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The integrated solutions for Accounting: What the Numbers Mean, 10e, have
been proven to help you achieve your course goals of improving student
readiness, enhancing student engagement, and increasing their comprehension
of content.

Marshall continues to be the market-leading text for the Survey of Accounting
course, helping students to succeed through clear and concise writing, a
conceptual focus, and unparalleled technology support. The Marshall solution
employs the use of current companies and instant feedback on practice
problems to help students engage with course materials, comprehend the
content, and achieve higher outcomes in the course.

McGraw-Hill Connect provides many valuable learning resources to students,
including Guided Examples. These narrated and animated videos are available
to students as they work through homework assignments and can be viewed
anytime, anywhere.

Finally, our new Intelligent Response Technology-based content offers
students an intelligent homework experience that helps them stay focused on
learning instead of navigating the technology.
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Guided Examples

Problem Solution

« General model for analvzing labor variances:

AH x AR AITx SR SII x SR

140 hrs 140 hrs x $25 126 hrs x $25

Calculation:
126 standard hours + 14

unfavorable efficiency
variance hours

Guided Examples give you a
narrated, animated, step-by-step
walkthrough of an exercise similar
to the one you've been assigned
by your instructor, allowing you to
identify, review, and reinforce the
concepts and activities covered in

Step 3 — Calculare the actual hours used for the units produced. The class.

labor cfficicncy variance was 14 hours unfavorable.

Intelligent Response Technology (IRT)
is Connect Accounting’s new student
interface for end-of-chapter assessment
content. Intelligent Response Technology
provides a general journal application
that looks and feels more like what you
would find in a general ledger software

package, improves answer acceptance to
reduce student frustration with formatting
issues (such as rounding), and, for

select questions, provides an expanded
table that guides students through

the process of solving the problem.

| view transaction list H view general journal |

Journal Entry Worksheet

Two-thirds of the work related to $12,000 cash received in advance is
performed this period. }

a.

linaamad fno rounnu 12,000
=

£
El 12,000
-
Unearned fee revenue -
*Enter debits before credits
done clear transaction
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David H. Marshall is Professor of Accounting Emeritus at Millikin University.
He taught at Millikin, a small, independent university located in Decatur, Illinois, for 25
years. He taught courses in accounting, finance, computer information systems, and busi-
ness policy, and was recognized as an outstanding teacher. The draft manuscript of this
book was written in 1986 and used in a one-semester course that was developed for the
non-business major. Subsequently supplemented with cases, it was used in the business
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ests outside academia include community service, woodturning, sailing, and travel.

Wayne W. McManus makes his home in Grand Cayman, Cayman Islands,
BWI, where he worked in the private banking sector for several years and is now a semi-
retired consultant. He maintains an ongoing relationship with the International College
of the Cayman Islands as an adjunct Professor of Accounting and Law and as a mem-
ber of the College’s Board of Trustees. McManus now offers the Cayman CPA Review
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LB e lc Ome to the Tenth Edition of Accounting: What the Numbers
2.

Mean. We are confident that this text and supplemental resources will permit the
achievement of understanding the basics of financial reporting by corporations
and other enterprises.

Accounting has become known as the language of business. Financial statements
result from the accounting process and are used by owners/investors, employees,
creditors, and regulators in their planning, controlling, and decision-making ac-
tivities as they evaluate the achievement of an organization’s objectives. Active
study of this text will allow you to acquire command of the language and help
you become an informed user of accounting information.

Accounting issues are likely to touch the majority of career paths in today’s econ-
omy. Students whose principal academic interests are not in accounting, but who
are interested in other areas of business or nonbusiness areas, such as engineering,
behavioral sciences, public administration, and prelaw programs, will benefit from
the approach used in this book. Individuals aspiring to an MBA degree or other
graduate programs that focus on administration and management, who do not
have an undergraduate business degree, will benefit from a course using this text.

Accounting: What the Numbers Mean takes the user through the basics: what ac-
counting information is, how it is developed, how it is used, and what it means.
Financial statements are examined to learn what they do and do not communi-
cate, enhancing the student’s decision-making and problem-solving abilities from
a user perspective. Achieving expertise in the preparation of financial statements
is not an objective of this text. In short, we have designed these materials to assist
those who wish to learn “what the numbers mean” without concentrating on the
mechanical aspects of the accounting process.

Best wishes for successful use of the information presented here.

David H. Marstald
Wazne W. McManus
Dandiel E. Viele



Putting the Pieces Together

Named after a Chinese word meaning “sparrow,” mah-jongg is a centuries-old game of
skill. The object of the game is to collect different tiles; players win points by accumu-
lating different combinations of pieces and creating patterns. We’ve chosen mah-jongg
tiles as our cover image for the tenth edition of Accounting: What the Numbers Mean
because the authors show students how to put the pieces together and understand their
relationship to one another to see the larger pattern. By focusing on the meaning of the
numbers used in financial statements, students develop the crucial decision-making
and problem-solving skills needed to succeed in any professional environment.

Marshall continues to be the market-leading text for the Survey of Accounting course,
helping students to succeed through clear and concise writing, a conceptual focus, and
unparalleled technology support.

Clear

Instructors and students alike have praised Accounting: What the Numbers Mean for its
effectiveness in explaining difficult and important accounting concepts to all students,
not just future accountants. Instructors consistently point out that students find this text
much less intimidating and easier to follow than others they have used.

Concise

In concentrating on the basics—what accounting information is, what it means, and
how it is used—Accounting: What the Numbers Mean does not overwhelm students
with encyclopedic detail. The emphasis on discovering what financial statements com-
municate and how to better use them (as well as other pieces of accounting informa-
tion) facilitates student comprehension of the big picture.

Conceptual

Accounting: What the Numbers Mean focuses on helping students understand the
meaning of the numbers in financial statements, their relationship to each other, and
how they are used in evaluation, planning, and control. Technical details are minimized
wherever possible, allowing instructors to highlight the function of financial state-
ments, as opposed to their formation.

Technology

To meet the evolving needs of instructors and students, the tenth edition features a far
more extensive technology support package than ever before. An expanded Online
Learning Center includes a wealth of self-study material for students. McGraw-Hill’s
Connect Accounting lets instructors assign, collect, and grade homework online. In ad-
dition, McGraw-Hill’s Connect Accounting Plus gives students the ability to work with
an integrated eBook while managing and completing homework online.

vii



What Makes Accounting: What the Numbers Mean

Such a Powerful Learning Tool?

Fiscal Year

A firm's fiscal year is the annual period used for reporting to owners, the government, and
others. Many firms select the calendar year as their fiscal year, but other 12-month periods can
also be selected. Some firms select a reporting period ending on a date when inventories wil
be relatively low or business activity will be slow because this faciltates the process of preparing
financial statements.

Many firs select fiscal periods that relate to the pace of their business activity. Food retail-
ers, for example, have a weekly operating cycle, and many of these firms select a 52-week fiscal
year (with a 53-week fiscal year every five or six years so their year-end remains near the same
date every year). Campbell Soup Company has adopted this strategy; note, on page 715inthe || pe=gum
appendix, that Campbell's fiscal year ends on the Sunday nearest July 31 each year. (The next 6””’,051%
53-week year will end on August 3, 2014).

For internal reporting purposes, many firms use periods other than the month (e.g., 13 four-
week periods). Such firms wish to maintain the same number of operating days in each period
50 that comparisons between the same periods of different years can be made without having
to consider differences in the number of operating days in the respective periods.

