and payment or a promise of payment is received.
Thus, revenue for automobiles sold to dealers by Ford Motor Company will be recognized
when the cars are shipped to the dealers. Similarly, PwC will record its revenue from
audit and tax work when the services have been performed and billed. In both examples,
the earnings process is deemed to be substantially complete, and the cash or receivable
from the customer meets the realization criterion. Although the “point-of-sale” practice is
the most common revenue recognition point, there are notable variations to this general
rule.® The following discussion is merely an introduction to the subtleties associated with
revenue recognition. A more complete treatment is given in Chapter 8.

Earlier Recognition

1. If a market exists for a product so that its sale at an established price is practi-

cally ensured without significant selling effort, revenues may be recognized at the
point of completed production. Examples
of this situation may occur with certain

St Op & thlnk precious metals and agricultural products

that are supported by government price

. . . . 0 i i
Why do you think Kinross waits to recognize guarantees.” In these situations, revenue

revenue from the sale of Kubaka gold until the is recognized when the mining or produc-
gold is actually sold? tion of the goods is complete because the

earnings process is considered to be sub-
stantially complete and the existence of a
virtually guaranteed purchaser provides
evidence of realizability. An example of this
Uncertainty surrounds the ultimate ship- method of revenue recognition is provided
e s?,le of gold produced. in the by a Canadian mining company, Kinross
EEmeteResopsoiicasteriBussia Gold Corporation; the appropriate note
Revenue from the sale of a product can from Kinross’ financial statements is repro-
never be recognized until after the cash duced in Exhibit 4-3. According to the note,
from the sale is actually collected. Kinross recognizes revenue prior to the
GAAP forbids the recognition of any rev- point of sale with the expected sales price
enue at the time of production. to be received being recorded in a current

a) Revenue from the sale of a product can
never be recognized until after the product
is actually sold.

EXHIBIT 4-3 Kinross Gold Corporation Revenue Recognition

Note Disclosure

Gold and silver poured, in transit and at refineries, are recorded at net realizable value and included in bullion
settlements and other accounts receivable, with the exception of Kubaka bullion. The estimated net realizable
value of Kubaka bullion is included in inventory until it is sold.

® Accounting Principles Board, Statement No. 4, “Basic Concepts in Accounting Principles Underlying Financial
Statements of Business Enterprises” par. 152, October 1970. In 1999, the SEC released SAB No. 101, which gives
specific guidance about when to recognize revenue. SAB 10/ is discussed in Chapter 8. In 2002, the FASB began a
“Revenue Recognition” project in which the earnings and realization criteria would be replaced with an emphasis
on the creation and extinguishment of assets and liabilities. As of May 2008, that project was still ongoing.

' Companies in these industries may recognize revenue prior to the point of sale, but a survey of revenue recognition
policies for companies in these industries reveals that the vast majority recognize revenue at the point of sale. For
example, Kinross Gold, which is used as an illustration, changed its accounting policy for revenue recognition effective
January I, 2001, so that revenue is now recognized upon shipment and passage of title to the customer. The provi-
sions of the SEC’s SAB No. [0/ frown on the recognition of revenue before delivery to a customer has taken place.
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asset account, Bullion Settlements. Note that Kinross accounts for Kubaka bul-
lion differently from its other ores; revenue recognition for Kubaka bullion occurs
when it is sold. The Kubaka gold is produced in eastern Russia. For international
purposes under IAS 41, gains and losses from increases and decreases in the fair
5 value of biological assets (such as cows) and agricultural produce (such as har-
IASBstandards vested wheat) are recognized when they occur, without waiting until the items are
subsequently sold.

2. If a product or service is contracted for in advance, revenue may be recognized as
production takes place or as services are performed, especially if the production
or performance period extends over more than one fiscal year. The percentage-
of-completion and proportional performance methods of accounting have been
developed to recognize revenue at several points in the production or service cycle
rather than waiting until the final delivery or performance takes place. This excep-
tion to the general point-of-sale rule is necessary if the qualitative characteristics of
relevance and representational faithfulness are to be met. Construction contracts
for buildings, roads, and dams, and contracts for scientific research are examples
of situations in which these methods of revenue recognition occur. In all cases
when this revenue recognition variation is employed, a firm, enforceable contract
must exist to meet the realizability criterion, and an objective measure of progress
toward completion must be attainable to measure the degree of completeness. As
an example of this type of revenue recognition, The Boeing Company indicates in
its notes (see Exhibit 4-4) that a portion of its revenues are recognized prior to the
point of sale.

|

EXHIBIT 4-4 The Boeing Company Note on Revenue Recognition

Sales related to contracts with fixed prices are recognized as deliveries are made, except for certain fixed-
price contracts that require substantial performance over an extended period before deliveries begin, for
which sales are recorded based on attainment of performance milestones.

Later Recognition

3. If collectibility of assets received for products or services is considered doubt-
ful, revenues and gains may be recognized as the cash is received. The install-
ment sales and cost recovery
methods of accounting have been
developed to recognize revenue
under these conditions. Sales of
real estate, especially speculative
recreational property, are often
recorded using this variation of
the general rule. In these cases,
although the earnings process
has been substantially completed,
the questionable receivable fails
to meet the realization criterion.
For example, Rent-A-Center
operates rent-to-own stores
where consumers can obtain
furniture, televisions, and other
consumer goods on a rent-to-
own basis. A big concern for
. . . Rent-A-Center is collecting the
Losses from natural disasters, such as earthquakes, are recognized immediately. full amount of cash due under a

Photodisc/Getty Images
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rental contract. In fact, Rent-A-Center states that approximately 25% of its cus-
tomers complete the full term of their agreement. With such a high likelihood
of customers stopping payments on their rental agreements, Rent-A-Center rec-
ognizes revenue from a specific contract only gradually as the cash is actually
collected. The general point-of-sale rule will be assumed for examples in this
text unless specifically stated otherwise. Variations on this rule are discussed
fully in Chapter 8.

Expense and Loss Recognition

In order to determine income, not only must criteria for revenue recognition be estab-
lished, but also the principles for recognizing expenses and losses must be clearly
defined. Some expenses are directly associated with revenues and can thus be recog-
nized in the same period as the related revenues. Other expenditures are not recog-
nized currently as expenses because they relate to future revenues and therefore are
reported as assets. Still other expenses are not associated with specific revenues and
are recognized in the time period when paid or incurred. Expense recognition, then,
is divided into three categories: (1) direct matching, (2) systematic and rational alloca-
tion, and (3) immediate recognition.

Direct Matching Relating expenses to specific revenues is often referred to as the
matching process. For example, the cost of goods sold is clearly a direct expense
that can be “matched” with the revenues produced by the sale of goods and reported
in the same time period as the revenues are recognized. Similarly, shipping costs and
sales commissions usually relate directly to revenues.!

Direct expenses include not only those that have already been incurred but also
include anticipated expenses related to revenues of the current period. After delivery
of goods to customers, there are still costs of collection, bad debt losses from uncollect-
ible receivables, and possible warranty costs for product deficiencies. These expenses
are directly related to revenues and should be estimated and matched against recog-
nized revenues for the period.

Systematic and Rational Allocation The second general expense recognition
category involves assets that benefit more than one accounting period. The cost of
assets such as buildings, equipment, patents, and prepaid insurance are spread across
the periods of expected benefit in some systematic and rational way. Generally, it
is difficult, if not impossible, to relate these expenses directly to specific revenues
or to specific periods, but it is clear that they are necessary if the revenue is to be
earned. Examples of expenses that are included in this category are depreciation and
amortization.

Immediate Recognition Many expenses are not related to specific revenues but
are incurred to obtain goods and services that indirectly help to generate revenues.
Because these goods and services are used almost immediately, their costs are
recognized as expenses in the period of acquisition. Examples include most admin-
istrative costs, such as office salaries, utilities, and general advertising and selling
expenses.

Immediate recognition is also appropriate when future benefits are highly uncer-
tain. For example, expenditures for research and development may provide significant
future benefits, but these benefits are usually so uncertain that the costs are written
off in the period in which they are incurred.

Most losses also fit in the immediate recognition category. Because they arise from
peripheral or incidental transactions, they do not relate directly to revenues. Examples

'! Statement of Financial Accounting Concepts No. 6, “Elements of Financial Statements” (Stamford, CT: Financial
Accounting Standards Board, December 1985), par. 144.
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include losses from disposition of used equipment, losses from natural catastrophes
such as earthquakes or tornadoes, and losses from disposition of investments.

Gains and Losses from Changes in Market Values

An exception to the transaction approach in the recognition of gains and losses arises
when gains or losses are recognized in the wake of changes in market values. For
example, some investment securities, called trading securities (as explained fully in
Chapter 14), are purchased by a company with the express intent of making money
on short-term price fluctuations. Accordingly, even in the absence of a transaction to
sell the trading securities, a gain (if the price of the securities has increased) or a loss
(if the price of the securities has decreased) is recognized. Similarly, when a long-
term asset such as a building has decreased substantially in value, a loss is recognized
even though the building has not been sold and no transaction has occurred. (These
impairment losses are explained in Chapter 11.)

The transaction approach is deeply ingrained in accounting practice. A primary
attraction of the transaction approach is its reliability—increases and decreases in
asset values can be verified by observing the transaction prices. However, as with
the case of the trading securities mentioned in the preceding paragraph, many
important economic factors influence a company even in the absence of explicit
transactions. Because of the information relevance of these changes in market val-
ues, more and more of these market value gains and losses are being recognized as
part of income. As described more fully in Chapter 8, the FASB is currently working
on a “revenue recognition” project that may go even further in stepping away from
the transaction approach to instead embrace a focus on changes in values of assets
and liabilities.

Form of the Income Statement

Understand the WHY Companies can use various formats when presenting income. The resulting
income figure will be the same, regardless of the format used. However, the
level of detail and the ability to compare will be influenced by the format
chosen.

format of an
income statement.

HOW The general format of an income statement is to subtract cost of goods sold and
operating expenses from operating revenues to derive operating income. Gains
and losses are then included to arrive at income from continuing operations.
Irregular and extraordinary items are reported separately to determine net
income.

All income statements prepared in accordance with GAAP report the same basic
type of information and have certain common display features. Some sections of the
income statement, especially irregular and extraordinary items, are specified by FASB
pronouncements. Others have become standardized by wide usage.

Traditionally, the income from continuing operations category has been presented
in multiple-step form. With the multiple-step form, the income statement is divided
into separate sections (referred to as “intermediate components” in FASB Concepts
Statement No. 5), and various subtotals are reported that reflect different levels of
profitability. The income statement of IBM, Exhibit 4-5, illustrates a multiple-step
income statement. With the multiple-step form, the costs are partitioned so that
intermediate components of income are presented. For example, IBM discloses gross
profit, income before taxes, and net income in its income statements.
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EXHIBIT 4-5 International Business Machines Income Statement
Consolidated Statement of Earnings
International Business Machines
Corporation and Subsidiary Companies
For the year ended December 31: Notes 2006 2005 2004
(Dollars in millions, except per share amounts)
REVENUE:
Global Services .. ..........uuuuiiiiii i $48,247 $47,407 $46,283
Hardware ............ i 22,499 24,343 31,193
SOFEWArE ... 18,204 16,830 16,141
Global Financing ....... ...ttt 2,379 2,407 2,608
Other .. 94 147 68
TOTALREVENUE ... ... e 91,424 91,134 96,293
COST:
Global Services . ... 34,972 35,093 35,078
Hardware ... ... 14,175 15,803 22,008
SOftWAre ... .. 2,693 2,534 2,489
Global Financing ....... ... oo 1,182 1,091 1,046
Other . 107 8l 103
TOTAL COST .. e 53,129 54,602 60,724
GROSS PROFIT .. 38,295 36,532 35,569
EXPENSE AND OTHER INCOME:
Selling, general and administrative ................. ... ... . ..... 20,259 21,314 20,079
Research, development and engineering ..................... ... .. Q 6,107 5,842 5,874
Intellectual property and custom development income .............. (900) (948) (1,169)
Other (income) and eXpense . ...........coouuuniiiinnnnnneennn. (766) (2,122) (23)
INterest eXpense .. ....... ...t K&L 278 220 139
TOTAL EXPENSE AND OTHERINCOME ..............cuuunnn. 24,978 24,306 24,900
INCOME FROM CONTINUING OPERATIONS
BEFOREINCOME TAXES ....... .o 13,317 12,226 10,669
Provision for iNnCOMe taxes . .........c.iuuiinii s P 3,901 4232 3,172
INCOME FROM CONTINUING OPERATIONS . ........... ... ... 9,416 7,994 7,497
DISCONTINUED OPERATIONS:
Income/(loss) from discontinued operations, netof tax .............. 76 (24) (18)
Income before cumulative effect of change in accounting principle ... .. 9,492 7,970 7,479
Cumulative effect of change in accounting principle, net of tax* ....... B — (36) —
NETINCOME .. ... $ 9,492 $ 7,934 $ 7479
EARNINGS/(LOSS) PER SHARE OF COMMON STOCK:
ASSUMING DILUTION:
Continuing operations . ...............ooiiiiiiiiiiiiian.. S $ 6.06 $ 4091 $ 439
Discontinued operations . ...............oiiiiiiiiiaeeean. S 0.05 (0.01) (0.01)
Before cumulative effect of change in accounting principle ....... S 6.11 4.90 4.38
Cumulative effect of change in accounting principle® ......... ... — (0.02) —
Total ... S $ 61l $ 487 $ 438
BASIC:
Continuing Operations . ..............c.oviiiiiiiineeiennnn.. S $ 6.5 $ 499 $ 448
Discontinued operations ............ ... ... o i i, S 0.05 (0.02) (0.01)
Before cumulative effect of change in accounting principle ....... S 6.20 4.98 4.47
Cumulative effect of change in accounting principle® ............ S — (0.02) —
Total .. S $ 6.20 $ 496 $ 447

WEIGHTED-AVERAGE NUMBER OF COMMON SHARES OUTSTANDING:
ASSUMING DILUTION: 2006—1,553,535,384; 2005—1,627,632,662; 2004—1,707,231,708
BASIC: 2006—1,530,806,987; 2005—1,600,591,264; 2004—1,674,959,086

*Reflects implementation of FASB Interpretation No. 47.
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For discussion purposes, we will use the multiple-step income statement for Techtronics
Corporation. This hypothetical income statement contains more categories and more detail
than is usually found in actual published financial statements. It has become common prac-
tice to issue highly condensed statements, with details and supporting schedules provided
in notes to the statements. The potential problem with this practice is that the condensed
statements may not provide as much predictive and feedback value as statements that
provide more detail about the components of income directly on the statement.

Techtronics Corporation
Income Statement
For the Year Ended December 31, 2011

Revenue:

Sales . .. $800,000

Less: Sales returns and allowances ............................ $ 12,000

Sales disSCOUNTS. . ... ... i 8,000 20,000 $780,000
Cost of goods sold:

Beginning inventory ........ ... i $125,000

Net purchases . ....... .. ... ... . ... ... i i $630,000

Freight-in ... ... ... 32,000 662,000

Cost of goods available forsale .................. ... ... ... .. $787,000

Less ending inventory . ......... ... 296,000 491,000
Gross profit ... $289,000

Operating expenses:
Selling expenses:
Sales salaries. ... ... ... ... .. $ 46,000
Advertising expense. .. ... L 27,000
Miscellaneous selling expenses . . ........................... 12,000 $ 85,000
General and administrative expenses:
Officers’ and office salaries .. ............................. $ 44,000
Taxes and insurance . ............. ... 26,500
Depreciation and amortization expense. . .................... 30,000
Bad debt expense ... ... ... ... .l 8,600
Miscellaneous general expense . . ........................... 9,200 118,300 203,300

Operating iNCOME . ... ...t $ 85,700
Other revenues and gains:

Interest revenuUe . . ... ...... ... $ 12,750

Gainonsaleofinvestment. ............. .. ... .. .. .. .. ....... 37,000 49,750
Other expenses and losses:

Interest eXpPense . .. ... ... $(18,250)

Loss on sale of equipment. . ....... ... ... oo Lo (5,250) (23,500)

Income from continuing operations before income taxes. . .......... $111,950
Income taxes on continuing operations . ......................... 33,585

Income from continuing operations ............ ... ... ... L. $ 78,365
Discontinued operations:
Loss from operations of discontinued business component

(including loss on disposal of $16,000) ...................... $(51,000)

Income tax benefit. ... ... ... ... ... 15,300 (35,700)
Extraordinary gain (net of income taxes of $5,370) ................ 12,530
Netincome .. ... .. ... $ 55,195
Change in translation adjustment ................. ... ... ... .. $ (2,450)

Increase in unrealized gains on available-for-sale securities. . ... ... ... 1,180 (1,270)
Comprehensive income. .. ....... ... oo oo $ 53,925
Earnings per common share:

Income from continuing operations . . .......... ... ... ... ... $1.57

Discontinued operations .................. ... ... 0.71)

Extraordinary gain ......... ... .. ... i 0.25

Netincome ... ... .. .. $ 111

The Techtronics income statement differs from most published statements in other
ways. For example, to simplify the illustration of the various income components, only one
year is presented for Techtronics. To comply with SEC requirements, income statements
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of public companies are presented in comparative form for three years (see Exhibit 4-5).
Comparative financial statements enable users to analyze performance over multiple
periods and identify significant trends that might impact future performance. Also note
that the Techtronics income statement is for a single business entity, but public com-
panies often present consolidated financial statements that combine the financial
results of a “parent company,” such as IBM, with other companies that it owns, called
subsidiaries.

All actual company statements illustrated in this chapter are consolidated statements.'?

Components of the Income Statement

WHY Through careful grouping and sequencing of the income statement items,
important business relationships are highlighted, and the results of the con-
tinuing core operations of the company are emphasized.

Describe the spe-
cific components of
an income statement.

HOW Most companies will include some or all of the following specific components
in the income statement: Revenue, Cost of goods sold, Gross profit, Operating
expenses, Operating income, Other revenues and gains, Other expenses and
losses, Income from continuing operations before income taxes, Income taxes
on continuing operations, Income from continuing operations, Discontinued
operations, and Extraordinary items.

In the following sections, the content of the income statement will be discussed and
illustrated using the statement for Techtronics Corporation. Variations in current
reporting practices will be examined and illustrated with income statements of actual
companies. Finally, the requirement to supplement reported net income with a mea-
sure of comprehensive income will be discussed.

Income from Continuing Operations

The Techtronics Corporation income statement has two major categories of income:
(1) income from continuing operations and (2) irregular or extraordinary items.
Income from continuing operations includes all revenues and expenses and
gains and losses arising from the ongoing operations of the firm. In the Techtronics
example, income from continuing operations includes six separate sections as
follows.

Revenue

Cost of goods sold

Operating expenses

Other revenues and gains

Other expenses and losses

Income taxes on continuing operations

AN e

Also, a review of the Techtronics income statement discloses several subtotals in the
income from continuing operations category. These subtotals are identified as follows.

1. Gross profit (Revenue — Cost of goods sold)
2. Operating income (Gross profit — Operating expenses)

"2 Throughout this text, we will use many actual companies to illustrate financial reporting concepts and prac-
tices. You will observe many variations in statement titles, terminology, level of detail, and other aspects of
reporting. As a result, you will develop an appreciation of the diversity in financial reporting and the ability to
understand financial information presented in a wide variety of terms and formats.
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3. Income from continuing operations before income taxes (Operating income +
Other revenues and gains — Other expenses and losses)

4. Income from continuing operations (Income from continuing operations before
income taxes — Income taxes on continuing operations)

Each of these major sections and related subtotals is discussed separately as a way
to help you better understand current practices in reporting income from continuing
operations. Then, we will examine the irregular and extraordinary components of
income.

Revenue Revenue reports the total sales to customers for the period less any sales
returns and allowances or discounts. This total should not include additions to bill-
ings for sales taxes and excise taxes that the business is required to collect on behalf
of the government. These billing increases are properly recognized as current liabili-
ties instead of as revenues because the sales tax and excise tax amounts must be
forwarded to the appropriate government agency. Sales returns and allowances and
sales discounts should be subtracted from gross sales in arriving at net sales revenue.
When the sales price is increased to cover the cost of freight to the customer and the
customer is billed accordingly, freight charges paid by the company should also be
subtracted from sales in arriving at net sales. Freight charges not passed on to the
buyer are recognized as selling expenses.

Cost of Goods Sold In any merchandising or manufacturing enterprise, the cost
of goods relating to sales for the period must be determined. As illustrated in the
Techtronics Corporation income statement, cost of goods available for sale is first
determined. This is the sum of the beginning inventory, net purchases, and all other
buying, freight, and storage costs relating to the acquisition of goods. (The net pur-
chases balance is developed by subtracting purchase returns and allowances and pur-
chase discounts from gross purchases, not shown.) Cost of goods sold is then calcu-
lated by subtracting the ending inventory from the cost of goods available for sale.

When the goods are manufactured by the seller, additional elements enter into
the cost of goods sold. Besides material costs, a company incurs labor and over-
head costs to convert the material from its raw material state to a finished good.
A manufacturing company has three inventories rather than one: raw materials,
goods in process, and finished goods. Techtronics Corporation is a merchandising
company. The cost of goods sold for a manufacturing company is illustrated in
Chapter 9.

Gross Profit For most merchandising and manufacturing companies, cost of goods
sold is the most significant expense on the income statement. Because of its size,
firms pay particular attention to changes in cost of goods sold relative to changes in
sales. Gross profit is the difference between revenue from net sales and cost of goods
sold; gross profit percentage, computed by dividing gross profit by revenue from
net sales, provides a measure of profitability that allows comparisons for a firm from
year to year. For General Motors, gross profit is the difference between the cost to
manufacture a car and the price GM charges to dealers who buy cars. In a supermar-
ket, gross profit is the difference between retail selling price and wholesale cost.

Gross profit is an important number. If a company is not generating enough from
the sale of a product or service to cover the costs directly associated with that product
or service, that company will not be able to stay in that line of business for long. For
example, if IBM sells a mainframe computer for $126,000 and the materials, labor,
and overhead costs associated with producing that computer are $139,000, the gross
profit of negative $13,000 suggests that IBM is in serious difficulty. After all, with a
negative gross profit, IBM would not be able to pay for advertising, executive salaries,
interest expense, and so forth.

For example, using information from IBM’s income statement in Exhibit 4-5, we
can compute a gross profit percentage for each type of revenue.
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IBM Corporation
Gross Profit Percentage

2006 2005 2004

Global services. .. ........ ... 27.5% 26.0% 24.2%
Hardware. ... ... ... .. 37.0 35.1 29.4
Software. . ... 85.2 84.9 84.6
Global financing . .. ... ... 50.3 54.7 59.9
Other. . ... (13.8) 44.9 (51.5)
Overall gross profit........... .. . . . . . . 41.9 40.1 36.9

This analysis reveals that IBM’s overall gross profit percentage has increased over
the 3-year period from 2004 to 2006. This increase can be attributed to the increases in
the gross profit percentage of the global services, hardware, and software segments.

Operating Expenses Operating expenses may be reported in two parts: (1) selling
expenses and (2) general and administrative expenses. Selling expenses include items
such as sales salaries and commissions and related payroll taxes, advertising and store
displays, store supplies used, depreciation of store furniture and equipment, and
delivery expenses. General and administrative expenses include officers’ and office
salaries and related payroll taxes, office supplies used, depreciation of office furniture
and fixtures, telephone, postage, business licenses and fees, legal and accounting ser-
vices, contributions, and similar items. For manufacturers, charges related jointly to
production and administrative functions should be allocated in an equitable manner
between manufacturing overhead and operating expenses.

Operating Income Operating income measures the performance of the funda-
mental business operations conducted by a company and is computed as gross profit
minus operating expenses. A general rule of thumb is that all expenses are operat-
ing expenses except interest expense and income tax expense. Accordingly, another
name for operating income is earnings before interest and taxes (EBIT).

Operating income tells users how well a business is performing in the activities
unique to that business, separate from the financing and income tax management
policies that are handled at the corporate headquarters level. For example, operating
income allows you to evaluate Wal-Mart’s overall ability to choose store locations,
establish pricing strategies, train and retain workers, and manage relations with its
suppliers. Operating income does not tell you anything about the interest cost of Wal-
Mart’s loans or how successful Wal-Mart’s tax planners have been at structuring and
locating operations to minimize income taxes.

Other Revenues and Gains This section usually includes items identified with
the peripheral activities of the company. Examples include revenue from financial
activities, such as rents, interest, and dividends, and gains from the sale of assets such
as equipment or investments. A gain reported on the income statement represents a
net amount, that is, the difference between selling price and cost. This differs from
revenues, which are reported in total separately from related expenses.

Other Expenses and Losses This section is parallel to the previous one but results
in deductions from, rather than increases to, operating income. Examples include inter-
est expense and losses from the sale of assets. Losses, like gains, are reported at their
net amounts.

A particularly controversial type of loss arises when companies propose a restruc-
turing of their operations. A restructuring typically causes some assets to lose value
because they no longer fit in a company’s strategic plans. A restructuring also cre-
ates additional costs associated with the termination or relocation of employees. For
example, in the notes to its financial statements, AT&T disclosed that its operating
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expenses for 2000 included a restructuring charge of $7.029 billion resulting from
a combination of asset impairment charges (write-downs) and other one-time restruc-
turing and exit costs to make the company more cost efficient in the future. The
controversy over restructuring charges stems from the fact that companies exercise
considerable discretion in determining the amount of a restructuring charge. The fear
is that companies can use this discretion as a tool for manipulating the amount of
reported net income. For example, companies that are already faced with the pros-
pect of poor reported performance for a year may intentionally overstate the cost of a
restructuring. The motivation for this so-called big-bath approach is that, if a company
is going to report poor results anyway, it makes sense to gather up all the bad news in
the company and report it at the same time, thus diluting the effect of any single bad
news item. Historically, if this approach was followed, reported performance in the
years following the big-bath year would appear much improved, in large part because
the restructuring charge resulted in many expenses of future years being estimated
and reported as one lump sum in the big-bath year. In 2002, the FASB issued a clari-
fying standard to reduce the flexibility companies have to strategically estimate and
recognize big-bath restructuring charges.
The largest restructuring charge (to
f . date) was recognized by Time Warner
y]_ (then called AOL Time Warner) in 2002.
The company recognized a total of $99.737
billion in restructuring charges, almost all

Arthur Levitt, chairman of the SEC, identi- of which related to write-downs of good-

fied five popular areas of accounting “hocus-
pocus’ used by companies to manipulate
reported earnings. Number one on that list
was big-bath restructuring charges.

will associated with the AOL and Time
Warner merger in early 2001. This astro-
nomical restructuring charge also contrib-
uted to Time Warner having the distinction
of reporting the largest single-year net loss
in history, $98.696 billion (on revenues of
$40.961 billion!).

Income from Continuing Operations Before Income Taxes Subtracting other
revenues and gains and other expenses and losses from operating income results in
income from continuing operations before taxes.

Income Taxes on Continuing Operations Income tax expense is the sum of all
the income tax consequences of all transactions undertaken by a company during a
year. Some of those tax consequences may occur in the current year, and some may
occur in future years. When transitory, irregular, or extraordinary items are reported,
total taxes for the period must be allocated among the various components of income.
One income tax amount is reported for all items included in the income from continu-
ing operations category; it is presented as the last section in the category. In contrast,
each item in the transitory, irregular, or extraordinary items category is reported net of
its income tax effect, referred to as “net of income tax.” This separation of income taxes
into different sections of the income statement is referred to as intraperiod income
tax allocation. The Web Material (www.cengage.com/accounting/stice) associated
with Chapter 16 includes extensive coverage of intraperiod income tax allocation.
For example, in 2006 IBM generated enough taxable income to require it to pay
$2.068 billion in income taxes for the year. However, in 2006 IBM also entered into
transactions creating tax liabilities that the company will pay in future years. Even
though those taxes will not be paid until future years, they are recognized as an
expense in the period in which they are incurred. So, as seen in Exhibit 4-5, IBM
reports income tax expense of $3.901 billion for 2006, which represents the net tax
effects, both now and in the future, of all transactions entered into during the year.

13 Statement of Financial Accounting Standards No. 146, “Accounting for Costs Associated with Exit or Disposal
Activities” (Norwalk, CT: Financial Accounting Standards Board, 2002).
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. In the Techtronics illustration, an income
C autlon tax rate of 30% was assumed. Thus, the

amount of income tax related to continu-
ing operations is $33,585 ($111,950 x 0.30).
Keep in mind that while a transaction may The same tax rate is applied to all income
result in a gain or loss for one company, that components in the Techtronics example.
same transaction may be treated differently for In practice, however, intraperiod income
another. For example, if an office supplies store tax allocation may involve different rates
sells its delivery truck to a used car dealer, a for different components of income. This
gain or loss occurs for the office supplies store. results from graduated tax rates and spe-

However, when the used car dealer sells the cial, or alternative, rates for certain types of
delivery truck, the proceeds will be considered gains and losses.

revenue. Why the different treatment? In the

first instance, the sale of the truck is a peripheral Income from Continuing Operations
activity. In the second case, the sale of the truck A key purpose of financial accounting is to
results from the dealer’s ongoing operations. provide interested parties with information
that can be used to predict how a com-
pany will perform in the future. Therefore,
financial statement users desire an income
amount that reflects the aspects of a company’s performance that are expected to
continue into the future. This is labeled Income from Continuing Operations. Income
from continuing operations is computed by subtracting interest expense, income tax
expense, and other gains and losses from operating income.

Transitory, Irregular, and Extraordinary Items

Components of income that are reported separately after income from continuing
operations are sometimes called below-the-line items. These items arise from transac-
tions and events that are not expected to continue to impact reported results in future
years. Reporting these items and their related tax effects separately from continuing
operations provides more informative disclosure to users of financial statements, help-
ing them assess the income and cash flows the reporting company can be expected
to generate in future years. Two types of transactions and events are reported in this
manner: (1) discontinued operations and (2) extraordinary items. In addition to these
two items, the effects of changes in accounting principles, changes in estimates, and
changing prices also influence the income statement and related disclosures. Each of
these items is discussed in turn.

Discontinued Operations A common irregular item involves the disposition of a
separately identifiable component of a business either through sale or abandonment.
The component of the company disposed of may be a major line of business, a major
class of customer, a subsidiary company, or even just a single store with separately
identifiable operations and cash flows. The size of the discontinued activity is not the
factor that determines whether it is reported as a discontinued operation. Instead, to
qualify as discontinued operations for reporting purposes, the operations and cash
flows of the component must be clearly distinguishable from other operations and
cash flows of the company, both physically and operationally, as well as for financial
reporting purposes. For example, closing down one of five product lines in a plant
in which the operations and cash flows from all of the product lines are intertwined
would not be an example of a discontinued operation. Similarly, shifting production
or marketing functions from one location to another would not be classified as a dis-
continued operation.

Management may decide to dispose of a component of a business for many rea-
sons, such as the following:

* The component may be unprofitable.

* The component may not fit into the long-range plans for the company.
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(dollars in millions)

Income (loss) from continUINg OPEratioNns . . ... ... ...ttt ettt $1,863 $ 963 $(2,640)
Net (loss) from discontinued operations (net of income tax benefits of $0, $6,014 and $3,715) ......... (13) (14,513) (4,052)
Gain on disposition of discontinued operations (net of income tax benefit of $61 in 2002) ............. — 1,324 13,503
Income (loss) before cumulative effect of accounting changes .............. .. ... ... ... ... .. 1,850 (12,226) 6,811
Cumulative effect of accounting changes (net of income taxes of $(9), $530 and $(578)) ............... 15 (856) 904

Net iNCome (IOSS) . . ..ottt et et e $1,865 $(13,082) $7715
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* Management may need funds to reduce long-term debt or to expand into other areas.

* Management may be fearful of a corporate takeover by new investors desiring to gain con-
trol of the company.

As companies constantly seek to fine-tune their strategic focus, they sometimes seek
to sell peripheral operational components, especially unprofitable ones, and to con-
solidate the company around its principal business operations. AT&T provides an
example of this strategy. In early 2000, AT&T elected to divest itself of its Broadband
division and its wireless division. In addition, AT&T was still dealing with some envi-
ronmental cleanup costs associated with its spin-off of NCR in 1996. AT&T’s 2003
income statement (shown in Exhibit 4-6) shows the effect of these transactions, which
are disclosed “below-the-line.”

Regardless of the reason that a company sells a business component, the dis-
continuance of a substantial portion of company operations is a significant event.
Therefore, information about discontinued operations should be presented explicitly
to readers of financial statements.

Reporting requirements for discontinued operations. When a company discon-
tinues operating a component of its business, future comparability requires that all
elements that relate to the discontinued operation be identified and separated from
continuing operations. Thus, in the Techtronics Corporation income statement illus-
trated earlier in this chapter, the first category after income from continuing opera-
tions is discontinued operations. The category is separated into two subdivisions:
(1) the current-year income or loss from operating the discontinued component, in
this case a $35,000 loss, plus any gain or loss on the disposal of the component, in
this case a $16,000 loss, and (2) disclosure of the overall income tax impact of the
income or loss associated with the component, in this case a tax benefit of $15,300.
As previously indicated, all below-the-line items are reported net of their respective
tax effects. If the item is a gain, it is reduced by the tax on the gain. If the item is a
loss, it is deductible against other income and thus its existence saves income taxes.
The overall company loss can thus be reduced by the tax savings arising from being
able to deduct the loss from otherwise taxable income.

Frequently, the disposal of a business component is initiated during the year but
not completed by the end of the fiscal year. To be classified as a discontinued opera-
tion for reporting purposes, the ultimate disposal must be expected within one year
of the period for which results are being reported. Accordingly, if a company made
a decision in 2011 to dispose of a business component in April 2012, in the 2011
income statement the results of the operations of that business component should be
reported as discontinued operations.

To illustrate the reporting for discontinued operations, consider the following
example. Thom Beard Company has two divisions, A and B. The operations and cash
flows of these two divisions are clearly distinguishable, and so they both qualify as
business components. On June 20, 2011, Thom Beard decides to dispose of the assets

AT&T Discontinued Operations—From Its 2003 Income Statement

2003 2002 2001
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and liabilities of Division B; it is probable that the disposal will be completed early
next year. The revenues and expenses of Thom Beard for 2011 and for the preceding
two years are as follows:

2011 2010 2009
Sales— A . . $10,000 $9,200 $8,500
Total nontax expenses—A. . ... ... ... 8,800 8,100 7,500
Sales—B .. .. 7,000 8,100 9,000
Total nontax expenses—B. . ... ... .. L i 7,900 7,500 7,700

During the later part of 2011, Thom Beard disposed of a portion of Division B
and recognized a pretax loss of $4,000 on the disposal. The income tax rate for Thom
Beard Company is 40%. The 2011 comparative income statement would appear as

follows:
2011 2010 2009

Sales. .. $10,000 $9,200 $8,500
Expenses . ... ... 8,800 8,100 7,500
Income before income taxes . ............. oo $ 1,200 $1,100 $1,000
Income tax expense (40%)............. ... 480 440 400
Income from continuing operations. .. ... ... ... ... o oL $ 720 $ 660 $ 600
Discontinued operations:
Income (loss) from operations (including loss on disposal

in 2011 of $4,000) .. ... ... (4,900) 600 1,300
Income tax expense (benefit)}—40% . ...... ... ... ... ... o o oL (1,960) 240 520
Income (loss) on discontinued operations ................... .. ... ... (2,940) 360 780
Net income. .. ... $ (2,220) $1,020 $1,380

Notice that this method of reporting allows
1 users to distinguish between the part of Thom
Beard’s business that will continue to generate
income in the future and the part that will not.
According to International Financial Reporting This reporting format makes it much easier for
Standard (IFRS) 5 (issued in March 2004), com- financial statement users to attempt to forecast
panies with discontinued operations must dis- how Thom Beard will perform in subsequent
close the following: the amounts of revenue, years.
expenses, and pretax profit or loss attributable The reporting requirements for discon-
to the discontinued operations and related tinued operations are contained in FASB
income tax expense. In addition, separate dis- Statement No. 144, “Accounting for the
closure of the assets, liabilities, and cash flows Impairment or Disposal of Long-Lived
of the discontinued operations should be made. Assets.”"" On the balance sheet, assets and

liabilities associated with discontinued com-
ponents that have not yet been completely
disposed of as of the balance sheet date are
to be listed separately in the asset and liability sections of the balance sheet. Also, in addi-
tion to the summary income or loss number reported in the income statement, the total
revenue associated with the discontinued operation should be disclosed in the financial
statement notes. The objective of these disclosures is to report information that will

14 Statement of Financial Accounting Standards No. 144, “Accounting for the Impairment or Disposal of Long-Lived
Assets” (Norwalk, CT: Financial Accounting Standards Board, 2001).
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assist external users in assessing future cash flows by clearly distinguishing normal
recurring earnings patterns from those activities that are not expected to continue in
the future yet are significant in assessing the total results of company operations for the
current and prior years.