2. What does it mean to refer to a balance sheet for the year ended August 31, What Does
20142 It Mean?
3. What does it mean when a balance sheet has been prepared for an organization? B e —

pages 56-57

This is a difficult but important concept to grasp, so please consider the following example: As-
sume that Cruisers, Inc., sells a boat to a customer for $2,000 and uses the FIFO assumption.
For argument's sake, assume that the cost of goods sold for this boat is $1,500 (taken from the
beginning inventory); yet the current cost of replacing the boat has recently increased to $1,850,
and the tax rate is 30 percent. The income tax owed by Cruisers, Inc., from this sale would be  gyudy

$150, computed as (§2,000 — $1,500) X 30%, and when this amount is added to the cost of q
replacing the boat, the company hasn't had any positive net cash flow! However, on the income Suggestion
statement, et income would be $350 (§2,000 ~ $1,500 ~ $150).

The LIFO inventory cost flow assumption is not permitted under international financial
reporting standards. The primary reason for the disallowance of LIFO appears to be that in-
ternational standards have a strong balance sheet measurement focus and efforts have been
made to eliminate accounting methods such as LIFO that do not support this so-called *bal-
ance sheet approach.” As discussed in the following sections, during inflationary times LIFO
assigns to inventory the costs of the oldest items acquired by the company, thus causing
balance sheet values to become “outdated” as the company grows. As you study this ma-
terial, think about what the implications would be for U.S. companies if the LIFO cost flow
assumption were no longer available as a reporting alternative under U.S. GAAP.

The Activity Based Costing Association (ABCA) is an association of companies and organiza-
tions with activity-based costing interests. The association conducts benchmarking studies
to identify practices that improve the overall operations of the members. ABCA's mission is
to identify “best in class” activity-based costing processes, which lead member companies to
exceptional performance when implemented. See www.abcbenchmarking.com for additional
information about the objectives, services, and activities of the association.

« Excerpts from 2011
~ Annual Report of

o4 Campbell Soup

Company

e Business in Practice

Throughout each chapter, these boxes highlight
and discuss various business practices and their
impact on financial statements. Seeing the real-
world impact of these business practices helps
students more completely understand financial
statements in general.

What Does It Mean?

As students progress through each chapter, What
Does It Mean? questions prompt students to
self-test their understanding following coverage
of key topics. What Does It Mean? answers are
provided in the end-of-chapter section.

Study Suggestion

Here the authors offer advice and tips to
students to help them better grasp specific
chapter concepts.

The IFRS Approach

New to this edition, these boxes highlight
some of the key differences between U.S.
generally accepted accounting principles and
International Financial Reporting Standards.

FYI

These boxes direct students’ attention to a
wide variety of helpful resources available on
the Internet for a fresh perspective on how the
concepts they’ve just learned in the managerial
chapters are applied in a modern context.

Campbell’s 2011 Annual Report
Excerpts from Campbell Soup Company’s
annual report are included as an appendix at
the back of the book. Frequent references to
this material are made in the financial chapters
of the text. The Campbell’s icon is located in
the margins next to relevant text and requires
the student to call upon this real-world
resource. The inclusion of annual report data
piques student interest and provides valuable
hands-on experience.



More great pedagogy to guide student learning, and
extensive end-of-chapter material to challenge students
in applying what they have learned.

Summary

Financial stalements communicate economic information that helps individuals make
decisions and informed judgments.

“The bookkeeping and accounting processes result in an eniity’s numerous trans-
actions with other enities being reflected in the financial statements. The financial
statements presented by an entity are the balance sheel, income statement, Statement
of changes in stockholders” equity, and statement of cash lows.

“The balance sheet s a listing of the entity’s assets, lisbilites, and stockholders” equity
at a point in time. Assets are probable future economic benefits (things or claims against

fi s stock-

Jiabil

holders” equity

cash.

receivable and inventories, Current lisbil

the

date,
cted to be paid or

within one year of the balance sheet date. The balance sheet as of the end of a iscal period.
the next fiscal period.

asof

“The income statement reports the results of an entity’s operating activitics for o
period of time. Revenues are reported firs, and expenses are sublracted o arive at net

income or net loss for the

Visit the text website at www.mhhe.com/marshall10e to take an online

ockhold

Self-Study Mat

erial

@

self-study quiz for this chapter.

Matching Following is a list of the key terms and concepts introduced in the chap-
ter, along with a list of corresponding definitions. Match the appropriate letter for the
key term or concept o each definition provided (items 1-15). Note that not all key
terms and concepts will be used. Answers are provided at the end of this chapter.

a Accumulated depreciation i Gains

b, Balance sheet j. Losses

¢ Accrued liabilities k. Netsales

d. Current assets 1 Cost of goods sold

e Current liabilities m. Gross profit

f. Merchandise inventory n. Income from operations

2 Revenues 0. Netincome

h.  Expenses p.  Eamings per share of common stock
- md Mini-Exercises

Mini-Exercise

023

Mini-Exercise

oz3

Mini-Exercise

23

Al applicable Mini-Exercises are available with McGraw-Hill's Connect™
Accounting.

Understanding financial statement relationships Total assets were $48.000
and total liabilities were $27,000 at the beginning of the year. Net income for the year

was $8,000,

Required:

and dividends of $2.000 were declared and paid during the year.

Caleulate total stockholders” equity at the end of the year.

Understanding financial statement relationships Stockholders' equity totaled
2.2 $82,000 at the beginning of the year. During the year, net income was $12.000, dividends
0f $3,000 were declared and paid, and $10,000 of common stock was issued at par value.

Required:

Caleulate total stockholders” equity at the end of the year.

Understanding income statement relationships During the year, net sales
3 were $125,000; gross profit was $50,000; net income was $20.000; income tax ex-
pense was $5,000; and selling, general, and administrative expenses were $22,000.

Required:

Caleulate cost of goods sold, income from operations, income before taxes, and inter-

est expense.

Problem 2.15

102,36

Problem 2.16

B connect

102,36

(Hint: Exhibit 2-2 may be used as a solution model.)
Problems

All applicable Problems are available with McGraw-Hill's Connect™
Accounting.

Calculate cash available upon liquidation of business Circle-Square, Lid., is
in the process of liquidating and going out of business. The firm’s balance sheet shows
$22,800 in cash, accounts receivable of $114,200, inventory totaling $61,400, plant and
equipment of $265,000, and total liablities of $305.600. It s estimated that the inventory
an be disposed of in a liquidation sale for 80 percent of its cost, all but 5 percent of the
accounts receivable can be collected, and plant and equipment can be sold for $190,000.
Required:

Calculate the amount of cash that would be available to the owners if the accounts
receivable are collected, the other assets are sold as described, and the liabilities are
paid off in full

Calculate cash available upon liquidation of business Kimber Co. is in the
process of liquidating and going out of business. The firm’s accountant has provided
the following balance sheet and additional information:

Assots
$ 36800
Accounts receivable 125,200
Merchandise inventory. 229,400

Total current assets. $391,400
Land $ 102,000
Buidings & squipment. . . 68,000
iated depreciation (390,000)

Totalland) buicings, & equipment 398,000

Totalassets 789,400

continued)

Xeel
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Chapter Summaries and Key Terms and
Concepls promote greater retention of important
points and definitions as well as facilitate review.

Demonstration Problems drive students to the
Marshall/McManus/Viele Online Learning Center (www
.mhhe.com/marshall10e) to view a fully worked-out problem
with solution.

Self-Study Material isan additional online resource
located on the Online Learning Center (www.mhhe.com/
marshall10e). The quizzes help students test their knowledge
and understanding of chapter concepts. Results are tabulated
and can be routed to multiple e-mail addresses if necessary.

Self-Study Quizzes feature multiple-choice and
matching questions. Answers for this section are given on the
final page of each chapter.

Mini-Exercises arenew to this edition and are designed
to be used as simple in-class demos to highlight key relationships
and calculations or as simple take-home assignments.

Exercises give students a chance to practice using the
knowledge gained from working through the chapter material.

Problems challenge students to apply what they have
learned. Specific problems are tied to the Campbell’s 2011
Annual Report, excerpts of which are included at the
back of the text, bringing a strong, real-world flavor to the
assignment material.

Cases allow students to think analytically about topics
from the chapter and apply them to business decisions.

A Continuous Case is provided for Chapters 4,
6, 8 and 11 to allow the student to link concepts learned
in earlier chapters to what they learn in later chapters. It
also allows for an understanding of how the material works
together to form a larger picture.

Icons identify exercises, problems, and cases involving
Excel Templates, the Campbell’s 2011 Annual Report, and
Connect Accounting.
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McGraw-Hill Connect Plus Accounting is a complete online assignment, learning, and textbook assessment solution
that connects your students with the tools and resources needed to achieve success through faster learning, more
efficient studying, and higher retention of knowledge. Key features found in Connect Plus Accounting include:

Intelligent Response Technology

Intelligent Response Technology is Connect Accounting’s new student interface for end-of-chapter assessment
content. Intelligent Response Technology provides a general journal application that looks and feels more like what
you would find in a general ledger software package, improves answer acceptance to reduce student frustration

with formatting issues (such as rounding),

and, for select questions, provides an expanded table that guides students

through the process of solving the problem.

[ view transaction list H view general journal ‘

Journal Entry Worksheet
B EE

Two-thirds of the work related to $12,000 cash received in advance is
performed this period. ’

8.000

Unearned fee revenue

fe
8,000

Fee revenue =

done clear transaction record fransaction

*Enter debits before credits

[ view transaction list l [joumal entry worksheet‘

Unearned fee revenue 8.000
Fee revenue 8.000

b Wages expense 10,000
Wages payable 10,000

c. Depreciation expense 10,840
Accumulated depreciation 10,840




& conhect

|ACCOUNTING

Connect Accounting helps students learn more efficiently by providing feedback and practice material when they need
it, where they need it. Connect grades homework automatically and gives immediate feedback on any questions stu-
dents may have missed.

pabonianmen 4 p =] & THA

Integrated eBooks

w/| Chapter2: Financial Statements and Accounting Concepts/Principles

e al ST il Connect Plus includes a media-rich eBook. With it, you
= From Tansackom o Fioarce Sements can share your notes with your students, and they can insert
b their own notes, highlight the text, search for specific infor-

mation, and review their materials. Using an eBook with
o Connect gives your students a complete digital solution
that allows them to access their materials from any com-
S ' "?::..., puter. And over time, as more and more students use mo-
,,,,,, : " bile devices, our eBooks will even enable them to learn on
s . the go.

Guided Examples

Guided Examples provide narrated, animated, and step-by-step walkthroughs of algorithmic versions of assigned exercises
in Connect Accounting, allowing the student to identify, review, or reinforce the concepts and activities covered in class.
Guided Examples provide immediate feedback and focus on the areas where students need the most guidance.

Student Resource Library

The Connect Accounting Student Study Center gives access to additional resources such as recorded lectures, online
practice materials, an eBook, and more.
= Connect® The integrated solutions for Accounting: What the Numbers Mean, 10e, have been
proven to help you achieve your course goals of improving student readiness, enhancing
student engagement, and increasing their comprehension of content. Marshall continues
to be the market-leading text for the Survey of Accounting course, helping students to succeed through clear and
concise writing, a conceptual focus, and unparalleled technology support. The Marshall solution employs the use
of current companies and instant feedback on practice problems to help students engage with course materials,
comprehend the content, and achieve higher outcomes in the course.

McGraw-Hill Connect provides many valuable learning resources to students, including Guided Examples.
These narrated and animated videos are available to students as they work through homework assignments and can
be viewed anytime, anywhere. Finally, our new Intelligent Response Technology-based content offers students an
intelligent homework experience that helps them stay focused on learning instead of navigating the technology.

|ACCOUNTING

Simple Assignment Management and Smart Grading

With Connect Plus Accounting, creating assignments is easier than ever, so you can spend more time teaching and
less time managing. Connect Accounting enables you to:

* Create and deliver assignments easily with select end-of-chapter questions and test bank items.

* Go paperless with the eBook and online submission and grading of student assignments.

* Have assignments scored automatically, giving students immediate feedback on their work and side-by-side
comparisons with correct answers.

» Reinforce classroom concepts with practice tests and instant quizzes.



Student Reporting

Connect Accounting keeps instructors informed about

how each student, section, and class is performing, al- Aso A e e & connect
lowing for more productive use of lecture and office library reports
hours. The reporting function enables you to: reports
= ®
* View scored work immediately and track individual 80035 ot g 53
or group performance with assignment and grade g:.f " I I " I " "
reports. ) g ! !

* Access an instant view of student or class
performance relative to learning objectives.

* Collect data and generate reports required by many
accreditation organizations, such as AACSB and
AICPA.

* Identify low-performance students with the “At
Risk” student report.

Instructor Library

The Connect Accounting Instructor Library is your repository for additional resources to improve student engage-
ment in and out of class. You can select and use any asset that enhances your lecture. The Connect Accounting
Instructor Library includes: access to the eBook version of the text, PowerPoint files, Solutions Manual, Instructor
Resource Manual, and Test Bank.

Tegrity: Lectures 24/7

Make your classes available anytime, anywhere. With simple

one-click recording, instructors can record lectures, presenta- G o

tions, and step-by-step problem solutions with Tegrity. Using % eg ri ty cam pUS
Tegrity with Connect Accounting, instructors can post record-

ings directly to Connect for student viewing. Students can also

search for a word or phrase and be taken to the exact place in
your lecture that they need to review.

To learn more about Tegrity, watch a two-minute Flash demo at http://tegritycampus.mhhe.com.

McGraw-Hill Customer Experience Group Contact Information

At McGraw-Hill, we understand that getting the most from new technology can be challenging. That’s why our
services don’t stop after you purchase our products. You can e-mail our Product Specialists 24 hours a day to get
product training online. Or you can search our knowledge bank of Frequently Asked Questions on our support
website. For Customer Support, call 800-331-5094 or visit www.mhhe.com/support. One of our Technical
Support Analysts will be able to assist you in a timely fashion.
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How Can Text-Related Web Resources Enrich

My Course?

Online Learning Center (OLC)

We offer an Online Learning Center (OLC) that
follows Accounting: What the Numbers Mean
chapter by chapter. It doesn’t require any building
or maintenance on your part. It’s ready to go the
moment you and your students type in the URL:
www.mhhe.com/marshall10e

As students study and learn from Accounting:
What the Numbers Mean, they can visit the Stu-
dent Edition of the OLC Website to work with a
multitude of helpful tools:

¢ Interactive Chapter Quizzes
¢ PowerPoint Presentations

¢ Excel Problems

e Study Guide

¢ Demonstration Problems

¢ (Odd-Problem Solutions

A secured Instructor Edition stores essential course
materials to save you prep time before class. Every-
thing you need to run a lively classroom and an ef-
ficient course is included. All resources available to
students, plus . . .

e Instructor’s Resource Manual

e Solutions Manual

e Solutions to Excel Problems

e Test Bank

* Guided Examples

¢ PowerPoint Presentations

* Web-Enhanced Solutions

e End-of-Chapter Conversion Guide

The OLC Website also serves as a doorway to
other technology solutions, like course manage-
ment systems.

The Best of Both Worlds ‘

Online Course Management

McGraw-Hill Higher Education
and Blackboard Have Teamed Up.
What Does This Mean for You?