The reporting practices with respect to discontinued operations in the United
Kingdom represent an interesting alternative to the U.S. approach. For example, in
complying with Financial Reporting Standard (FRS) 3 of the Accounting Standards
Board in the United Kingdom, British Telecommunications (BT) provided the fol-
lowing information in its 2002 profit and loss account (income statement).

(In millions of £) 2002
Total turnover (sales)
ONGOING ACLIVILIES . . . . . .. £21,815
Discontinued actiVities . . . . ... ... 2,827
Total operating profit
ONGOING ACLIVILIES . . . . . . (1,489)
Discontinued activities . ... ... ... ... 371)

This approach provides more information to financial statement users than does
the U.S. approach because it allows for a comparison of the relative size and operating
profitability of the continuing and discontinued operations.

Extraordinary Items According to APB Opinion No. 30, extraordinary items are
events and transactions that are both unusual in nature and infrequent in occurrence.
Thus, to qualify as extraordinary, an item must “possess a high degree of abnormal-
ity and be of a type clearly unrelated to, or only incidentally related to, the ordinary
and typical activities of the entity . . . [and] be of a type that would not reasonably be
expected to recur in the foreseeable future. . . .’

The intent of the APB was to restrict the items that could be classified as extraor-
dinary. The presumption of the Board was that an item should be considered ordinary
and part of the company’s continuing operations unless evidence clearly supports its
classification as an extraordinary item. The Board offered examples of gains and losses
that should not be reported as extraordinary items. These include the following:

* The write-down or write-off of receivables, inventories, equipment leased to others, or
intangible assets.

* The gains or losses from exchanges or remeasurement of foreign currencies, including
those relating to major devaluations and revaluations.

* The gains or losses on disposal of a segment of a business.

* Other gains or losses from sale or abandonment of property, plant, or equipment used in
the business.

* The effects of a strike.
* The adjustment of accruals on long-term contracts.

For example, companies have reported as extraordinary items litigation settlements
and write-offs of assets in foreign countries where expropriation risks were high.

Some items may not meet both criteria for extraordinary items but may meet
one of them. Although these items do not qualify as extraordinary, they should be
disclosed separately as part of income from continuing operations, either before or
after operating income. Examples of these items include strike-related costs, obsolete
inventory write-downs, and gains and losses from liquidation of investments. Most of

'8 Opinions of the Accounting Principles Board No. 30, “Reporting the Results of Operations” (New York: American
Institute of Certified Public Accountants, 1973), par. 20.
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us would consider the costs created by the September 11, 2001, World Trade Center
attack to be the ultimate extraordinary item. However, these costs were not reported
as extraordinary in 2001 income statements. The Emerging Issues Task Force deter-
mined that the economic effects of the World Trade Center attack were so pervasive
as to make it impossible to separate the direct costs stemming from the attack from
the economic costs (including lost revenue) created by the transformation of the eco-
nomic landscape created by the attack.

In 2000 and 2001, Verizon’s financial statements exhibited examples of restruc-
turing charges, extraordinary items, and catastrophic items that seemed extraordinary
but were accounted for as part of ordi-
nary operations. In 2001, Verizon reported
a restructuring charge of $1.596 billion
related to employee severance costs in the
wake of the Bell Atlantic-GTE merger that
created Verizon. In 2000, Verizon reported
a $1.027 billion extraordinary loss (net
of tax) stemming from the FCC-mandated
sale of overlapping wireless services. See
Exhibit 4-7 for Verizon’s disclosure regard-
ing costs created by the World Trade Center
attack.

fy1

Before 2002, all gains and losses resulting from
the early extinguishment of debt were reported

as extraordinary. This classification was ended
with the release of SFAS No. 145; these gains
and losses are now considered ordinary, subject
to the normal criteria for extraordinary items.

Changes in Accounting Principles Although consistency in application of
accounting principles increases the usefulness and comparability of the financial
statements, the conditions of some occasions justify a change from one accounting
principle to another. Occasionally a company will change an accounting principle
(such as from LIFO to FIFO) because a change in economic conditions suggests that
an accounting change will provide better information. More frequently, a change in
accounting principle occurs because the FASB issues a new pronouncement requiring
a change in principle; if GAAP is to be followed, the company has no choice but to
change to conform with the new standard.

When there is a change in accounting principle or method, a company is required to
determine how the income statement would have been different in past years if the new
accounting method had been used all along. To improve comparability, income state-
ments for all years presented (for example, for all three years if three years of comparative
data are provided) must be restated using the new accounting method. The beginning
balance of Retained Earnings for the oldest year presented reflects an adjustment for the

EXHIBIT 4-7 Verizon Disclosure Regarding September 11, 2001,

World Trade Center Attack

Note 2: Accounting for the Impact of the September 11, 2001, Terrorist Attacks

The terrorist attacks on September | Ith resulted in considerable loss of life and property, as well as exacer-
bate weakening economic conditions. Verizon was not spared any of these effects, given our significant opera-
tions in New York and Washington, D.C.

The primary financial statement impact of the September | Ith terrorist attacks pertains to Verizon’s plant,
equipment and administrative office space located either in, or adjacent to the World Trade Center complex, and
the associated service restoration efforts. During the period following September | Ith, we focused primarily on
service restoration in the World Trade Center area and incurred costs, net of estimated insurance recoveries,
totaling $285 million pretax ($172 million after-tax, or $.06 per diluted share) as a result of the terrorist attacks.

Verizon’s insurance policies are limited to losses of $1 billion for each occurrence and include a deduct-
ible of $1 million. As a result, we accrued an estimated insurance recovery of approximately $400 million in
2001, of which approximately $130 million has been received. The costs and estimated insurance recovery
were recorded in accordance with Emerging Issues Task Force Issue No. 01-10, “Accounting for the Impact of
the Terrorist Attacks of September |1, 2001.”
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cumulative income effect of the accounting change on the net incomes of all preceding
years for which a detailed income statement is not presented.

As an illustration of the accounting for a change in accounting principle, consider
the following example. Brandoni Company started business in 2009. In 2011, the
company decided to change its method of computing cost of goods sold from FIFO
to LIFO. To keep things simple, assume that Brandoni has only two expenses: cost
of goods sold and income tax expense. The income tax rate for all items is 40%. The
following sales and cost of goods sold information are for 2009-2011:

2011 2010 2009
Sales .. $8,000 $8,000 $8,000
Cost of goods sold—old method (FIFO) .......... ... ... ... .. ... ... 5,600 6,100 7,500
Cost of goods sold—new method (LIFO) .............................. 4,500 4,500 4,500

The first impact of the change in inventory valuation method is to reduce cost of
goods sold in 2011. The $4,500 cost of goods sold under the new method would be
reported in the normal fashion in the income statement, and the $1,100 ($5,600 — $4,500)
current-year impact of the accounting principle change would be disclosed in the notes
to the financial statements. The 2011 comparative income statement would appear as
follows:

2011 2010 2009
Sales. . . $8,000 $8,000 $8,000
Costof goods sold. . ....... ... .. 4,500 4,500 4,500
Income before income taxes . .. ............ ... $3,500 $3,500 $3,500
Income tax expense (40%). .. ... ... ... 1,400 1,400 1,400
Net iNCOMEe. . . ... $2,100 $2,100 $2,100

One drawback of this retroactive restatement approach is that the comparative income
statements for 2009 and 2010 that are presented in the 2011 financial statements do
NOT report the same 2009 and 2010 cost of goods sold and net income that were
reported in the original 2009 and 2010 income statements. However, this drawback
is more than compensated by the interyear comparability that is provided through
retroactive restatement.

The approach described above for reporting the impact of a change in account-
ing principle is derived from International Accounting Standard (IAS) 8, which was
revised and issued in December 2003. Formerly, the FASB required companies to
report the cumulative income effect (for all past years) of an accounting change as
a single item in the current year’s income statement. To increase international com-
parability of financial statements, the FASB decided in 2005 to change U.S. GAAP to
conform with the international standard.'® The accounting for changes in accounting
principles is discussed more fully in Chapter 20.

Changes in Estimates 1In reporting periodic revenues and in attempting to prop-
erly match those expenses incurred to generate current-period revenues, accountants
must continually make judgments. The numbers reported in the financial statements
reflect these judgments and are based on estimates of such factors as the number
of years of useful life for depreciable assets, the amount of uncollectible accounts
expected, and the amount of warranty liability to be recorded on the books. These
and other estimates are made using the best available information at the statement

¢ Statement No. |54, “Accounting Changes and Error Corrections—A Replacement of APB Opinion No. 20 and
FASB Statement No. 3” (Norwalk, CT: Financial Accounting Standards Board, May 2005).
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date. However, conditions may subsequently change, and the estimates may need
to be revised. Naturally, changing either revenue or expense amounts affects the
income statement. The question is whether the previously reported income measures
should be revised or whether the changes should impact only current and future
periods.

Changes in estimates should be reflected in the current period (the period in which
the estimate is revised) and in future periods, if any, that are affected. No retroactive
adjustments are to be made for a change in estimate. These changes are considered a
normal part of the accounting process, not errors made in past periods.

To illustrate the computations for a change in estimate, assume that Springville
Manufacturing Co., Inc., purchased a milling machine at a cost of $100,000. At the
time of purchase, it was estimated that the machine would have a useful life of ten
years. Assuming no salvage value and that the straight-line method is used, the depre-
ciation expense is $10,000 per year ($100,000/10). At the beginning of the fifth year,
however, conditions indicated that the machine would be used for only three more
years. Depreciation expense in the fifth, sixth, and seventh years should reflect the
revised estimate, but depreciation expense recorded in the first four years would not
be affected. Because the book value at the end of four years is $60,000 ($100,000
— $40,000 accumulated depreciation), annual depreciation charges for the remaining
three years of estimated life would be $20,000 ($60,000/3). The following schedule
summarizes the depreciation charges over the life of the asset:

Year Depreciation
| $ 10,000
L 10,000
B i 10,000
P 10,000
S 20,000
b 20,000
T 20,000
Total (accumulated) depreciation. . ......... ... ... ... $100,000

Effects of Changing Prices The preceding presentation of revenue and expense
recognition has not addressed the question of how, if at all, changing prices are to
be recognized under the transaction approach. As indicated in Chapter 1, accountants
have traditionally ignored this phenomenon, especially when gains would result from
recognition. When an economy experiences high rates of inflation, users of financial
statements become concerned that the statements do not reflect the impact of these
changing prices. When the inflation rates are lower, this user concern decreases.
When the price change rates are increasing, added pressure to adjust the financial
statements is exerted by users of the income statement. Many foreign countries with
high inflation rates require adjustments to remove the inflation effects. McDonald’s
addresses the effects of inflation in its 10-K filed with the SEC. This note disclosure
(included in Exhibit 4-8) indicates that McDonald’s is able to deal with inflation through
a quick turnover of inventory and by increasing prices in those locations where costs
change rapidly.

EXHIBIT 4-8 McDonald’s—Note Disclosure

The Company has demonstrated an ability to manage inflationary cost increases effectively. This is because of
rapid inventory turnover, the ability to adjust menu prices, cost controls and substantial property holdings—
many of which are at fixed costs and partly financed by debt made less expensive by inflation.
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FASB Statement No. 33 required certain large publicly held companies to disclose
selected information about price changes on a supplemental basis. The Board did
not require this recognition to be reported in the basic financial statements but in a
supplemental note to the financial statements that did not have to be audited.

Subsequently, some of the disclosure requirements were eliminated in Statement
No. 82, and all price-level disclosures were made voluntary with Statement No. 89.

Net Income or Loss

Income or loss from continuing operations combined with the results of discontinued
operations and extraordinary items provides users a summary measure of the firm’s per-
formance for a period: net income or net loss. This figure is the accountant’s attempt to
summarize in one number a company’s overall economic performance for a given period.
In the absence of any irregular items, net income is the same as income from continuing
operations.

From the preceding discussion, you can see that when someone refers to a company’s
“income” or “profit,” the person could be referring to any one of a host of numbers: gross
profit, operating income, income from continuing operations, or net income. It is impor-
tant to learn to be very specific when discussing a company’s income. After all, comparing
one company’s net income to another company’s operating income would be like compar-
ing apples to oranges.

In order to compare this period’s results with prior periods or with the perfor-
mance of other firms, net income is divided by net sales to determine the return on
sales. This measurement represents the net income percentage per dollar of sales. For
example, The Walt Disney Company reported the following returns on sales.

2007 2006 2005

Return onsales. ... ... . ... . 13.2% 10.0% 8.1%

Compare these results with a sample of returns on sales from various companies in
different industries, shown in Exhibit 4-9.

When computing the return on sales, keep in mind that net income may include
extraordinary or irregular items that can distort the results and hamper comparability.
Adjustments may be needed in the analysis to account for such items.

Earnings per Share An individual shareholder is interested in how much of a
company’s net income is associated with his or her ownership interest. As a result,
the income statement reports earnings per share (EPS), which is the amount of
net income associated with each common share of stock. For example, in Exhibit 4-5
basic EPS for IBM in 2006 was $6.20. This means that an owner of 100 shares of IBM
stock has claim on $620 ($6.20 EPS X 100 shares) of the $9.492 billion in IBM net
income available to common shareholders for 2006.

EXHIBIT 4-9

Return on Sales

AT&T 11.7% 10.9% 14.4%
McDonald’s 16.4 13.1 12.3
IBM 104 8.7 7.8

Microsoft 28.4 30.8 22.2
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To illustrate the importance of earnings per share, consider the following exam-
ple. For the years 2009-2011, James Caird Company had net income, average shares
outstanding, and earnings per share as follows:

2011 2010 2009
Net income. . ... ... $10,000 $6,000 $2,500
Average shares outstanding . .......... ... ... o ool 10,000 5,000 1,000
Earnings per share (EPS) ... ... .. ... .. ... . il $1.00 $1.20 $2.50

Note that if one looks only at the growth in net income, it appears that the share-
holders of James Caird are doing very well, with net income growth rates of 140% in
2010 and 67% in 2011. However, a look at the data on shares outstanding reveals that
this growth in net income has been driven by a substantial increase in the size of the
company as evidenced by the large increases in shares outstanding. When viewed on
a per-share basis, performance was actually steadily declining from 2009 to 2011; one
of the original shareholders who earned $2.50 for each share owned in 2009 earned
only $1.00 for each of those same shares in 2011.

Companies often disclose two earnings-per-share numbers. Basic EPS reports
earnings based solely on shares actually outstanding during the year. Basic earnings
per share is computed by dividing income available to common shareholders (net
income less dividends paid to or promised to preferred shareholders) by the average
number of common shares outstanding during the period.

Diluted earnings per share reflects the existence of stock options or other rights that
can be converted into shares in the future. For example, in addition to having shares
outstanding, a company could also have granted stock options that allow the option
holders to buy shares of stock at some predetermined price. At present, the option hold-
ers don’t own shares of stock, but they can acquire them from the company at any time.
In other cases, a company might borrow money but also give the right to the lender
to exchange the loan for shares of stock at some predetermined price. Diluted EPS is
computed to give financial statement users an idea about the potential impact on EPS
of the exercise of existing stock options or other rights to acquire shares.

IBM reports basic earnings per share and diluted earnings per share in 2006 of
$6.20 and $6.11, respectively (see Exhibit 4-5). If all options and other convertible
items that are likely to be converted were in fact converted into shares of IBM stock,
the effect on IBM’s earnings per share would be to reduce it by $0.09. A small differ-
ence of $0.09 (about 1.5% of basic EPS) indicates that IBM does not have many options
and convertible securities outstanding. On the other hand, there was a 94% difference
between Altra Holdings, Inc. reported basic and diluted EPS in 2006 and a difference
of 50% for Tyson Foods. These differences indicate that Altra and Tyson have a higher
percentage of stock options outstanding that could possibly dilute earnings per share.

Historically, the accounting rules in the United States governing the computation of
EPS have been unnecessarily complex. In the mid-1990s, the FASB initiated a project, in
conjunction with the IASB, to both improve U.S. accounting practice with respect to EPS
and to increase international agreement on this important accounting issue. In 1997, the
FASB and IASB issued almost identical standards prescribing the methods of comput-
ing the basic and diluted EPS numbers outlined earlier. This represented not only a big
improvement in U.S. accounting practice but also was a milestone in that it was the first
time that the FASB and the IASB worked jointly to issue an accounting standard.

When presenting EPS figures, separate earnings-per-share amounts are computed
by dividing income from continuing operations and each irregular or extraordinary
item by the weighted average number of shares of common stock outstanding for the
reporting period.'”

'7 Statement of Financial Accounting Standards No. 128, “Earnings per Share” (Norwalk, CT: Financial Accounting
Standards Board, 1997).
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For example, the Techtronics Corporation income statement shows earnings per
common share of $1.57 for income from continuing operations, a $0.71 loss from
discontinued operations, and $0.25 for extraordinary gain, for a total of $1.11 for net
income. These figures were derived by dividing each identified component of net
income by 50,000 shares of common stock outstanding during the period. When a
company has only common stock outstanding, computing EPS is very straightforward.
The computations become more complex, however, when a company has certain
types of securities outstanding, such as convertible stock and stock options. These
and other types of securities are discussed in Chapter 13, and more detail on the
computation of earnings per share is given in Chapter 18.

Earnings per share is often used to calculate a firm’s price-earnings (P/E) ratio.
This ratio expresses the market value of common stock as a multiple of earnings and
allows investors to evaluate the attractiveness of a firm’s common stock. The price-
earnings ratio is computed by dividing the market price per share of common stock
by the annual basic EPS. Instead of using the average market value of shares for the
period covered by earnings, the latest market value is normally used. The Wall Street
Journal reports P/E ratios for most listed companies on a daily basis. Assuming that
Techtronics Corporation’s stock closed with a market value of $14.25 per share on
December 31, 2011, its P/E ratio would be computed as follows:

Market value of per share  $14.25

Earnings per share IR 128

P/E ratio =

To get an idea of how price-earnings ratios vary across time, consider the informa-
tion contained in Exhibit 4-10. This exhibit summarizes data for thousands of companies
over a 20-year period. The companies included in the analysis are the largest publicly
traded companies in the United States, determined each year by ranking all publicly trad-
ed companies by market value and then computing the P/E ratios for the half with the
largest market values. Note that over this 20-year period, P/E ratios tended to increase.

In general, the following types of firms have bigher than average P/E ratios.

* Firms with strong future growth possibilities

* Firms with earnings for the year lower than average because of a nonrecurring event
(e.g., a large write-off, a natural disaster)

P/E Ratios Over Time for Large, Publicly Traded U.S. Companies
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* Firms with substantial unrecorded assets (e.g., appreciated land, unrecorded goodwill)
* In general, the following types of firms have lower than average P/E ratios.

» Firms with earnings for the year higher than average because of a nonrecurring event
(e.g., a one-time gain)

* Firms perceived as being very risky

Comprehensive Income and the Statement

of Stockholders’ Equity

Compute compre-

hensive income
and prepare a state-
ment of stockholders’
equity.

WHY In its conceptual framework, the FASB suggests reporting comprehensive
income reflecting all changes in equity during a period except those result-
ing from investments by owners and distributions to owners. Comprehensive
income is the number used to reflect an overall measure of the change in a
company’s wealth during the period.

HOW In addition to net income, comprehensive income includes items that, in gen-
eral, arise from changes in market conditions unrelated to the business opera-
tions of a company. Most companies include a report of comprehensive income
as part of the statement of stockholders’ equity. The statement of stockholders’
equity also includes changes in equity other than those related to income.

Since 1998, the FASB has required companies to provide an additional measure of
income: comprehensive income. This measure of a company’s performance includes
items in addition to those included in net income. Companies can either provide this
additional information in a separate financial statement or include it as a part of the
statement of stockholders’ equity. In this section, we discuss both comprehensive
income and the statement of stockholders’ equity.

Comprehensive Income

Recall from the beginning of this chapter that a general definition of income is the
increase in a company’s wealth during a period. The wealth of a company is impacted
in a variety of ways that have nothing to do with the business operations of the com-
pany. For example, changes in exchange rates can cause the U.S. dollar value of a
company’s foreign subsidiaries to increase or decrease. Comprehensive income is the
number used to reflect an overall measure of the change in a company’s wealth during
the period. In addition to net income, comprehensive income includes items that, in
general, arise from changes in market conditions unrelated to the business operations
of a company. These items are excluded from net income because they are viewed as
yielding little information about the economic performance of a company’s business
operations. However, they are reported as part of comprehensive income because they
do impact the value of assets and liabilities reported in the balance sheet.
The FASB discussed the concept of com-
f . prehensive income in its conceptual frame-
y1 work. However, it wasn’t until 1998 that

the concept was placed into practice with

The FASB allows, even encourages, a separate the issuance of FASB Statement No. 130.
statement of comprehensive income. However, Exhibit 4-11 provides an example (Coca-
almost all companies report comprehensive Cola) of a statement of comprehensive

income in the

statement of changes of stock- income that is included as part of a state-

holders’ equity. ment of stockholders’ equity. Three of the

more common adjustments made in arriving
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EXHIBIT 4-11  Coca-Cola’s Statement of Stockholders’ Equity for 2006
Number of Accumulated
Common Other
Shares Common Capital Reinvested = Comprehensive Treasury
Outstanding Stock Surplus Earnings Income Stock Total

(In millions, except per share data)
BALANCE DECEMBER 31, 2005 2,369 $877 $5,492 $31,299 $(1,669) $(19,644) $16,355
Comprehensive income:

Net income — — — 5,080 — — 5,080

Translation adjustments — — — — 603 — 603

Net gain (loss) on derivatives — — — — (26) — (26)

Net change in unrealized gain

(loss) on securities — — — — 43 — 43
Minimum pension liability, prior
to SFAS No. 158 — — — — 46 — 46

Comprehensive income: 5,746
Adjustment to initially apply

SFAS No. 158 (288) (288)
Stock issued to employees

exercising stock options 4 | 164 — — 165
Tax benefit from employees’

stock option and restricted

stock plans — — 3 — — 3
Stock-based compensation — — 324 — — — 324
Purchases of stock for treasury (55)* — — — — (2,474) (2,474)
Dividends (per share—$1.24) — — — (2911) — — (2911)
BALANCE DECEMBER 31, 2006 2,318 $878 $5,983 $33,468 $(1,291) $(22,118) $16,920
* Common stock purchased from employees exercising stock options numbered approximately zero shares, 0.54 shares and 0.4 shares for the years ended December 31,2006, 2005, and 2004,
':Reesfz;e‘ctt:ill);tes to Consolidated Financial Statements

at comprehensive income are (1) foreign currency translation adjustments, (2) unreal-
ized gains and losses on available-for-sale securities, and (3) deferred gains and losses
on derivative financial instruments.

Foreign Currency Translation Adjustment During 2006, there was an increase
in the value of the currencies (relative to the U.S. dollar) in the countries where Coca-
Cola has foreign subsidiaries. Thus, the U.S. dollar value of the net assets of those
subsidiaries increased $603 million during the year. This increase was not the result
of good business performance by Coca-Cola; it was simply a function of the ebb and
flow of the worldwide economy. This “gain” is not reported as part of net income but
is included in the computation of comprehensive income. PepsiCo, Coca-Cola’s major
competitor, was exposed to similar market conditions during the year and reported an
increase in comprehensive income for foreign currency changes of $465 million.

Unrealized Gains and Losses on Available-for-Sale Securities To maintain a
liquid reserve of assets that can be converted into cash if needed, most companies pur-
chase an investment portfolio of stocks and bonds. For example, as of December 31,
2006, Coca-Cola owned $471 million in securities that had been classified as “available
for sale,” meaning Coca-Cola does not intend to actively trade the securities in this port-
folio but has them available to be sold if the need for cash arises. These securities are
reported in the balance sheet at their current market value. As the market value of these
securities fluctuates, Coca-Cola experiences “unrealized” gains and losses. An unrealized
gain or loss is the same as what is sometimes called a paper gain or loss, meaning that
because the security has not yet been sold, the gain or loss is only on paper.
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Because available-for-sale securities are not part of a company’s operations, the
associated unrealized gains and losses are excluded from the computation of net
income and are instead reported as part of comprehensive income. During 2000,
Coca-Cola recorded a $43 million gain on its available-for-sale portfolio; this amount
was reported as an increase in comprehensive income.

Deferred Gains and Losses on Derivative Financial Instruments Companies
frequently use derivative financial instruments to hedge their exposure to risk stemming
from changes in prices and rates. As prices and rates change, the value of a derivative
based on that price or rate also changes. As with available-for-sale securities, these value
changes give rise to unrealized gains and losses. In some cases, these unrealized gains
and losses on derivatives are included in net income and offset gains or losses on the
items that were being hedged. In other cases, the reporting of the unrealized gains and
losses on derivatives in net income is delayed until a subsequent year; in the meantime,
the unrealized gains and losses are reported as part of comprehensive income. In 20006,
Coca-Cola reported unrealized derivative losses of $26 million as part of comprehensive
income. Additional discussion of derivatives is given in Chapter 19.

A few other comprehensive income items exist in addition to the three just described.
For example, in 2006 Coca-Cola reported an increase of $46 million in comprehensive
income stemming from a reduction of Coca-Cola’s reported pension liability. The key
point to remember is that these items represent changes in assets and liabilities reported
in the balance sheet that are not deemed to reflect a company’s own economic perfor-
mance and are therefore excluded from the computation of net income. The net effect
of each of these adjustments is to report a total comprehensive income of $5.746 billion
in 2006, a net increase of $666 million from the reported amount of net income.

The Statement of Stockholders’ Equity

Most companies include a report of comprehensive income as part of the statement
of stockholders’ equity. This is not the required method of disclosure, but it appears
to be the disclosure chosen by most companies.

The statement of stockholders’ equity also includes changes in equity other than
those related to income. As the Coca-Cola example in Exhibit 4-12 illustrates, new share
issues, treasury stock repurchases, dividends declared, and miscellaneous other transac-
tions related to the equity of a company are disclosed in this statement. A more detailed
discussion of the different types of equity transactions is included in Chapter 13.

Also included in this statement (or as a separate statement of retained earnings)
are adjustments to Retained Earnings. The two general types of retained earnings
adjustments are (1) prior-period adjustments and (2), as indicated earlier, adjustments
arising from some changes in accounting principles. Prior-period adjustments arise
primarily when an error occurs in one period but is not discovered until a subsequent
period. Prior-period adjustments are discussed in Chapter 20.

Forecasting Future Performance

WHY An important use of an income statement is to forecast income in future periods.

Construct sim-

ple forecasts of
income for future
periods.

HOW Good forecasting requires an understanding of what underlying factors deter-
mine the level of a revenue or an expense. Most financial statement forecasting
exercises start with a forecast of sales, which establishes the expected scale of

operations in future periods. Some balance sheet and income statement items
increase naturally as the level of sales increases. Other balance sheet and income
statement items change in response to a company’s long-term strategic plans.
Examples include property, plant, and equipment and depreciation expense.



186

Part |

Foundations of Financial Accounting

Financial statements report past results, but financial statement users are often
interested in what will happen in the future. Therefore, an important skill for financial
statement users to develop is using past financial statements to predict the future. This
section presents a simple demonstration of how to use historical financial statement
information to forecast a future income statement and balance sheet.

The key to a good financial statement forecast is identifying which underlying factors
determine the level of a certain revenue or expense. For example, the level of cost of goods
sold is closely tied to the level of sales, whereas the level of interest expense is only weakly
tied to sales and is instead a direct function of the level of interest-bearing debt.

Most forecasting exercises start with a forecast of sales. The sales forecast indi-
cates how fast the company is expected to grow and represents the general volume
of activity expected in the company. This expected volume of activity influences the
amount of assets that are needed to do business, which in turn determines the level
of financing required. In short, for the resulting forecasted financial statements to
be reliable, an accurate projection of sales is critical. The starting point for a sales
forecast is last year’s sales, with an addition for expected year-to-year growth based
on the average sales growth experienced in previous years. This crude sales forecast
should then be refined using as much company-specific information as is available.
For example, in forecasting McDonald’s sales, one should try to determine how many
new outlets McDonald’s expects to open during the coming year. The resulting sales
forecast is the basis on which to forecast the remainder of the balance sheet, income
statement, and statement of cash flows information.

Exhibit 4-12 contains financial statement information for the hypothetical Derrald
Company. This information will be used as the basis for a simple forecasting exercise.
The 2011 information for Derrald Company is historical information.

Forecast of Balance Sheet Accounts

Not all balance sheet accounts change according to the same process. Some items
increase naturally as sales volume increases. Others increase only in response to spe-
cific long-term expansion plans, and other balance sheet items change only in response

EXHIBIT 4-12 Historical Financial Data for Derrald Company

Balance Sheet 2011
Cash . o e $ 10
Other CUMMENT @SSELS. . .. ..ottt ittt ettt 250
Property, plant, and equipment, Net . ...... ... ...ttt 300
TOtAl @SSELS . . ...t $ 560
Accounts payable .. ... ... $ 100
Bank loans payable . .. ... ... 300
Total stockholders’ equity .. ... ... ... ...ttt et 160
Total liabilities and stockholders’ equity . ......... ... ittt $ 560

Income Statement

SalES . . i $1,000
Cost of g00ds SOId . . .. ..ot 700
Gross Profit .. ... e $ 300
Depreciation EXPENSE . . . . ..ottt ettt e e e e e 30
Other OPerating @XPENSES . .. ...ttt ettt ettt ettt et e e et 170
OPerating Profit . ... ...ttt ettt e e e $ 100
INTEIrEST EXPENSE . . oo\ttt ettt ettt e ettt e e e e 30
Income before taxes .. ... ... ... $ 70

INCOME TAXES . . . o ettt ettt et e et e e e e e e e e e e e

30
I =TT = $ 40
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to specific financing choices made by management. How these different processes
impact the forecast of a balance sheet is outlined next.

Natural Increase If Derrald Company plans to increase its sales volume by 40%
in 2012, it seems logical to assume that Derrald will need about 40% more cash with
which to handle this increased volume of business. In other words, the increased level
of activity itself will create the need for more cash. The same is true of other current
assets, such as accounts receivable and inventory, and of current operating liabilities,
such as accounts payable and wages payable. In short, a planned 40% increase in the
volume of Derrald’s business means that, in the absence of plans to significantly change
its methods of operation, Derrald will also experience a 40% increase in the levels of its
current operating assets and liabilities. These forecasted natural increases are reflected
in the forecasted balance sheet contained in Exhibit 4-13.

Long-Term Planning Long-term assets, such as property, plant, and equipment,
do not increase naturally as sales volume increases. Instead, the addition of a new fac-
tory building, for example, occurs only as the result of a long-term planning process.
Thus, a business anticipating an increase of sales in the coming year of only 10% may
expand its productive capacity by 50% as part of its long-term strategic plan. Similarly,
a business forecasting 25% sales growth may plan to use existing excess capacity to
handle the entire sales increase without any increase in long-term assets. In short,
forecasting future levels of long-term assets requires some knowledge of a company’s
strategic expansion plan. It is assumed that we know that Derrald Company plans to
increase its property, plant, and equipment from $300 in 2011 to $500 in 2012. This
forecasted increase is reflected in Exhibit 4-13.

Financing Choices The levels of long-term debt and of stockholders’ equity are
determined by management’s decisions on how to best obtain financing. In fact,

Forecasted Balance Sheet and Income Statement for Derrald Company

2012
Balance Sheet 2011 Forecasted  Basis for Forecast
(€D 50000000000000000000006060000000006000000600000000¢ $ 10 $ 14 40% natural increase
Other current assets ..............c.oouiiiiiiunnineeennnnn.. 250 350 40% natural increase
Property, plant, and equipment, net .......................... 300 500 management decision
Total aSSets ...t vttt ﬁ $8?
Accounts payable ........... ... m $ITO 40% natural increase
Bank loans payable ......... ... .. ... il 300 524 management decision
Total stockholders’ equity ............ ... ... .. .. ... 160 200 management decision
Total liabilities and stockholders’ equity ....................... ﬁ $8?

2012
Income Statement 2011 Forecasted  Basis for Forecast
e 6000006000000600000000000000000000003000000000000000 $1,000 $1,400 40% increase
Costofgoodssold ............ . i 700 980 70% of sales, same as last year
Gross profit .........uii it $ 300 $ 420
Depreciation €Xpense . . ...t 30 50 10% of PPE, same as last year
Other operating eXpenses ................ouuuuniiiiiennnnn.. 170 238 17% of sales, same as last year
Operating profit ............ it $ 100 $ 132
Interest EXpPense . ...ttt 30 52 10% of bank loans, same as last year
Income before taxes . ...t $ 70 $ 80
INCOMe taXes .. ....oiiiii 30 34 43% of pretax, same as last year
Net iNCOME . ..ottt e e e e $ 40 $ 46
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management often uses forecasted financial statements, prepared under a variety of
different financing scenarios, to help determine financing choices. Because detailed
treatment of the field of corporate finance is beyond the scope of this discussion,
we will merely assume that Derrald is planning to finance its operations in 2012 by
increasing its bank loans payable from $300 to $524 and by increasing stockhold-
ers’ equity from $160 to $200. These forecasted increases are shown in Exhibit 4-13.
Notice that the forecasted balance sheet for 2012 has total assets of $864 and total
liabilities and stockholders’ equity of $864. The numerical discipline imposed by the
structure of the balance sheet ensures that the forecasted asset increases are consis-
tent with Derrald Company’s plans for additional financing.

Forecast of Income Statement Accounts

The amount of some expenses is directly tied to the amount of sales for the year.
Derrald Company’s sales are forecasted to increase by 40% in 2012, so it is reason-
able to predict that cost of goods sold will increase by the same 40%. Another way
to perform this calculation is to assume that the ratio of cost of goods sold to sales
remains constant from year to year. Thus, because cost of goods sold was 70% of sales
in 2011 ($700/$1,000 = 70%), cost of goods sold should increase to $980 ($1,400 X
0.70) in 2012, as shown in Exhibit 4-13. Similarly, other operating expenses, such as
wages and shipping costs, are also likely to maintain a constant relationship with the
level of sales.

The amount of a company’s depreciation expense is determined by how much
property, plant, and equipment the company has. In 2011, Derrald Company had $30 of
depreciation expense on $300 of property, plant, and equipment, that is, depreciation
was 10% ($30/$300). If the same relationship holds in 2012, Derrald can expect to report
depreciation expense of $50 ($500 X 0.10).

Interest expense depends on how much interest-bearing debt a company has. In
2011, Derrald Company reported interest expense of $30 with bank loans payable of
$300. These numbers imply that the interest rate on Derrald’s loans is 10% ($30/$300).
Because the bank loans payable are expected to increase to $524 in 2012, Derrald can
expect interest expense for the year of $52 ($524 X 0.10 = $52).

As shown in Exhibit 4-13, the assumptions made so far imply that Derrald’s income
before taxes in 2012 will total $80. Income tax expense is determined by how much pre-
tax income a company has. The most reasonable assumption to make is that a compa-
ny’s tax rate, equal to income tax expense divided by pretax income, will stay constant
from year to year. Derrald’s tax rate in 2011 was 43% ($30/$70), which when applied to
the forecasted pretax income of $80 for 2012, implies that income tax expense in 2012
will total $34 ($80 X 0.43).