1. Single sign-on. Now you and your students
can access McGraw-Hill’'s Connect™ and
Create™ right from within your Blackboard
course—all with one single sign-on.

2. Deep integration of content and tools. You
get single sign-on with Connect and Create,
you also get integration of McGraw-Hill con-
tent and content engines right in Blackboard.
Whether you’re choosing a book for your
course or building Connect assignments, all
the tools you need are right where you want
them—inside Blackboard.

3. One grade book. Keeping several grade
books and manually synchronizing grades
in Blackboard is no longer necessary. When
a student completes an integrated Connect
assignment, the grade for that assignment
automatically (and instantly) feeds your
Blackboard grade center.

4. A solution for everyone. Whether your in-
stitution is already using Blackboard or you
just want to try Blackboard on your own, we
have a solution for you. McGraw-Hill and
Blackboard can now offer you easy access
to industry-leading technology and content,
whether your campus hosts it, or we do. Be
sure to ask your local McGraw-Hill represen-
tative for details.
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McGraw-Hill
Campus™

/campus
McGraw-Hill Campus™

is a new one-stop teaching and learning experi-
ence available to users of any learning manage-
ment system. This complimentary integration
allows faculty and students to enjoy single sign-on
(SSO) access to all McGraw-Hill Higher Educa-
tion materials and synchronized grade-book with
our award-winning McGraw-Hill Connect plat-
form. McGraw-Hill Campus provides faculty
with instant access to all McGraw-Hill Higher
Education teaching materials (eTextbooks, test
banks, PowerPoint slides, animations and learn-
ing objects, and so on), allowing them to browse,
search, and use any instructor ancillary content
in our vast library at no additional cost to the in-
structor or students. Students enjoy SSO access
to a variety of free (quizzes, flash cards, narrated
presentations, and so on) and subscription-based
products (McGraw-Hill Connect). With this inte-
gration enabled, faculty and students will never
need to create another account to access McGraw-
Hill products and services. For more information
on McGraw-Hill Campus, please visit our website
at www.mhcampus.com.

CourseSmart

CourseSmart is a
new way to find and
nart. Choose smart buy  eTextbooks.
CourseSmart  has
the largest selection of eTextbooks available any-
where, offering thousands of the most commonly
adopted textbooks from a wide variety of higher
education publishers. CourseSmart eTextbooks
are available in one standard online reader with
full text search, notes, highlighting, and email
tools for sharing between classmates. Visit www
.CourseSmart.com for more information on
ordering.

Cou rse

Xiv

Online Learning Center (OLC)
www.mhhe.com/marshalllQe

More and more students are studying online.
That’s why we offer an Online Learning Center
(OLC) that follows Accounting: What the Num-
bers Mean chapter by chapter. It doesn’t require
any building or maintenance on your part. It’s
ready to go the moment you and your students
enter in the URL.

As your students study, they can refer to the OLC
website and access

* Check Figures and Odd-Problem Solutions
* Digital Text Images

* Self-Grading Quizzes

* PowerPoint Presentations

* Excel Problems

* Study Guide

* Demonstration Problems
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A secured Instructor Resource Center stores
your essential course materials to save you prep
time before class. The Instructor’s Resource
Manual, Solutions Manual, Test Bank, and Pow-
erPoint presentations are now just a couple of
clicks away.



Instructor Supplements

Connect Accounting
MHID: 0-07-751583-8
ISBN: 978-0-07-751583-6

Connect Plus Accounting & connect®
MHID: 0-07-751585-4 |AccouNTING

ISBN: 978-0-07-751585-0

R’ connect

|ACCOUNTING

Instructor’s Manual

(Available on the password-protected Instructor
OLC)

This supplement contains the lecture notes to help
with classroom presentation. It contains useful
suggestions for presenting key concepts and ideas.

Solutions Manual

(Available on the password-protected Instructor
OLC)

This supplement contains completely worked-out
solutions to all assignment material and a gen-
eral discussion of the use of group exercises. In
addition, the manual contains suggested course
outlines and a listing of exercises, problems, and
cases scaled according to difficulty.

Test Bank

(Available on the password-protected Instructor
OLC)

Hundreds of questions are organized by chap-
ter and include multiple-choice problems. This
edition of the test bank includes worked-out so-
lutions, and all items have been tied to AACSB-
AICPA and Bloom’s standards.

Computerized Test Bank

(Available on the password-protected Instructor
OLC)

This test bank utilizes McGraw-Hill’s EZ Test
software to quickly create customized exams. This
user-friendly program allows instructors to sort
questions by format, edit existing questions, or
add new ones. It also can scramble questions for
multiple versions of the same test.

PowerPoint® Presentations

(Prepared by Jon A. Booker, Charles W. Caldwell,
Susan Galbreath, and Cynthia J. Rooney)
Presentations allow for revision of lecture slides.

Assurance of Learning Ready
L Many educational institutions today
BT E ST are focused on the notion of assur-
ance of learning, an important ele-
ment of some accreditation standards. Accounting:
What the Numbers Mean is designed specifically
to support your assurance of learning initiatives
with a simple, yet powerful solution. Each test
bank question for Accounting: What the Numbers
Mean maps to a specific chapter learning objec-
tive listed in the text. You can use our test bank
software, EZ Test Online or Connect Accounting
to easily query for learning objectives that directly
relate to the learning objectives for your course.
You can then use the reporting features of EZ Test
to aggregate student results in similar fashion,
making the collection and presentation of assur-
ance of learning data simple and easy.

AACSB Statement
" The McGraw-Hill Com-
[ AACSB panies is a proud corpo-
WP rate member of AACSB
International. Understanding the importance
and value of AACSB accreditation, Accounting:
What the Numbers Mean recognizes the curri-
cula guidelines detailed in the AACSB standards
for business accreditation by connecting selected
questions in the test bank to the six general knowl-
edge and skill guidelines in the AACSB stan-
dards. The statements contained in Accounting:
What the Numbers Mean are provided only as a
guide for the users of this textbook. The AACSB
leaves content coverage and assessment within the
purview of individual schools, the mission of the
school, and the faculty. While Accounting: What
the Numbers Mean and the teaching package make
no claim of any specific AACSB qualification or
evaluation, we have within Accounting: What the
Numbers Mean labeled select questions according
to the six general knowledge and skills areas.



Enhancements for This Edition
Chapter 1:

Overall chapter content revisions for clarity and
general updates.

Refocused chapter learning objectives to align
with Bloom’s Taxonomy.

New discussion of the FASB Accounting Standards
Codification and the role of Accounting Standards
Updates (ASUs).

Updated references to Campbell’s annual report
information.

Expanded discussion of international financial
reporting issues with emphasis on the progress
made in recent years to achieve convergence of
IFRS and U.S. GAAP.

Streamlined discussion of the Conceptual
Framework project with an integration of FASB
Concepts Statement No. 8 and the removal of the
“Highlights” of Concepts Statement No. 1 exhibit.
Further clarification provided in the Plan of
the Book section including a new “Resources
for Students” subsection, highlighting the key
features offered on our text’s website.

General update of all Exercises.

Complete revision of all even-numbered Exercises.

Chapter 2:

Overall chapter content revisions for clarity and
general updates.

Refocused chapter learning objectives to align
with Bloom’s Taxonomy.

Updated terminology used in the financial
statements from Owners’ Equity to Stockholders’
Equity to reflect the text’s emphasis on corporate
financial reporting.

Updated references to Campbell’s annual report
information.

Deleted the Cash Flows versus Accrual
Accounting “Business in Practice” box, as well as
the “Business on the Internet” box to improve the
chapter’s efficiency.

New Mini-Exercises (6) to emphasize computational-
type learning objectives.

General update of all Exercises, Problems, and Cases.