The complete forecasted income statement for 2012 indicates that Derrald
Company’s income for the year will be $46. The quality of this forecast is only as good
as the assumptions that underlie it. To determine how much impact the assumptions
can have, it is often useful to conduct a sensitivity analysis. This involves repeating
the forecasting exercise using a set of pessimistic and a set of optimistic assumptions.
Thus, one can construct worst-case, standard-case, and best-case scenarios to use in
making decisions with the forecasted numbers.

Financial statement forecasting is used to construct an estimate of how well a com-
pany will perform in the future. This forecasting exercise is useful for bankers worried
about whether they can recover their money if they make a loan to a company and for
investors who want to determine how much to invest in a company. Forecasted finan-
cial statements are also useful to company management for evaluating alternate strate-
gies and determining whether the planned operating, investing, and financing activities
appropriately mesh together. The Derrald Company example used in this chapter will
also be used in Chapter 5 to illustrate how to forecast a company’s statement of cash
flows.
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Concluding Comments

This chapter highlights the need for users of the income statement to use care with
terminology. For example, income can mean gross profit, operating income, income
from continuing operations, net income, or comprehensive income. One must be very
careful with accounting terminology.

The income statement summarizes a firm’s performance in its primary business
activities (operating income) as well as peripheral activities (income from continu-
ing operations). The income statement also includes two “below-the-line” items that
are treated somewhat differently than other items included on the income statement.
These are summarized in Exhibit 4-14.

The statement of stockholders’ equity includes other changes in a company’s
equity and often includes comprehensive income. Comprehensive income is a rela-
tively new operational measure, and it will be interesting to see how the financial
community uses this information in making investment decisions.

Summary of Procedures for Reporting Irregular, Nonrecurring,
or Unusual Items*

Where Reported Category Description Examples
Part of income from Changes in Normal recurring changes in estimating ~ Changes in building and equipment lives,
continuing operations.  estimates. future amounts. Included in normal changes in estimated loss from

On income statement,
but after income from
continuing operations.

As adjustments to
retained earnings on
the balance sheet

Unusual gains and
losses, not considered
extraordinary.

Discontinued
operations.

Extraordinary items.

Prior-period adjustments
and changes in accounting

principles.

accounts.

Unusual or infrequent, but not
both. Related to normal operations.
Material in amount. Shown in

other revenues and gains or

other expenses and losses.

Disposal of completely separate
business component. Include gain
or loss from sale or abandonment.

Both unusual and infrequent.

Not related to normal business
operations. Material in amount.
Material correction of errors; earliest

retained earnings balance reported
when a retroactive adjustment is made.

*This chart describes the usual case. Exceptions to the descriptions occasionally do occur.

uncollectible accounts receivable,
changes in estimate of warranty liability.

Gains or losses from sale of assets,
investments, or other operating assets.
Write-off of inventories as obsolete.

Sale by conglomerate company of
separate line of business, such as milling
company selling restaurant segment.

Material gains and losses from some
casualties or legal claims if meet criteria.

Failure to depreciate fixed assets;
mathematical error in computing
inventory balance; retroactive
adjustment for new FASB standard.

1. 54.8% = (863,055 — $40,733)/840,733. 3.

This is a sharp increase.

25% = (87,356 — $5,887)/$5,887.
Revenues grew much faster than net
income indicating an increase in expenses.

2.

The major expense categories between

operating income and income from con-
tinuing operations are interest expense
and income tax expense. ATET had over
$400 million more in interest expense for
2005 when compared to 2004.
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1. (Page 158) The correct answer is D. Measur-

ing physical well-offness would require
Sfirms to obtain fair market value measures
of each of their assets and liabilities each
period. The difficulties of obtaining these
measures along with the associated costs
would, in most cases, cause the costs of the
information to exceed its benefits.

(Page 161) The correct answer is A.
Revenues and expenses are associated with
what a business does. That is, they relate to
a company’s central activities. An investor
or creditor would want to evaluate a busi-
ness’s performance in its central activities.

Additional information relating to gains
and losses associated with the peripheral
activities of a business would be useful but
should not be combined with revenues and
expenses for reporting purposes.

(Page 163) The correct answer is B. Recall
that revenue recognition at the time of
production is acceptable when sale at an
established price is practically assured. For
the gold produced by Kinross in eastern
Russia, enough uncertainty surrounds the
shipment and sale of the gold that revenue
is not recognized until the actual sale
occurs.

OBJECTIVES

Define the concept of income.

Income is a return over and above the invest-
ment of the owners. It measures the amount
that an entity could return to its investors and
still leave the entity as well off at the end of
the period as at the beginning. Two concepts
can be used to measure “well-offness”: finan-
cial capital maintenance (the dollar amount of
net assets) and physical capital maintenance
(physical productive capacity). The FASB has
chosen to use the financial capital mainte-
nance concept in measuring income.

Explain why an income measure is important.

Many consider the recognition, measurement,
and reporting of income to be among the
most important tasks performed by account-
ants. Many individuals use this measure for
business and economic decisions that result in
the allocation of resources, which in turn con-
tributes to the standard of living in society.

Explain how income is measured, including the rev-
enue recognition and expense-matching concepts.

Income is measured as the difference between
resource inflows (revenues and gains) and out-
flows (expenses and losses) over a period of
time. Revenues are recognized when (1) they
are realized or realizable and (2) they have
been earned through substantial completion of

the activities involved in the earning process.
Usually, this is at the point of sale of goods or
services. Expenses are matched against revenues
directly, in a systematic or rational manner, or are
immediately recognized as a period expense.

Understand the format of an income statement.

The general format of a multiple-step income
statement is to subtract cost of goods sold and
operating expenses from operating revenues
to derive operating income. Gains and losses
are then included to arrive at income from
continuing operations. Regardless of the for-
mat, irregular and extraordinary items are dis-
closed separately to determine net income.

Describe the specific components of an income
statement.

Most companies will report on some or all of
the following specific components of an income
statement:

* Revenue

* Cost of goods sold
* Gross profit

* Operating expenses
* Operating income

* Other revenues and gains



* Other expenses and losses

* Income from continuing operations before
income taxes

* Income taxes on continuing operations
* Income from continuing operations

* Discontinued operations

* Extraordinary items

Compute comprehensive income and prepare a
statement of stockholders’ equity.

In its conceptual framework, the FASB sug-
gests reporting comprehensive income reflect-
ing all changes in equity during a period except
those resulting from investments by owners
and distributions to owners. Comprehensive
income is the number used to reflect an overall
measure of the change in a company’s wealth
during the period. In addition to net income,
comprehensive income includes items that, in
general, arise from changes in market condi-
tions unrelated to the business operations of
a company. Most companies include a report
of comprehensive income as part of the state-
ment of stockholders’ equity. The statement of
stockholders’ equity also includes changes in
equity other than those related to income.

IASB SUMMARY

The Income Statement Chapter 4

Construct simple forecasts of income for future
periods.

An important use of an income statement is to
forecast income in future periods. Good forecast-
ing requires an understanding of what underly-
ing factors determine the level of a revenue or
an expense. Most financial statement forecasting
exercises start with a forecast of sales, which
establishes the expected scale of operations
in future periods. Some balance sheet items
increase naturally as the level of sales increases;
examples of such accounts are cash, accounts
receivable, inventory, and accounts payable.
Other balance sheet items, such as property,
plant, and equipment, change in response to a
company’s long-term strategic plans. Finally, the
amounts of the balance sheet items associated
with financing, such as long-term debt and paid-
in capital, are determined by the financing deci-
sions made by a company’s management.

Some income statement items, such as cost of
goods sold, maintain a constant relationship with
sales. Depreciation expense is more likely to be
related to the amount of a company’s property,
plant, and equipment. Interest expense is tied
to the balance in interest-bearing debt. Finally,
income tax expense is typically a relatively con-
stant percentage of income before taxes.

IAS B standards

Topic U.S. GAAP IASB Standard
Change in SFAS No. 154 IAS 8
- accounting In this area, U.S. GAAP was recently Income statements for all years presented
=y principle changed to be in harmony with inter- are restated. The beginning balance of

national standards.

Retained Earnings for the oldest year
presented is adjusted for the cumulative
income effect of the accounting change
on the net incomes of all preceding years.

Revenue recognition
before sale

SAB 101 and 104

In almost all circumstances, no revenue
is recognized until a sale and delivery
have occurred. This is discussed in
detail in Chapter 8.

IAS 41

Gains and losses from increases and
decreases in the fair value of biological
assets (such as cows) and agricultural pro-
duce (such as harvested wheat) are rec-
ognized when they occur, without waiting
until the items are subsequently sold.

Reporting results
of discontinued
operations

SFAS No. 144

Assets and liabilities associated with
discontinued components that have
not yet been completely disposed of
as of the balance sheet date are to
be listed separately. Total revenue
associated with discontinued opera-
tions should be disclosed in the
financial statement notes.

IFRS 5

In addition to the disclosures required
under U.S. GAAP, separate disclosure
of the cash flows of the discontinued
operations should be made.
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operations 169
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185
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Revenues 161
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160

QUESTIONS

10.

11.

FASB Concepts Statement No. 1 states, “The
primary focus of financial reporting is infor-
mation about an enterprise’s performance
provided by measures of earnings and its
components.” Why is it unwise for users of
financial statements to focus too much atten-
tion on the income statement?

After the necessary definitions and assump-
tions that support the determination of income
have been made, what are the two methods
of income measurement that may be used to
determine income? How do they differ?

What different measurement methods may
be applied to net assets in arriving at income
under the capital maintenance approach?
Income as determined by income tax regula-
tions is not necessarily the same as income
reported to external users. Why might there
be differences?

What is the difference between a code law
country and a common law country?

How are revenues and expenses different
from gains and losses?

What two factors must be considered in decid-
ing the point at which revenues and gains
should be recognized? At what point in the rev-
enue cycle are these conditions usually met?
Name three exceptions to the general rule
that assumes revenue is recognized at the
point of sale. What is the justification for
these exceptions?

What guidelines are used to match costs with
revenues in determining income?

What are some possible disadvantages of a
multiple-step income statement?

Identify the major sections (components of
income) that are included in a multiple-step
income statement.

12.

13.

14.

15.

16.

17.

18.

19.

20.

21.

What are restructuring charges, and why do

they generate controversy?

What is the meaning of “intraperiod” income

tax allocation?

Pop-Up Company has decided to sell its lid

manufacturing division even though the divi-

sion is expected to show a small profit this

year. The division’s assets will be sold to anoth-

er company at a loss of $10,000. What informa-

tion (if any) should Pop-Up disclose in its finan-

cial reports with respect to this division?

Which of the following would not normally

qualify as an extraordinary item?

(a) The write-down or write-off of receivables.

(b) Major devaluation of foreign currency.

(¢) Loss on sale of plant and equipment.

(d) Gain from early extinguishment of debt.

(e) Loss due to extensive flood damage to an
asphalt company in Las Vegas, Nevada.

(® Loss due to extensive earthquake damage

to a furniture company in Los Angeles,

California.

Farming loss due to heavy spring rains in

the Northwest.

Explain briefly the difference in accounting

treatment of (a) a change in accounting prin-

ciple and (b) a change in accounting estimate.

Under IASB standards, how is the cumula-

tive effect of a change in accounting principle

reported?

What is the general practice in reporting earn-

ings per share?

Define comprebensive income. How does it

differ from net income?

What is the starting point for the preparation

of forecasted financial statements?

Describe the process one should use in fore-

casting depreciation expense.

(€))
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PRACTICE EXERCISES

Practice 4-1

LO1

Practice 4-2

LO1

Practice 4-3

LO3

Practice 4-4

LO3

Financial Capital Maintenance
The company had the following total asset and total liability balances at the beginning
and the end of the year:

Beginning Ending
Total @SSELS . . ..ot $400,000 $625,000
Total liabilities . .. ... . 230,000 280,000

During the year, the company received $100,000 in new investment funds contributed
by the owners. Using the financial capital maintenance concept, determine the com-
pany’s income for the year.

Physical Capital Maintenance

Refer to Practice 4-1. Assets with the same productive capacity as the assets compris-
ing the $400,000 beginning asset balance had a current cost of $465,000 at the end of
the year. Using the physical capital maintenance concept, determine the company’s
income for the year.

Computation of Income Using Matching
The company sells custom-designed engineering equipment. During the most recent
year, the company received the following customer orders:

For Machine A, selling price = $125,000, production cost = $67,000
For Machine B, selling price = $235,000, production cost = $140,000
For Machine C, selling price = $72,000, production cost = $41,000
For Machine D, selling price = $370,000, production cost = $150,000

Machines A and C were completed and shipped during the year; the total revenue
from the sale of these machines will be reported in the income statement for the
year. Machines B and D have not yet been completed; the total production cost
incurred so far for these two machines is $240,000. The revenue from the sale of
these two machines will not be reported in the income statement for the year. Using
the transaction approach (the matching method), compute the company’s income
for the year.

Revenue Recognition
The following information describes the company’s sales for the year:

(a) A sale for $100,000 was made on March 23. As of the end of the year, all work
associated with the sale has been completed. Unfortunately, the customer is a
significant credit risk and the collection of the cash for the sale is very uncer-
tain. No cash has been collected as of the end of the year.

(b) A sale for $130,000 was made on July 12. The $130,000 cash for the sale was
collected in full on July 12. The work associated with the sale has not yet
begun but is expected to be completed early next year.

(©) A sale for $170,000 was made on November 17. No cash has been collected
as of the end of the year, but all of the cash is expected to be collected early
next year. As of the end of the year, all of the work associated with the sale
has been completed.

How much revenue should be recognized for the year?
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Practice 4-5 Expense Recognition
The following information describes the company’s costs incurred during the year:
LO3
Length of
Amount Expense Recognition Allocation Matched Revenue
of Cost Method Period Recognized?
(a) $30,000 Direct matching Not applicable Yes
(b) 70,000 Immediate recognition Not applicable Not applicable
(c) 15,000 Rational allocation 3 years Not applicable
(d) 27,000 Immediate recognition Not applicable Not applicable
(e) 45,000 Rational allocation 5 years Not applicable
) 50,000 Direct matching Not applicable No
How much expense should be recognized for the year?
Practice 4-6 Multiple-Step Income Statement
Using the following information, prepare a multiple-step income statement.
LO4 Costof goods sold .. ... ... $ 6,000
INTEIreSt XPENSE . . . ...ttt 1,100
Selling and administrative eXpense .. ............... ... ... 750
Cash . 400
Sales 10,000
Extraordinary gain (net of income taxes) ................ ... 250
Dividends . .. ... 700
Retained earnings (beginning) . . . ... .. ... 1,000
Income tax expense (on continuing Operations) .. ............ ... ... ... ... ..o 1,200
Practice 4-7 Multiple-Step Income Statement
Using the following information, prepare a multiple-step income statement.
LO4 Cost of goods sold . ... ... $ 8,000
INterest @XPENnSe . ... .. ... .. 900
Selling and administrative eXpense . .. ............ ... ... 1,000
Cash . 600
SalES . .. 13,000
Accrued wages payable . .. ... ... 320
Dividends . ... ... 500
Retained earnings (beginning) . .. ...... ... ... ... 700
INCOME taX EXPENSE . ... .. 1,000
Practice 4-8 Computation of Gross Profit Percentage
Refer to the IBM information in Exhibit 4-5. Compute the overall gross profit percent-
LOS age for 2004, 2005, and 2006.
Practice 4-9 Income from Continuing Operations
Refer to the IBM information in Exhibit 4-5. Compute income from continuing opera-
LO5 tions as a percentage of total revenue for 2004, 2005, and 2000.
Practice 4-10 Computation of Income from Continuing Operations
Use the following information to compute income from continuing operations.
LO5 Assume that the income tax rate on all items is 40%.
Costof goods sold ... ... .. $ 5,000
INTEIreSt XPENSE . . .. ..ottt 900
Income (loss) from discontinued operations . . ............... .. ... (1,500)
Selling and administrative eXpense . ... ......... ... ... 1,450
Extraordinary loss . ... ... (350)
Sl . . 12,000
Dividends . . ... 750
Loss on sale of discontinued operations . ... ........ ... ... (300)
Practice 4-11 Computation of Income from Discontinued Operations

Fleming Company has two divisions, E and N. Both qualify as business components.
LO5 In 2011, the firm decides to dispose of the assets and liabilities of Division Nj it
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is probable that the disposal will be completed early next year. The revenues and
expenses of Fleming for 2010 and 2011 are as follows:

2011 2010
Sales—E . ... $5,000 $4,600
Total nontax expenses—E . ... .. ... 4,400 4,100
Sales— N .. 3,500 5,100
Total nontax expenses—N . .. ... 3,900 4,500

During the later part of 2011, Fleming disposed of a portion of Division N and rec-
ognized a pretax loss of $2,000 on the disposal. The income tax rate for Fleming
Company is 30%. Prepare the 2011 comparative income statement.

Practice 4-12 Computation of Income from Discontinued Operations
Refer to the data in Practice 4-11. Repeat the exercise, assuming that Division E is
LOS being discontinued. Also assume that instead of a $2,000 pretax loss on the disposal,

there was a $1,500 pretax gain.

Practice 4-13 Gains and Losses on Extraordinary Items
Use the following information to compute income from continuing operations and net
LO5 income. Assume that the income tax rate on all items is 40%.
Cost of goods sold . .. ... $14,000
INTErest XPENSE . . ... ..t 2,400
Loss from an unusual but frequent event . ....... ... .. L o (3,000)
Selling and administrative XPenSe . . .. ... ... .. ittt 2,250
Loss from an unusual and infrequent event .. ... ... .. (800)
Sales . . 25,000
Gain from a normal but infrequent event . ... ... 1,350
Dividends . . . .. ... 1,000
Practice 4-14 Cumulative Effect of a Change in Accounting Principle
The company started business in 2009. In 2011, the company decided to change its
LO5 method of computing oil and gas exploration expense. The company has only two

expenses: oil and gas exploration expense and income tax expense. The following
sales and oil and gas exploration expense information are for 2009-2011:

2011 2010 2009
Sales . . $5,000 $3,000 $2,000
Qil and gas exploration expense—old method . . ........................ 1,000 600 400
Oil and gas exploration expense—new method . ........................ 700 1,200 1,500

Prepare the 2011 comparative income statement. The income tax rate for all items is 30%.

Practice 4-15 Accounting for Changes in Estimates
A building was purchased for $100,000 on January 1, 2006. It was estimated to have
LO5 no salvage value and to have an estimated useful life of 20 years. On January 1, 2011,

the estimated useful life was changed from 20 years to 30 years. Compute deprecia-
tion expense for 2011. Use straight-line depreciation.

Practice 4-16 Return on Sales
Use the following information to compute return on sales.

LO5 Earnings per share .. ... ... .. ... $1.67
Costof goods sold .. ... ... $10,000
Cash . .. $550
Sales . o $13,000
Market price per share ... ... ... $20
Nt INCOME . . .. $200

Total stockholders’ equity . ... ... ... ... .. . . $6,700
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Practice 4-17 Earnings per Share
For the years 2009-2011, Robbins Soccer Company had net income and average
LO5 shares outstanding as follows:
2011 2010 2009
Netincome . ... ... $12,250 $9,000 $5,500
Average shares outstanding . . .......... ... ... oL oo 3,500 3,000 2,000

What was the percentage of change in earnings per share (EPS) in 2010? In 2011?

Practice 4-18 Price-Earnings (P/E) Ratio
LO5 Refer to Practice 4-16. Use that information to compute the price-earnings ratio.
Practice 4-19 Comprehensive Income
Use the following information to compute net income and comprebensive income. For
LOG6 simplicity, ignore income taxes.
Income from continuing operations . ............. ... ... $ 9,000
Unrealized loss on available-for-sale securities ........... ... . ... ... . . ... (1,700)
Dividends . . .. .. 850
Extraordinary 10ss .. ... .. (1,200)
Foreign currency translation adjustment (equity increase) ...................... ... i 1,500
Practice 4-20 Forecasted Balance Sheet
The following balance sheet asset information is for 2011:
LO7 Cash Lo $ 100
Accounts receivable . ... ... 500
INVENTOrY . e 1,000
Land o 2,500
Plant and equipment (Net) . ... ... ... ... 5,000

Sales are expected to increase by 25% in 2012. No new land will be needed to support
this increased level of sales. This sales increase will require significantly expanded
production capacity; net plant and equipment will increase by 40%. Prepare a forecast
of the Assets section of the 2012 balance sheet.

Practice 4-21 Forecasted Income Statement
The following balance sheet information represents actual data for 2011 and fore-
LO7 casted data for 2012:
Actual 2011 Forecasted 2012
CUPFENT ASSELS . . . o ottt e e e e $2,000 $2,600
Property, plant, and equipment (net) ............... . ... ... .. 5,000 6,000
Accounts payable . ... ... . o 500 650
Long-termdebt ...... ... ... .. 4,000 5,000
Total stockholders’ equity . . .......... ... . .. ... ... 2,500 2,950

The actual income statement for 2011 is as follows:

SalES $10,000
Cost of goods sold ... ... . 6,000
Depreciation EXPEeNSE . . ... ... ... 1,000
INterest eXPENSe. . ... ... 400
Income before iNCome taxes . .. .. .. ... .. $ 2,600
INCOME taX EXPENSE . . .. ... e 910
Nt INCOME . . $ 1,690

Sales are expected to increase by 30% in 2012. Prepare a forecasted income statement
for 2012.
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Exercise 4-22

LO3

Exercise 4-23

LO3

Exercise 4-24

LO3
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Calculation of Net Income

Changes in the balance sheet account balances for the Bubble Bobble Co. during 2011
follow. Dividends declared during 2011 were $15,000. Calculate the net income for the
year assuming that no transactions other than the dividends affected retained earnings.

Increase
(Decrease)

Cash . $ 38,500
Accounts Receivable . ... ... .. .. 57,000
INVENTOrY ... (32,500)
Buildings and Equipment (net) .. ... .. ... ... ... 160,000
Patents .. ... ... (4,000)
Accounts Payable . ... ... (45,000)
Bonds Payable . ... ... ... 135,000
Capital Stock ... ... 25,000
Additional Paid-In Capital .......... ... ... . . . 35,000

Revenue Recognition
For each of the following transactions, events, or circumstances, indicate whether the rec-
ognition criteria for revenues and gains are met and provide support for your answer.

(a) An order of $25,000 for merchandise is received from a customer.

(b) The value of timberlands increases by $40,000 for the year due to normal growth.

() Accounting services are rendered to a client on account.

(d A 1991 investment was made in land at a cost of $80,000. The land currently
has a fair market value of $107,000.

(e) Cash of $5,600 is collected from the sale of a gift certificate that is redeemable
in the next accounting period.

(f) Cash of $7,500 is collected from subscribers for subscription fees to a monthly
magazine. The subscription period is 2 years.

(g) You owe a creditor $1,500, payable in 30 days. The creditor has cash flow dif-
ficulties and has agreed to allow you to retire the debt in full with an immedi-
ate payment of $1,200.

Revenue Recognition

Indicate which of the following transactions or events gives rise to the recognition of
revenue in 2011 under the accrual basis of accounting. If revenue is not recognized,
what account, if any, is credited?

(a) On December 15, 2011, Howe Company received $20,000 as rent revenue for
the 6-month period beginning January 1, 2012.

(b) Monroe Tractor Co., on July 1, 2011, sold one of its tractors and received
$10,000 in cash and a note for $50,000 at 12% interest, payable in one year.
The fair market value of the tractor is $60,000.

(c) Oswald, Inc., issued additional shares of common stock on December 10,
2011, for $30,000 above par value.

(d Balance Company received a purchase order in 2011 from an established custom-
er for $10,200 of merchandise. The merchandise was shipped on December 20,
2011. The company’s credit policy allows the customer to return the merchandise
within 30 days and a 3% discount if paid within 20 days from shipment.

(e) Gloria, Inc., sold merchandise costing $2,000 for $2,500 in August 2011. The terms
of the sale are 15% down on a 12-month conditional sales contract, with title to
the goods being retained by the seller until the contract price is paid in full.

(f) On November 1, 2011, Jones & Whitlock entered into an agreement to audit the
2011 financial statements of Lehi Mills for a fee of $35,000. The audit work began
on December 15, 2011, and will be completed around February 15, 2012.
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Exercise 4-25 Expense Recognition
For each of the following items, indicate whether the expense should be recognized
LO3 using (1) direct matching, (2) systematic and rational allocation, or (3) immediate

recognition. Provide support for your answer.

(a) Johnson & Smith, Inc., conducts cancer research. The company’s hope is to devel-
op a cure for the deadly disease. To date, its efforts have proven unsuccessful. It
is testing a new drug, Ebzinene, which has cost $400,000 to develop.

(b) Sears offers warranties on many of the products it sells. Although the war-
ranty periods range from days to years, Sears can reasonably estimate warranty
costs.

(o) Stocks Co. recently signed a 2-year lease agreement on a warehouse. The
entire cost of $15,000 was paid in advance.

(d) John Clark assembles chairs for the Stone Furniture Company. The company
pays Clark on an hourly basis.

(e) Hardy Co. recently purchased a fleet of new delivery trucks. The trucks are
each expected to last for 100,000 miles.

(f) Taylor Manufacturing Inc. regularly advertises in national trade journals.
The objective is to acquire name recognition, not to promote a specific

product.
Exercise 4-26 Change in Estimate
Borgquist Corporation purchased a patent on January 2, 2008, for $400,000. Its origi-
LO5 nal life was estimated to be 10 years. However, in December of 2011, Borgquist’s

controller received information proving conclusively that the product protected by
the Borgquist patent would be obsolete within three years. Accordingly, the company
decided to write off the unamortized portion of the patent cost over four years begin-
ning in 2011. How would the change in estimate be reflected in the accounts for 2011
and subsequent years?

Exercise 4-27 Classification of Income Statement Items
Where in a multiple-step income statement would each of the following items be
LO4, LO5 reported?

(a) Purchase discounts

(b) Gain on early retirement of debt

(c) Interest revenue

(d) Loss on sale of equipment

(e) Casualty loss from hurricane

(f) Sales commissions

(g) Loss on disposal of business component
(h) Income tax expense

(i) Gain on sale of land

()  Sales discounts

(k) Loss from long-term investments written off as worthless
(D  Direct labor cost

(m) Vacation pay of office employees

(n) Ending inventory

Exercise 4-28 Analysis and Preparation of Income Statement

LO5 The selling expenses of Caribou Inc. for 2011 are 13% of sales. General expenses,
excluding doubtful accounts, are 25% of cost of goods sold but only 15% of sales.
Doubtful accounts are 2% of sales. The beginning inventory was $136,000, and it
decreased 30% during the year. Income from operations for the year before income
taxes of 30% is $160,000. Extraordinary gain, net of tax of 30%, is $21,000. Prepare an
income statement, including earnings-per-share data, giving supporting computations.
SPREADSHEET Caribou Inc. has 130,000 shares of common stock outstanding.
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Intraperiod Income Tax Allocation
Nephi Corporation reported the following income items before tax for the year 2011:

Income from continuing operations before income taxes . ........... ... ... o oo ool $260,000
Loss from operations of a discontinued business component. ............... ... ... o i 70,000
Gain from disposal of a business component . ............. ... .. 40,000
Extraordinary gain .. ... 110,000

The income tax rate is 35% on all items. Prepare the portion of the income state-
ment beginning with Income from continuing operations before income taxes for the
year ended December 31, 2011, after applying proper intraperiod income tax alloca-
tion procedures.

Discontinued Operations

On May 31, 2011, top management of Stafford Manufacturing Co. decided to dispose
of an unprofitable business component. An operating loss of $210,000 associated with
the component was incurred during the year. The plant facilities associated with the
business segment were sold on November 30, and a $23,000 gain was realized on the
sale of the plant assets.

(a) Assuming a 30% tax rate, prepare the discontinued operations section of
Stafford Manufacturing Co.’s income statement for the year ending December
31, 2011.

(b) What additional information about the discontinued segment would be provided
by Stafford Manufacturing if it were reporting using the accounting standards
of the United Kingdom?

Discontinued Operations

Jason Bond Company operates two restaurants, one in Valencia and one in Saugus.
The operations and cash flows of each of the two restaurants are clearly distinguish-
able. During 2011, Jason Bond decided to close the restaurant in Saugus and sell
the property; it is probable that the disposal will be completed early next year. The
revenues and expenses of Jason Bond for 2011 and for the preceding two years are
as follows:

2011 2010 2009
Sales—Valencia. . ... .. ... $60,000 $48,000 $40,000
Cost of goods sold—Valencia . . ............. ... ... o o i 26,000 22,000 18,000
Other expenses—Valencia .............. ... i 14,000 13,000 12,000
Sales—Saugus . . ... ... 23,000 30,000 52,000
Cost of goods sold—Saugus . ........ ... ... ... ... ool 14,000 19,000 20,000
Other expenses—SaugUS . . . ... ..ottt 17,000 16,000 15,000

The other expenses do not include income tax expense. During the later part of
2011, Jason Bond sold much of the kitchen equipment of the Saugus restaurant and
recognized a pretax gain of $15,000 on the disposal. The income tax rate for Jason
Bond is 35%.

Prepare the 3-year comparative income statement for 2009-2011.

Change in Accounting Principle
In 2011, Compliance Industries changed its method of inventory valuation. The sum-
mary effect of those changes is as follows:

Old Method New Method

Cost of goods sold—2011 ... . ... ... ... .. .. il $25,000 $19,000
Cost of goods sold—2010 .......... ... ... ... ... ... . ... 29,000 21,000
Cost of goods sold—2009 . ... ... ... ... ... i 31,000 24,000

Cost of goods sold—2008 and before .............. ... ... ... . ... 51,000 38,000
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Net income was $128,000, $119,000, and $98,000 for 2011, 2010, and 2009, respec-
tively. The income tax rate is 30%.

1. Compute the reported net income for each year if three years of financial
statements are issued at the end of 2011.

2. Compute the amount of adjustment that would be made to Retained Earnings
as of January 1, 2009.

Exercise 4-33 Reporting Items on Financial Statements
Under what classification would you report each of the following items on the finan-
LO5 cial statements?

(a) Revenue from sale of obsolete inventory.

(b) Loss on sale of the fertilizer production division of a lawn supplies manufacturer.

(c) Loss stemming from expropriation of assets by a foreign government.

(d) Gain resulting from changing asset balances to adjust for the effect of exces-
sive depreciation charged in error in prior years.

(e) Loss resulting from excessive accrual in prior years of estimated revenues from
long-term contracts.

(f) Costs incurred to purchase a valuable patent.

(g) Net income from the discontinued dune buggy operations of a custom car designer.

(h) Costs of rearranging plant machinery into a more efficient order.

()  Error made in capitalizing advertising expense during the prior year.

()  Gain on sale of land to the government.

(k) Loss from destruction of crops by a hailstorm.

(D Additional depreciation resulting from a change in the estimated useful life of
an asset.

(m) Gain on sale of long-term investments.

(n) Loss from spring flooding.

(o) Sale of obsolete inventory at less than book value.

(p) Additional federal income tax assessment for prior years.

(@) Loss resulting from the sale of a portion of a business component.

(r) Costs associated with moving a U.S. business to Japan.

(s) Loss resulting from a patent that was recently determined to be worthless.

Exercise 4-34 Multiple-Step Income Statement
From the following list of accounts, prepare a multiple-step income statement in good
LO4, LO5 form showing all appropriate items properly classified, including disclosure of earnings-

per-share data. (No monetary amounts are to be reported.)

Accounts Payable

Accumulated Depreciation—Office Building
Accumulated Depreciation—Office Furniture and Fixtures
Advertising Expense

Allowance for Bad Debts

Bad Debt Expense

Cash

Common Stock, $1 par (10,000 shares outstanding)
Depreciation Expense—Office Building

Depreciation Expense—Office Furniture and Fixtures
Dividend Revenue

Dividends Payable

Dividends Receivable

Extraordinary Gain (net of income taxes)

Federal Unemployment Tax Payable

Freight-In

Goodwill

Income Tax Expense

Income Taxes Payable
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Insurance Expense

Interest Expense—Bonds
Interest Expense—Other
Interest Payable

Interest Receivable

Interest Revenue
Inventory—beginning
Inventory—ending

Loss from Discontinued Operations (net of income taxes)
Miscellaneous General Expense
Miscellaneous Selling Expense
Office Salaries Expense

Office Supplies

Office Supplies Expense
Officers’ Salaries Expense
Property Taxes Expense
Purchase Discounts

Purchase Returns and Allowances
Purchases

Retained Earnings

Royalties Received in Advance
Royalty Revenue

Salaries and Wages Payable
Sales

Sales Discounts

Sales Returns and Allowances
Sales Salaries and Commissions
Sales Taxes Payable

Multiple-Step Income Statement and Statement of Retained Earnings
Jacksonville Window Co. reports the following for 2011:

Retained earnings, January | ... ... $335,200
Selling @XPenses . ... ... ... $290,200
Sales revenUE . . ... ... $1,420,000
INTEIreSt XPENSE . . ...ttt $14,100
General and administrative @Xpenses . .. .................. $224,800
Costof goods sold . ... ... . . $772,000
Dividends declared this year . .. ... ... $40,000
Tax rate for all items . .. ... 40%
Average shares of common stock outstanding during theyear ................................. 30,000

Prepare a multiple-step income statement (including earnings-per-share data) and
a statement of retained earnings for Jacksonville.

Correction of Retained Earnings Statement

J. Mair has been employed as a bookkeeper at Problems Inc. for a number of years.
With the assistance of a clerk, Mair handles all accounting duties, including the prepa-
ration of financial statements. The following is a statement of earned surplus prepared
by Mair for 2011:

Problems Inc.
Statement of Earned Surplus for 2011

Balance at beginning of year ... ... ... ... . . o ool $ 76,843
Additions:
Change in estimate of 201 | amortization expense . ............................ $ 3,100
Gainonsaleof land . ... ... .. .. . .. 17,420
INtErest revenUEe . ... ... ... ... . 3,900
Profit and loss for 2011 .. ... ... . 12,760
Total additions . ... ... ... 37,180

Total ..o $114,023
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Deductions:

Increased depreciation due to change in estimated life . . ..................... ... $ 6,400

Dividends declared and paid . ......... ... .. ... 12,000

Loss on sale of equipment . . ... 2,490

Loss from major casualty (extraordinary).............. ... ... . oo o 25,310
Total deductions ... ... ... ... .. 46,200
Balance atend of year . ... ... ... $ 67,823
Instructions:

1. Prepare a schedule showing the correct net income for 2011. (Ignore income taxes.)
2. Prepare a retained earnings statement for 2011.
3. Explain why you have changed the retained earnings statement.

Exercise 4-37 Statement of Comprehensive Income
Svedin Incorporated provides the following information relating to 2011:

LO6 Nt INCOME . ..o $17,650
Unrealized losses on available-for-sale securities . . .. ............ ... ... .. .. .. .. .. 1,285
Foreign currency translation adjustment . ....... ... ... ... 287
Deferred loss on derivatives ... ... ... .. ... .. 315

The foreign currency adjustment resulted from a weakening in the currencies
of Svedin’s foreign subsidiaries relative to the U.S. dollar. The deferred loss on
derivatives required the recognition of a liability with a resulting decrease in equity.
(Note: These items represent the results of events occurring during 2011, not the
cumulative result of events in prior years.)

1. Determine the effect that each of these items would have when computing
comprehensive income for 2011. Explain your rationale.
2. Prepare a statement of comprehensive income for Svedin Incorporated for 2011.

Exercise 4-38 Forecasted Income Statement
Romney and Associates wishes to forecast its net income for the year 2012. Romney
LO7 has assembled balance sheet and income statement data for 2011 and has also done a

forecast of the balance sheet for 2012. In addition, Romney has estimated that its sales
in 2012 will rise to $3,600. This information is summarized in the following table.