Complete revision of all even-numbered Exercises
and Problems.
New guided example video demonstrations.

Chapter 3:

Overall chapter content revisions for clarity and
general updates.

Refocused chapter learning objectives to align
with Bloom’s Taxonomy.

Deleted the “Business on the Internet” box to
improve the chapter’s efficiency.

Integration of Campbell’s annual report
information for the financial and graphical
analyses of profitability and liquidity trends.

New  Mini-Exercises (6) to emphasize
computational-type learning objectives.

New “Focus company” Case on the analysis of
liquidity and profitability measures.

General update of all Exercises, Problems, and Cases.
Complete revision of all even-numbered Exercises
and Problems.

New guided example video demonstrations.

Chapter 4:

Overall chapter content revisions for clarity and
general updates.

Refocused chapter learning objectives to align
with Bloom’s Taxonomy.

Deleted the “Business on the Internet” box to
improve the chapter’s efficiency.

Updated references to Campbell’s annual report
information.

New  Mini-Exercises (4) to emphasize
computational-type learning objectives.

General update of all Exercises, Problems, and
Cases.

Complete revision of all even-numbered Exercises
and Problems.

New guided example video demonstrations.

Chapter 5:

Overall chapter content revisions for clarity and
general updates.

Refocused chapter learning objectives to align
with Bloom’s Taxonomy.



Integration and analysis of Campbell’s annual

report information for the accounting and
presentation of current assets including cash,
accounts receivable, and inventories.

Reduced coverage of Short-Term Marketable
Securities, deleted The Impact of Inventory Quantity
Changes section, and deleted the Deferred Assets
section to improve the chapter’s efficiency.

New “The IFRS Approach” boxes (3) highlighting
key differences between U.S. GAAP and IFRS
with respect to the valuation and reporting of
inventories.

Simplified the discussion of inventory errors by
including an illustration of “as reported” and “‘as
corrected” data over a two-year period for self-
correcting errors.

New  Mini-Exercises (6) to emphasize
computational-type learning objectives.

New “Focus company” Case on accounts
receivable and inventory disclosures.

General update of all Exercises, Problems, and
Cases.

Complete revision of all even-numbered Exercises
and Problems.

New guided example video demonstrations.

Chapter 6:

Overall chapter content revisions for clarity and
general updates.

Refocused chapter learning objectives to align
with Bloom’s Taxonomy.

Integration and analysis of Campbell’s annual
report information for the accounting and
presentation of property, plant, and equipment,
and other noncurrent assets.

New “The IFRS Approach” boxes (2) highlighting
key differences between U.S. GAAP and IFRS
with respect to the valuation and reporting of
property, plant, and equipment.

New Focus on the Big Picture “Study Suggestion”
box.

New  Mini-Exercises (6) to emphasize
computational-type learning objectives.

New “Focus company” Case on property, plant,
and equipment disclosures.

General update of all Exercises, Problems, and Cases.

Complete revision of all even-numbered Exercises
and Problems.
New guided example video demonstrations.

Chapter 7:

Overall chapter content revisions for clarity and
general updates.

Refocused chapter learning objectives to align
with Bloom’s Taxonomy.

Integration and analysis of Campbell’s annual
report information for the accounting and
presentation of liabilities.

Deleted the Gross and Net Methods of Recording
Purchases “Business in Practice” box, deleted the
“Business on the Internet” box, and streamlined
the Bond Discount and Premium exhibit to
improve the chapter’s efficiency.

New  Mini-Exercises (4) to emphasize
computational-type learning objectives.

New “Focus company” Case on noncurrent
liability disclosures.

General update of all Exercises, Problems, and Cases.
Complete revision of all even-numbered Exercises
and Problems.

New guided example video demonstrations.

Chapter 8:

Overall chapter content revisions for clarity and
general updates.

Refocused chapter learning objectives to align
with Bloom’s Taxonomy.

Integration and analysis of Campbell’s annual
report information for the accounting and
presentation of stockholders’ equity.

New  Mini-Exercises (4) to emphasize
computational-type learning objectives.

New “Focus company” Case on stockholders’
equity disclosures.

General update of all Exercises, Problems, and Cases.
Complete revision of all even-numbered Exercises
and Problems.

New guided example video demonstrations.

Chapter 9:

Overall chapter content revisions for clarity and
general updates.

Refocused chapter learning objectives to align
with Bloom’s Taxonomy.



Enhancements for This Edition

Deleted the “Business on the Internet” box to
improve the chapter’s efficiency.

Integration and analysis of Campbell’s annual
report information for the presentation and
disclosure of income statement and statement of
cash flows data.

New “The IFRS Approach” boxes (3) highlighting
key differences between U.S. GAAP and IFRS
with respect to the valuation of revenues, expenses,
gains, and losses.

New  Mini-Exercises (4) to emphasize
computational-type learning objectives.

New “Focus company” Cases (2) on income
statement and statement of cash flows analysis.
General update of all Exercises, Problems, and Cases.
Complete revision of all even-numbered Exercises
and Problem:s.

New guided example video demonstrations.

Chapter 10:

Chapter title changed to reflect updated
terminology, with “Notes to the Financial
Statements” replacing “Explanatory Notes.”
Overall chapter content revisions for clarity and
general updates.

Refocused chapter learning objectives to align
with Bloom’s Taxonomy.

Corporate Governance discussion updated with
references to the impact of the financial crisis of
2007-2008 and the key provisions of the Dodd—
Frank Act of 2010.

“Financial Shenanigans” exhibit expanded to
include new categories and content.

Deleted “Study Suggestion” box to improve the
chapter’s efficiency.

Integration and analysis of Campbell’s annual
report information for the Notes to the Financial
Statements section of the chapter.

“Non-GAAP Financial Measures” described within
the Management Discussion and Analysis section.
New  Mini-Exercises (2) to emphasize
computational-type learning objectives.

New “Focus company” Case to find various
accounting policy disclosures.

xviii

General update of all Exercises, Problems, and Cases.
Complete revision of all even-numbered Exercises
and Problems.

New guided example video demonstrations.

Chapter 11:

Overall chapter content revisions for clarity and
general updates.

Refocused chapter learning objectives to align
with Bloom’s Taxonomy.

Deleted “Study Suggestion” box to improve the
chapter’s efficiency.

Integration and analysis of Campbell’s annual
report information for the performance of financial
ratio analysis.

New  Mini-Exercises (4) to emphasize
computational-type learning objectives.

New “Focus company” Case on financial
statement analysis.

General update of all Exercises, Problems, and
Cases.

Complete revision of all even-numbered Exercises
and Problems.

New guided example video demonstrations.

Chapter 12:

Overall chapter content revisions for clarity and
general updates.

Refocused chapter learning objectives to align
with Bloom’s Taxonomy.

Enhanced graphic and presentation of Expanded
Contribution Margin Model.

New  Mini-Exercises (6) to emphasize
computational-type learning objectives.

General update of all Exercises, Problems, and Cases.
Complete revision of all even-numbered Exercises
and Problems.

New guided example video demonstrations.

Chapter 13:

Overall chapter content revisions for clarity and
general updates.

Refocused chapter learning objectives to align
with Bloom’s Taxonomy.

Enhanced graphic of the Cost Accumulation and
Assignment process.



Integration and analysis of Campbell’s annual
report information for manufacturing inventories,
cost of products sold, and operating income
performance.
Conversion of “Business on the Internet” boxes to
“FYI” boxes.

New  Mini-Exercises (6) to emphasize
computational-type learning objectives.

General update of all Exercises, Problems, and
Cases.

Complete revision of all even-numbered Exercises
and Problems.

New guided example video demonstrations.