2012
Balance Sheet 2011 Forecasted
Cash ..o $ 40 $ 48
Other CUrrent asSets . . . . ... ...ttt 450 540
Property, plant, and equipment (net) ........... ... ... ... il 500 700
Total assets. . ... .. $ 990 $1,288
Accounts payable . . ... ... $ 190 $ 228
Bank loans payable . . ... ... ... 500 400
Total stockholders’ equity . . ........... ... ... ... . 300 660
Total liabilities and stockholders’ equity . . ......... ... ... ... ... . L. $ 990 $1,288
2012
Income Statement 2011 Forecasted
Sales oo $3,000 $3,600
Costof goods sold. ... ... . . 1,200
Gross profit ... ... $1,800
Depreciation expense . ............ ... ... 100
Other operating @XPeNSEeS . . ... ... ..ottt 1,440
Operating profit . . ........... . . . . . $ 260
INterest eXPense. ... ... ... 50
Income before taxes ... ........ ... $ 210
INCOME TAXES . . ...ttt 84

Net INCOME . . ... $ 126
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Instructions:

Prepare a forecasted income statement for 2012. Clearly state what assumptions you make.

Exercise 4-39 Forecasted Balance Sheet and Income Statement
Ryan Company wishes to prepare a forecasted income statement and a forecasted bal-
LO7 ance sheet for 2012. Ryan’s balance sheet and income statement for 2011 follow.

Balance Sheet 2011

Cash . .o $ 10
Other CUrrent assets . ... ........ ... 250
Property, plant, and equipment, net . .......... ... 800
Total aSSetS. . ... o $1,060
Accounts payable .. ... ... $ 100
Bank loans payable . . ... ... ... 700
Total stockholders’ equity . .. ... ... ... 260
Total liabilities and stockholders’ equity . . .. ... . $1,060
Income Statement 2011

SaleS . . $1,000
Costof goods sold. . ... ... 750
Gross Profit ... ... ... $ 250
Depreciation @XPEeNSE . . ... ... ... 40
Other operating @XPensSes . . ... .. ... ... 80
Operating Profit . . . ... ..o $ 130
INterest eXPeNnSe. . ... ... ... 70
Income before taxes . .. ....... ... . $ 60
INCOME TAXES . ... ... 20

Net INCOME . . o $ 40

In addition, Ryan has assembled the following forecasted information regarding 2012:

(a) Sales are expected to increase to $1,500.

(b) Ryan expects to become more efficient at utilizing its property, plant, and
equipment in 2012. Therefore, Ryan expects that the sales increase will not
require any increase in property, plant, and equipment. Accordingly, the year
2012 property, plant, and equipment balance is expected to be $800.

(¢) Ryan’s bank has approved a new long-term loan of $200. This loan will be in
addition to the existing loan payable.

Instructions:

Prepare a forecasted balance sheet and a forecasted income statement for 2012.
Clearly state what assumptions you make.

PROBLEMS
Problem 4-40 Single-Step Income Statement
McGrath Co. on June 30, 2011, reported a retained earnings balance of $1,475,000
LO4, LO6 before closing the books. The books of the company showed the following account
balances on June 30, 2011:
SalES . . $2,870,000
Inventory: July 1, 20010 . .. ..o 150,000
June 30, 200 1. o oo 175,000
Sales Returns and Allowances . . . ... ... ... 120,000
PUFCRaSES . . .. 1,542,000
Purchase DisCoUNTS . ... .. .. . . 32,000
Dividends Declared . . ... ... ... .. . 300,000
Selling and General Expenses ... ... .. ... 283,000
Interest Revenue . .. ... ... . . . 72,000

INCOME TaXES . . . .ot 270,900
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Instructions:

Prepare a multiple-step income statement and a retained earnings statement. McGrath Co.
has 275,000 shares of common stock outstanding.

Problem 4-41 Revenue Recognition and Preparation of Income Statement
Manchester Company manufactures and sells robot-type toys for children. Under one
LO3, LOS type of agreement with the dealers, Manchester is to receive payment upon shipment

to the dealers. Under another type of agreement, Manchester receives payments only
after the dealer makes the sale. Under this latter agreement, toys may be returned by the
dealer. Manchester’s president desires to know how the income statement would differ
under these two methods over a 2-year period.

The following information is made available for making the computations:

Sales price per unit:

If paid after shipment .. ... ... .. . . $7

If paid after sale, with right of return .. ... ... . . . . $8
Cost to produce per unit (assume fixed quantity of toys is produced) .............. ... ....... . .... $4
Expected bad debt percentage of sales if revenue recognized at time of shipment . .................... 4%
Expected bad debt percentage of sales if revenue recognized at time of sale ......................... 1%
Selling expenses—201 | ... $30,000
Selling expenses—2012 . .. .. $21,000
General and administrative expenses—2011 and 2012 . ...... ... ... ... ... ... o il $16,000

Quantity Shipped and Sold

2012 2011
Units shipped to dealers .......... ... ... ... ... .. ... i 38,000 32,000
Units sold by dealers .. ...... ... ... . . . . . . 28,000 18,000

Instructions:

1. Prepare comparative income statements for 2011 and 2012 for each of the two
types of dealer agreements assuming the company began operations in 2011.

2. Discuss the implications of the revenue recognition method used for each of
the dealer agreements.

Problem 4-42 Revenue and Expense Recognition
On December 31, 2011, Hadley Company provides the following pre-audit income
LO3, LO4 statement for your review:
Sales .. $185,000
Cost of goods sold. . ... .. (94,000)
Gross profit ... ... $ 91,000
RENt @XPENSE . . ... (18,000)
AdVertising XPENSE . . .. ... (6,000)
WaArFanty @XPENSE . . ...t (8,000)
Other EXPENSES . . . ...ttt ittt (15,000)
Nt INCOME. . . o $ 44,000

The following information is also available:

(a) Many of Hadley’s customers pay for their orders in advance. At year-end, $18,000
of orders paid for in advance of shipment have been included in the sales figure.

(b) Hadley introduced and sold several products during the year with a 30-day,
money-back guarantee. During the year, customers seldom returned the
products. Hadley has not included in revenue or in cost of goods sold those
items sold within the last 30 days that included the guarantee. The revenue is
$16,000, and the cost associated with the products is $7,500.

(¢) On January 1, 2011, Hadley prepaid its building rent for 18 months. The entire
amount paid, $18,000, was charged to Rent Expense.

(d OnJuly 1, 2011, Hadley paid $24,000 for general advertising to be completed prior
to the end of 2011. Hadley’s management estimates that the advertising will benefit a
2-year period and, therefore, has elected to charge the costs to the income statement
at the rate of $1,000 a month.
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(e) Hadley has collected current cost information relating to its inventory. The cost
of goods sold, if valued using current costing techniques, is $106,000.

(® In past years, Hadley has estimated warranty expense using a percentage of
sales. Hadley estimates future warranty costs relating to 2011 sales will amount
to 5% of sales. However, during 2011, Hadley elected to charge costs to war-
ranty expense as costs were incurred. Hadley spent $8,000 during 2011 to
repair and replace defective inventory sold in current and prior periods.

Instructions:

1. For each item of additional information, identify the revenue or expense recog-
nition issue.
2. Prepare a revised income statement using the information provided.

Intraperiod Income Tax Allocation

The following information relates to Spiker Manufacturing Inc. for the fiscal year
ended July 31, 2011. Assume that there are no tax rate changes, a 30% tax rate applies
to all items reported in the income statement, and there are no differences between
financial and taxable income.

Taxable income, year ending July 31,2011 ... ... ... .. . . . $1,015,000
Nonoperating items included in taxable income:

Extraordinary gain .. ... ... 121,000

Loss from disposal of a business component . .......... .. ... ... o o i oo (130,000)
Prior-year error resulting in income overstatement for fiscal year 2010;

tax refund to be requested . . ... ... 90,000
Retained earnings, August |,2010 . ... ... .. . L 2,520,000
Instructions:

Prepare the income statement for Spiker Manufacturing Inc. beginning with Income
from continuing operations before income taxes and the retained earnings statement
for the fiscal year ended July 31, 2011. Apply intraperiod income tax allocation pro-
cedures to both statements.

Reporting Special Income Items

Plush Textiles Inc. shows a retained earnings balance on January 1, 2011, of $580,000.
For 2011, the income from continuing operations was $225,000 before income tax.
Following is a list of special items:

Income from operations of a discontinued textiles division ....... ... ... ... .o o oo il $22,000
Loss on the sale of the textiles division .. ....... .. .. . . . 60,000
Extraordinary gain ... ... ... 31,000
Correction of sales understatement in 2010 (net of income taxes of $17,500

to be paid when amended 2010 returniisfiled) . ....... ... . . . . .. 32,500
Omission of depreciation charges of prior years (a claim has been filed for

an income tax refund of $6,400) ... ... ... ... .. 16,000

Income taxes paid during 2011 were $87,200, which consisted of the tax on con-
tinuing operations, plus $8,800 resulting from operations of the discontinued textiles
division and $12,400 from the extraordinary gain, less a $24,000 tax reduction for the
loss on the sale of the textiles division. Dividends of $45,000 were declared by the
company during the year (30,000 shares of common stock are outstanding).

Instructions:

Prepare the income statement for Plush Textiles Inc. beginning with Income from con-
tinuing operations before income taxes. Include an accompanying retained earnings
statement.

Discontinued Operations in Process

In 2011, Laetner Industries decided to discontinue its Laminating Division, a separately
identifiable component of Laetner’s business. At December 31, Laetner’s year-end, the
division has not been completely sold. However, negotiations for the final and complete
sale are progressing in a positive manner, and it is probable that the disposal will be com-
pleted within a year. Analysis of the records for the year disclosed the following relative
to the Laminating Division.
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Operating loss for the year . ... ... .. $89,900
Loss on disposal of some Laminating Division assets during 2011 ........... ... ... .. ... ... .. ... 5,000
Expected operating loss in 2012 preceding final disposal ......... ... ... ... ... . 45,000
Expected gain in 2012 on disposal of division ........... ... ... .. 20,000
Instructions:

Problem 4-46

LO5

Problem 4-47

LO4, LO5, LO6

SPREADSHEET

Assuming a 35% tax rate, prepare the Discontinued Operations section of Laetner
Industries’ income statement for the year ending December 31, 2011.

Financial Statement Analysis—Ratios
The following financial statement information for Tronics Inc. is available:

(In thousands) 2011 2010 2009
SaleS .. $6,041 $5,872 $5,324
Costofgoodssold. ...... ... ... . 3,202 2,877 2,396
OPperating @XPENSES . . . .. ...ttt 1,991 1,779 1,578
INCOME LAXES . . .. oottt 165 222 280

The following information relates to the firm’s common stock for the same period:

2011 2010 2009

Shares outstanding . .. ... 1,000 1,000 1,000
Market value per share at year-end ................... ... ... ... ... $8.13 $12.25 $15.32
Instructions:

1. For each year compute
(a) Gross profit percentage.
(b) Return on sales.
(c) Price-earnings ratio.
2. Do you notice any significant trends as a result of this analysis?

Income and Retained Earnings Statements
Selected account balances of Connell Company for 2011 along with additional infor-
mation as of December 31 are as follows:

Bad Debt EXpense . ... ... ... $ 32,000
Delivery EXpense . ... ... .. 425,000
Depreciation Expense—Delivery Trucks ....... ... ... ... ... . . .. 29,000
Depreciation Expense—Office Building . ....... ... . . . . . 25,000
Depreciation Expense—Office Equipment . .......... ... ... .. ... . 10,000
Depreciation Expense—Store Equipment . ........ ... ... ... 25,000
Dividend Revenue ... ... .. 35,000
Dividends . .. ... . 150,000
Employee Pension Expense .. ........ ... .. ... 190,000
Freight-In .o 145,000
Gain on Sale of Office Equipment . .. ... ... ... ... . . . . 8,000
Income Taxes, 201 | ... 427,425
Interest Revenue . ... ... . 10,000
Inventory, January 1, 2001 ... 775,000
Loss on Sale of Investment Securities . . . ... ... ... 20,000
Loss on Write-Down of Obsolete Inventory .. .......... ... .. . 75,000
Miscellaneous General Expenses . ...... ... ... .. . 45,000
Miscellaneous Selling Expenses .. ... .. ... ... . 50,000
Officers’ and Office Salaries ... ... ... ... 550,000
Property Taxes EXpense .. ...... ... .. ... . ... ... 100,000
Purchase DisCOUNTS . .. ... ... . 47,700
Purchases . . ... 4,633,200
Retained Earnings, January 1, 20011 ... ... . 550,000
Sales i 8,125,000
Sales DISCOUNTS ... ..o i 55,000
Sales Returns and AllOWances . . . .. .. .. ... 95,000

Sales Salaries . ... ... 521,000
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(a) Inventory was valued at year-end as follows:

[0 T P $825,000
Write-down of obsolete inventory . ... ... ... 75,000

$750,000

(b) Number of Connell shares of stock outstanding: 60,000
Instructions:
Prepare a multiple-step income statement and statement of retained earnings for the

year ended December 31, 2011.

Corrected Income Statement
A newly hired staff accountant prepared the pre-audit income statement of Be Fit
Recreation Incorporated for the year ending December 31, 2011.

NEt FEVENUES . . . . . ot e $645,000
Costof goods sold .. ... .. ... 305,200
Gross profit. .. ... $339,800
Expenses:

Sales salaries and commISSIONS . . . . ... ... .. $116,400

Officers’ and office salaries . ...... ... ... ... ... .. . . o i 121,000

Depreciation .. ... ... ... 64,000

Advertising @Xpense . ... ... .. 18,700

Other general and administrative eXpenses . ......................c........... 16,300

336,400

Income from continuing operations . ............ .. .. $ 3,400
Discontinued operations:

Gain on disposal of business segment. . . .......... .. o L oo 32,000

Income before income taxes. . ... ... $ 35,400

Income taxes (30%) . . . .. ..o 10,620

Net inCome . . ... $ 24,780
Earnings per common share (10,000 shares outstanding).......................... $ 248

The following information was obtained by Be Fit’s independent auditor.

(a) Net revenues in the income statement included the following items.

Sales returns and allowances . ... ...... ... $ 8,700
INTEreSt FEVENUE . . . ...ttt e e 5,300
INTErest eXPENSE . . ... ... ... i 9,400
Loss on sale of short-term investment . ........... .. ... ... 2,800
Extraordinary gain . ... ... ... 13,300

(b) Of the total depreciation expense reported in the income statement, 40%
relates to stores and store equipment, 60% to office building and equipment.

(c) At the beginning of 2011, management decided to close one of Be Fit’s retail
stores. Be Fit is a large company and does not attempt to prepare complete
financial reports for each individual store. The inventory and equipment were
moved to another Be Fit store, and the land and building were sold on July 1,
2011, at a pretax gain of $32,000. This amount has been reported under dis-
continued operations.

(d) The income tax rate is 30%.

Instructions:

Prepare a corrected multiple-step income statement for the year ended December 31, 2011.

Analysis of Income Items—Multiple-Step Income Statement Preparation
On December 31, 2011, analysis of Sayer Sporting Goods’ operations for 2011 revealed
the following.

(a) Total cash collections from customers, $105,260.
(b) December 31, 2010, inventory balance, $12,180.
(¢) Total cash payments, $92,450.
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Problem 4-50

LO4, LO5, LO6

(d) Accounts receivable, December 31, 2010, $22,150.

(e) Accounts payable, December 31, 2010, $10,830.

(f) Accounts receivable, December 31, 2011, $18,920.

(g) Accounts payable, December 31, 2011, $7,120.

(h) General and administrative expenses total 25% of sales. This amount includes
the depreciation on store and equipment.

()  Selling expenses of $12,352 total 20% of gross profit.

(j). No general and administrative or selling expense liabilities existed at
December 31, 2011.

(k) Wages and salaries payable at December 31, 2010, $4,450.

(D Depreciation expense on store and equipment total 12% of general and admin-
istrative expenses.

(m) Shares of stock issued and outstanding, 5,000.

(n) The income tax rate is 40%.

Instructions:

Prepare a multiple-step income statement for the year ended December 31, 2011.

Corrected Income and Retained Earnings Statements
Selected pre-adjustment account balances and adjusting information of Sunset
Cosmetics Inc. for the year ended December 31, 2011, are as follows:

Retained Earnings, January 1, 20011 ... ... . . . $440,670
Sales Salaries and CommisSIONS ... ... ... ... . . 35,000
Advertising EXpense . ... ... 16,090
Legal Services . ... ... e 2,225
Insurance and Licenses . ... ... ... 8,500
Travel Expense—Sales Representatives ........... ... ... ... ... ... ... 4,560
Depreciation Expense—Sales/Delivery Equipment . ........ ... ... ... ... ... i 6,100
Depreciation Expense—Office Equipment .. ... .. ... 4,800
Interest Revenue ... .. ... . e 700
Utilities EXPense . ... ... . . e 6,400
Telephone and Postage Expense . . ... ... .. ... 1,475
Supplies Inventory ... ... ... 2,180
Miscellaneous Selling Expenses .. ... .. ... ... 2,200
Dividends . ... ... 33,000
Dividend Revenue . .. ... ... . . 7,150
Interest Expense .. ... ... e 4,520
Allowance for Bad Debts (Cr. balance) ...... ... .. . 370
Officers’ Salaries EXpense .. ... ... ... ... e 36,600
Sales 495,200
Sales Returns and Allowances .. ... ... ... 11,200
Sales DISCOUNTS ... ... oo 880
Gainon Sale of ASSets . .. ... ... ... 18,500
Inventory, January 1, 2011 ... 89,700
Inventory, December 31, 2011 ... .. . o e 20,550
Purchases . ... ... 173,000
Freight-In .o 5,525
Accounts Receivable, December 31, 2011 .. .. ... .. .. .. . . 261,000
Gain from Discontinued Operations (before income taxes) . ..................................... 40,000
Extraordinary Loss (before income taxes) ... ...... ... ... 72,600
Shares of common stock outstanding .. ........ ... 39,000

Adjusting information:

(@ Cost of inventory in the possession of consignees as of December 31,

2011, was not included in the ending inventory balance............. $33,600
(b) After preparing an analysis of aged accounts receivable, a decision

was made to increase the allowance for bad debts to a percentage

of the ending accounts receivable balance. . ................. ... .. .. 3%
(o) Purchase returns and allowances were unrecorded. They are

computed as a percentage of purchases (not including freight-in). ... ... 6%
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(d) Sales commissions for the last day of the year had not been accrued.

Total sales for the day ......... ... ... ... ... ... ... .. $3,600

Average sales commissions as a percent of sales.................... 3%
(e) No accrual had been made for a freight bill received on

January 3, 2012, for goods received on December 29, 2011.......... ... $800

() An advertising campaign was initiated November 1, 2011. This
amount was recorded as prepaid advertising and should be

amortized over a 6-month period. No amortization was recorded. .. .. .. $1,818
(g) Freight charges paid on sold merchandise and not passed on to the

buyer were netted against sales. Freight charge on sales during 2011. .. .. $4,200
(h) Interest earned but not accrued . ..... ... ... .. .. .. ... . ... .. .. ... $690

(i  Depreciation expense on a new forklift purchased March 1, 2011,
had not been recognized. (Assume that all equipment will have
no salvage value and the straight-line method is used. Depreciation
is calculated to the nearest month.)

Purchase price ............. ... ... $7,800

Estimated life in years ......... ... ... ... ... ... .. 10
() A “real” account is debited upon the receipt of supplies.

Supplies on hand at year-end .......... ... ... ... ... .. ... ... ... $1,600
(k) Income tax rate (on all items) . ....... ... .. ... .. ... ... .. .. .. .. .. ... 35%
Instructions:

Prepare a corrected multiple-step income statement and a retained earnings state-
ment for the year ended December 31, 2011. Assume all amounts are material.

Comprehensive Income Statement
The following information for the year ending December 31, 2011, has been provided
for Calle Company.

SaleS . . $530,000
Cost of goods sold. . . ... ... 305,600
Foreign translation adjustment (net of income taxes) . ............. ... ... ... 51,000
Selling @XPENSEs . . . ... 76,200
Extraordinary gain (net of income taxes) . ................ . 36,800
Correction of inventory error (net of income taxes) . . .................. i i 33,460
General and administrative @XPENSES . . .. ... ...t tttttt i 57,300
INCOME TaX EXPENSE . . .. ...t 20,100
Gain on sale of investment ........ ... . ... 10,800
Proceeds from sale of land at cost ...... ... ... ... .. ... 81,000
Dividends . .. .. ... 11,200
Instructions:

Prepare a statement of comprehensive income for Calle Company. Note: Both the
foreign translation adjustment and the correction of the inventory error involve a
reduction in equity.

Forecasted Balance Sheet and Income Statement
Lorien Company wishes to prepare a forecasted income statement and a forecasted bal-
ance sheet for 2012. Lorien’s balance sheet and income statement for 2011 follow.

Balance Sheet 2011
Cash . .o $ 40
Other CUMTENt @SSELS . . . ... ...ttt e 350
Property, plant, and equipment, net . .......... ... 1,000
Total aSSetS . ... $1,390
Accounts payable . ... ... $ 100
Bank loans payable . . ... ... ... 1,000
Paid-in capital . . . ... 100
Retained earnings . .. ... ... ... .. . 190

Total liabilities and stockholders’ equity . . .......... ... $1,390
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Income Statement 2011
SalS . . $1,000
Cost of goods sold. . ... ... 350
Gross Profit . ... ... $ 650
Depreciation eXPense .. ........... ... 200
Other Operating @XPENSES . . . .. . ..ottt ittt e 250
Operating Profit . . . . ... $ 200
INterest @XPENSE. . . ... .. 120
Income before taxes . . ........ ... $ 80
INCOME TAXES . . . .ot 20
Nt INCOME . . $ 60

In addition, Lorien has assembled the following forecasted information regarding 2012:

(a) Sales are expected to increase to $1,200.

(b) Lorien does not expect to buy any new property, plant, and equipment during
2012. (Hint: Think about how depreciation expense in 2012 will affect the net
reported amount of property, plant, and equipment.)

(o) Because of adverse banking conditions, Lorien does not expect to receive any
new bank loans in 2012.

(d) Lorien plans to pay cash dividends of $15 in 2012.

Instructions:

1. Prepare a forecasted balance sheet and a forecasted income statement for
2012. Clearly state what assumptions you make.

2. If you construct your forecasted balance sheet in (1) correctly, total forecasted
paid-in capital for 2012 should be negative. Is this possible? Explain.

Problem 4-53 Sample CPA Exam Question
During January 2011, Doe Corp. agreed to sell the assets and product line of its Hart
LO5 division. The sale was completed on January 15, 2012; on that date, Doe recognized

a gain on disposal of $900,000. Hart’s operating losses were $600,000 for 2011 and
$50,000 for the period January 1 through January 15, 2012. The income tax rate is
40%. What amount of net gain (loss) from discontinued operations should be reported
in Doe’s comparative 2012 and 2011 income statements?

2012 2011
A $ 0 $ 150,000
b, 150,000 0
o 510,000 (360,000)
< 540,000 (390,000)
CASES
Discussion How Can My Company Have Income but No Cash?
Case 4-54 Max Stevenson owns a local drug store. During the past few years, the economy has

experienced a period of high inflation. Stevenson has had the policy of withdrawing cash
from his business equal to 80% of the company’s reported net income. As the business
has grown, he has had a CPA prepare the company’s financial statements and tax returns.
The following is a summary of the company’s income statement for the current year:

REVENUE . . ..o $565,000
Cost of goods sold (drugs, tC.) . ... ... ... 395,000
Gross profit on items sold .. ... ... $170,000
Operating expenses (including taxes) . ............... ... ... ... 110,000

Nt INCOME . .o $ 60,000
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Even though the business has reported net income each year, it has experienced
severe cash flow shortages. The company has had to pay higher prices for its inven-
tory as the company has tried to maintain the same quantity and quality of its goods.
For example, last year’s cost of goods sold had a historical cost of $250,000 and a
replacement cost of $295,000. The current year’s cost of goods sold has a replacement
cost of $440,000. Stevenson’s personal cash outflows have also grown faster than his
withdrawals from the company due to increasing personal demands.

Stevenson asks you as a financial advisor how the company can have income of
$60,000 yet he and the company still have a shortage of cash.

When Should Revenue Be Recognized?
Stan Crowfoot is a renowned sculptor who specializes in Native American sculptures.
Typically, a cast is prepared for each work to permit the multiple reproduction of
the pieces. A limited number of copies are made for each sculpture, and the mold is
destroyed after the number is reached. Limiting the number of pieces enhances the
price, and most of the pieces have initially sold for $2,000 to $4,000. To encourage
sales, Stan has a liberal return policy that permits customers to return any unwanted
piece for a period of up to one year from the date of sale and receive a full refund.
Do you think Stan should recognize revenue (1) when the piece is produced and cast
in bronze, (2) when the goods are delivered to the customer, or (3) when the period of
return has passed? Justify your answer in terms of the FASB conceptual framework.

We Just Changed Our Minds
Management for Marlowe Manufacturing Company decided in 2010 to discontinue
one of its unsuccessful product lines. (The product line does not meet the definition
of a business component.) The planned discontinuance involved obsolete inventory,
assembly lines, and packaging and advertising supplies. It was estimated that a loss
of $250,000 would result from the decision, and this estimate was recorded as a
restructuring charge in the 2010 income statement. In 2011, new management was
appointed, and it was decided that the unsuccessful product line could be turned
around with a more aggressive marketing policy. The change was made, and indeed
the product began to make money. The new management wants to reverse the adjust-
ment made the previous year and remove the liability for the estimated loss.

How should the 2010 estimated loss be reported in the 2011 income statement? How
should the 2011 reversal of the 2010 action be reported in the 2011 financial statements?

The Sure-Fire Computer Software
Flexisoft Company has had excellent success in developing business software for com-
puters. Management has followed the accounting practice of deferring the research
costs for the software until sufficient sales have developed to cover the software cost.
Because of past successes, management believes it is improper to charge software
research costs directly to expense as current GAAP requires.

What are the pros and cons of immediately deferring or expensing these costs?

Accrual Accounting

Near the end of the fiscal year, preliminary financial results revealed that Stancomb
Wills Company was in danger of not meeting corporate performance goals. According
to an article in the business press, top executives at Stancomb Wills responded by
deferring many expenses “beyond accepted accounting norms, and revenue was inap-
propriately booked far in advance.” These practices had the effect of “making the cur-
rent quarter look more profitable.” The top executives of Stancomb Wills were hoping
that an upturn in the economy would spur sales that would provide additional profits
to cover the deceptive accounting practices.

1. How are expenses deferred and revenues booked (recorded) in advance? What

would the journal entries be?

Why would top executives encourage these misleading accounting practices?

3. None of the top executives who ordered the misstatements actually made the jour-
nal entries. If you were Stancomb Wills’ accountant, what would you have done?

4. Is the independent auditor responsible for detecting these types of misstatements?

N
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Discussion Financial Statement Analysis—Ratios
Case 4-59 Shawn O’Neil owns two businesses, a drug store and a retail department store.
Drug Store Department Store
Netsales .. ... ... $1,050,000 $670,000
Costofgoodssold ....... ... ... ... ... il 950,000 560,000
Other eXpPenses . ... ........uuiiiiiii 39,500 66,500

Which business earns more income? Which business has the higher gross profit
percentage? Return on sales? Which business would you consider more profitable?

Case 4-60 Deciphering Financial Statements (Pfizer)
Pfizer is one of the largest pharmaceutical and consumer healthcare products compa-
nies in the world. Familiar products sold by Pfizer include Sudafed®, Zantac®, Benadryl®,
Listerine®, and Viagra®. The company’s highest selling product is Lipitor, which is
designed to help reduce high cholesterol. Pfizer’s income statement for 2006 follows.

Pfizer Inc. and Subsidiary Companies
CONSOLIDATED STATEMENT OF INCOME

Year Ended December 31

(millions, except per common share data) 2006 2005 2004

REVENUES . .. . $48,371 $47,405 $48,988

Costs and expenses:
Costof sales . ..........o i 7,640 7,232 6,391
Selling, informational and administrative expenses . . . ................. 15,589 15,313 15,304
Research and development expenses . ........................ ... 7,599 7,256 7513
Amortization of intangible assets ........... ... ... . o oo L 3,261 3,399 3,352
Acquisition-related in-process research and development charges ...... 835 1,652 1,071
Restructuring charges and acquisition-related costs .................. 1,323 1,356 1,151
Other (income)/deductions—net . ................................ (904) 397 803

Income from continuing operations before provision for taxes
on income, minority interests and cumulative effect of a change

in accounting principles .. ... ... L 13,028 10,800 13,403
Provision for taxes on income . .............. .. ... .. 1,992 3,178 2,460
Minority interests . ....... ... 12 12 7
Income from continuing operations before cumulative effect

of a change in accounting principles . .......... ... ... ... ... ... .. 11,024 7,610 10,936
Discontinued operations:

Income from discontinued operations—net of tax ................... 433 451 374

Gains on sales of discontinued operations—net of tax . ............... 7,880 47 51
Discontinued operations—net of tax . .............. ... ... ... ... 8,313 498 425
Income before cumulative effect of a change in accounting principles . . . . .. 19,337 8,108 11,361
Cumulative effect of a change in accounting principles—net of tax ........ — (23) —
Netincome . ... . $19,337 $ 8,085 $11,361

EARNINGS PER COMMON SHARE—BASIC:
Income from continuing operations before cumulative effect

of a change in accounting principles ............ ... ... ... o $ 152 $ 1.03 $ 145
Discontinued operations . .......... ... ... ... il I.15 0.07 0.06
Income before cumulative effect of a change in accounting principles . . . . .. 2.67 1.10 1.51
Cumulative effect of a change in accounting principles .................. — — —
Net income . ... ... .. $ 267 $ 110 $ 1.51

EARNINGS PER COMMON SHARE—DILUTED:
Income from continuing operations before cumulative effect

of a change in accounting principles ........... ... ... ... ... .. $ 1.52 $ 1.02 $ 143
Discontinued operations . ............. ... 1.14 0.07 0.06
Income before cumulative effect of a change in accounting principles . . . . .. 2.66 1.09 1.49

Cumulative effect of a change in accounting principles .................. — — —
Net income . ... .. . $ 266 $ 1.09 $ 149
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The following information came from Pfizer’s statement of stockholders’ equity and
Note 8 dealing with other comprehensive income:

Dividends ... ... . $7,276 $ 5,969 $5,251

Currency translation adjustmentand other . ......... ... ... .. ... ... .. ... 1,114 (1,481) 2,014
Net unrealized gain/(loss) on derivative financial instruments . ................ 8l (106) (53)
Net unrealized gain/(loss) on available-for-sale securities .................. ... 13 (183) 128
Minimum pension liability ........ ... . . . (16) (29) 6)

In addition, in the notes to its financial statements, Pfizer reports that advertising
expenses in 2004, 2005, and 2006 were approximately $2.7 billion, $2.7 billion, and
$2.6 billion, respectively. Advertising expense is reported as part of selling, informa-
tional, and administrative expenses.

1. Compute the following for each of the years 2004-2006:

(a) Net income/Revenues

(b) Cost of sales/Revenues

(c) Research and development expenses/Revenues

(d) Advertising expense/Revenues
2. Comment on the ratios you computed in part (1). Make particular mention of
any trends.
Compute Pfizer’s effective tax rate (on continuing operations) for each year.
For 2000, estimate the average number of basic and diluted shares outstanding.
5. Compute comprehensive income for each of the years 2004-2006.

bl

Case 4-61 Deciphering Financial Statements (The Walt Disney Company)
Locate the 2007 financial statements for The Walt Disney Company on the Internet.

1. Did Disney have any below-the-line items in 2007? Explain.

2. Disney’s net income increased from $3,374 million in 2006 to $4,687 million in
2007. Identify the major reasons for the increase.

3. Imagine that you are a financial analyst asked to generate a forecast of
Disney’s net income for 2008. You know that generally the best place to start
in forecasting next year’s net income is this year’s net income. Given this start-
ing point, look at the items in Disney’s 2007 income statement and make a
forecast of 2008 net income.

4. What was Disney’s comprehensive income for 2007?

5. Of Disney’s four major segments—media networks, parks and resorts, studio
entertainment, and consumer products—which generated the most revenue in
2007? The most operating income? Which had the highest operating profit
margin (operating income/revenue)?

6. What percent of total revenue does Disney generate within the United States
and Canada?

7. How does Disney recognize revenue from broadcast advertising? From advance
theme park ticket sales?

8. Does Disney expense its film and television costs using direct matching, sys-
tematic and rational allocation, or immediate recognition?

9. How does Disney expense its parks, resorts, and other properties?

Case 4-62 Deciphering Financial Statements (Coca-Cola)

The computation of comprehensive income for 2006 for Coca-Cola is presented in
Exhibit 4-11 on page 184.

1. Which is greater in 2006—Coca-Cola’s net income or comprehensive income?

2. With respect to the currencies in the countries where Coca-Cola has foreign
subsidiaries—did those currencies get stronger or weaker, relative to the U.S.
dollar, in 2006? Explain.

3. Did Coca-Cola’s available-for-sale securities portfolio increase or decrease in
value during 2006? Explain.
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Deciphering Financial Statements (Wells Fargo & Company)
Wells Fargo & Company is the sixth largest bank in the U.S. (based on consolidated
assets as of September 30, 2007). Its consolidated statement of income follows.

Wells Fargo & Company and Subsidiaries
Consolidated Statement of Income

For the Years Ended December 31

(in millions, except per share amounts) 2006 2005 2004
INTEREST INCOME
Trading @ssets. . .. ...t $ 225 $ 190 $ 145
Securities available forsale ... ... ... ... ... ... . ... ... ... ... .... 3,278 1,921 1,883
Mortgages held forsale . ....... ... ... . ... .. 2,746 2,213 1,737
Loans held forsale...... ... ... ... ... ... . . ... .. ... ... . ... ..... 47 146 292
LOaNS ..o 25611 21,260 16,781
Other interest iNCOME . . ... ...t 332 232 129
Total interest income . .......... ... ... 32,239 25,962 20,967
INTEREST EXPENSE
DEPOSItS . . . oot 7,174 3,848 1,827
Short-term borrowings . ......... ... .. o 992 744 353
Long-termdebt ...... ... ... ... 4,122 2,866 1,637
Total interest eXpense . . ......... ... 12,288 7,458 3,817
NET INTERESTINCOME . .. ... ... . $19,951 $18,504 $17,150
Provision for credit losses . . . ........ ... .. .. ... ... ... ... 2,204 2,383 1,717
Net interest income after provision for credit losses ............... 17,747 16,121 15,433
NONINTEREST INCOME
Service charges on deposit accounts . ........... oo oo 2,690 2,512 2,417
Trust and investmentfees . ......... ... ... ... .. ... ... ... .. ... 2,737 2,436 2,116
Card feeS . ... 1,747 1,458 1,230
Otherfees .. ... .. 2,057 1,929 1,779
Mortgage banking . .. ... ... 2,311 2,422 1,860
Operating leases. . ............... ... ... . . 783 812 836
INSUrance . ... ... . 1,340 1,215 1,193
Net losses on debt securities available forsale ................. ... (19) (120) (15)
Net gains from equity investments .............................. 738 511 394
Other ... 1,356 1,270 1,099
Total noninterest income. . . ............... i 15,740 14,445 12,909
NONINTEREST EXPENSE
Salaries ... ... 7,007 6,215 5,393
Incentive compensation .. ........... .. 2,885 2,366 1,807
Employee benefits. . . ... ... .. 2,035 1,874 1,724
Equipment. . ... ... .. 1,252 1,267 1,236
Net 0CCUPanCy . .. ...t 1,405 1,412 1,208
Operating leases. . ................. ... . i 630 635 633
Other ... 5,528 5,249 5,572
Total noninterest eXpense. .. ..., 20,742 19,018 17,573
INCOME BEFORE INCOME TAX EXPENSE . .................... 12,745 11,548 10,769
Income tax eXpense . ....... ...l 4263 3,877 3,755
NET INCOME . ... .. $ 8,482 $ 7,671 $ 7014
EARNINGS PER COMMON SHARE . ........................... $ 252 $ 227 $ 207
DILUTED EARNINGS PER COMMON SHARE ................... $ 249 $ 225 $ 205
DIVIDENDS DECLARED PER COMMON SHARE . ................ $ 1.08 $ 1.00 $ 093

1. How is this income statement different from all the other income statements
illustrated in this chapter?

2. For a merchandising firm, gross profit represents sales less cost of goods sold.
For Wells Fargo, what component of the income statement would be similar to
gross profit?