Chapter 14:

Overall chapter content revisions for clarity and
general updates.

Refocused chapter learning objectives to align
with Bloom’s Taxonomy.

Conversion of “Business on the Internet” boxes to
“FYI” boxes.

New  Mini-Exercises (6) to emphasize
computational-type learning objectives.

General update of all Exercises, Problems, and
Cases.

Complete revision of all even-numbered Exercises
and Problems.

New guided example video demonstrations.

Chapter 15:

Overall chapter content revisions for clarity and
general updates.

Refocused chapter learning objectives to align
with Bloom’s Taxonomy.

Revised complete presentation order of Standard
Cost Variance Analysis in order to provide for a
more natural conceptual flow.

Created new graphical summary overview of the
budget variance illustration.

Conversion of “Business on the Internet” boxes to
“FYI” boxes.

New  Mini-Exercises (6) to emphasize
computational-type learning objectives.

General update of all Exercises, Problems, and
Cases.

Complete revision of all even-numbered Exercises
and Problems.

New guided example video demonstrations.

Chapter 16:

Overall chapter content revisions for clarity and
general updates.

Refocused chapter learning objectives to align
with Bloom’s Taxonomy.

Enhanced graphical relationship presentation of
the PV of expected cash flows, NPV, and IRR.
Conversion of “Business on the Internet” boxes to
“FYI” boxes.

New  Mini-Exercises (6) to emphasize
computational-type learning objectives.

General update of all Exercises, Problems, and Cases.
Complete revision of all even-numbered Exercises
and Problems.

New guided example video demonstrations.

Epilogue:

Overall content revisions for clarity and additions
for current updates.

New graphic updating IFRS adoption around the
world.

New graphics and presentation of accounting as
an information system.

Conversion of “Business on the Internet” boxes to
“FYI” boxes.
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Accounting—
Present and Past

The worldwide financial and credit crisis that came to a head in the fall of 2008 was precipitated
by many factors. Not the least of these factors were greed, inadequate market regulatory super-
vision, and an excess of “financial engineering” involved in the creation of financial instruments
which almost defied understanding even by sophisticated investors. This crisis was preceded in
the first decade of the century by the bankruptcy filings of two large, publicly owned corporations
that resulted in billions of dollars of losses by thousands of stockholders. In 2001 it had been
Enron Corporation, and a few months later, WorldCom, Inc. In each case a number of factors
caused the precipitous fall in the value of the firms’ stock. The most significant factor was prob-
ably the loss of investor confidence in each company’s financial reports and other disclosures
reported to stockholders and other regulatory bodies, including the Securities and Exchange
Commission.

The Enron and WorldCom debacles, and other widely publicized breakdowns of corporate
financial reporting, resulted in close scrutiny of such reporting by the accounting profession itself
and also by the U.S. Congress and other governing bodies. The accounting practices that were
criticized generally involved complex transactions.

Also contributing to the issue were aggressive attempts by some executives to avoid the spirit
of sound accounting even though many of the reporting practices in question were not specifically
forbidden by existing accounting pronouncements. To be sure, the financial reporting requirements
faced by companies whose securities are publicly traded have now become more strenuously scru-
tinized under the Sarbanes—Oxley Act of 2002 (SOX) and the watchful eye of the Public Company
Accounting Oversight Board (PCAOB), which is the regulatory body created under SOX to oversee
the activities of the auditing profession and further protect the public interest. These enhanced
regulatory efforts have helped to increase the transparency of the financial reporting process
and the understandability of financial statements. Although the financial crisis that disrupted the
financial world in 2008 has not been directly blamed on financial accounting or auditing weaknesses,
some accounting and financial reporting practices have been severely criticized. This book will briefly
address some of the more troublesome technical issues faced by the accounting profession today,
but the elaborate attempts to embellish the financial image of the companies in question go well

beyond the fundamentals described in the following pages.
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The objective of this text is to present enough fundamentals of accounting to permit the
nonaccountant to understand the financial statements of an organization operating in our society
and to understand how financial information can be used in the management planning, control,
and decision-making processes. Although usually expressed in the context of profit-seeking
business enterprises, most of the material is equally applicable to not-for-profit social service and
governmental organizations.

Accounting is sometimes called the language of business, and it is appropriate for people
who are involved in the economic activities of our society—and that is just about everyone—to
know at least enough of this language to be able to make decisions and informed judgments

about those economic activities.

After studying this chapter you should understand and be able to
LO 1-1  Explain the definition of accounting.

LO 1-2 Identify who the users of accounting information are and explain why they find
accounting information useful.

LO 1-3 Identify the variety of professional services that accountants provide.
LO 1-4 Summarize the development of accounting from a broad historical perspective.

LO 1-5  Explain the role that the Financial Accounting Standards Board (FASB) plays in the
development of financial accounting standards.

LO 1-6  Generalize about how financial reporting standards evolve.

LO 1-7 Identify the key elements of ethical behavior for a professional accountant.
LO 1-8 Summarize the reasons for the FASB’s Conceptual Framework project.
LO 1-9  Summarize the objective of general purpose financial reporting.

LO 1-10 Describe the plan of the book.

What Is Accounting?

In a broad sense, accounting is the process of identifying, measuring, and communi-
cating economic information about an organization for the purpose of making deci-
sions and informed judgments. (Accountants frequently use the term entity instead of
organization because it is more inclusive.)

This definition of accounting can be expressed schematically as follows:

Accounting is the process of:

Identifying S . -
y' c Economic information For decisions and
Measuring . - .
about an entity informed judgments

Communicating

LO 1
Explain the definition of
accounting.
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Exhibit 1-1

Users and Uses of
Accounting Information

LO 2

Identify who the users
of accounting informa-
tion are and explain why
they find accounting
information useful.
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User Decision/Informed Judgment Made

Management When performing its functions of planning, directing, and controlling,
management makes many decisions and informed judgments. For example,
when considering the expansion of a product line, planning involves identifying
and measuring costs and benefits; directing involves communicating the
strategies selected; and controlling involves identifying, measuring, and
communicating the results of the product line expansion during and after its

implementation.
Investors/ When considering whether to invest in the common stock of a company,
shareholders investors use accounting information to help assess the amounts, timing, and
uncertainty of future cash returns on their investment.
Creditors/ When determining how much merchandise to ship to a customer before
suppliers receiving payment, creditors assess the probability of collection and the risks of

late (or non-) payment. Banks also become creditors when they make loans and
thus have similar needs for accounting information.

Employees When planning for retirement, employees assess the company’s ability to offer
long-term job prospects and an attractive retirement benefits package.

SEC (Securities When reviewing for compliance with SEC regulations, analysts determine
and Exchange whether financial statements issued to investors fully disclose all required
Commission) information.

Who makes these decisions and informed judgments? Users of accounting in-
formation include the management of the entity or organization; the owners of the
organization (who are frequently not involved in the management process); potential
investors in and creditors of the organization; employees; and various federal, state,
and local governmental agencies that are concerned with regulatory and tax matters.
Exhibit 1-1 describes some of the users and uses of accounting information. Pause,
and try to think of at least one other decision or informed judgment that each of these
users might make from the economic information that could be communicated about
an entity.

Accounting information is required for just about every kind of organization.
When accounting is mentioned, most people initially think of the information
needs and reporting requirements of business firms, but not-for-profit social service
organizations, governmental units, educational institutions, social clubs, political
committees, and other groups all require accounting for their economic activities
as well.

Accounting is frequently perceived as something that others do, rather than as
the process of providing information that supports decisions and informed judgments.
Relatively few people actually become accountants, but almost all people use account-
ing information. The principal objective of this text is to help you become an informed
user of accounting information, rather than to prepare you to become an accountant.
However, the essence of this user orientation provides a solid foundation for students
who choose to seek a career in accounting.

If you haven’t already experienced the lack of understanding or confusion that
results from looking at one or more financial statements, you have been spared one
of life’s frustrations. Certainly during your formal business education and early dur-
ing your employment experience, you will be presented with financial data. Being an
informed user means knowing how to use those data as information.

The following sections introduce the major areas of practice within the account-
ing discipline and will help you understand the types of work done by professional
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accountants within each of these broad categories. The following Business in Practice
discussion highlights career opportunities in accounting.

1. What does it mean to state that the accounting process should support decisions What Does
and informed judgments? It Mean?
Answer on
page 25
w ’
a8
Because accounting is a profession, most entry-level positions require a bachelor of science de- "7
gree with a major in accounting. Individuals are encouraged to achieve CPA licensure as quickly 1 .

as feasible. Persons who work hard and smart can expect to attain high professional levels in
their careers. The major employers of accountants include public accounting firms, industrial
firms, government, and not-for-profit organizations.

Public Accounting

The work done by public accountants varies significantly depending on whether they are
employed by a local, regional, or international CPA firm. Small local firms concentrate on the
bookkeeping, accounting, tax return, and financial planning needs of individuals and small busi-
nesses. These firms need generalists who can adequately serve in a variety of capacities. The
somewhat larger, regional firms offer a broad range of professional services but concentrate on
the performance of audits (frequently referred to as attestation or compliance services), corpo-
rate tax returns, and management advisory services. They often hire experienced financial and
industry specialists to serve particular client needs, in addition to recruiting well-qualified recent
graduates.

The large, international CPA firms also perform auditing, tax, and consulting services. Their
principal clients are large domestic and international corporations. The “Big 4” CPA firms are
PricewaterhouseCoopers, Deloitte Touche Tohmatsu, Ernst & Young, and KPMG International.
These firms dominate the market in terms of total revenues, number of corporate audit clients,
and number of offices, partners, and staff members. These international firms generally recruit
outstanding graduates and highly experienced CPAs and encourage the development of spe-
cialized skills by their personnel. (Visit any of the Big 4 websites for detailed information regarding
career opportunities in public accounting: www.pwc.com, www.deloitte.com, www.ey.com, or
www.kpmg.com.)

Industrial Accounting

More accountants are employed in industry than in public accounting because of the vast
number of manufacturing, merchandising, and service firms of all sizes. In addition to using the
services of public accounting firms, these firms employ cost and management accountants, as
well as financial accountants. Many accountants in industry start working in this environment
right out of school; others get their start in public accounting as auditors but move to industry
after getting at least a couple of years of experience.

Government and Not-for-Profit Accounting

Opportunities for accounting professionals in the governmental and not-for-profit sectors of the
economy are constantly increasing. In the United States, literally thousands of state and local
government reporting entities touch the lives of every citizen. Likewise, accounting specialists
are employed by colleges and universities, hospitals, and voluntary health and welfare organiza-
tions such as the American Red Cross, United Way, and Greenpeace.
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Financial Accounting

Financial accounting generally refers to the process that results in the preparation
and reporting of financial statements for an entity. As will be explained in more de-
tail, financial statements present the financial position of an entity at a point in time,
the results of the entity’s operations for some period of time, the cash flow activities
for the same period, and other information (the notes to the financial statements or
financial review) about the entity’s financial resources, obligations, owners’ interests,
and operations.

Financial accounting is primarily oriented toward the external user. The financial
statements are directed to individuals who are not in a position to be aware of the
day-to-day financial and operating activities of the entity. Financial accounting is also
primarily concerned with the historical results of an entity’s performance. Financial
statements reflect what has happened in the past. Although readers may want to proj-
ect past activities and their results into future performance, financial statements are not
a crystal ball. Many corporate annual reports refer to the historical nature of financial
accounting information to emphasize the fact that users must make their own judg-
ments about a firm’s future prospects.

Bookkeeping procedures are used to accumulate the financial results of many of
an entity’s activities, and these procedures are part of the financial accounting process.
Bookkeeping procedures have been thoroughly systematized using manual, mechani-
cal, and computer techniques. Although these procedures support the financial ac-
counting process, they are only a part of the process.

Financial accounting is done by accounting professionals who have generally
earned a bachelor’s degree with a major in accounting. The financial accountant is
employed by an entity to use her or his expertise, analytical skills, and judgment in
the many activities that are necessary for the preparation of financial statements. The
title controller is used to designate the chief accounting officer of a corporation. The
controller is usually responsible for both the financial and managerial accounting
functions of the organization (as discussed later). Sometimes the title comptroller (the
Old English spelling) is used for this position.

An individual earns the Certified Public Accountant (CPA) professional des-
ignation by fulfilling certain education and experience requirements and passing
a comprehensive four-part examination. A uniform CPA exam is given nationally,
although it is administered by individual states.! Some states require that candidates
have accounting work experience before sitting for the exam. A total of 54 of the 55
U.S. jurisdictions, including all 50 states, have now enacted legislation increasing
the educational requirements for CPA candidates from 120 semester hours of college
study, or a bachelor’s degree, to a minimum of 150 semester hours of college study to
be granted licensure as a CPA.? Twenty-nine of these states allow candidates to sit for
the CPA exam with 120 hours, but require 150 hours for certification.® The American
Institute of Certified Public Accountants (AICPA), the national professional organiza-
tion of CPAs, has also endorsed this movement by requiring that an individual CPA

!'Since 2004, CPA candidates have been allowed to schedule their own exam dates; they may sit for one
part at a time because the examination is now computer-based. The former “pencil and paper” CPA exam has
become a relic of the past.

2The U.S. Virgin Islands is the only jurisdiction that has not enacted the 150-hour education requirement
as this text goes to print. See www.aicpa.org/Advocacy/State/DownloadableDocuments/SumState150Req.pdf
for the effective date of the legislation in your state.

3 See www.becker.com/accounting/cpaexamreview/state for state-by-state details.
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wishing to become a member must have met the 150-hour requirement. This increase
in the educational requirements for becoming a CPA and for joining the AICPA re-
flects the increasing demands placed on accounting professionals to be both broadly
educated and technically competent. Practicing CPAs work in all types of organiza-
tions, but as explained later, a CPA who expresses an auditor’s opinion about an en-
tity’s financial statements must be licensed by the jurisdiction/state in which she or he
performs the auditing service.

Managerial Accounting/Cost Accounting

Managerial accounting is concerned with the use of economic and financial informa-
tion to plan and control many activities of the entity and to support the management
decision-making process. Cost accounting is a subset of managerial accounting that
relates to the determination and accumulation of product, process, or service costs.
Managerial accounting and cost accounting have primarily an internal orientation,
as opposed to the primarily external orientation of financial accounting. Many of
the same data used in or generated by the financial accounting process are used in
managerial and cost accounting, but the data are more likely to be used in a future-
oriented way, such as in the preparation of budgets. A detailed discussion of the simi-
larities and differences between financial and managerial accounting is provided in
Chapter 12 and highlighted in Exhibit 12-1.

Managerial accountants and cost accountants are professionals who have usually
earned a bachelor’s degree with a major in accounting. Their work frequently involves
close coordination with the production, marketing, and finance functions of the en-
tity. The Certified Management Accountant (CMA) designation can be earned by
a management accountant or cost accountant by passing a broad two-part examina-
tion. The CMA examination is given in a computer-based format using only objective
questions.

Auditing—Public Accounting

Many entities have their financial statements reviewed or examined by an independent
third party. In most cases, an audit (examination) is required by securities laws if the
stock or bonds of a company are owned and publicly traded by investors. Public ac-
counting firms and individual CPAs provide this auditing service, which constitutes
an important part of the accounting profession.