3. Compute the following ratios for each of the years 2004-2006: (a) Total inter-
est expense/Total interest income, (b) Incentive compensation/Salaries, and
(o) Employee benefits/Salaries.
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4. Comment on the ratios you computed in part (3), particularly any trends.

5. The average loans receivable balance for Wells Fargo during 2006 was
$311,159 million. The average amount of deposits during 2006 was $312,347
million. Using the income statement data, comment on the average interest
rate Wells Fargo pays to its depositors, the average interest rate Wells Fargo
earns on its loans receivable, and the spread between these two rates.

6. The market value of Wells Fargo’s stock at the end of each year was $35.506,
$31.42, and $31.08 for the years 2006, 2005, and 2004, respectively. Compute
the firm’s price-earnings ratio for each year. Use diluted earnings per share. Is
it increasing or decreasing over time?

Deciphering Financial Statements (Apple Inc.)

Apple Inc. is one of the country’s most successful computer technology companies.
The company designs, manufactures, and sells computers, digital music devices, com-
munication devices, and various software products. The company’s net income has
increased each year since 2002, and in 2007, Apple sold 1.463 million computers and
51.630 million iPods. Information relating to the company’s business segments can be
found in the company’s annual report, an excerpt of which follows.

Apple Inc.
Years Ended September 29, 30, and 24

(in millions) 2007 2006 2005
NET SALES
AMEricas ... ... $11,596 $ 9415 $ 6,658
Europe .. ... .. 5,460 4,096 3,073
Japan ... 1,082 1,211 924
Retail ... ... .. 4,115 3,246 2,278
Other Segments . . . ...t 1,753 1,347 998

Total Net Sales . ........ ... ... ... . .. . .. ...... $24,006 $19,315 $13,931
OPERATING INCOME
AMEICAS . . oot 2,949 1,899 970
Europe .. ... . 1,348 627 465
Japan .. 232 208 147
Retail ... ... .. 875 600 396
Other Segments . . . ...t 388 235 118
Other Corporate Expenses, net .......................... (1,141) (953) (404)
Stock-based Compensation Expense .................. ... . (242) (163) (49)

Total Operating Income .............................. $ 4,409 $ 2,453 $ 1,643
ASSETS
AMENICAS . ..ottt $ 1,497 $ 896 $ 705
Europe ... ... 595 471 289
Japan ... 159 181 165
Retail ... 1,085 651 589
Other Segments ... ........... ... . i 252 180 133
COFrPOFate ..ottt 21,759 14,826 9,635

Total Assets .. ... $25,347 $17,205 $11,516

—_

Where does Apple generate most of its revenues? Its profits?

2. The profitability of each dollar of revenue is measured by the ratio (Operating
income/Net sales). Compute this ratio for each of Apple’s five operating segments
in 2007. Which segment has the highest profitability per dollar of revenue?

3. The extent to which a segment uses its assets to efficiently generate revenues
is measured by the ratio (Net sales/Assets). Compute this asset turnover ratio
for each of Apple’s five operating segments in 2007. Which segment has the
highest number of dollars of revenue generated for each dollar of assets?

4. The return on assets ratio (Operating income/Assets) measures how well a segment

combines profitability and efficiency to generate profits with the existing assets.

Compute return on assets for each of Apple’s five operating segments in 2007.

Which segment has the highest operating profit generated for each dollar of assets?

215
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5. Based on your answers to parts (1) and (2), how critical is Apple’s Retail segment
to the company’s overall success? Before you answer this question, think about
how the company is able to sell and promote its computers and other products.

Case 4-65 Deciphering Financial Statements (Ford Motor Company)
The consolidated statement of income for Ford Motor Company appears below.
Ford Motor Company and Subsidiaries
Consolidated Statement of Income
For the Years Ended December 31
(in millions) 2006 2005 2004
AUTOMOTIVE
Sales ... $143,307 $153,474 $147,119
Costs and Expenses
Costof Sales . ... ... 148,869 144,924 135,755
Selling, administrative and other expenses . ...................... 12,359 12,738 11,564
Total Costs and Expenses . ................. ... ............ 161,228 157,662 147,319
Operating Income/(loss) ........... ... ... ... ..o i (17,921) (4,188) (200)
Interest Expense .. ... ... .. 995 1,220 1,221
Interest Income and other non-operating income/(expense), net. . . . . 1,478 1,249 988
Equity in net income/(loss) of affiliated companies................. 421 285 255
Income/(loss) before income taxes—automotive ................. (17,017) (3.874) (178)
FINANCIAL SERVICES
Financial Services revenues
Costs and Expenses . .. .......... ... i 16,816 23,422 25,197
Interest Expense . ...... ... .. 7,788 7,197 7,250
Depreciation . ........ ... 5,295 5,854 6,618
Operating and other expenses .. .....................oooooo... 1,526 6,030 5,830
Provision for credit and insurance losses . ....................... 241 483 1,212
Total Costs and Expenses .. ........ .. ... . ... ... ... ... 14,850 19,564 20,910
Gainonsaleof Hertz .............. .. ... ... ... .. .. — 1,095 —
Income/(loss) before income taxes—financial services ............. 1,966 4,953 4,287
TOTAL COMPANY
INCOME/(LOSS) BEFORE INCOME TAXES .. ................... (15,051) 1,079 4,109
Provision for/(benefit from) income taxes ....................... (2,646) (845) 643
INCOME/(LOSS) BEFORE MINORITY INTERESTS ............... (12,405) 1,924 3,466
Minority interests in net income/(loss) of subsidiaries.............. 210 280 282
INCOME/(LOSS) FROM CONTINUING OPERATIONS . .......... (12,615) 1,644 3,184
Income/(loss) from discontinued operations ..................... 2 47 (146)
INCOME/(LOSS) BEFORE CUMULATIVE EFFECTS
OF CHANGES IN ACCOUNTING PRINCIPLES . .............. (12,613) 1,691 3,038
Cumulative effects of changes in accounting principles ............. — (251) —
NET INCOME/(LOSS) . .. ..o (12,613) 1,440 3,038
1. What do you notice about the way revenues and expenses are partitioned?
2. For the Automotive division, compute the ratio (Cost of sales/Sales) for each of
the three years presented. Interpret the results.
3. Look at the operating results for the Automotive division. Is there any good
news for Ford in these results?
4. Depreciation expense is reported by the Financial Services division but not by
the Automotive division. Explain why this is so.
5. Which of the company’s two divisions seems to be performing better over time?
6. Is Ford a car company that finances autos or a finance company that makes cars?
Case 4-66 Writing Assignment (What are the benefits of a restructuring charge?)

One of the five techniques of accounting hocus-pocus identified by former SEC Chairman
Arthur Levitt in his famous 1998 speech is the big-bath restructuring charge. Write a 1-page
paper identifying the benefits, both from an economic and a financial reporting perspec-
tive, that a company might reap through recognizing a big-bath restructuring charge.
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Case 4-67 Researching Accounting Standards
To help you become familiar with the accounting standards, this case is designed to take
you to the FASB’s Web site and have you access various publications. Access the FASB’s
Web site at http://www.fasb.org. Click on “Pronouncements & EITF Abstracts.”
In the chapter, we discussed the statement of comprehensive income. For this
case, we will use Statement of Financial Accounting Standards No. 130, “Reporting
Comprehensive Income.” Open FAS No. 130.

1. Read paragraph 15. Is comprehensive income intended to replace net income?

2. Read paragraph 22. Is a separate statement of comprehensive income required
to be provided by companies?

3. Read paragraph 26. Net income is closed to Retained Earnings on the balance
sheet. Where is other comprehensive income closed at the end of a period?

Case 4-68 Ethical Dilemma
Far from being an exact science, accounting involves estimation and judgment. Consider
the case of Dwight Nelson, chief financial officer of Pilot Enterprises. Pilot is a relatively
young, privately held company with thoughts of going public in the near future. The
owners of the business would like to include in the prospectus (a document containing
information about the company and its past performance) financial statements that sup-
port their assertion that Pilot is a successful company with a bright future.

The problem is the income statement for the past year shows a slight decrease in income
from the prior period. When Dwight presented this information to the board of directors,
he was told to revise the income statement. He was specifically counseled to review his
estimates associated with bad debt expense, warranty expense, and estimated useful life of
depreciable assets. He was invited to present his “revised” income statement to the board
when it showed a 5% increase over last period’s net income—anything less would not do.

After reviewing the assumptions made regarding uncollectibles, warranties, and
depreciation, Dwight found that he could revise his estimates and obtain the 5% target
increase in income. But he did not feel that the revised income statement properly
reflected the performance of Pilot for the period.

1. What are the risks to Dwight of revising the income statement to meet the target?
2. What are the risks to Dwight of not revising the income statement?

Case 4-69 Cumulative Spreadsheet Analysis
This spreadsheet assignment is a continuation of the spreadsheet assignment given
in Chapter 3. If you completed that assignment, you have a head start on this one.
Refer back to part (1) of the Cumulative Spreadsheet Analysis assignment in Chapter 3.
Clearly state any additional assumptions that you make.
Skywalker wishes to prepare a forecasted balance sheet and a forecasted income
SPREADSHEET statement for 2012. Use the financial statement numbers for 2011 [given in part (1)
of the Cumulative Spreadsheet Analysis assignment in Chapter 3] as the basis for the
forecast, along with the following additional information.

(a) Sales in 2012 are expected to increase by 40% over 2011 sales of $2,100.

(b) In 2012, Skywalker plans to acquire new property, plant, and equipment for $240.

(¢) The $480 in operating expenses reported in 2011 breaks down as follows:
$15 depreciation expense and $465 other operating expenses.

(d No new long-term debt will be acquired in 2012.

(e) No cash dividends will be paid in 2012.

(® New short-term loans payable will be acquired in an amount sufficient to
make Skywalker’s current ratio in 2012 exactly equal to 2.0.

(g) Skywalker does not plan to repurchase any additional shares of stock in 2012.

(h) Because changes in future prices and exchange rates are impossible to predict,
Skywalker’s best estimate is that the balance in accumulated other comprehen-
sive income will remain unchanged in 2012.

(i) Assume that investment securities, long-term investments, other long-term assets,
and intangible assets will increase at the same rate as sales (40%) in 2012.

() In the absence of more detailed information, assume that other long-term
liabilities will increase at the same rate as sales (40%) in 2012.
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arl Eller started out in the billboard business. After his company was

acquired by Gannett, he sat on the firm’s board and was one of a group
of directors who opposed Gannett’s risky plan to start up the first US. national
daily newspaper, USA Today. He left Gannett and went to Columbia Pictures,
where he was one of the driving forces behind the purchase of Columbia by
Coca-Cola. (Columbia Pictures was subsequently purchased again, this time
by Sony in one of the most overpriced Hollywood deals of all time—but that
is another story.) In 1983, Mr. Eller went into the convenience store business
and took on the challenge of transforming Circle K from a regional |,200-
store convenience store chain centered in Arizona into the second-largest
chain in the United States (behind 7-Eleven). At its peak, Circle K operated
4,685 stores in 32 states.

Circle K's rapid expansion was financed through long-term borrowing. Its
long-term debt increased from $41 million in 1983, when Mr. Eller took over,
to $1.2 billion in 1990. The interest on this large debt, along with increased
price competition from convenience stores operated by oil companies, com-
bined to squeeze Circle K's profits.' Net income dropped from a record high
of $60 million in 1988 to $15 million in 1989. For the year ended April 30,
1990, Circle K reported a loss of $773 million. In May 1990, Circle K filed for
Chapter | | bankruptcy protection.

As illustrated in Exhibit 5-1, at the same time it was reporting the disas-
trous $773 million loss, Circle K was reporting a record high positive cash flow
from operations of more than $100 million. How could Circle K report posi-
tive cash flow at the same time it was reporting a record-breaking net loss?
There are many causes for a difference between accrual net income and cash
flow; these causes are discussed in this chapter. In Circle K's case, there were
three primary contributing factors:

* Much of the reported loss was due to a $639 million restructuring
charge. For example, goodwill previously recorded as a $300 million
asset was written off. This drastically reduced net income but did not
affect cash flow.

* Circle K added $75 million to its estimated liability for environmental
cleanup charges resulting from leaky underground gasoline storage tanks.
Again, this charge reduced income but did not involve an immediate
cash outflow.

* Financial distress forced Circle K to make its operations more efficient.
One result was that Circle K reduced its inventory by $65 million in
1990. This action increased cash flow because $65 million in cash was
liberated that otherwise would have been tied up in the form of gaso-
line, beer, and Twinkies®.

In 1991, Circle K again showed positive cash flow from operations while
reporting a large net loss. In an interesting twist, this positive cash flow was
partially a result of the bankruptcy filing. When a company files for Chapter | |
bankruptcy, the courts allow the company to cease making interest payments
on its old debts. During the fiscal year ended April 30, 1990, the year before
the bankruptcy filing, Circle K paid more than $100 million in interest. In
1991, after the filing, Circle K paid only $6 million in interest. In addition, the
bankruptcy filing strengthened the willingness of suppliers to sell to Circle K
on credit because bankruptcy laws place postbankruptcy lenders near the top

" Roy J. Harris Jr, “Karl Eller of Circle K, Always Pushing Luck, Now Lives to Regret It The Wall
Street Journal, March 28, 1990, p.Al.

LEARNING OBJECTIVES

Describe the circumstances in which
the cash flow statement is a particularly
important companion of the income
statement.

Outline the structure of and information
reported in the three main categories
of the cash flow statement: operating,
investing, and financing.

Compute cash flow from operations
using either the direct or the indirect
method.

Prepare a complete statement of cash
flows and provide the required supple-
mental disclosures.

Assess a firm’s financial strength by
analyzing the relationships among cash
flows from operating, investing, and
financing activities and by computing
financial ratios based on cash flow data.

Demonstrate how the three primary
financial statements tie together, or
articulate, in a unified framework.

Use knowledge of how the three pri-

mary financial statements tie together
to prepare a forecasted statement of

cash flows.
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EXHIBIT 5-1 Circle K Income vs. Cash Flow
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of the creditor priority list. As a result, Circle K's accounts
payable increased $80 million in 1991. This accounts pay-
able increase freed up cash that otherwise would have been
used to pay current bills.

Because of this positive cash flow from operations,
Circle K was able to stay in business while its management
devised a reorganization plan. As part of its bankruptcy
restructuring, Circle K replaced Karl Eller as chief executive
officer (CEQ) in 1990. Following a lengthy debate among
the creditors, Circle K's bankruptcy reorganization plan was
formally approved by a federal bankruptcy court judge,
and in 1993 Circle K was purchased for $400 million by a
diverse group of private investors from Barcelona, Kuwait,
and Pittsburgh. Subsequently, Circle K was taken over by
Tosco, the largest independent refiner and marketer of
petroleum products in the United States? In September
2001, Tosco itself was acquired by Phillips Petroleum,
temporarily combining the Circle K brand under the same
umbrella as 76 and Phillips 66. In 2003, Circle K was acquired

by a Canadian company, Alimentation Couche-Tard.
And finally, in 2006, Alimentation Couche-Tard formed a
franchising agreement with ConocoPhillips which led
to some ConocoPhillips stores being turned into Circle K
stores.

And what about Mr. Eller, who started this whole thing?
Well, you can't keep a good entrepreneur down. Karl Eller
returned to his roots and became CEO of Eller Media,
the largest billboard company in the United States> On
April 10, 1997, Eller Media was acquired by Clear Channel
Communications, which has billboards across the United
States and in the United Kingdom and operates radio and
TV stations in the United States, Mexico, Australia, and New
Zealand. Mr. Eller served on the board of directors of Clear
Channel until his retirement in 2001 at age 73. As of May
2008, Mr. Eller, a long-time sports fan, was serving on the
NCAA Leadership Advisory Board of Directors along with
other luminaries such as Peyton Manning and George M.
Steinbrenner. How is that for landing on your feet?

2 Jonathan Auerbach and Louise Lee, “Circle K Pact Gives Tosco Fuel Injection,” The Wall Street Journal, February 20, 1996, p. A4. (Interestingly, Tosco's corpo-
rate headquarters were in Stamford, Connecticut, the same city where the FASB was formerly located—small world.)

> William P Barrett,“The Phoenix of Phoenix,” Forbes, January I, 1996, p. 44.
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1. How was Circle K able to report a record amount of positive operating
cash flow at the same time it was reporting an income statement loss of
$773 million?

2. How did filing for Chapter 11 bankruptcy belp Circle K’s cash flow
situation?

3. In what kind of business did Kavl Eller both start and end bis business
career?

Answers to these questions can be found on page 248.

he Circle K case illustrates that cash flow data sometimes reveal aspects of

operations not captured by earnings. In addition, recall that assessing the

amounts, timing, and uncertainty of future cash flows is one of the primary

objectives of financial reporting.* The statement that provides information
needed to meet this objective is a statement of cash flows. This chapter provides an
overview of reporting cash flows and outlines the techniques for preparing and ana-
lyzing a cash flow statement.

What Good Is a Cash Flow Statement?

o Describe the cir-
cumstances in

statement is a par-
ticularly important
companion of the

income statement.

which the cash flow

WHY In many situations, the income statement gives an incomplete picture of a
company’s economic performance. In those situations, a statement of cash
flows provides another assessment of a firm’s performance.

HOW Operating cash flow provides a reality check in cases in which earnings are
of questionable value such as when a company has reported large one-time
noncash expenses or when earnings management may have been used to
inflate reported earnings. The cash flow statement also offers a |-page sum-

mary of the results of a company’s operating, investing, and financing activi-
ties for the period.

The key question is whether a cash flow statement tells us anything we don’t already
know from the balance sheet and income statement. This is a legitimate question
because the conceptual framework says that the primary focus of financial reporting is
earnings, and earnings information is a better indicator of a firm’s ability to generate
cash in the future than is current cash flow information.

To answer the question: Yes, we need the cash flow statement. Some of the
important reasons discussed in this chapter follow.

* Sometimes earnings fail.
* Everything is on one page.
* It is used as a forecasting tool.

* Statement of Financial Accounting Concepts No. [, “Objectives of Financial Reporting by Business Enterprises”
(Stamford, CT: Financial Accounting Standards Board, 1978), par. 37.
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Note that the heading to this section says that

“sometimes” earnings fail. In most cases, net
income is the single best measure of a firm’s
economic performance.

Foundations of Financial Accounting

Sometimes Earnings Fail

In some situations, net income does not give us an accurate picture of the economic
performance of a company for a certain period. Three such scenarios are illustrated
here by reference to actual company examples: (1) the Circle K scenario, (2) the
Home Depot scenario, and (3) the KnowledgeWare scenario.

. The Circle K Scenario  When a company
C autlon reports large noncash expenses, such as write-

offs, depreciation, and provisions for future
obligations, earnings may give a gloomier
picture of current operations than is war-
ranted. As discussed in the opening scenar-
io of the chapter, Circle K reported record
losses in the same years it was reporting
record positive cash flow from operations.
In such cases, cash flow from operations is
a better indicator of whether the company can continue to honor its commitments
to creditors, customers, employees, and investors in the near term. Don’t misunder-
stand this to mean that a reported loss is nothing to worry about as long as cash flow
is positive; the positive cash flow indicates that business can continue for the time
being, but the reported loss may hint at looming problems in the future.

The Home Depot Scenario Rapidly growing firms use large amounts of cash to
expand inventory. In addition, cash collections on the growing accounts receivable
often lag behind the need to pay creditors. In these cases, reported earnings may be
positive, but operations are actually consuming rather than generating cash. This can
make it difficult to service debt and satisfy investors’ demands for cash dividends. For
example, in the mid-1980s, The Home Depot was faced with a crisis as exponen-
tial sales growth necessitated operating cash infusions every year in spite of the fact
that earnings were positive.” The lesson is this: For high-growth companies, positive
income is no guarantee that sufficient cash flow is there to service current needs.

The KnowledgeWare Scenario Accounting assumptions are the heart of accrual
accounting. For companies entering phases in which it is critical that reported earnings
look good, those assumptions can be stretched—sometimes to the breaking point. Such
phases include just before making a large loan application, just before the initial public
offering of stock (when founding entrepreneurs cash in all those years of struggle and
sweat), and just before being bought out by another company. In these cases, cash flow
from operations, which is not impacted by accrual assumptions, provides an excellent
reality check for reported earnings. For example, in 1994, KnowledgeWare, an Atlanta-
based software company, was acquired by Sterling Software. Negotiations over the
purchase price were thrown into chaos when it was disclosed that KnowledgeWare
had been overly optimistic with its revenue recognition assumptions. At the time, one
accounting professor commented: “Cash from operations is the critical number inves-
tors should be looking at when evaluating one of these companies.”®

Everything Is on One Page

As discussed in more detail later, the cash flow statement includes information on
operating, investing, and financing activities. In essence, everything you ever wanted
to know about a company’s performance for the year is summarized in this one statement.
How successful were operations for the year? Look at the Operating Activities section.

5 The cash flow problems of Home Depot in 1985 are the subject of a very popular Harvard Business School
case written by Professor Krishna Palepu.

¢ Timothy L. O’Brien, “KnowledgeWare Accounting Practices Are Questioned,” The Wall Street jJourndl,
September 7, 1994, p. B2.
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What new investments were made in property, plant, and equipment? Look in the
Investing Activities section. Where did the money come from this year to finance all
this stuff? See the Financing Activities section. If you were stuck on a desert island
and could receive only a single financial statement each year (by bottle floated in on
the waves), you would probably choose the cash flow statement.

It Is Used as a Forecasting Tool

When forecasting the future, a cash flow statement is an excellent tool to analyze
whether the operating, investing, and financing plans are consistent and workable. To
do this, one constructs a pro forma, or projected, cash flow statement. A pro forma
cash flow statement is a prediction of what the actual cash flow statement will look
like in future years if the operating, investing, and financing plans are implemented.
For example, most lenders would be reluctant to loan money to a company to finance
new investing activities when the pro forma cash flow statement indicates that there
will be no positive operating cash flow to repay the loan. Construction of a pro forma
cash flow statement is illustrated later in this chapter.

Structure of the Cash Flow Statement

e Outline the struc-
ture of and infor-
mation reported

in the three main
categories of the

operating, investing,
and financing.

cash flow statement:

WHY The statement of cash flows is divided into three sections to allow users to
determine how the company is both generating and using cash in each gen-
eral activity of the business.

HOW A financial statement user can gain much insight into the current state of a
company by comparing the magnitudes of cash flows from operating, invest-
ing, and financing activities. For young companies, operating cash flow is
sometimes negative. For mature, successful ‘“cash cows,” operating cash
flow is more than enough to pay for investing activities.

A statement of cash flows explains the change during the period in cash and cash
equivalents. A cash equivalent is a short-term, highly liquid investment that can be
converted easily into cash. To qualify as a cash equivalent, an item must be”:

1. Readily convertible to cash
2. So near to its maturity that there is insignificant risk of changes in value due to
changes in interest rates

Generally, only investments with original maturities of three months or less qualify as
cash equivalents. Original maturity in this case is determined from the date an invest-
ment is acquired by the reporting entity, which often does not coincide with the date
the security is issued. For example, both a 3-month U.S. Treasury bill and a 3-year
Treasury note purchased three months prior to maturity qualify as cash equivalents.
However, if the Treasury note were purchased three years ago, it would not qualify
as a cash equivalent during the last three months prior to its maturity.® In addition to
U.S. Treasury obligations, cash equivalents can include items such as money market
funds and commercial paper. Investments in marketable equity securities (common
and preferred stock) normally would not be classified as cash equivalents because
such securities have no maturity date.

Not all investments qualifying as cash equivalents need be reported as such.
Management establishes a policy concerning which short-term, highly liquid investments

7 Statement of Financial Accounting Standards No. 95, “Statement of Cash Flows” (Stamford, CT: Financial
Accounting Standards Board, November 1987), par. 8.
& Ibid.
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are to be treated as cash equivalents. Once a policy is established, management should
disclose which items are being treated as cash equivalents in presenting its cash flow
statement. Any change in the established policy should be disclosed. For example, in
1993 General Motors disclosed that GMAC (GM’s financing subsidiary) had changed its
definition of cash equivalents to include short-term liquid investments. This change had
the effect of increasing GM’s reported cash and cash equivalents by 42%, or $3.3 billion.

Three Categories of Cash Flows

In the statement of cash flows, cash receipts and payments are classified according
to three main categories:

* Operating activities

* Investing activities

* Financing activities

Exhibit 5-2 summarizes the major types of cash receipts and cash payments included
in each category and includes the income statement and balance sheet accounts that
are typically related to each category in the statement of cash flows.

Operating Activities Operating activities include those transactions and events
associated with the revenues and expenses that enter into the determination of net
income. Cash receipts from selling goods or from providing services are the major
cash inflows for most businesses. Other cash receipts come from interest, dividends,

Major Cash Receipts and Payments by Category

EXHIBIT 5-2

Investing Activities

Cash receipts from: Cash payments for:
Sale of plant assets Purchase of plant assets
Sale of a business segment Purchase of nontrading securities
Sale of nontrading securities Making loans to other entities

Collection of principal on loans

Related items: property, plant, and equipment; long-term investments; other long-term assets

Financing Activities

Cash receipts from: Cash payments for:
Issuance of stock Cash dividends
Borrowing (e.g., bonds, notes, Repayment of loans
mortgages) Repurchase of stock (treasury stock)

Related items: shortterm and long-term debt; common stock; treasury stock; dividends
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and similar items. Major cash outflows include payments to purchase inventory and

to pay wages, taxes, interest, utilities, rent, and similar expenses. The net amount of

cash provided or used by operating activities is the key figure in a statement of cash

flows. In the same way that net income is used to summarize everything in an income
statement, net cash from operations is the “bottom line” of the cash flow statement.

Although cash inflows from interest or

o dividends logically might be classified as invest-

C autlon ing or financing activities, the FASB decided to

classify them as operating activities. The guid-

ing principle is that the Operating Activities

section contains the cash flow effects of rev-

enues and expenses included in the income

statement.

Whether an activity is an operating activity

depends upon the nature of the business. The
purchase of machinery is an investing activity for
a manufacturing business, but it is an operating

activity for a machinery sales business. . e ek . .
Investing Activities The primary invest-

ing activities are the purchase and sale of
land, buildings, equipment, and other assets
not generally held for resale. In addition, investing activities include the purchase
and sale of financial instruments not intended for trading purposes, as well as the
making and collecting of loans. These activities occur regularly and result in cash
receipts and payments, but they are not classified as operating activities because they
relate only indirectly to the central, ongoing operation of a business.

Financing Activities Financing activities
& h < k include transactions and events whereby cash
Stop t 1n is obtained from or repaid to owners (equity
financing) and creditors (debt financing). For
There is conceptual difficulty in categorizing example, the cash proceeds from issuing
some cash flow items into just one of the three stock or bonds would be classified under
cash flow activities specified by the FASB. Two financing activities. Similarly, payments to
items that the FASB insists be classified as reacquire stock (treasury stock) or to retire
operating activities can be classified in other bonds and the payment of dividends are
ways, or even in their own categories, accord- considered financing activities.
ing to the IASB. Look at the list below and The nature of financing activities is the
identify these two problematic items. same no matter what industry a company
is in, but operating and investing activi-
ties differ considerably across industries.
For example, the operating and investing
Payment of rent and payment of insurance activities of a supermarket chain are quite
Payment of interest and payment of different from those of a sand and gravel
income taxes company. However, for both companies,
the process of borrowing money, selling
stock, paying cash dividends, and repay-
ing loans is almost the same.

a) Payment of wages and payment for inven-
tory purchases

Payment of utilities and payment for repairs

Cash Flow Pattern The normal pattern of positive inflows or negative outflows of
cash reported in the cash flow statement is as follows:

* Cash from operating activities, +
* Cash from investing activities, —
* Cash from financing activities, + or —

Most companies (73% in the United States in 2000) generate positive cash flow
from operations. In fact, several periods of negative cash from operations is a sure
indicator of financial trouble. In normal times, most companies use cash to expand
or enhance long-term assets, so cash from investing activities is usually negative
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Boeing is an example of a mature, success-
ful, “cash cow” company. In 2007, Boeing’s

operating cash flow of $9.584 billion was

(83% of the time in the United States in
2006). A company with positive cash flows
from investing activities is selling off its long-
term assets faster than it is replacing them.
No general statements can be made
about cash flows from financing activities;
in healthy companies the number can be

enough to pay for its investing activities
($3.822 billion), repay debt ($1.406 billion),
pay cash dividends ($1.096 billion), and
repurchase stock ($2.775 billion).

EXHIBIT 5-3

Start-Up, High-Growth Company

either positive or negative. As an example,
positive cash flows from financing activities
can be a sign of a young company that is
expanding so fast that operations cannot
provide enough cash to finance the expan-
sion. Hence, additional cash must come
from financing. Negative cash flows from
financing activities might be exhibited by a mature company that has reached a stable
state and has surplus cash from operations that can be used to repay loans or to pay
higher cash dividends. Accordingly, a company’s cash flow pattern is a general reflec-
tion of where the company is in its life cycle. As shown in Exhibit 5-3, a young or rap-
idly growing company requires cash inflows from financing activities in order to pay
for its capital expansion (investing activities) and to subsidize negative operating cash
flow resulting from a buildup in inventories and receivables. In a company that has
stopped growing and is focused on maintaining its position, cash from operations is
sufficient to finance the replenishment of long-term assets and to pay dividends to the
investors. Finally, a mature, successful company (sometimes called a cash cow) gener-
ates so much cash from operations that it can pay for capital expansion and have cash
left over to repay loans, pay cash dividends, and even repurchase shares of stock.

Further discussion of the interpretation of the cash flow pattern is in a later sec-
tion of this chapter.

Noncash Investing and Financing Activities

Some investing and financing activities affect an entity’s financial position but not the
entity’s cash flow during the period. For example, equipment may be purchased with
a note payable, or land may be acquired by issuing stock. Such noncash investing
and financing activities should be disclosed separately, either in the notes to the

Cash Flow Patterns Over the Life of a Company

A A Loan

Repayment
o Share
. . Dividends ; ; Repurchases . .
Financing 3| Finaincing Financing
Dividends

Steady-State Company Cash Cow
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financial statements or in an accompanying schedule, but not in the cash flow state-
ment itself.” For example, when Chevron Corporation acquired a 50% interest in
a joint venture with Kazakhstan to develop the Tengiz oil field, the $709 million
deferred portion of the acquisition price was disclosed in the notes to Chevron’s
financial statements as a noncash transaction.

Cash Flow Categories under IAS 7

A cash flow statement has been required under IFRS since 1992. The provisions of IAS 7,
Statement of Cash Flows, are more flexible than the U.S. rules contained in SFAS No. 95.
Total cash flow, operating plus investing plus financing, is the same under both sets
of rules, but a few common types of cash flows can be classified in different catego-
ries depending on whether U.S. GAAP or IFRS is used to make the categorization.
A summary of those differences is given below.

Type of Cash Flow U.S. GAAP—SFAS No. 95 IFRS—IAS 7

Cash paid for interest (associated Operating activity Operating or financing activity
with interest expense)

Cash paid for income taxes Operating activity Usually operating activity, but can
(associated with income tax be split among operating, investing,
expense) and financing depending on the

nature of the transaction giving rise
to the tax payment

Cash received from interest Operating activity Operating or investing activity
(associated with interest
revenue)

Cash received from dividends Operating activity Operating or investing activity
(associated with dividend
revenue)

Cash paid for dividends (not an Financing activity Financing or operating activity
income statement item)

The key number in a cash flow statement is total operating cash flow. As you can see
from the table above, total operating cash flow for a company using IFRS could be
greater than, less than, or the same as what the same company would report under
U.S. GAAP, depending on the classification choices made under IFRS.

The particulars for computing operating cash flow, as illustrated in the next section,
are slightly different under IFRS if some of the items above are classified differently
from what is required under U.S. GAAP. Those slight differences are demonstrated in
Chapter 21 when we revisit the statement of cash flows.

Reporting Cash Flow from Operations

Compute cash
flow from opera-
tions using either the
direct or the indirect

method.

WHY The accounting standards allow for two different ways of reporting cash from
operations—the indirect and the direct method. Both methods result in the
same amount.

HOW The direct method is a recap of the income statement with the objective of
reporting how much cash was received or disbursed in association with each
income statement item. The indirect method starts with net income and
then reports adjustments for operating items not involving cash flow.

? FASB Statement No. 95, par. 32.
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The choice of the direct or indirect method is

not a way to manipulate the amount of reported
cash flow from operations. Both methods yield
the same number.
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|
General Format for a Statement of Cash Flows—
Intel Corporation 2007 (Amounts in millions)

EXHIBIT 5-4

Cash provided by (or used for):
Operating activities . ... ...t $12,625
INVESTING ACTIVILIES « . . ..ottt ettt ettt e e (9,926)
FinemeEing aEERIHES 000000000000000000000000000000000000006000000000000000 (1,990)
Net increase (decrease) in cash and cash equivalents ............................ $ 709
Cash and cash equivalents at beginning of year ................ ... ... ... 6,598
Cash and cash equivalentsatend of year ........... ... ... ... . o i $ 7,307

Exhibit 5-4 illustrates the general format, with details and amounts omitted, for a state-
ment of cash flows using data from Intel’s statement of cash flows. The statement
should report the net cash provided by or used in operating, investing, and financing
activities and the net effect of total cash flow on cash and cash equivalents during the
period. The information is to be presented in a manner that reconciles beginning and
ending cash and cash equivalent amounts.*

The preparation of the Investing and Financing Activities sections of the statement of
cash flows is straightforward. The Operating Activities section, however, is more complex.
Operating cash flow is actually a simple concept: It is merely the difference between cash
received and cash disbursed for operating

s activities. The computation of operating cash
Cautlon flow is difficult because accounting systems
are designed to adjust cash flow numbers
to arrive at accrual net income. Computing
operating cash flow requires undoing all the
accrual accounting adjustments. This is illus-
trated in Exhibit 5-5.

Two methods may be used in calculating
and reporting the amount of net cash flow
from operating activities: the indirect method
and the direct method. The most popular method used in reported financial statements
is the indirect method; it is used by approximately 95% of large U.S. corporations.

The direct method is essentially a reexamination of each income statement item
with the objective of reporting how much cash was received or disbursed in associa-
tion with the item. For example, for the item sales in the income statement, there is
a corresponding item in the cash flow statement called cash collected from customers.
For cost of goods sold, the corresponding item is cash paid for inventory. To prepare
the Operating Activities section using the direct method, one must adjust each income
statement item for the effects of accruals.

The indirect method begins with net income as reported on the income state-
ment and adjusts this accrual amount for any items that do not affect cash flow. The
adjustments are of three basic types.

* Revenues and expenses that do not involve cash inflow or outflow.
* Gains and losses associated with investing or financing activities.

* Adjustments for changes in current operating assets and liabilities that indicate noncash
sources of revenues and expenses.

Both methods produce identical results—that is, the same amount of net cash
flow provided by (or used in) operations. The indirect method is favored and used by

'® Additional disclosures are required in reconciling the change in cash and cash equivalents for a company that has
subsidiaries located in foreign countries. Because of changes in exchange rates, the U.S. dollar equivalent of foreign
cash balances can change during the year even if the foreign subsidiary enters into no transactions. If the amount
is material, the effect of this change is shown as a separate line in the cash flow statement of U.S. multinationals.
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EXHIBIT 5-5 Relationship Between Net Income and Operating

Cash Flow

Business engages in
operating activities.

Cash is received

and disbursed.

“Undo” accrual
accounting to get back
to cash flow.

Apply accrual

accounting rules.

most companies because it is relatively easy to apply and it reconciles the difference
between net income and the net cash flow provided by operations. Many users of
financial statements favor the direct method because it reports directly the sources of
cash inflow and outflow without the potentially confusing adjustments to net income.
The FASB considered the arguments for both methods, and although the Board favored
the clarity of the direct method, it finally permitted either method to be used.!

The choice of the indirect or direct method affects only the Operating Activities
section. The Investing and Financing Activities sections are exactly the same regard-
less of which method is used to report cash flow from operations.

Operating Activities: Simple lllustration

The following data for Orchard Blossom Company are used to illustrate both the direct
and the indirect methods:

Orchard Blossom Company
Selected Balance Sheet and Income Statement Data

End of Year Beginning of Year

Balance sheet:

Cash. ..o $ 25 $ 15

Accounts receivable .. ... oL o L 60 40

Inventory . ... 75 100

Wages payable ... ... .. ... 10 7
Income statement:

Sales . ... $150

Costofgoodssold . ..... ... ... ... (80)

Wages eXPeNse ... .......... .. (25)

Depreciation expense . . ...... ... ... .o (30)

Netincome ... .. ... ... .. $I5

' FASB Statement No. 95, pars. 27-28.
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Direct Method The best way to do the direct method is to systematically go down
the list of income statement items and calculate how much cash is associated with
each item.

Sales and cash collected from customers. The beginning accounts receivable bal-
ance, along with sales for the year, constitutes potential collections from customers.
The ending accounts receivable balance represents accounts not collected. Thus, cash
collected from customers is computed as follows:

Beginning accounts receivable . . ... ... $ 40
FoSaleS 150
= Cash available for collection . ... ... ... . . . . . $190
— Ending accounts receivable . ... ... ... 60
= Cash collected from CUSTOMErS . . ... ... . $130

Note that a faster way to do this is to adjust the $150 sales amount by the $20
change in accounts receivable. The question is whether to add or subtract the $20.
An increase in accounts receivable means less cash, so subtract the $20 increase

($150 — $20 = $130).

Cost of goods sold and cash paid for inventory. The ending inventory balance,
along with cost of goods sold for the year, represents the total amount of inventory
the company must have purchased some time in the past. The beginning inventory
balance represents inventory purchased in prior years. Thus, inventory purchased this
year is computed as follows:

Ending inventory . ... ... .. $75
+ Cost of goods sold . ... ... 80
= Required INVENTOIY . . . . ... e $155
— Beginning iNVENtory . . . .. ... 100
= Inventory purchased this year ........... ... ... $ 55

Alternatively, adjust the $80 cost of goods

. sold amount by the $25 change in inventory.

C autlon Should you add or subtract the $25? First,
remember that in the absence of any inven-

tory changes, the $80 in cost of goods sold

Students who try to prepare cash flow state- would have represented an $80 OUTFLOW
ments solely by memorization of rules

to replenish the inventory that was sold.

(e.g., add all decreases) usually end up getting A decrease in inventory during the year

only 50% of their computations correct.

means that you purchased less than you

The best approach is to stop and use your sold, so less cash was paid to replenish the
business intuition. inventory. Accordingly, add the decrease in

inventory (—$80 + $25 = —$55) to arrive at
the net $55 outflow for inventory purchased
during the year.

Note that in this simple illustration, all inventory is paid for in cash. A subsequent
illustration in this chapter will show how to make adjustments for accounts payable.

Wages expense and cash paid for wages. The beginning wages payable balance,
along with wages expense for the year, constitutes the total obligation to employees.
The ending wages payable balance represents the amount of that obligation not yet
paid. Thus, cash paid to employees for wages is computed as follows:

Beginning wages payable . .. ... ... $7
T WaAEES @XPENSE « . . ..t 25
= Total obligation to employees .. ... ...... .. $32
— Ending wages payable .. ........ ... 10

= Cash paid for wages .. ... ... ... $22
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This can also be computed by adding the $3 increase in wages payable to the $25 cash
outflow represented by wages expense (—$25 + $3 = —$22). You ADD the $3 increase
because the increase represents wages that were not paid in cash during the year.

Depreciation expense. Here’s a trick question: How much cash is paid for depre-
ciation? None, because depreciation is a noncash expense.

The Operating Activities section of Orchard Blossom’s cash flow statement, using
the direct method, appears as follows:

Orchard Blossom Company
Statement of Cash Flows
Operating Activities: Direct Method

Cash collected from CUSTOMErS . . . . ... oo e e $130
Cash paid for iNVENtOry . ... ... .. (55)
Cash paid for wages . ... (22)
Cash paid for depreciation . ........ ... ... .. 0
Net cash from operating activities . . .. .......... ... . $ 53

Of course, in a proper cash flow statement, there would be no line for cash paid for depre-
ciation. It is included here only to remind you that no cash is paid for depreciation.

Indirect Method With the indirect method, we start with net income, which incor-
porates the net effect of all the income statement items, and then report the adjust-
ments necessary to convert all income statement items into cash flow numbers. Only
the adjustments themselves are reported. As with the direct method, the best way to
perform the indirect method is to go right down the income statement, item by item.

Sales. What adjustment is necessary to convert this item to a cash flow number?
The $20 increase in accounts receivable means that cash collected is $20 less than the
$150 sales number indicates. So, the necessary adjustment to convert net income into
cash flow is to subtract the $20 increase in accounts receivable.

Cost of goods sold. The $25 decrease in inventory means that although cost of
goods sold of $80 is included in the income statement, less cash was used to purchase
inventory than is suggested by the cost of goods sold number. Therefore, add the $25
inventory decrease to convert net income into cash flow.

Wages expense. The income statement includes a $25 subtraction for wages
expense. However, the $3 increase in wages payable indicates that not all of that $25
wages expense was paid in cash. Accordingly, the $3 increase in wages payable is
added to net income.

Depreciation expense. The $30 depreciation expense is a noncash expense.
Because it was subtracted in computing net income, it must be added back to net
income in computing cash flow. Add the $30 depreciation expense to net income.

The Operating Activities section of Orchard Blossom’s cash flow statement, using
the indirect method, follows.

Orchard Blossom Company
Statement of Cash Flows
Operating Activities: Indirect Method

Net INCOME . . . $15
Plus: Depreciation . . .. ... .. 30
Less: Increase in accounts receivable . ... (20)
Plus: Decrease in iNVENTOrY ... ... ... 25
Plus: Increase in wages payable ... ... ... .. . 3

Net cash from operating activities . .. ............ .. . $53
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One advantage of the indirect method is that
it highlights how cash flow can be improved

in the short run by adjusting operating proce-
dures. In the Orchard Blossom example, both
cutting back on inventory levels and slowing
payments of wages increased the amount of
cash generated by operations.

Foundations of Financial Accounting

Note that net cash from operating activities, commonly referred to as cash flow
from operations, is the same, $53, whether the direct or the indirect method is used.
Also note that depreciation is the first item listed after net income. This is the traditional
presentation. This ordering is unfortunate because it reinforces two wrong ideas.

* Depreciation is a source of cash. Wrong.
* Cash flow is equal to net income plus depreciation. Wrong.

Depreciation is not a source of cash.'? Depreciation is added back to net income to
offset the effect of subtracting depreciation expense in the original computation of net
income. The net effect is to eliminate depreciation in the computation of cash flow.

The definition “cash flow equals net income plus depreciation” is widely used. A quick
look at Orchard Blossom’s indirect method Operating Activities section shows, how-
ever, that the “net income plus depreciation” definition ignores all of the changes in cur-
rent assets and current liabilities. Sometimes
the changes in current items cancel (as they
almost do in Orchard Blossom’s case), so
“net income plus depreciation” can be a
good estimate of true cash from operations.
However, many times, particularly with rap-
idly expanding firms, the current item changes
do not cancel out. In those situations, true
cash from operations is much lower than the
“net income plus depreciation” definition
would indicate. The “net income plus depre-
ciation” definition is used widely in finance,
and many finance professors believe it with
all their hearts. Don’t let them deceive you.

fy1

Comparison of Direct and Indirect Methods The computations of Orchard
Blossom’s net income and operating cash flow are compared as follows:

Cash Flows from
Income Statement Adjustments Operations
Sales $150 - 20 (increase in accounts receivable) $130 Cash collected from customers
Cost of goods sold (80) + 25 (decrease in inventory) (55) Cash paid for inventory
Woages expense (25) + 3 (increase in wages payable) (22) Cash paid for wages
Depreciation expense (30) + 30 (not a cash flow item) 0
Net income $ 15 + 38 net adjustment $ 53 Cash flows from operations

With the direct method of reporting cash from operations, each of the individual
cash flow items is reported. The Operating Activities section of a statement of cash
flows prepared using the direct method is, in effect, a cash-basis income statement
and involves reporting the shaded information from the following work sheet.

Cash Flows from
Income Statement Adjustments Operations
Sales $150 - 20 (increase in accounts receivable) $130 Cash collected from customers
Cost of goods sold (80) + 25 (decrease in inventory) (55) Cash paid for inventory
Woages expense (25) + 3 (increase in wages payable) (22) Cash paid for wages
Depreciation expense (30) + 30 (not a cash flow item) 0
Net income $ 15 + 38 net adjustment $ 53 Cash flows from operations

2 Depreciation is not a source of cash in a financial accounting context. However, when income taxes are
considered, the depreciation tax deduction lowers the income tax liability. Thus, when analyzing the cash flow
of a business or a project, the depreciation tax deduction is a source of cash to the extent that it lowers the
amount of income taxes paid. This issue is covered in most textbook discussions of capital budgeting.
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EXHIBIT 5-6 Large Differences Between Income and Cash from Operations for
the Year 2006 (in millions of U.S. dollars)

(‘Q“Qm\o“ ompa ame Operatio 0 D Ell
neC Ford Motor $ 9,609 $(12,613) $(22,222) i
Verizon 24,106 6,197 (17,909) EF

General Electric 30,646 20,829 (9,817)
ExxonMobil 49,286 39,500 (9,786) lIill
el lymas (39,414) 7,499 46,913 i i

Goldman Sachs (47,617) 9,537 57,154

L

(=

Morgan Stanley (60,803) 7,472 68,275

With the indirect method, only net income and the adjustments are reported.
Therefore, the Operating Activities section of the statement of cash flows for Orchard
Blossom includes the shaded information in the following table.

Cash Flows from
Income Statement Adjustments Operations
Sales $150 - 20 (increase in accounts receivable) $130 Cash collected from customers
Cost of goods sold (80) + 25 (decrease in inventory) (55) Cash paid for inventory
Woages expense (25) F I (increase in wages payable) (22) Cash paid for wages
Depreciation expense (30) + 30 (not a cash flow item) 0
Net income 15 + 38 net adjustment $ 53 Cash flows from operations

Both methods of reporting operating cash flow have advantages. The primary
advantage of the direct method is that it is very straightforward and intuitive. The pri-
mary advantage of the indirect method is that it highlights the factors that cause net
income and cash from operations to differ. As mentioned earlier, almost all large U.S.
companies use the indirect method. Some actual examples of the large differences
that can exist between income and cash from operations are given in Exhibit 5-6.

Preparing a Complete Statement of Cash Flows

WHY A complete statement of cash flows summarizes all of the important

Prepare a complete ) ) . . .
activities—operating, investing, and financing—undertaken by a company

statement of cash
flows and provide
the required supple-
mental disclosures.

during a given period.

HOW Basic information to prepare the three sections of the cash flow statement
comes from the balance sheet and income statement, as follows:

*  Operating—income statement adjusted for changes in current operating
assets and liabilities.

* Investing—changes in long-term assets.

* Financing—changes in long-term liabilities and in owners’ equity.
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In this section, we will expand the Orchard Blossom Company example into a com-
prehensive problem in order to illustrate the preparation of a complete statement
of cash flows. For this example, we will need complete balance sheet data as of the
beginning and end of the year, as well as income statement data for the year. These
data are as follows:

Orchard Blossom Company
Complete Balance Sheet and Income Statement Data

End of Year Beginning of Year

Balance Sheet:

Cash... ..o $ 25 $ 15
Accounts receivable ............ 60 40
Inventory . ... .. 75 100
Land ... ... 120 105
Buildings. ... ... ... 200 160
Accumulated depreciation .......... .. ... o ool (66) (50)
Total assets . . ... . $414 $370
Accounts payable .............. $ 50 $ 37
Wages payable .......... ... ... il 10 7
Long-termdebt . . ... ... ... ... 169 190
Paid-in capital ......... ... ... . oo oo ool 100 60
Retained earnings . ......... ... ... ... ool 85 76
Total liabilities and equity . . .......... ... ... ... ... ... .. $414 $370
Income Statement:
Sales . ... $150
Gain on sale of building . ....... ... ... ... i 10
Costofgoodssold .............. ... ... ... ... ... (80)
Wages @XPENSE . .. ... it (25)
Depreciation eXpense . . .............. i (30)
Interest expense . ... (10)
Netincome ...... ... ... ... ... .. ... 15

Before proceeding with this example, please note three changes from the original
Orchard Blossom data used in the preceding section. These changes are made to
enrich the example so that it will illustrate all of the major items you need to learn at
this point with respect to preparing a complete statement of cash flows.

* Accounts payable have been added to the balance sheet. This will change the operating
cash flow calculation done previously. We will assume that all of these accounts payable
relate to inventory purchases.

* Interest expense has been added to the income statement. This will change the operating
cash flow calculation done previously.

* A gain on sale of building has been added to the income statement. From supplemental
information (not found in the balance sheet or income statement), we learn that build-
ings with an original cost of $36 and a book value of $22 were sold for a total of $32,
resulting in the reported gain of $10 ($32 sales price — $22 book value). The sale of a
building is an investing activity, yet the gain is shown as part of net income, which we
use as our basis for computing operating cash flow. We will have to be careful how we
handle this gain.

The following 6-step process outlines a systematic method that can be used in
analyzing the income statement and comparative balance sheets in preparing a state-
ment of cash flows:

1. Compute how much the cash balance changed during the year. The statement
of cash flows is not complete until the sum of cash from operating, investing,
and financing activities exactly matches the total change in the cash balance
during the year.
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2. Convert the income statement from an accrual-basis to a cash-basis summary of
operations. This is done in three steps.

(a) Eliminate expenses that do not involve the outflow of cash, such as depre-
ciation expense.

(b) Eliminate gains and losses associated with investing or financing activities to
avoid counting these items twice.

(o) Adjust for changes in the balances of current operating assets and operating
liabilities because these changes indicate cases in which the operating cash
flow associated with an item does not match the revenue or expense report-
ed for that item.

The final result of these adjustments is that net income is converted into cash

flow from operating activities.

3. Analyze the long-term assets to identify the cash flow effects of investing activi-
ties. Changes in property, plant, and equipment may indicate that cash has
either been spent or received.

4. Analyze the long-term debt and stockholders’ equity accounts to determine the
cash flow effects of any financing transactions. These transactions include bor-
rowing or repaying debt, issuing or buying back stock, and paying dividends.
Also, examine changes in short-term loan accounts; borrowing and repaying
under short-term arrangements are also classified as financing activities.

5. Make sure that the total net cash flow from operating, investing, and financing
activities is equal to the net increase or decrease in cash as computed in step 1.
Then, prepare a formal statement of cash flows by classifying all cash inflows
and outflows according to operating, investing, and financing activities. The net
cash flows from each of the three main activities should be highlighted.

6. Prepare supplemental disclosure, including the disclosure of any significant
investing or financing transactions that did not involve cash. This disclosure is
done outside the cash flow statement itself. The types of transactions disclosed
in this way include the purchase of land by issuing stock and the retirement of
bonds by issuing stock. In addition, supplemental disclosure of cash paid for
interest expense and taxes is required.

We will illustrate this 6-step process using the expanded information from the
Orchard Blossom example. Because we will prepare the statement of cash flows
without reference to the detailed cash flow transaction data, we are going to have to
make some informed inferences about cash flows by examining the balance sheet and
income statement accounts.

Step 1. Compute How Much the Cash Balance Changed During the Year.
Orchard Blossom began the year with a cash balance of $15 and ended with a cash
balance of $25. Thus, our target in preparing the statement of cash flows is to explain
why the cash account increased by $10 during the year.

Step 2. Convert the Income Statement from an Accrual-Basis to a Cash-
Basis Summary of Operations. Recall that converting accrual net income into
cash from operations involves eliminating noncash expenses, removing the effects of
gains and losses, and adjusting for the impact of changes in current operating asset
and liability balances. These adjustments are shown in the work sheet, Exhibit 5-7,
and are explained below. Many of the adjustment are the same as those illustrated in
the simple Orchard Blossom example in the previous section.

Depreciation expense (adjustment A1). The first adjustment involves adding
the amount of depreciation expense. As explained previously, because depreciation
expense does not involve an outflow of cash, and because depreciation was initially
subtracted to arrive at net income, this adjustment effectively eliminates depreciation
from the computation of cash from operations. It can be seen in the far right column
of the work sheet in Exhibit 5-7 that adjustment A1l results in a $0 (—$30 + $30 = $0)
cash flow effect from depreciation.
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EXHIBIT 5-7 Adjustments to Convert Orchard Blossom’s Accrual Net Income to
Cash from Operations

Cash Flows
Income from

Statement Adjustments Operations
Sales $150 Cl $(20) Increase in accounts receivable $130
Gain on sale of building 10 Bl (10) Investing activity item 0
Cost of goods sold (80) 2 25 Decrease in inventory (42)

3 13 Increase in accounts payable

Woages expense (25) C4 3 Increase in wages payable (22)
Depreciation expense (30) Al 30 Not a cash flow item 0
Interest expense (10) No interest payable balance (10)
Net income $ 15 $ 41 56

Gain on sale of building (adjustment B1). Adjustment must also be made for
any gains or losses included in the computation of net income. Orchard Blossom
sold buildings during the year and recorded a gain of $10 on the sale. The $32 cash
flow effect of the building sale (mentioned above) will be shown in the Investing
Activities section of the cash flow statement. To avoid counting any part of the $32
sales amount twice, the gain should be excluded from the Operating Activities section.
However, the gain has already been added in the computation of net income. In order
to exclude the gain from the Operating Activities section, it must be subtracted from
net income. If there had been a loss on the building sale, that loss would be added
back to net income in the Operating Activities section so that it would not impact cash
flows from operations. The full $32 cash flow impact of the sale of this building (to
be analyzed later) is reported in the Investing Activities section.

Changes in current assets and liabilities. The remaining adjustments (C1-C4
in Exhibit 5-7) are needed because the computation of accrual net income involves
reporting revenues and expenses when economic events occur, not necessarily when
cash is received or paid. The timing differences between the receipt or payment of cash
and the earning of revenue or the incurring of an expense are reflected in the shifting
balances in the current operating assets and liabilities. This is illustrated through a dis-
cussion of each of Orchard Blossom’s current operating asset and liability accounts.

Accounts receivable (adjustment C1). Recall from our analysis earlier in the chapter
that the amount of cash Orchard Blossom collected from customers during the year
differed from sales for the period. The $20 increase in accounts receivable is sub-
tracted, as shown in Exhibit 5-7.

Inventory (adjustment C2). The statement of cash flows should reflect the amount of
cash paid for inventory during the year, which is not necessarily the same as the cost
of inventory sold. Orchard Blossom’s inventory decreased by $25 during the year,
indicating that the amount of inventory purchased during the year was less than the
amount of inventory sold. Accordingly, in the computation of cash from operations
we must reduce the cost of goods sold number to reflect the fact that part of the
inventory sold this period was actually purchased last period. To reduce cost of goods
sold (which is subtracted in the computation of net income), the adjustment involves
adding $25, as shown in Exhibit 5-7. This addition of $25 represents an increase in
cash flow because less cash was used to replenish inventory during the year.

Accounts payable (adjustment C3). The balance in Orchard Blossom’s accounts
payable account increased by $13 during the year. This increase occurred because
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Orchard Blossom paid for less than it bought from its sup-
pliers during the year. The adjustment necessary to reflect
this reduction in cash outflow is to add $13 in computing
cash from operations, shown as adjustment C3 in Exhibit 5-7.
As seen in the exhibit, total cash paid to purchase inventory
during the year was $42.

Wages expenses (adjustment C4). The balance in Orchard
Blossom’s wages payable account increased by $3 during
the year. This increase occurred because Orchard Blossom
did not pay all wages due to its employees during the year.
The adjustment necessary to reflect this reduction in cash
outflow for wages is to add $3 in computing cash from
operations, shown as adjustment C4 in Exhibit 5-7. Again,
when the wages payable account increases, the company
has more cash because cash was conserved and not used to
pay its operating obligations.

Interest expense. Because an interest payable account does
not exist, we can safely assume that all interest expense was
paid for in cash. Therefore, there is no need for an adjust-

Photodisc/Getty Images

A company’s statement of cash flows must reflect ment. If there were an interest payable account, the reason-
the amount of cash paid for inventory during the ing used when analyzing the accounts payable and wages
year. For example, in the computation of cash from payable accounts would apply.

operations, Reebok must reduce the cost of goods Note that the total cash inflow from operating activities is
sold number to reflect that part of the inventory $56, which is $3 more than the $53 we computed in the earlier
sold in the current period was actually purchased in example. The $3 difference arises because in this expanded
the prior period. example we included $10 in interest expense (which reduces

operating cash flow by $10) and also included a $13 increase
in the accounts payable balance (which increases operating cash flow by $13). The
net effect is to increase operating cash flow by $3 relative to the previous simple
example.

Step 3. Analyze the Long-Term Assets to Identify the Cash Flow Effects of
Investing Activities. Orchard Blossom reports two long-term asset accounts.

* Land
* Buildings

We will analyze each of these in turn to determine how much cash flow was associ-
ated with each during the year.

Land. The land account increased by $15 ($120 — $105) during the year. This could
be a combination of purchases and sales of land. Because there is no indication of
land sales during the year, we conclude that the $15 represents the price of new land
purchased during the year.

Buildings. The balance in Orchard Blossom’s buildings account increased by
$40 ($200 — $160) during the year. In the absence of any other information, this
increase would suggest that Orchard Blossom purchased buildings with a cost of $40.
However, in this case, additional information mentioned above is available indicat-
ing that buildings were sold for $32 during the year. This $32 cash proceeds from
the sale is a cash inflow from investing activities. This building sale complicates our
calculations so that we aren’t yet sure how much was paid to purchase new buildings
during the year.
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A useful way to summarize all of the purchase and sale information for buildings
is to reconstruct the T-accounts for both the buildings account and the associated
accumulated depreciation account. Those T-accounts appear as follows:

Buildings Accumulated Depreciation
Beg. Bal. 160 50 Beg. Bal.
Historical cost Accum. dep.
Purchases 36 of items sold on items sold 30 Dep. exp.
End. Bal. 200 66 End. Bal.

The amounts in boxes (amount of purchases and amount of accumulated depreciation
associated with the items sold) can be inferred given the other information. With this
information, we can compute whether the sale of buildings resulted in a gain or in a
loss as follows:

Cash proceeds (given earlier). . ... ... ... e $32
Book value of items sold ($36 — $14). .. ... 22
Gain on sale of buildings . . . . .. ... $10

The existence of a $10 gain is confirmed in the Orchard Blossom income statement.
Note that with the income statement information and the amounts inferred using the
T-accounts above, we could have traced backward and computed the cash proceeds
from the sale of the buildings and equipment. The T-accounts are very useful devices
for structuring the information that we have so that we can infer the missing values
needed to complete the statement of cash flows.

Step 4. Analyze the Long-Term Debt and Stockholders’ Equity Accounts to
Determine the Cash Flow Effects of Any Financing Transactions. Long-term
debt accounts increase when a company borrows more money—an inflow of cash—and
decrease when the company pays back the debt—an outflow of cash. In the case
of Orchard Blossom, we observe that the company’s balance in Long-Term Debt
decreased by $21 ($190 — $169) during the year. Accordingly, we can infer that
Orchard Blossom repaid $21 in loans during the year. This $21 loan repayment rep-
resents cash used by financing activities. The same analysis would apply to short-term
debt. The $40 ($200 — $160) increase in Orchard Blossom’s paid-in capital account
during the year represents a cash inflow from the issuance of new shares of stock.
This cash inflow is reported as part of cash from financing activities.

The retained earnings account increases from the recognition of net income (an
operating activity), decreases as a result of net losses (also an operating activity), and
decreases through the payment of dividends (a financing activity). In the absence of
detailed information, it is possible to infer the amount of dividends declared by iden-
tifying the unexplained change in the retained earnings account balance. An efficient
way to do this is to recreate the retained earnings T-account as follows:

Retained Earnings

76 Beg. Bal.
Dividends E 15 Net income
85 End. Bal.

So, the amount of dividends paid during the year was $6. Of course, it is usually the
case that the amount of dividends paid is disclosed somewhere in the financial state-
ments. However, you never know the level of detailed information to which you will
have access. And, after all, it is a relatively simple (and fun!) analytical exercise.

Step 5. Prepare a Formal Statement of Cash Flows. Based on our analyses
of the income statement and balance sheet accounts, we have identified all inflows
and outflows of cash for Orchard Blossom for the year, and we have categorized
those cash flows based on the type of activity. The resulting statement of cash flows
(prepared using the indirect method, which is by far the more common method of
presentation) is shown in Exhibit 5-8. Note that the statement indicates that the total
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EXHIBIT 5-8 Complete Statement of Cash Flows for Orchard

Blossom Company

Orchard Blossom Company
Statement of Cash Flows
For the Year Ended December 31

Cash flows from operating activities:

Nt INCOME . ..ottt e e e e $15
Adjustments:
Add: Depreciation eXPense ... ...........uuuniiiiiiiiiii e $ 30
Subtract: Gain on sale of building ......... ... . ... . (10)
Subtract: Increase in accounts receivable .............. . ... L. (20)
Add: Decrease in iNVENTOrY .. ......oiiuiunn ittt 25
Add: Increase in accounts payable . ....... ... L 13
Add: Increase in wages payable ........... .. ... 3 41
Net cash provided by operating activities .. ............ ... . ... ... ... $ 56
Cash flows from investing activities:
Sold buildings ....... ... .. $ 32
Purchased land .. ... ... ... o (15)
Purchased buildings .......... . .. . . . . (76)
Net cash used by investing activities ..................oiiiiiiiiiineiea.. (59)
Cash flows from financing activities:
Issued stock to shareholders . ....... ... ... . $ 40
Repaid long-term debt ....... ... .. .. 1)
Paid dividends . ....... ... (6)

Net cash provided by financing activities ................ ... ........ . ... 13
Netincreaseincash ...... ... ... . . . . . $10
Beginning cash balance ........ ... .. ... . 15
Ending cash balance ....... ... . .. . . . . . $ 25

change in cash for the year is an increase of $10, which matches the $10 increase
(from $15 to $25) shown on the balance sheet.

Step 6. Prepare Supplemental Disclosure. Two categories of supplemental dis-
closure are associated with the statement of cash flows. These are as follows:

* Cash paid for interest and income taxes

* Noncash investing and financing activities

Cash paid for interest and income taxes. FASB Statement No. 95 requires separate
disclosure of the cash paid for interest and for income taxes during the year. When the
direct method is used, the amounts of cash paid for interest and for income taxes are part
of the Operating Activities section, so no additional disclosure is needed. When the indi-
rect method is used, these amounts must be shown separately, either at the bottom of the
cash flow statement, or in an accompanying note. In the case of Orchard Blossom (which
has no income taxes), the supplemental information might be presented as follows:

Supplemental Disclosure:
Cash paid for interest. ... ... ... . $10

Noncash investing and financing activities. When a company has significant
noncash transactions, such as purchasing property, plant, and equipment by issuing
debt or in exchange for shares of stock, these transactions must be disclosed in the
notes to the financial statements. Orchard Blossom did not have any of these noncash
transactions, so no additional disclosure is necessary in this case.

This Orchard Blossom example includes all the common items that are encoun-
tered in preparing a statement of cash flows. In Chapter 21, we will revisit the state-
ment of cash flows and learn how to handle some more complex items.
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Using Cash Flow Data to Assess Financial Strength

Assess a firm’s WHY Patterns of positive and negative cash flow in the three categories of operating,
O . . investing, and financing yield insights into the health and current strategy of
financial strength a business

by analyzing the rela-
tionships among cash
flows from operating,
investing, and financ-
ing activities and by

HOW Data from the cash flow statement can be used in conjunction with balance
sheet and income statement data to compute financial ratios.

computing financial Various analytical techniques are used to assess a company’s financial strength. Key
ratios based on cash variables are profitability, efficiency, leverage, and liquidity. By tradition, analysts
flow data. have concentrated on the relationships captured in the income statement and the

balance sheet. More and more emphasis is now placed, however, on cash flows and
the relationships of data reported on the cash flow statement in conjunction with the
income statement and the balance sheet.

Cash Flow Patterns
It is possible to gain useful insights about a company by analyzing the relationships

among the three cash flow categories. Exhibit 5-9 shows the eight different possible

EXHIBIT 5-9 Analysis of Cash Flow Statement: Patterns

CF from CF from CF from General
Operating  Investing  Financing Explanation

#1 + + + Company is using cash generated from
operations and from sale of assets and
from financing to build up pile of cash—
very liquid company—possibly looking
for acquisition.

#2 + - = Company is using cash flow generated
from operations to buy fixed assets and
to pay down debt or pay owners.

#3 + + = Company is using cash from operations
and from sale of fixed assets to pay down
debt or pay owners.

#4 + = + Company is using cash from operations
and from borrowing (or from owner
investment) to expand.

#5 - + + Company'’s operating cash flow problems
are covered by sale of fixed assets and by
borrowing or by shareholder contributions.

#6 - - + Company is growing rapidly but has short-
falls in cash flow from operations and from
purchase of fixed assets financed by long-
term debt or new investment.

#7 - + - Company is financing operating cash flow
shortages and payments to creditors and/
or stockholders via sale of fixed assets.

#8 = = = Company is using cash reserves to finance
operation shorffall and pay long-term
creditors and/or investors.

Source: Michael T. Dugan, Benton E. Gup, and William D. Samson, “Teaching the Statement of Cash Flows,” Journal of Accounting Education,
Vol. 9, 1991, p. 36.
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patterns. Patterns 1 and 8 are unusual. Pattern 1 might exist when a firm is expe-
riencing positive cash flows from all three activities and is seeking to significantly
increase its cash position for some strategic reason. Pattern 8 shows negative cash
flows from all activities and could exist, even in the short-term, only if a company
had existing cash reserves to draw upon. Patterns 2 through 4 show positive operat-
ing cash flows that are sufficient by themselves (pattern 2) or are supplemented by
investing (pattern 3) or financing (pattern 4) activities to settle debt, pay owners,
or expand the business. Patterns 5 through 7 are not healthy over the long term,
because operating cash shortfalls have to be covered by selling long-term assets
and/or by securing external financing.

These cash flow patterns stress the importance of operating cash flows. A positive
operating cash flow allows a company to pay its bills, its creditors, and its shareholders
and to grow and expand. A negative operating cash flow means a company has to look
at other sources of cash, which eventually dry up if operations are not successful.

Cash Flow Ratios

fy1

Most courses in financial statement analysis

The data from a cash flow statement also
can be used to compute selected ratios
that help determine a company’s financial
strength. If such ratios are compared for
the same company over a period of time or
with other companies in the same industry,
they can be helpful in evaluating relative
performance. To illustrate the computation
of selected cash flow ratios, selected data
from Circle K’s 1989 and 1988 financial statements (before Circle K’s disastrous year
in 1990) will be used (Exhibit 5-10).

still make only passing mention of cash flow
ratios. Familiarity with the ratios discussed in
this section is a quick and easy way to set one-
self apart from the crowd.

Cash Flow to Net Income Perhaps the most important cash flow relationship is
the relationship between cash from operations and reported net income. The cash-
flow-to-net-income ratio reflects the extent to which accrual accounting assumptions
and adjustments have been included in computing net income. The formula is cash
from operations divided by net income. For Circle K, computation of the cash-flow-
to-net-income ratios is as follows:

1989 1988
Cash from operations . . ... ... ... $57,767 $84,333
Net iNCOME . . ... +15,414 +60,411
Cash-flow-to-net-income ratio . . ... ... ...ttt 3.75 1.40

In general, the cash-flow-to-net-income ratio has a value more than 1.0 because
of the existence of significant noncash expenses (such as depreciation) that reduce
reported net income but have no impact on cash flow. For a given company, the

EXHIBIT 5-10  gelected Cash Flow Data for Circle K for 1988 and 1989

(In thousands of dollars) 1989 1988

Nt INCOME . .ot $ 15414 $ 60,411
Cash from operations . .. ...... ...ttt 57,767 84,333
Cash paid for capital expenditures . .............. ... ... il 193,338 233,087
Cash paid for acquIsItions . . . . ...ttt e 68,139 147,500
Cash paid for interest . .. ... ...ttt 89,928 49,267
Cash paid for income taxes ............ ... .. il 11,233 28,439
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cash-flow-to-net-income ratio should remain fairly stable from year to year. A signifi-
cant increase in the ratio, such as that reported by Circle K in 1989, indicates that
accounting assumptions were instrumental in reducing reported net income. This
ratio reveals that, from the standpoint of management concerned about being able
to pay the bills and creditors concerned about timely repayment of loans, Circle K’s
performance in 1989 was actually somewhat better than indicated by just looking
at net income. From the numbers reported earlier in the chapter, it is apparent that
the same was true in 1990 when the reported net loss was $773 million but the cash
generated by operations was $108 million.

Cash Flow Adequacy As defined earlier, a cash cow is a business that is generat-
ing enough cash from operations to completely pay for all new plant and equipment
purchases with cash left over to repay loans or to distribute to investors. The cash flow
adequacy ratio, computed as cash from operations divided by expenditures for fixed
asset additions and acquisitions of new businesses, indicates whether a business is a
cash cow. Computation of the cash flow adequacy ratio for Circle K is as follows:

1989 1988
Cash from operations . . ... ... ... $ 57,767 $ 84,333
Cash paid for capital expenditures . ........... ... .. ... L $193,338 $233,087
Cash paid for acquisitions . .. ......... ... 68,139 147,500
Cash required for investing activities . .. ........ ... .. ... o L oo $261,477 $380,587
Cash flow adequacy ratio ... ... 0.22 0.22

= The calculations indicate that in both
f 1988 and 1989, Circle K’s cash from opera-

yl tions fell well short of being able to pay for
its expansion. This means that Circle K was
forced to seek substantial amounts of exter-

Cash paid for dividends is sometimes added
to the denominator of the cash flow adequacy

ratio. With this formulation, the ratio indicates
whether operating cash flow is sufficient to pay
for both capital additions and regular dividends
to stockholders.

nal financing, either new debt or additional
funds from investors, during both years.

Cash Times Interest Earned Because
interest payments must be made with cash,

an informative indicator of a company’s
interest-paying ability compares cash gen-
erated by operations to cash paid for interest. This cash times interest earned ratio
is computed for Circle K as follows:

1989 1988
Cash from operations . .. ... ... ... $ 57,767 $ 84,333
Cash paid forinterest . . ... ... ... 89,928 49,267
Cash paid for income taxes ........... ... ... 11,233 28,439
Cash before interest and taXes ... ....... ...t $158,928 $162,039
Cash paid for interest . .. ........ ... + 89,928 + 49,267
Cash times interest earned ratio ... ............ ... 1.77 3.29

Pretax cash flow is used because interest is paid before any taxes are deducted.
From this calculation, we can see that Circle K’s creditors experienced a significant drop
in security in 1989 because Circle K’s operations generated only 1.77 times the amount
of cash that was needed in order to make its required interest payments. Ultimately, the
inability to continue making its interest payments forced Circle K into bankruptcy.*

' For additional cash flow ratios, see Don E. Giacomino and David E. Mielke, “Cash Flows: Another Approach
to Ratio Analysis,” Journal of Accountancy, March 1993, p. 57.
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Articulation: How the Financial Statements Tie Together

Demonstrate how

the three primary
financial statements
tie together, or artic-
ulate, in a unified
framework.

WHY Complete understanding and intelligent use of financial statements requires
familiarity with how the three primary financial statements are quantita-
tively linked.

HOW The essence of financial statement articulation is summarized in these three
relationships.

a. Balance sheet and income statement—The income statement for the year
details the change in the retained earnings balance (less dividends) for the
year.

b. Balance sheet and statement of cash flows—The statement of cash flows
details the change in the cash balance for the year.

c. Income statement and statement of cash flows—The important accrual
adjustments made during the year explain the difference between the income
statement and the Operating section of the statement of cash flows.

In an accounting context, articulation means that the three primary financial
statements are not isolated lists of numbers but are an integrated set of reports on
a company’s financial health. The statement of cash flows contains the detailed
explanation for why the balance sheet cash amount changed from beginning of
year to end of year. The income statement, combined with the amount of divi-
dends declared during the year, explains the change in retained earnings shown
in the balance sheet. Cash from operations in the statement of cash flows is
transformed into net income through the accounting adjustments applied to the
raw cash flow data. These relationships are illustrated in Exhibit 5-11 using the
financial statement numbers from the Orchard Blossom Company example in the
preceding section.

The balance sheet can be viewed as the mother of all financial statements, with
the statement of cash flows merely giving some details about changes in the cash bal-
ance in the balance sheet and the income statement merely giving some details about
changes in the retained earnings balance. Of course, before we get too carried away
in our admiration of the balance sheet, we should remind ourselves that these “mere
changes” in the cash balance and the retained earnings balance capture much of what
business is all about.

Now let’s take a detailed look at Exhibit 5-11. Note that the $10 increase in cash
during the year, from a beginning balance of $15 to an ending balance of $25, is
explained by the sum of the cash flows from operating, investing, and financing activi-
ties reported in the statement of cash flows. The $9 increase in the retained earnings
balance during the year, from a beginning balance of $76 to an ending balance of
$85, is explained by the $15 net income, reported in the income statement, less the $6
paid in dividends. The link between the statement of cash flows (or, more precisely,
the Operating section of the statement of cash flows) and the income statement is
the accrual adjustments made during the year. One of the beauties of the indirect
method of reporting cash flow from operating activities is that these accrual adjust-
ments are summarized in one place. Look back at Exhibit 5-8 and see that the body of
the Operating Activities section is a listing of the net effects of the operating accrual
adjustments made during the year.

The articulation diagram in Exhibit 5-11 gives just a glimpse of the inter-
relationships among the financial statements. As you saw when we prepared
the Investing Activities section of the Orchard Blossom Company statement of
cash flows, the beginning and ending balances in the buildings and accumulated
depreciation accounts, along with reported Depreciation Expense from the income
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EXHIBIT 5-11

Foundations of Financial Accounting

Articulation of the Financial Statements

Balance Sheet Balance Sheet
Beginning of the Year End of the Year
Cash $ 15 Cash $ 25
All other assets 355 Al All other assets 389
Total $370 Adjustments Total $414
Liabilities $234 Liabilities $229
Paid-in capital 60 Paid-in capital 100
Retained earnings 76 —>>| Refained earnings 85
Total $370 Y Total $414
Income Statement
Net income $15
| I—
*Less
Dividends

$6

statement, combine to indicate the amount of cash flow from investing activities
as reported in the statement of cash flows. Similarly, the changes in long-term
debt and paid-in capital are explained in the Financing Activities section of the
statement of cash flows. Look again at Exhibit 5-11 and imagine a complex web
connecting the beginning and ending balance sheets with the income statement
and the statement of cash flows; this web represents the complete articulation of
the financial statements.

The articulation of the three primary financial statements is perhaps the most
beautiful, and useful, aspect of the financial accounting model. The constraints of this
articulation framework require that all of the recorded transactions and the accrual
assumptions for a company for a year must fit together and add up. In Chapter 0,
we will discuss some of the practices of earnings management that are attempted by
desperate managers seeking to make their company look better on paper. Earnings
management can deceive financial statement users for a limited time, but the inexo-
rable requirements of financial statement articulation mean that ultimately any decep-
tion practiced in the income statement will show up as increasingly unlikely amounts
in the balance sheet and increasingly disturbing differences between net income and
operating cash flow.

Similarly, the articulation of the financial statements is an important disciplinary
tool in making financial forecasts. In the concluding section of this chapter, you will
learn how to prepare a forecasted statement of cash flows. Because the financial state-
ments must articulate, you will be able to clearly see that assumptions about build-
ing purchases and dividend payments ripple through all three financial statements,
and no financial plan is complete until all of these ripple effects have been analyzed,
recorded, and articulated.
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Forecasted Statement of Cash Flows

o Use knowledge of WHY The cash flow projection allows a company to plan ahead as far as timing

. of new loans, stock issuances, long-term asset acquisitions, and so forth.
how the three pri-

mary financial state-
ments tie together to
prepare a forecasted
statement of cash
flows.

Projected cash flow statements also allow potential lenders to evaluate
the likelihood that their loan will be repaid and allow potential investors to
evaluate the likelihood of receiving cash dividends in the future.

HOW Using the techniques demonstrated earlier in this chapter, a projected cash
flow statement can be constructed using information from a projected bal-
ance sheet and projected income statement.

The tools we developed and used in Chapter 4 for forecasting an income statement
and a balance sheet are also useful in forecasting cash flows. In fact, we can prepare a
forecasted statement of cash flows using the same data given in Chapter 4. Recall from
Chapter 4 that we were provided the 2011 balance sheet and income statement for the
hypothetical Derrald Company. We then assumed that Derrald’s sales would increase
by 40% in 2012 and used our knowledge of the relationship among financial statement
amounts, along with a few assumptions, to forecast an income statement and a balance
sheet for Derrald for the year 2012. The resulting financial statements are reproduced
in Exhibit 5-12."% Using the same 6-step process for preparing a statement of cash
flows that was described earlier in the chapter, we can use the data in Exhibit 5-12
to construct a forecasted statement of cash flows for Derrald Company for 2012.

EXHIBIT 5-12 Forecasted Balance Sheet and Income Statement for Derrald Company

2012
Balance Sheet 2011 Forecasted Basis for Forecast
Cash ..o $ 10 $ 14 40% natural increase
Accounts receivable ......... . oo o o oL 100 140 40% natural increase
[FRERESRY 0 0 00 0000000000000000000000000000060000000 150 210 40% natural increase
Property, plant, and equipment, net................... 300 500 management decision
Total assets . .......coiiiinii $560 $864
Accounts payable .......... ... ... oo, $100 $140 40% natural increase
Bank loans payable .......... ... ... ... L 300 524 management decision
Paid-in capital ......... . ... ... i 50 50 management decision
Retained earnings .............. ... ... ... .. 110 150 plus net income less dividends
Total liabilities and stockholders’ equity ............. $560 $864
2012
Income Statement 2011 Forecasted Basis for Forecast
Sales ... $1,000 $1,400 40% increase
Costofgoodssold ..................... ... ... .. 700 980 70% of sales, same as last year
Gross profit . ..ot $ 300 $ 420
Depreciation expense . ............. .o, 30 50 10% of PP&E, same as last year
Other operating eXpenses ... ............c.c.c.ouuueeo.. 170 238 17% of sales, same as last year
Operating profit ............. .. ... . $ 100 $ 132
Interest eXpense . ............iiiiiiiiiii 30 52 10% of bank loan, same as last year
Income beforetaxes ............. ... ... ..ol $ 70 $ 80
Income taxes ... 30 34 43% of pretax, same as last year
Netincome . ...ttt $ 40 $ 46

'*In Chapter 4, Accounts Receivable and Inventory were grouped under one heading, Other Current Assets,
to simplify the analysis. These two accounts are shown separately here. In addition, Total Stockholders’ Equity
has been split into its paid-in capital and retained earnings components.
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Step 1. Compute the Change in Cash. Cash is forecasted to increase by $4 ($14 — $10)
from 2011 to 2012. Hence, we know that the sum of cash from operating, investing, and
financing activities in the forecasted statement of cash flows must be $4.

Step 2. Convert the Income Statement from an Accrual Basis to a Cash Basis.
Beginning with the forecasted income statement, the following adjustments are necessary:

Income Cash Flows
Statement Adjustments from Operations

Sales. ... $1,400 A —40 $ 1,360
Costofgoodssold .......................... (980) B. —60 (1,000)
C. +40

Depreciation expense . . ............... .. ..... (50) D. +50 0
Other operating expenses .................... (238) E. 0 (238)
Interest expense . .......... ... (52) F. 0 (52)
Incometaxes ............ ... ... o (34) G. 0 (34)

Netincome . ... ... ... ... ... .......... $ 46 $ 36

Adjustment A. Accounts Receivable is forecasted to increase by $40 ($140 — $100)
during 2012, indicating that more sales will be made during the year than will be col-
lected in cash. To compute cash collected from customers, sales must be reduced by
the amount of the $40 forecasted increase in Accounts Receivable.

Adjustment B. Inventory is forecasted to increase by $60 ($210 — $150), indicating
that more inventory will be purchased than will be sold. This $60 Inventory increase
represents an additional cash outflow.

Adjustment C. Accounts Payable is forecasted to increase by $40 ($140 — $100),
signifying that not all inventory that will be purchased on account during 2012 will be
paid for during 2012. Thus, the Accounts Payable increase represents a cash savings.

Adjustment D. Forecasted depreciation expense of $50 does not involve cash and
must be added back in computing cash from operating activities.

Adjustments E through G. For this example, we are assuming that the accounts
payable account relates strictly to the purchase of inventory and that all other expenses
involving the outflow of cash are paid for immediately. As a result, there are no payable
accounts relating to other operating expenses, interest, or taxes. If payable accounts
relating to these expenses were to exist, the analysis would be similar to that conducted
for Accounts Payable: Increases would be added (indicating a cash savings by allowing
the payable to increase) and decreases would be subtracted (indicating an additional
outflow of cash to reduce the payable balance).

The resulting Operating section of the forecasted statement of cash flows indicates
that Derrald Company will generate $36 from operations in 2012.

Step 3. Analyze the Long-Term Asset Accounts. The only long-term asset
account is Property, Plant, and Equipment (PP&E). PP&E is forecasted to increase
from $300 to $500 in 2012. Note that the PP&E amount is reported “net,” meaning
that accumulated depreciation is subtracted from the reported PP&E amount rather
than being shown as a separate amount. As a result, the “net” PP&E amount can be
affected by any of three events: purchase of new PP&E (an addition), sale of old
PP&E (a subtraction), and depreciation of existing PP&E (a subtraction). Using the
forecasted information, and assuming that no old PP&E will be sold during 2012, we
can conclude the following.

Beginning PP&E . . .. ... $300
PP&E to be sold during the year . ... ... ... .. . 0
— PP&E depreciation. ... ... ... .. (50)

= Ending PP&E without purchase of new PP&E .. ... .. ... ... ... ... . . . . ... . .. oo $250
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The fact that the projected ending PP&E balance is $500 implies that Derrald
Company expects to purchase $250 ($500 — $250) in new PP&E during 2012. This
$250 forecasted purchase represents cash to be used for investing activities.

Step 4. Analyze the Long-Term Debtand Stockholders’ Equity Accounts. The
bank loans payable account is projected to increase from $300 to $524. This difference
of $224 represents a cash inflow from financing. Because Paid-In Capital is projected
to remain at $50, Derrald Company is not expecting to raise any new cash by issuing
shares of stock during 2012.

The $40 ($150 — $110) projected increase in Retained Earnings must be analyzed
in light of expected net income for 2012. Because Derrald Company is expected to
have net income of $46 in 2012, it must also be expecting to pay dividends of $6 to
result in the net increase in Retained Earnings of $40. The $6 forecasted dividend
payment is reported as a cash outflow from financing activities.

Step 5. Prepare the Statement of Cash Flows. All information necessary to pre-
pare the forecasted statement of cash flows is now assembled. The forecasted statement
is shown in Exhibit 5-13, with forecasted operating cash flows being reported using the
indirect method. Note that the sum of the forecasted operating, investing, and financing
cash flows ($36 — $250 + $218) is equal to the total forecasted change in cash of $4.

Step 6. Disclose Any Significant Noncash Activities. Derrald Company does
not anticipate any significant noncash activities during 2012, so the forecasted cash flow
statement completely summarizes the important events that are expected to occur.
From the forecasted cash flow statement, we can see that Derrald’s expected oper-
ating cash flow will not be nearly enough to pay for the additional PP&E it expects to
acquire during 2012. As a result, Derrald plans to make up the shortfall with a signifi-
cant $224 increase in its bank loan payable account. When used internally, the project-
ed statement of cash flows allows Derrald Company to plan ahead; Derrald can start
investigating the likelihood of obtaining such a large new loan. Alternatively, Derrald
could consider scaling back the expansion plans if obtaining the required financing
doesn’t appear feasible. An external user, such as a bank, can use the forecasted cash

EXHIBIT 5-13 Forecasted Statement of Cash Flows for Derrald

Company for 2012

Derrald Company
Forecasted Statement of Cash Flows
For the Year Ended December 31, 2012

Cash flows from operating activities:
Nt INCOME . . .ot e e e $ 46
Adjustments:
Add depreciation . ...... .. ... $ 50
Subtract increase in accounts receivable . . ...... ... oo oL ool (40)
Subtract increase i INVENTOIY . ... ....ouittttuniie et (60)
Add increase in accounts payable ......... ... i 40

Net cash provided by operating activities .............. ... .o, $ 36
Cash flows from investing activities:
Purchase of property, plant, and equipment . ............. ... ... ... .. oL $(250)

Net cash used in investing activities .............. .. ... ... ... il (250)
Cash flows from financing activities:

Borrowing (bank loan payable) ............. . ... . i $ 224

FepinEnie @& @RTEEDES 60 000000000000000000000000000000000006000000000000000 (6)

Net cash provided by financing activities ................ .. ... ... 218

Netincreaseincash ......... ... . . $ 4
Beginninglcashibalance s R e e e e 10

Ending cash balance ...... ... .. ... $ 14
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flow statement to see whether it seems likely that Derrald can continue to meet its
existing obligations. An investor can use the projected cash flow statement to evalu-
ate the likelihood that Derrald will be able to continue making dividend payments. In
summary, construction of a full set of projected financial statements—a balance sheet,
an income statement, and a statement of cash flows—allows the financial statement
user to see whether a company’s strategic plans concerning operating, investing, and
financing activities are consistent with one another.

Conclusion

This chapter has been an overview of the statement of cash flows. Along with the bal-
ance sheet and the income statement, the statement of cash flows is one of the three
primary financial statements. However, because it is relatively new (required only
since 1988), it sometimes does not receive the emphasis that it deserves. Cash flow
variables and ratios are only now starting to make it into the mainstream of financial
statement analysis. You are now a cash flow statement expert; be patient with those
who have not yet caught the vision.

All basic aspects of cash flow reporting and disclosure have been covered in this
chapter. Additional complexities are introduced in later chapters as appropriate. An
expanded discussion, incorporating these complexities, is provided in Chapter 21.
You might start thinking now about how that will be affected by revenue recognition
assumptions, FIFO and LIFO, capitalize or expense decisions, operating leases, bonds
issued at a discount, stock splits, and dividends. Chapter 21 also includes material on
international differences in the statement of cash flows.

1. Some of the expenses included in Circle K’s 2. Under Chapter 11 bankruptcy protection,

$773 million loss were noncash expenses.
Two examples are the $300 million write-
off of goodwill and the $75 million expense
recorded for estimated future environmen-
tal cleanup costs. In addition, Circle K
reduced its inventory level by $65 million,
which doesn’t affect the computation of
net income but does free up $65 million

in cash.

(Page 225) The correct answer is C.
Conceptually, payment of interest can

be thought of as a financing activity.
And because income taxes relate to all
activities (for example, income tax must
be paid on a gain from the sale of land,
which is an investing activity), one could
argue that categorization of the payment
of income taxes depends on the underly-
ing activity that gave rise to these income

Circle K was able to reduce the cash it
paid for interest in 1991 by $100 million.
In addition, collection protection given to
new creditors allowed Circle K to increase
its accounts payable by $80 million, free-
ing up a substantial amount of casbh.

Karl Eller started and ended bis business
career in the billboard business.

taxes. The IASB provides flexibility in the
classification of the payment of inter-

est and income taxes. In addition, as
explained in this chapter, although the
FASB requires these items to be classified
as operating activities, it also requires
that these two specific items be separately
disclosed so that financial statement
users can reclassify them, if desired, to
meet their own needs.
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OBJECTIVES

Describe the circumstances in which the cash
flow statement is a particularly important com-
panion of the income statement.

A cash flow statement is an important compan-
ion to the income statement. When noncash
expenses are high, earnings gives an overly pes-
simistic view of a company’s performance; cash
flow from operations could give a better picture.
In addition, the operations of rapidly grow-
ing companies can consume cash even when
reported net income is positive. Finally, the cash
flow statement provides a reality check in situ-
ations in which companies have an incentive to
bias the accrual accounting assumptions.

The cash flow statement offers a one-page
summary of the results of a company’s oper-
ating, investing, and financing activities for
the period. A pro forma, or projected, cash
flow statement is an excellent tool to analyze
whether a company’s operating, investing, and
financing plans are consistent and workable.

Outline the structure of and information reported
in the three main categories of the cash flow
statement: operating, investing, and financing.

The three sections of a cash flow state-
ment are operating, investing, and financing.
Significant noncash investing and financing
transactions must also be disclosed.

* Operating. For purposes of preparing a cash flow
statement, operating activities are those activities
that enter into the calculation of net income.
Net cash provided by operating activities is the
“bottom line” of the cash flow statement.

* Investing. The primary investing activities are the
purchase and sale of land, buildings, equipment,
and nontrading financial instruments.

* Financing. Financing activities involve the receipt of
cash from and the repayment of cash to owners
and creditors. An exception is that the payment
of interest is considered an operating activity.

* Noncash investing and financing transactions.
These include the purchase of long-term assets
in exchange for the issuance of debt or stock.

Compute cash flow from operations using either
the direct or the indirect method.

There are two ways to present cash flow from
operations: the direct method and the indirect
method. The direct method is more intuitive;

Chapter 5

the indirect method emphasizes a reconcilia-
tion between net income and cash flow. Almost
all companies use the indirect method.

The direct method is a recap of the income
statement with the objective of reporting how
much cash was received or disbursed in asso-
ciation with each income statement item.

The indirect method starts with net income
and then reports adjustments for operating items
not involving cash flow. The three types of
adjustments are

* Revenues and expenses that do not involve
cash inflows or outflows

* Gains and losses associated with investing or
financing activities

* Adjustments for changes in current operat-
ing assets and liabilities that indicate noncash
sources of revenues and expenses

Net cash from operations is the same whether
it is computed using the direct method or the
indirect method.

Prepare a complete statement of cash flows and
provide the required supplemental disclosures.

Basic information to prepare the three sections
of the cash flow statement comes from the fol-
lowing portions of the balance sheet and the
income statement:

¢ Operating—income statement and current
assets and liabilities

* Investing—long-term assets
¢ Financing—long-term liabilities and owners’ equity

A complete cash flow statement is not pre-
pared until each income statement item has
been considered, all changes in balance sheet
items have been explained, and the net change
in cash has been exactly reconciled.

Six steps to preparing a cash flow state-
ment are as follows:

1. Determine the change in cash (including
cash equivalents). This is the target number.

2. Operating activities—analyze each income
statement item and the changes in all current
operating assets and operating liabilities.

3. Investing activities—analyze the changes
in all noncurrent assets, such as land,
buildings, and so forth.
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4. Financing activities—analyze the changes
in all noncurrent liabilities, all owners’
equity accounts, and all nonoperating cur-
rent liabilities.

5. Prepare a formal statement of cash flows,
reconciling the beginning and ending
cash balances. If the sum of operating,
investing, and financing activities does
not equal the total balance sheet change
in cash, something in the cash flow state-
ment is wrong. Fix it.

6. Prepare supplemental disclosure, includ-
ing the disclosure of any significant invest-
ing or financing transactions that did not
involve cash.

Assess a firm's financial strength by analyzing the
relationships among cash flows from operating,
investing, and financing activities and by comput-
ing financial ratios based on cash flow data.

Patterns of positive and negative cash flow in O

the three categories of operating, investing,
and financing yield insights into the health
and current strategy of a business. Most com-
panies have positive cash from operations and
negative cash from investing activities.

Data from the cash flow statement can be
used in conjunction with balance sheet and income
statement data to compute financial ratios.

Demonstrate how the three primary financial
statements tie together, or articulate, in a uni-
fied framework.

Complete understanding of financial state-
ments requires familiarity with how the three

IASB SUMMARY

primary financial statements are linked togeth-
er. This linkage is called financial statement
articulation. The essence of financial statement
articulation is summarized in these three rela-
tionships.

(a) Balance sheet and income statement—The
income statement for the year details the
change in the retained earnings balance
(less dividends) for the year.

(b) Balance sheet and statement of cash flows—
The statement of cash flows details the
change in the cash balance for the year.

(c) Income statement and statement of cash
flows—The important accrual adjustments
made during the year explain the differ-
ence between the income statement and
the Operating section of the statement of
cash flows.

Use knowledge of how the three primary finan-
cial statements tie together to prepare a fore-
casted statement of cash flows.

A projected cash flow statement can be con-
structed using information from a projected
balance sheet and income statement. The
cash flow projection allows a company to
plan ahead as far as timing of new loans,
stock issuances, long-term asset acquisitions,
and so forth. Projected cash flow statements
also allow potential lenders to evaluate the
likelihood that the loan will be repaid and
allow potential investors to evaluate the
likelihood of receiving cash dividends in the

- with interest expense)

I A SB Cash paid for income taxes
standards (associated with income tax

future.
Type of Cash Flow U.S. GAAP—SFAS No. 95 IFRS—IAS 7
Cash paid for interest (associated Operating activity Operating or financing activity
Operating activity Usually operating activity, but can be split
among operating, investing, and
expense) financing depending on the nature
of the transaction giving rise to the
tax payment
Cash received from interest Operating activity Operating or investing activity
(associated with interest revenue)
Cash received from dividends Operating activity Operating or investing activity
(associated with dividend revenue)
Cash paid for dividends Financing activity Financing or operating activity
(not an income statement item)
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KEY TERMS

Cash times interest earned
ratio 242

Direct method 228

Cash-flow-to-net-income ratio ~ Financing activities 225
24| Indirect method 228

Articulation 243
Cash equivalent 223
Cash flow adequacy ratio 242

QUESTIONS

1. Under what circumstances does cash flow
from operations offer a clearer picture of
a company’s performance than does net
income?

2. What criteria must be met for an item to be
considered a cash equivalent in preparing a
statement of cash flows?

3. What are the three categories in a statement
of cash flows? What types of items are included
in each?

4. What is the normal pattern of cash flow (posi-
tive or negative) for operating, investing, and
financing activities?

5. Either the direct method or the indirect
method may be used to report cash flows
from operating activities. What is the differ-
ence in approach for the two methods?

6. Why do many users prefer the direct method?
Why do the majority of preparers prefer the
indirect method?

7. How is depreciation expense handled when
the direct method is used? The indirect
method?

8. What is wrong with the statement, “Cash flow
is equal to net income plus depreciation”?

9. Why does the FASB in Statement No. 95 treat
interest payments as an operating activity
rather than as a financing activity?

10. When preparing a cash flow statement, what
is the “target number”?

11. When using the direct method, what items
must be considered in the calculation of cash
paid for inventory purchases?

PRACTICE EXERCISES

Practice 5-1 Cash and Cash Equivalents

Investing activities 225

Noncash investing and
financing activities 226

Operating activities 224

12.

13.

14.

15.

16.

17.

18.

19.

20.

21.
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Pro forma cash flow
statement 223

Statement of cash flows
223

How is a loss on the sale of a long-term asset
treated when using the direct method? The
indirect method?

Is the purchase of securities an operating
activity or an investing activity? Explain.
What supplemental disclosures are required
by FASB Statement No. 95 if a company elects
to use the direct method in preparing its
statement of cash flows? What disclosures are
required if the indirect method is used?

How are significant noncash investing and
financing transactions reported in connection
with a statement of cash flows?

How is interest paid classified in a statement
of cash flows under the provisions of FASB
Statement No. 95?

On average, which number is larger, net
income or cash from operations? Explain.
What does it mean when the value of a
company’s cash flow adequacy ratio is less
than 1.0?

The income statement provides detail as to
transactions that occurred during the period
relating to what balance sheet account? The
statement of cash flows provides detail as to
the transactions that occurred during the period
relating to what balance sheet account?

A forecasted statement of cash flows allows
management to plan ahead. What information
is contained in the statement that can be used
for planning purposes?

How can external users use a forecasted state-
ment of cash flows?

A company reports the following information as of the end of the year. Using the

LO2

information, determine the total amount of cash and cash equivalents.

(a) Investment securities of $10,000. These securities are common stock invest-
ments in 30 companies that compose the Dow Jones Industrial average. As a
result, the stocks are very actively traded in the market.
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(b) Investment securities of $5,700. These securities are U.S. government bonds.
The bonds are 30-year bonds; they were purchased on December 31 at which
time they had two months to go until they mature.

(c) Cash of $3,400 in the form of coin, currency, savings accounts, and checking
accounts.

(d) Investment securities of $6,600. These securities are commercial paper (short-
term IOUs from other companies). The term of the paper is nine months; they
were purchased on December 31 at which time they had four months to go
until they mature.

Practice 5-2 Three Categories of Cash Flows
Using the following information, compute cash flow from operating activities, cash
LO2 flow from investing activities, and cash flow from financing activities.
Cash Inflow (Outflow)
(a) Cash received from sale of a building $ 4,200
(b) Cash paid for interest (600)
(c) Cash paid to repurchase shares of stock (treasury stock) (1,100)
(d) Cash collected from customers 13,400
(e) Cash paid for dividends 930)
() Cash paid for income taxes (1,850)
Practice 5-3 Cash Flow Patterns
Identify which of the following cash flow patterns most likely belongs to (1) a start-
LO2 up, high-growth company, (2) a steady-state company, and (3) a cash cow.
Operating Investing Financing
Cash Flow Cash Flow Cash Flow
Company A $(10,000) $(27,000) $ 40,000
Company B 40,000 (27,000) (10,000)
Company C 30,000 (27,000) (1,500)
Practice 5-4 Noncash Investing and Financing Activities
Combining the following information, compute the total amount of (1) cash flow from
LO2 investing activities and (2) cash flow from financing activities.

(a) Purchased a building for $120,000. Paid $40,000 and signed a mortgage with
the seller for the remaining $80,000.

(b) Executed a debt-equity swap: replaced a $67,000 loan by giving the lender
shares of common stock worth $67,000 on the date the swap was executed.

(¢) Purchased land for $100,000. Signed a note for $35,000 and gave shares of
common stock worth $65,000.

(d) Borrowed $56,000 under a long-term loan agreement. Used the cash from
the loan proceeds as follows: $15,000 for purchase of additional inventory,
$30,000 to pay cash dividends, and $11,000 to increase the cash balance.

Practice 5-5 General Format for a Statement of Cash Flows
Organize the following summary information into the proper format for a statement
LO3 of cash flows.
Cash balance, beginning of year . ... ... ... .. .. $ 2,800
Cash flow from financing activities ... ........ ... ... e 5,000
Total stockholders’ equity, end of year ........... ... .. . . . . . ... 24,300
Cash flow from operating activities . .......... ... ... . . . 6,200
Cash balance, end of year .. ... ... . e 4,600
Cash flow from investing activities .. ........... ... .. ... (9,400)

Total stockholders’ equity, beginning of year .. .......... ... ... ... ... 21,500
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Practice 5-6 Cash Collected from Customers
Using the following information, compute cash collected from customers.
LO3
Sales . i $10,000
Costof goods sold ... ... .. 5,300
OPErating EXPENSES . . . .. ..ottt ittt 3,800
End of Year Beginning of Year
Prepaid operating expenses .................. ..o, $1,000 $ 700
Accounts payable .. ....... ... o 1,350 1,200
Inventory ...... ... 2,500 2,100
Accounts receivable .......... .o 1,400 1,375
Practice 5-7 Cash Paid for Inventory Purchases
Refer to the information in Practice 5-6. Compute cash paid for inventory purchases.
LO3 (Note: All Accounts Payable relate to inventory purchases.)
Practice 5-8 Cash Paid for Operating Expenses
LO3 Refer to the information in Practice 5-6. Compute cash paid for operating expenses.
Practice 5-9 Direct Method
Using the following income statement and cash flow adjustment information, pre-
LO3 pare the Operating Cash Flow section of the statement of cash flows using the direct
method.
SaleS .. $7,800
Cost of goods sold . .. ... . 3,100
INterest @XPENSE . ... .. ... ... 450
Depreciation @XPensSe . .. ... ... 600
Net INCOME . .. $3,650
Adjustments:
(a) Interest payable increased by $80.
(b) Accounts receivable decreased by $320.
(0) Inventory decreased by $180.
(d) Accounts payable decreased by $210. (Note: All accounts payable relate to
inventory purchases.)
Practice 5-10 Indirect Method
Refer to Practice 5-9. Prepare the Operating Cash Flow section of the statement of
LO3 cash flows using the indirect method.
Practice 5-11 Complete Statement of Cash Flows from Detailed Data
Using the following information, prepare a complete statement of cash flows.
LO4
(a) Cash balance, beginning $ 1,500
(b) Cash paid to purchase inventory 7,800
(c) Cash received from sale of a building 5,600
(d) Cash paid for interest 450
(e) Cash paid to repay a loan 1,000
() Cash collected from customers 10,000
(g) Cash balance, ending ?
(h) Cash received from issuance of new shares of common stock 1,200
(i) Cash paid for dividends 780
()  Cash paid for income taxes 1,320

(k) Cash paid to purchase machinery 1,950




254 Part | Foundations of Financial Accounting EOC

Practice 5-12 Operating Cash Flow: Gains and Losses
Using the following information, compute cash flow from operating activities. (Note:
LO3 With the limited information given, only the indirect method can be used.)
Increase in accounts receivable ... ... .. $ 300
Decrease in income taxes payable ......... ... .. 170
Depreciation ... ... ... 1,000
Net INCOME . .. o 250
Gain on sale of equipment .. ... ... 440
Loss on sale of building . .. ... ... 210
Practice 5-13 Operating Cash Flow: Restructuring Charges
Using the following information, compute cash flow from operating activities. (Note:
LO3 With the limited information given, only the indirect method can be used.)
Decrease in INVENTOrY .. ... ... $ 300
Increase in wages payable ....... ... ... 170
Restructuring charge ... ... ... . 2,300
Depreciation ... ... ... 1,000
Net INCOME . .. 500

The restructuring charge consists of two elements: (1) $1,500 for the write-down
in value of certain assets and (2) $800 for recognition of an obligation to relocate
employees; none of the relocation has yet taken place.

Practice 5-14 Operating Cash Flow: Deferred Income Taxes
Using the following information, compute cash paid for income taxes.
LO3 Reported iNnCOMe tax EXPENSE . ... ... ...ttt $32,000
End of Year Beginning of Year
Income taxes payable . .. ...... ... ... .. L il $ 2,950 $ 2,560
Deferred income tax liability .. .......... .. ... o oo o i 32,100 28,600
Practice 5-15 Operating Cash Flow: Deferred, or Unearned, Sales Revenue
Using the following information, compute cash collected from customers.
LO3 SaleS . $10,000
End of Year Beginning of Year
Accounts receivable . ... ... ... .. $1,250 $1,430
Deferred sales revenue .. ............ ... . ... ... ... ... ... 1,000 750
Practice 5-16 Operating Cash Flow: Prepaid Operating Expenses
Using the following information, compute cash paid for operating expenses.
LO3
Operating expenses:
Depreciation . ... ... .. $10,000
INSUFANCE . . ..o 7,500
WaagES oo 14,600
Total Operating @XPENSES . . .. ... ...\t $32,100
End of Year Beginning of Year
Prepaid insurance . . ... ... .. . L o $1,500 $1,430

Wages payable . ........ .. ... L 600 750




Practice 5-17

LO4

Practice 5-18

LO4

Practice 5-19

LO4

Practice 5-20

LO5

Practice 5-21

LOG6
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Computing Cash Paid to Purchase Property, Plant, and Equipment
Using the following information, compute cash paid to purchase property, plant, and
equipment.

Depreciation eXPense . .. ... ... $13,000
End of Year Beginning of Year

Property, plant, and equipment . .. ..... ... .. ... o o oL $134,000 $124,000

Accumulated depreciation .. ........ . oo 32,000 41,000

During the year, property, plant, and equipment with an original cost of $28,000 was
sold for a gain of $6,500.

Computing Cash Received from the Sale of Property, Plant, and Equipment
Refer to Practice 5-17. Compute the amount of cash received from the sale of the
property, plant, and equipment.

Computing Cash Paid for Dividends
Using the following information, compute cash paid for dividends.

Nt INCOME ... $10,000
End of Year Beginning of Year

Retained earnings . . ........ ... ... ... o i i $112,000 $106,000

Paid-in capital . ..... ... . ... 50,000 44,000

Cash ... 1,300 1,000

Dividends payable ....... ... ... ... ... o il 200 450

Computing Cash Flow Ratios
Using the following information, compute the following ratios: (1) cash-flow-to-net-
income, (2) cash flow adequacy, and (3) cash times interest earned.

Nt INCOME . ..o $18,000
Cash flow from operating activities ... ............. ... i 21,000
Cash paid for capital expenditures . .............. . ... .. 23,500
Cash paid for acquisitions . . .......... ... 11,000
Cash paid for iNterest ... ... ... ... 3,800
Cash paid for income taxes . ............ ... 6,700
Articulation

Use the following information to answer the questions listed below:

Dividends declared and paid . ....... ... .. ... $ 8,000
Cash from investing activities .. .. ........ ... .. (25,000)
Cash from financing activities ............ ... ... (8,000)
End of Year Beginning of Year
Cash ... $ 21,000 $ 12,000
Other assets . .. ... 210,000 227,000
Liabilities . . ... ... .. 105,000 117,000
Common stock . ... ... ... . 21,000 21,000
Retained earnings . . ............ ... ... . i 105,000 !

Compute the (a) cash from operating activities and (b) net income.
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Practice 5-22 Preparing a Forecasted Statement of Cash Flows
The following balance sheet and income statement information includes actual data

LO7 for 2011 and forecasted data for 2012:

Actual 2011 Forecasted 2012

Cash ... o $ 100 $ 130
Accounts receivable . ... ... L 600 780
Inventory .. ... ... 1,300 1,690
Property, plant, and equipment (net) ........................... 5,000 6,300
Accounts payable .. .......... . oo 500 650
Long-termdebt ... ... 4,000 5,000
Paid-in capital ... ... .. 1,000 1,400
Retained earnings .............. ... ... ... i 1,500 1,850
Sales .. $10,000 $13,000
Costofgoodssold .......... .. ... ... il 6,000 7,800
Depreciation expense . .............. ... ..o 1,000 1,200
INterest eXPense .. ...l 400 500
Income before income taxes .. ............... .. ... .. .. ... .. .. $ 2,600 $ 3,500
Income tax eXPense . ... ...l 910 1,225
Netincome . ......... ... e $ 1,690 $ 2,275

Prepare a forecasted statement of cash flows for 2012. Use the indirect method of
reporting cash flow from operating activities.

EXERCISES
Exercise 5-23 Classification of Cash Flows
Indicate whether each of the following items would be classified as (1) an operating
LO2 activity, an investing activity, or a financing activity or (2) as a noncash transaction
or noncash item.
(a) Cash collected from customers.
(b) Cash paid to suppliers for inventory.
(c) Cash received for interest on a nontrade note receivable.
SPREADSHEET (d) Cash received from issuance of stock.
(e) Cash paid for dividends.
(f) Cash received from bank on a loan.
(g) Cash paid for interest on a loan.
(h) Cash paid to retire bonds.
(i) Cash paid to purchase stock of another company as a long-term investment.
(j) Cash received from the sale of a business segment.
(k) Cash paid for property taxes.
(1) Cash received for dividend revenue.
(m) Cash paid for wages.
(n) Cash paid for insurance.
(o) Preferred stock retired by issuing common stock.
(p) Depreciation expense for the year.
(@) Cash paid to purchase machinery.
(r) Cash received from the sale of land.
Exercise 5-24 Cash Flow Analysis
State how each of the following items would be reflected on a statement of cash flows.
LO2

(a) Securities classified as available for sale were purchased for $4,200.
(b) Buildings were acquired for $210,000, the company paying $60,000 cash and
signing an 11% mortgage note, payable in five years, for the balance.
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(c) Cash of $54,200 was paid to purchase a business whose assets consisted of
inventory, $16,700; furniture and fixtures, $8,400; land and buildings, $20,100;
and goodwill, $9,000.

(d) A cash dividend of $2,600 was declared in the current period, payable at the
beginning of the next period.

(e) Accounts Payable shows a decrease for the period of $1,250.

Exercise 5-25 Cash Receipts and Cash Payments

The accountant for Alpine Hobby Stores prepared the following selected information
LO2 for the year ended December 31, 2011:

Dec. 31, 2011 Dec. 31, 2010

(@) Equipment . ... ... $55,000 $62,000

(b) Accumulated Depreciation .......... ... ... .. ... ... 13,900 12,800

(c) Long-Term Debt ....... ... .. i 20,000 25,000

(d) Common Stock . ... ... 16,000 12,000

Equipment with a book value of $18,000 was sold for $16,000 cash. The original cost
of the equipment was $21,000.

Determine the cash inflows and outflows during 2011 associated with each of the
accounts listed. Indicate how the cash flows for each item would be presented on the
statement of cash flows.

Exercise 5-26 Preparing the Operating Activities Section of the Statement of Cash Flows
Anakin, Inc., provides the following account balances for 2011 and 2010:
LO3
Dec. 31, 2011 Dec. 31, 2010
Accounts Receivable .. ... ... ... .. ... .. .. .. .. ... $ 18,700 $15,500
Inventory .. ... 25,440 27,200
Accounts Payable . ........ ... o oo 21,650 22,400
Salaries Payable ....... ... ... ... 1,500 1,350
Sales ... 278,700
Costof Goods Sold . .. ... ... ... . ... ... 197,000
Depreciation Expense . ........... ... i i 16,700
Salaries Expense .. ... ... 35,200
Other Expenses . .............. ... 24,300
Using the format presented in the chapter, prepare the Operating Activities sec-
tion of the statement of cash flows and present that information using (a) the direct
method and (b) the indirect method.
Exercise 5-27 Preparing the Operating Activities Section of a Statement of Cash Flows
Norrington Trading Co. provides the following income statement for 2011:
LO3
SaleS L $675,400
Costof goods sold . ... ... . . . 243,500
Gross Margin ... ... ... i $431,900
Depreciation EXPEeNSE . . ... ... ... 51,000
Salaries EXPENSE . . .. ... 124,600
SPREADSHEET INtErest eXPEeNSe . ... ... ... ... 11,300
Other EXPENSES . .. ...ttt 98,700
INCOME TaXES XPENSE . . . . ..o\ttt 44,000

Nt INCOME . ... $102,300
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In addition, the following balance sheet information is available:

Dec. 31, 2011 Dec. 31, 2010
Accounts receivable . . ... L Lo o $52,000 $47,000
Inventory . ... .. 78,100 72,300
Prepaid other expenses .. ................ .. i il 5,600 6,700
Accounts payable .. ... 53,600 52,300
Interest payable ........ ... ... 800 1,200
Income taxes payable. . .......... ... .. ... i 5,200 3,400

Using the format presented in the chapter, prepare the Operating Activities sec-
tion of the statement of cash flows and present that information using (a) the direct
method and (b) the indirect method.

Exercise 5-28 Format of Statement of Cash Flows with Indirect Method
From the following information for Carter Corporation, prepare a statement of cash
LO3, LO4 flows for the year ended December 31, 2011, using the indirect method.
Amortization of Patent ... ... ... $ 4,000
Depreciation eXPense . ... ........... . 7,000
Issuance of common StOCK ... ... ... 25,000
Issuance of new bonds payable . ....... ... . ... 30,000
Net INCOME . ..o 55,000
Payment of dividends ... ... ... 22,500
Purchase of equipment . ......... ... 33,200
Retirement of long-term debt . ... ... .. ... . 40,000
Sale of land (includes $6,000 gain) . ... ... ... 35,000
Decrease in accounts receivable ... ... ... .. 2,100
Increase in INVENTOrY . ... ... 1,200
Increase in accounts payable . .. ... ... 1,500
Increase in cash . ... ... ... 56,700
Cash balance, January 1, 2001 ... 82,800
Exercise 5-29 Cash Flow from Operations—Indirect Method
The following information was taken from the books of Tapwater Company. Compute
LO3 the amount of net cash provided by (used in) operating activities during 2011 using

the indirect method.

Dec. 31, 2011 Dec. 31, 2010
Accounts receivable . .. .. .. ... ... $18,900 $16,750
Accounts payable . ....... ... L 11,500 14,000
Accumulated depreciation (no plant assets retired during year) . . . . .. 29,000 22,000
INVENtOriEs . . . .. 24,500 20,000
Other current liabilities .. . .......... ... ... ... ... . ... ... ...... 5,000 3,000
Prepaid insurance . . ......... . 1,200 2,000
Netincome .. ... ... . . . 35,500 —

Exercise 5-30 Cash Flow from Operations—Direct Method

L03 A summary of revenues and expenses for Norwalk Company for 2011 follows:
Sales $7,200,000
Cost of goods manufactured and sold . ..... ... ... . 3,500,000
Gross Profit ... ... ... $3,700,000
Selling, general, and administrative €Xpenses .. ............. ... i 2,300,000
Income before iNCome taxes . . . . ... ... . $1,400,000
INCOME TAXES . .. ... 500,000

Nt INCOME .. . $ 900,000




Exercise 5-31

LO3

Exercise 5-32
LO3
Exercise 5-33

LO3, LO4

SPREADSHEET
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Net changes in working capital accounts for 2011 were as follows:

Debit Credit
Cash . $104,000
Trade Accounts Receivable . . ... ... ... ... . .. .. 420,000
INVENEONIES . . . o $110,000
Prepaid Expenses (selling and general) ...... ... ... .. ... ... ... .. .. 15,000
Accrued Expenses (75% of increase related to manufacturing
activities and 25% to general operating activities) .................... ... . .... 48,000
Income Taxes Payable . ... ... ... ... .. . . . 54,000
Trade Accounts Payable ....... ... ... ... .. . . .. ... 170,000

Depreciation on plant and equipment for the year totaled $700,000; 60% was
related to manufacturing activities and 40% to general and administrative activities.

Prepare a schedule of net cash provided by (used in) operating activities for the
year using the direct method.

Cash Flow from Operations—Indirect Method
The following information was taken from the comparative financial statements of
Tulip Corporation:

Net income for year .. ... ... e $ 75,000
Sales revenUE . . .. ... 450,000
Cost of goods sold (except depreciation) ... ... ...t 275,000
Depreciation expense for year ........ ... ... 50,000
Amortization of intangible assets for year ......... ... .. L 20,000
Interest expense on short-term debt for year .. ... ... ... ... 5,200
Dividends declared and paid during year ............ ... .. . ... 35,000

Selected account balances:

Beginning of Year End of Year

Accounts Receivable .. ........ ... ... ... . ... ... ... ... ... $22,000 $15,000
INnVentory .. ... ... 35,000 40,000
Accounts Payable . ....... ... ... oo oo oo 47,500 52,000
Interest Payable ...... ... ... ... . . il 1,200 400

Using the indirect method, compute the net amount of cash provided by (used in)
operating activities for the year.

Cash Flow from Operations—Direct Method
Based on the information given in Exercise 5-31 and using the direct method, com-
pute the net amount of cash provided by (used in) operating activities for the year.

Cash Computations
A comparative balance sheet, income statement, and additional information for Shillig
Doors Inc. follow.

Shillig Doors Inc.
Condensed Comparative Income Statement
For the Years Ended December 31, 2011 and 2010

2011 2010
Netsales . ... $3,946,000 $3,112,000
Costof goods sold . ... ... .. 2,385,000 2,364,000
Gross profit .. ... ... $1,561,000 $ 748,000
EXpenses . . ... . 792,000 506,000

Net iNCome . ... ... $ 769,000 $ 242,000
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Shillig Doors Inc.
Comparative Balance Sheet
December 31, 2011 and 2010

2011 2010
Assets
Current assets:
Cash .. $ 131,000 $ 102,000
Available-for-sale securities .. ............. ... 400,000 —
Accounts receivable . .. ... ... 409,000 372,000
INVENtOry ... 289,000 304,000
Prepaid expenses .. ... 36,000 24,000
Total CUFFENT ASSELS . . . . . o\ ottt et e $1,265,000 $ 802,000
Property, plant, and equipment . ........ .. ... $ 656,000 $ 541,000
Accumulated depreciation . .. ... ... (81,000) (42,000)
$ 575,000 $ 499,000
Total @sSets ... .. ..o $1,840,000 $1,301,000
Liabilities and Stockholders’ Equity
Current liabilities:
Accounts payable .. ... .. $ 191,000 $ 174,000
Accrued @XPeNnses . ... ... 124,000 110,000
Dividends payable . ... ... ... ... . ... 165,000 100,000
Total current liabilities ... ... ... ... .. . .. $ 480,000 $ 384,000
Notes payable—due 2013 ... .. ... ... . 210,000 106,000
Total liabilities .. ... ... ... $ 690,000 $ 490,000
Stockholders’ equity:
Common StOCK . .. ..o $ 625,000 $ 600,000
Retained earnings . .. ... ... .. 525,000 211,000
Total stockholders’ equity . . ............ ... $1,150,000 $ 811,000
Total liabilities and stockholders’ equity . . .......... ... . ... ... . ... $1,840,000 $1,301,000

Additional information for Shillig:

(a) All accounts receivable and accounts payable relate to trade merchandise.
(b) The proceeds from the notes payable were used to finance plant expansion.
(o) Capital stock was sold to provide additional working capital.

Compute the following for 2011:

Cash collected from accounts receivable, assuming all sales are on account.

Cash payments made on accounts payable to suppliers, assuming that all
purchases of inventory are on account.

Cash payments for dividends.

Cash receipts that were not provided by operations.

Cash payments for assets that were not reflected in operations.

Exercise 5-34 Statement of Cash Flows—Indirect Method
Following is information for Goulding Manufacturing Company:
LO3, LO4
(a) Long-term debt of $500,000 was retired at face value.
(b) New machinery was purchased for $62,000.
(¢) Common stock with a par value of $100,000 was issued for $160,000.
(d) Dividends of $22,000 declared in 2010 were paid in January 2011, and
SPREADSHEET dividends of $30,000 were declared in December 2011, to be paid in

2012.




EOC  Statement of Cash Flows and Articulation ~ Chapter 5 261

(e) Net income was $450,700. Included in the computation were depreciation
expense of $70,000 and intangible assets amortization of $10,000.

Dec. 31, 2011 Dec. 31, 2010

Current assets:

Cash and cash equivalents ... ... ... .. ... ... .. ... ... .. $189,200 $130,000

Accounts receivable . .. ... ... 175,000 156,000

Inventory . ... 178,000 160,000
Current liabilities:

Accounts payable .......... ..o 64,000 87,400

Dividends payable ............ . ... ... ... ... il 30,000 22,000

Interest payable . ... ... ... .. L 12,900 7,000

Wages payable .......... ... .. ... ... ool 24,000 17,000

Prepare a statement of cash flows for the year ended December 31, 2011, using the
indirect method.

Exercise 5-35 Articulation
The following information is available for Kelsey Inc. Note: All inventory is purchased
LO6 on account, and Accounts Payable relates only to the purchase of inventory.
Dec. 31, 2011 Dec. 31, 2010
Accounts receivable . .. ... ... ... L $ ! $75,000
Inventory .. ... 72,000 83,000
Accounts payable . ... ... . o oo 56,000 44,000
Sales .. 540,000
Costofgoodssold ....... ... ... . . ... i ?
Cash collected from customers . ....................cuiiin... 551,000
Cash paid forinventory . ........... ... ... o oo !
Inventory purchased onaccount................... .. ... ... ... 279,000

Compute the following for 2011:

1. The ending balance in accounts receivable
2. The amount of cash paid for inventory
3. The amount of cost of goods sold

Exercise 5-36 Articulation
The following information is available for Santiago Inc.:
LO6
Dec. 31, 2011 Dec. 31, 2010
Cash ..o $ 141,000 $ 97,000
Retained earnings . . ......... ... ... ... ... il 665,000 543,000
Cash from operating activities. . ............... ... ... ... ?
Cash from investing activities .................... ... ... ... ... (483,000)
Cash from financing activities ............... ... ... ... ... (287,000)
Dividends declared and paid ............ .. ... ... . . .. ... 47,000
Netincome .. .. ... . ?

Compute the following for 2011:

1. Net income
2. Cash from operating activities
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Exercise 5-37 Cash Flow Ratios
Following are data from the financial statements for Houma Company.
LO5
Houma Company
Selected Financial Statement Data
For the Years Ended December 31, 2011 and 2010
2011 2010
Net inCome . . ... $34,000 $ 65,200
Cash from operating activities . .............. ... . ... i 28,900 158,130
Cash paid for purchase of fixed assets ............. ... ... .. .. ... o 42,000 156,000
Cash paid for interest . . ........... . 26,000 24,000
Cash paid for income taxes . ................. i 15,000 25,670
Compute the following for both 2010 and 2011:
1. Cash-flow-to-net-income ratio
2. Cash flow adequacy ratio
3. Cash times interest earned ratio
Exercise 5-38 Forecasted Income Statement and Statement of Cash Flows
(Note: This exercise uses the same information used in Exercise 4-38.) Romney and
LO7 Associates wishes to forecast its net income for the year 2012. In addition, for plan-

ning purposes Romney intends to construct a forecasted statement of cash flows for
2012. Romney has assembled balance sheet and income statement data for 2011 and
has forecast a balance sheet for 2012. In addition, Romney has estimated that its sales
in 2012 will rise to $3,600 and does not anticipate paying any dividends in the coming
year. This information is summarized here.

Balance Sheet 2011 2012 Forecasted
Cash .. $ 40 $ 48
Other CUrrent aSSEtS . . ... ..ottt 450 540
Property, plant, and equipment (net) . . ............. ... .. ... ... . 500 700
Total @ssets . ... ... $990 $1,288
Accounts payable . ... $190 $ 228
Bank loans payable ........ ... ... ... ... ool 500 400
Total stockholders’ equity ................ ... ... ... ... ... 300 660
Total liabilities and stockholders’ equity ................................ $990 $1,288
Income Statement 2011 2012 Forecasted
Sales . .. $3,000 $3,600
Costof goods sold .. ... ... . . 1,200

Gross profit ... ... $1,800

Depreciation eXpense . ... ... 100

Other operating expenses ............. ... ... ... ... 1,440

Operating profit . ....... .. ... .. $ 260

Interest expense . ............ L. 50

Income before taxes .. .......... ... $ 210

INCOME TAXES . . . ..ot 84

Net iNCOMe . . . ... $ 126

Instructions:

1. Prepare a forecasted income statement for 2012. Clearly state what assump-
tions you make.
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2. Prepare a forecasted statement of cash flows for 2012. Use the indirect method
of reporting cash from operating activities. (Hint: In computing cash paid to
purchase new property, plant, and equipment, don’t forget to consider the
effect of depreciation expense in 2012.)

Exercise 5-39 Forecasted Balance Sheet, Income Statement, and Statement of Cash Flows
(Note: This exercise uses the same information used in Exercise 4-39.) Ryan
LO7 Company wishes to prepare a forecasted income statement, balance sheet, and

statement of cash flows for 2012. Ryan’s balance sheet and income statement for
2011 follow:

Balance Sheet 2011
Cash .. $ 10
Other CUrTENt aSSELS . . ... ...ttt et 250
Property, plant, and equipment, Net . . ... ............. .. 800
Total @SOS . . . . oot $1,060
Accounts payable . .. ... $ 100
Bank loans payable .. ... ... 700
Total stockholders’ equity . .. ... ... ... . 260
Total liabilities and stockholders’ equity . . ........... ... . $1,060
Income Statement 2011
SaleS. . . $1,000
Costof goods sold. . ... .. .. 750
Gross Profit ... ... ... $ 250
Depreciation XPEensSe ... ... ... ... 40
Other operating @XPeNSEs . . ... ... ... 80
Operating Profit . . .. ... $ 130
INterest @XPENSE ... ... ... ... 70
Income before taxes . . ........ ... $ 60
INCOME TAXES . . ... 20
Nt INCOME . . $ 40

In addition, Ryan has assembled the following forecasted information regarding
2012.

(a) Sales are expected to increase to $1,500.

(b) Ryan expects to become more efficient at utilizing its property, plant,
and equipment in 2012. Therefore, Ryan expects that the sales increase
will not require any overall increase in property, plant, and equipment.
Accordingly, the year 2012 property, plant, and equipment balance is
expected to be $800.

() Ryan’s bank has approved a new long-term loan of $200. This loan will be in
addition to the existing loan payable.

(d) Ryan Company does not anticipate paying any dividends in the coming year.

Instructions:

1. Prepare a forecasted balance sheet for 2012. Clearly state what assumptions
you make.

2. Prepare a forecasted income statement for 2012. Clearly state what assump-
tions you make.

3. Prepare a forecasted statement of cash flows for 2012. Use the indirect method
of reporting cash from operating activities. (Hint: In computing cash paid to
purchase new property, plant, and equipment, don’t forget to consider the
effect of depreciation expense in 2012.)
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PROBLEMS
Problem 5-40

LO3

Problem 5-41

LO3, LO4

Preparing the Operating Activities Section of the Statement of Cash Flows
Podracer Productions provides the following income statement for the year ended
December 31, 2011:

SaleS . $1,530,600
Cost of goods sold .. ... ... 895,400
Gross Margin .. ... ... $ 635,200
General XPENSES . .. ... 255,400
Depreciation @XPEeNSEe . . .. .. ... 23,500
Salaries XPENSe . . ... ... 114,300
OPperating iNCOME . .. . ... ittt e $ 242,000
INEreSt FEVENUE . . . . . oot e e 17,250
INterest @XPENSE . ... ... ... (12,500)
Loss on sale of eqUIPMENt . ... ... . (9,500)
Income before iNCome taxes . . ... ... ... ... . $ 237,250
INCOME TaX EXPENSE . . . ..ottt 85,500
Net INCOME . . . $ 151,750

In addition, Podracer provides the following balance sheet information:

Dec. 31, 2011 Dec. 31, 2010

Accounts receivable ... .. ... ... $250,400 $225,400
Interest receivable .. ..... ... ... ... 2,100 2,250
Inventory .. ... ... 74,300 59,550
Prepaid general expenses .. .......... ... ... ..o 17,600 14,000
Accounts payable . ... 39,500 46,300
Accrued general expenses .. ... ... .o oo 19,500 21,750
Interest payable . ...... .. ... 900 1,100
Income taxes payable ........ ... ... ... i il 11,500 9,750
Salaries payable . ...... ... .. L 9,850 5,400

Instructions: Using the simultaneous analysis matrix illustrated in the text, prepare
the Operating Activities section of the statement of cash flows using (1) the direct
method and (2) the indirect method.

Statement of Cash Flows—Indirect Method

Comparative balance sheet data for Tanzanite Imporium follow. In addition, new
equipment was purchased for $60,000, payment consisting of $40,000 cash and a
long-term note for $20,000. The short-term note payable was arranged with a sup-
plier to finance inventory purchases on credit. Cash dividends of $15,000 were paid in
2011; all other changes to retained earnings were caused by the net income for 2011,
which amounted to $92,200.

Dec. 31, 2011 Dec. 31, 2010

Cash and cash equivalents ............. ... ... ... ... ... 0 . $ 42,000 $ 33,000
Accounts receivable .. ... ... ... 84,000 77,000
INVeNtory . ... ... 95,700 131,000
Property, plant, and equipment ........ ... ... .o o oo ool 560,000 500,000
Accumulated depreciation—property, plant, and equipment .......... (231,500) (210,000)

Total assets . . ... $ 550,200 $ 531,000
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Dec. 31, 2011 Dec. 31, 2010

Short-term notes payable . . ....... ... ... ... ... Ll $ — $ 30,000
Accounts payable . ....... ... . o oo oo oo 81,000 69,000
Long-term notes payable ........... ... .. . .. o il 110,000 90,000
Bonds payable .. .......... .. 60,000 120,000
Common stock, $1 par. ... .. ... L 35,000 35,000
Additional paid-in capital . . ......... ... .o oo 165,000 165,000
Retained earnings . ........ ... .. ... i 99,200 22,000

Total liabilities and stockholders’ equity ..................... ... $550,200 $531,000

Instructions: Prepare a statement of cash flows for the year ended December 31,
2011, using the indirect method.

Problem 5-42 Statement of Cash Flows—Indirect Method
The following information was taken from the records of Glassett Produce Company

LO3, LO4 for the year ended June 30, 2011.
Borrowed on [ong-term NOTEs . . ... ... ... $15,000
Issued capital stock ... ... . 45,000
Purchased equipment . ... ... ... 18,000
Nt INCOME . . oo 32,000
Purchased treasury stock . ... ... ... 5,000
Paid dividends . ... .. 29,000
Depreciation @XPense . .. ... ... ... 21,000
Retired bonds payable .. ... ... .. ... 65,000
Patent amortization . . ... ... ... 3,000
Sold long-term inVestment (At COSL) . . . . ... ...ttt 7,200
Increase in cash . . ... .. 13,300
Decrease in INVENTOIIES . . .. ...t 6,300
Increase in accounts receivable ... ... ... 9,200
Increase in accounts payable .. ... ... ... 10,000
Cash balance, July 1, 2010 ... . 22,000
Instructions:

1. From the information given, prepare a statement of cash flows using the indi-
rect method.

2. Briefly explain what an interested party would learn from studying the cash
flow statement for Glassett Produce Company.

Problem 5-43 Statement of Cash Flows—Indirect Method
The following information was obtained from analysis of selected accounts of Orlando
LO3, LO4 Company for the year ended December 31, 2011.
Increase in long-term debt . ... ... .. $ 57,000
Purchase of treasury stock . .. ... . 52,000
Depreciation and amortization . .. ....... ... 197,000
Gain on sale of equipment (included in netincome).......... ... .. ... i 6,000
Proceeds from issuance of common stock ... ... ... 184,000
Purchase of equipment . ... ... ... . 434,000
Proceeds from sale of equipment .......... .. .. .. 20,000
Payment of dividends . ..... ... .. ... 49,000
NEt INCOME . ..o 375,000
Increase (decrease) in working capital accounts:
Cash . . 45,000
Accounts receivable . . ... 229,000
INVENTOIIES . . . o o 275,000
Trade notes payable .. ... ... . .. 167,000
Accounts payable ... ... 124,000
Income taxes payable . ...... ... .. (34,000)
Cash balance, January 1, 20011 ... o o 120,000

Instructions: From the information given, prepare a statement of cash flows using
the indirect method.
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Problem 5-44 Statement of Cash Flows—Direct Method
Based on an analysis of the cash and other accounts, the following information was
LO3, LO4 provided by the controller of Black Iron, Inc., a manufacturer of wood-burning stoves,

for the year 2011.

(a) Cash sales for the year were $210,000; sales on account totaled $240,000.

(b) Cost of goods sold was 50% of total sales.

(o) All inventory is purchased on account.

(d) Depreciation on equipment was $86,000 for the year.

(e) Amortization of patent was $9,000.

() Collection of accounts receivable was $98,000.

(g) Payments on accounts payable for inventory equaled $123,000.

(h) Rent expense paid in cash was $42,000.

(i) Cash of $580,000 was obtained by issuing 40,000 shares of $10 par stock.

() Land worth $425,000 was acquired in exchange for a $400,000 bond.

(k) Equipment was purchased for cash at a cost of $287,000.

(D Dividends of $115,000 were declared.

(m) Dividends of $52,000 that had been declared the previous year were paid.

(n) A machine used on the assembly line was sold for $26,000. The machine had a
book value of $19,000.

(0) Another machine with a book value of $2,300 was scrapped and was reported
as an ordinary loss. No cash was received on this transaction.

(p) The cash account had a balance of $79,000 on January 1, 2011.

Instructions: Use the direct method to prepare a statement of cash flows for Black
Iron, Inc., for the year ended December 31, 2011.

Problem 5-45 Statement of Cash Flows—Indirect Method
Comparative balance sheet data for the partnership of Bond and Wallin follow.
LO3, LO4
Dec. 31, 2011 Dec. 31, 2010
Cash . ... $ 15,000 $ 12,500
Accounts receivable ... .. ... ... ... 24,200 27,000
Inventory . ... ... .. 105,400 91,000
Prepaid expenses. ........... .. 4,100 5,350
Furniture and fixtures . .. ........... .. ... ... 65,500 41,000
Accumulated depreciation ......... .. . o oo oo oo (40,250) (25,250)
Total assets . .. ... .. $173,950 $151,600
Accrued €XPenses . ... ... $ 9,000 $ 6,700
Accounts payable ......... ... o 22,425 32,875
Long-term note . . ... ... . 21,300 —
Ryan Bond, capital .. ...... ... . ... . 69,350 56,150
Trent Wallin, capital ........ ... ... ... ... .. 51,875 55,875
Total liabilities and stockholders’ equity ........................ $173,950 $151,600
Net income for the year was $22,000, and this was transferred in equal amounts to the
partners’ capital accounts. Additional changes in the capital accounts arose from addi-
tional investments and withdrawals by the partners. The change in the furniture and
fixtures account arose from a purchase of additional furniture; part of the purchase
price was paid in cash, and a long-term note was issued for the balance.
Instructions: Using the indirect method, prepare a statement of cash flows for 2011.
Problem 5-46 Statement of Cash Flows—Indirect Method
Sparkling Cleaner Company reported net income of $7,450 for 2011 but has been
LO3, LO4 showing an overdraft in its bank account in recent months. The manager has con-

tacted you as the auditor for an explanation. The comparative balance sheet was given
to you for examination, along with the following information.
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(a) Equipment was sold for $1,700, its cost was $3,000, and its book value was
$800. The gain was reported as Other Revenue.
(b) Cash dividends of $4,870 were paid.

Sparkling Cleaner Company
Comparative Balance Sheet

Dec. 31, 2011 Dec. 31, 2010
Assets
Current assets:
Cash. ... $ (1,100) $ 3,950
Accounts receivable .. ... . Lo ool 4,100 2,300
Inventory . ... .. 3,250 1,150
Prepaid insurance . .......... ... . ool 90 210
Total current assets . ...............iiiiii $ 6,340 $ 7,610
Land, buildings, and equipment:
Land .. ..o $15,200 $15,200
Buildings. .. ... $ 35,000 $ 35,000
Less: Accumulated depreciation . ......... ... ..o o oL (16,500) 18,500 (15,000) 20,000
Equipment . ... ... $ 28,350 $ 24,150
Less: Accumulated depreciation .. .......... ... ... ... ... (20,900) 7,450 (17,900) 6,250
Total land, buildings, and equipment ...................... $41,150 $41,450
Total assets .. ... $47,490 $49,060
Liabilities and Stockholders’ Equity
Current liabilities:
Accounts payable . ...... ... ... . o oo oo o $ 3,600 $ 2,800
Income taxes payable ........... ... ... oo il 950 1,850
Woages payable . ........ ... ... i 1,100 2,150
Notes payable—current portion ......................... 3,000 4,500
Total current liabilities ... ......... ... ... ............. $ 8,650 $11,300
Long-term liabilities:
Notes payable ............ .. ... .. ... 11,250 14,250
Stockholders’ equity:
Capital stock . ... .. $ 19,500 $ 18,000
Retained earnings . .......... ... i 8,090 5510
Total stockholders’ equity .............................. 27,590 23,510
Total liabilities and stockholders’ equity ..................... $47,490 $49,060

Instructions: Prepare a statement of cash flows using the indirect method.

Problem 5-47 Statement of Cash Flows—Direct Method
The table below shows the account balances of Novations, Inc., at the beginning and
LO3, LO4 end of the company’s accounting period.
Debits Dec. 31, 2011 Jan. 1, 2011
Cash and Cash Equivalents . . ..... ... ... ... ... ... .. ... ... $176,400 $ 58,000
Accounts Receivable . . ....... ... ... o o o o 32,000 26,600
Inventory . ... ... 21,000 25,400
Prepaid Insurance . ....... ... ... 5,600 4,000
Long-Term Investments (At COSt) . . . ............oooueioeooooo... 6,000 16,800
Equipment . ... ... ... 80,000 66,000
Treasury Stock (at COST) . ... ..ottt 10,000 20,000
Costof Goods Sold ... ... ... ... .. .. . 368,000
Operating Expenses . ........ .. ... 185,000
Income Tax Expense . . ....... ... 37,600
Loss on Sale of Equipment . ... ... ... ... ... .o oo oL 1,000

Total debits ........ ... . ... ... $922,600 $216,800
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Problem 5-48

LO3, LO4, LO6

Problem 5-49

LO6

Credits Dec. 31, 2011 Jan. 1, 2011
Accumulated Depreciation—Equipment ............ ... ..o oL $ 19,000 $ 18,000
Accounts Payable . ... ... .. 7,000 11,200
Interest Payable . . ... ... ... . . . 1,000 2,000
Income Taxes Payable......... ... ... ... ... .. .. ... 12,000 8,000
Notes Payable—Long-Term ........ ... ... ... ... . ... .. ..... 16,000 24,000
Common Stock . ... .. 110,000 100,000
Paid-In Capital in Excessof Par ................... ... ... ... ... ... 32,000 30,000
Retained Earnings . ...... ... ... . ..o 19,600%* 23,600
Sales . .. 704,000
Gain on Sale of Long-Term Investments ............................. 2,000

Total credits .. ... ... $922,600 $216,800

* Preclosing balance.

The following additional information is available:

(a) All purchases and sales were on account.

(b) Equipment costing $10,000 was sold for $3,000; a loss of $1,000 was recog-
nized on the sale.

(o) Among other items, the operating expenses included depreciation expense of
$7,000; interest expense of $2,800; and insurance expense of $2 400.

(d) Equipment was purchased during the year by issuing common stock and by
paying the balance ($12,000) in cash.

(e) Treasury stock was sold for $4,000 less than it cost; the decrease in owners’
equity was recorded by reducing Retained Earnings. No dividends were paid
during the year.

Instructions:

1. Prepare a statement of cash flows for the year ended December 31, 2011,
using the direct method of reporting cash flows from operating activities.

2. Comment on the lack of dividend payment. Does a “no-dividend” policy seem
appropriate under the current circumstances for Novations, Inc.?

Income Statement and Statement of Cash Flows—Indirect Method
Refer to the data for Novations, Inc., in Problem 5-47.

Instructions:

1. Prepare an income statement for Novations, Inc., for the year ended December
31, 2011.

2. Prepare a statement of cash flows for the year ended December 31, 2011,
using the indirect method.

Articulation
The following data are for Ernst Company. Note: All inventory is purchased on account,
and Accounts Payable relates only to the purchase of inventory.

Dec. 31,2011 Dec. 31, 2010

BALANCE SHEET DATA (partial)

Accounts receivable .. ... ... $ 72,000 $65,000
Inventory . ... ... .. 54,000 41,000
Prepaid rent. . ... ... ? 8,000
Accounts payable. . ....... ... . 44,000 52,000

Wages payable. .. ....... .. ... .. 23,000 !
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INCOME STATEMENT DATA

Sales ... $485,000
Costofgoodssold ..... ... ... ... .. ?
Wages @XPENSE . . .. ..ottt ?
Rent expense. . ... ... 22,000
Other eXPenses . . ... ...ttt 121,000
Netincome . ... .. ?

CASH FLOW DATA

Netincome . ... ... ?
+/— Change in accounts receivable ........... ... ... ... ... .. ..., (7,000)
+/— Changeininventory............... ... . ... ... ... ... (13,000)
+/— Change in accounts payable. . ............. ... ... .o o oL (8,000)
+/— Change inprepaidrent ................. ... ... ... ... ... ?
+/— Change inwages payable .. ....... ... ... ... ... ool 6,000
Cash from operating activities .................. ... ... ... .. ... ?
OTHER DATA

Cash collected from customers . ................. ... ... ?
Cash paid forinventory .......... ... .. ... i ?
Inventory purchased onaccount ........... ... ... ... ... 230,000
Cash paid forrent ...... ... ... ... . 27,000
Cash paid forwages ............ ... ... ... 81,000
Cash paid for other expenses .................................... 121,000

Instructions: Compute the following:

1. The ending balance in the prepaid rent account.

2. The beginning balance in the wages payable account.
3. The amount of Cost of Goods Sold for 2011.
4. The amount of Wages Expense for 2011.
5. The amount of reported Net Income for 2011.
6. The amount of cash collected from customers during 2011.
7. The amount of cash paid for inventory during 2011.
Problem 5-50 Analysis of Cash Flow Data
LO5 The following summary data are for Gwynn Company:
2011 2010 2009
Cash .. $ 85,000 $ 75,000 $ 70,000
Other current assets. . ..............ooiuuiiiiiiiiii.. 480,000 420,000 390,000
Current liabilities. ... ... .. .. 325,000 270,000 290,000
Depreciation expense .. .............. . i 57,000 51,000 44,000
Netincome ... .. .. 59,000 50,000 45,000

All current assets and current liabilities relate to operations.

Instructions:

1. Compute net cash provided by (used in) operating activities for 2010 and 2011.

2. How would the numbers you computed in (1) change if Gwynn had decided
to delay payment of $40,000 in accounts payable from late 2010 to early 2011?
This will increase both Cash and Accounts Payable as of December 31, 2010;
the December 31, 2011, amounts will be unaffected.

3. Ignore the change described in (2). How would the numbers you computed in
(1) change if Gwynn had decided to delay purchase of $40,000 of inventory for
cash from late 2010 to early 2011? This will increase cash but decrease inventory
as of December 31, 2010; the December 31, 2011, amounts will be unaffected.

4. Can net cash from operations be manipulated? Explain your answer.




270 Part | Foundations of Financial Accounting EOC

Problem 5-51 Definitions of Cash Flow
The following summary information is for Numbers Company:

LO3

2011 2010 2009 2008

Netincome ... .. ... $ 90 $ 90 $ 90 $ 90
Depreciation eXpense . .............. ...l 40 40 40 40
Change in accounts receivable . ...... ... ... ... ... o oo oL +15 —30 0 +20
Change ininventory ........... ... ... .. ... i +10 -25 +15 -5
Change in accounts payable .......... ... ... ... ... i i +30 0 -20 +15
Instructions:

1. Compute net cash provided by (used in) operating activities for Numbers
Company for the years 2008 through 2011.

2. One definition of cash flow often used in financial analysis is “net income +
depreciation.” Use this definition to compute cash flow for Numbers Company
for the years 2008 through 2011.

3. Under what circumstances is the “net income + depreciation” measure of cash
flow a good estimate of actual cash flow from operations? Under what circum-
stances is it a particularly misleading measure?

Problem 5-52 Cash Flow Analysis
Following are data from the financial statements for Drury Lane Company:
LO5
Drury La