The result of an audit is the independent auditor’s report. The report usually has
four relatively brief paragraphs. The first paragraph identifies the financial statements
that were audited, explains that the statements are the responsibility of the company’s
management, and states that the auditor’s responsibility is to express an opinion about
the financial statements. The second paragraph explains that the audit was conducted
“in accordance with the standards of the Public Company Accounting Oversight Board
(United States)” and describes briefly what those standards require and what work is
involved in performing an audit. (In effect, they require the application of generally
accepted auditing standards, or GAAS.) The third paragraph contains the auditor’s
opinion, which is usually that the named statements “present fairly, in all material
respects” the financial position of the entity and the results of its operations and cash
flows for the identified periods “in conformity with U.S. generally accepted account-
ing principles.” This is an unqualified, or “clean,” opinion. Occasionally the opinion
will be qualified with respect to fair presentation, departure from generally accepted
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accounting principles (GAAP), or the auditor’s inability to perform certain audit-
ing procedures. Similarly, an explanatory paragraph may be added to an unqualified
opinion regarding the firm’s ability to continue as a going concern (that is, as a viable
economic entity) when substantial doubt exists. An unqualified opinion is not a clean
bill of health about either the current financial condition or the future prospects of the
entity. Readers must reach their own judgments about these and other matters after
studying the annual report, which includes the financial statements and the notes to
the financial statements, as well as management’s extensive discussion and analysis.
A final paragraph makes reference to the auditors’ opinion about the effectiveness of
the company’s internal control over financial reporting. The entire auditors’ report is
further discussed in Chapter 10.

Auditors who work in public accounting are professional accountants who usu-
ally have earned at least a bachelor’s degree with a major in accounting. The auditor
may work for a public accounting firm (a few firms have several thousand partners
and professional staff) or as an individual practitioner. Most auditors seek and earn
the CPA designation; the firm partner or individual practitioner who actually signs the
audit opinion must be a licensed CPA in the state in which she or he practices. To be
licensed, the CPA must satisfy the character, education, examination, and experience
requirements of the state or other jurisdiction.

To see an example of the independent auditors’ report, refer to page 753 of the
2011 annual report of Campbell Soup Company, which is reproduced in the appendix.

What Does
It Mean?
Answers on
page 25

2. What does it mean to work in public accounting?
3. What does it mean to be a CPA?

Internal Auditing

Organizations with many plant locations or activities involving many financial trans-
actions employ professional accountants to do internal auditing. In many cases, the
internal auditor performs functions much like those of the external auditor/public
accountant, but perhaps on a smaller scale. For example, internal auditors may be re-
sponsible for reviewing the financial statements of a single plant or for analyzing the
operating efficiency of an entity’s activities. The qualifications of an internal auditor
are similar to those of any other professional accountant. In addition to having the
CPA and the CMA designation, the internal auditor may have also passed the exami-
nation to become a Certified Internal Auditor (CIA).

Governmental and Not-for-Profit Accounting

Governmental units at the municipal, state, and federal levels and not-for-profit enti-
ties such as colleges and universities, hospitals, and voluntary health and welfare
organizations require the same accounting functions to be performed as do other
accounting entities. Religious organizations, labor unions, trade associations, per-
forming arts organizations, political parties, libraries, museums, country clubs, and
many other not-for-profit organizations employ accountants with similar educational
qualifications as those employed in business and public accounting.
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Income Tax Accounting

The growing complexity of federal, state, municipal, and foreign income tax laws has
led to a demand for professional accountants who are specialists in various aspects
of taxation. Tax practitioners often develop specialties in the taxation of individuals,
partnerships, corporations, trusts and estates, or in international tax law issues. These
accountants work for corporations, public accounting firms, governmental units, and
other entities. Many tax accountants have bachelor’s degrees and are CPAs; some have
a master’s degree in accounting or taxation or are attorneys as well.

How Has Accounting Developed?

Accounting has developed over time in response to the needs of users of financial
statements for financial information to support decisions and informed judgments
such as those mentioned in Exhibit 1-1 and others that you were challenged to identify.
Even though an aura of exactness is conveyed by the numbers in financial statements,
a great deal of judgment and approximation is involved in determining the numbers
to be reported. Although broad generally accepted principles of accounting exist, dif-
ferent accountants may reach different but often equally legitimate conclusions about
how to account for a particular transaction or event. A brief review of the history of the
development of accounting principles may make this often confusing state of affairs
a little easier to understand.

Early History

It is not surprising that evidence of record keeping for economic events has been found
in the earliest civilizations. Dating back to the clay tablets used by Mesopotamians in
about 3000 B.C. to record tax receipts, accounting has responded to the information
needs of users. In 1494, Luca Pacioli, a Franciscan monk and mathematics professor,
published the first known text to describe a comprehensive double-entry bookkeep-
ing system. Modern bookkeeping systems (as discussed in Chapter 4) have evolved
directly from Pacioli’s “method of Venice” system, which was developed in response
to the needs of the Italian mercantile trading practices in that period.

The Industrial Revolution generated the need for large amounts of capital to
finance the enterprises that supplanted individual craftsmen. This need resulted in
the corporate form of organization marked by absentee owners, or investors, who en-
trusted their money to managers. It followed that investors required reports from the
corporate managers showing the entity’s financial position and results of operations.
In mid-19th-century England, the independent (external) audit function added cre-
dence to financial reports. As British capital was invested in a growing U.S. economy
in the late 19th century, British-chartered accountants and accounting methods came
to the United States. However, no group was legally authorized to establish financial
reporting standards. This led to alternative methods of reporting financial condition
and results of operations, which resulted in confusion and, in some cases, outright
fraud.

The Accounting Profession in the United States

Accounting professionals in this country organized themselves in the early 1900s
and worked hard to establish certification laws, standardized audit procedures, and
other attributes of a profession. However, not until 1932-1934 did the American

LO 4

Summarize the devel-
opment of accounting
from a broad historical
perspective.
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Institute of Accountants (predecessor of today’s American Institute of Certified Public
Accountants—AICPA) and the New York Stock Exchange agree on five broad prin-
ciples of accounting. This was the first formal accounting standard-setting activity.
The accounting, financial reporting, and auditing weaknesses related to the 1929 stock
market crash gave impetus to this effort.

The Securities Act of 1933 and the Securities Exchange Act of 1934 apply to
securities offered for sale in interstate commerce. These laws had a significant ef-
fect on the standard-setting process because they gave the Securities and Exchange
Commission (SEC) the authority to establish accounting principles to be followed by
companies whose securities had to be registered with the SEC. The SEC still has this
authority, but the standard-setting process has been delegated to other organizations
over the years. Between 1939 and 1959, the Committee on Accounting Procedure of
the American Institute of Accountants issued 51 Accounting Research Bulletins that
dealt with accounting principles. This work was done without a common concep-
tual framework for financial reporting. Each bulletin dealt with a specific issue in a
relatively narrow context, and alternative methods of reporting the results of similar
transactions remained.

In 1959, the Accounting Principles Board (APB) replaced the Committee on Ac-
counting Procedure as the standard-setting body. The APB was an arm of the AICPA,
and although it was given resources and directed to engage in more research than its
predecessor, its early efforts intensified the controversies that existed. The APB did
issue 39 Opinions on serious accounting issues, but it failed to develop a conceptual
underpinning for accounting and financial reporting.

Financial Accounting Standard Setting
at the Present Time

In 1973, as a result of congressional and other criticism of the accounting standard-
setting process being performed by an arm of the AICPA, the Financial Account-
ing Foundation (FAF) was created as a more independent entity. The foundation
established the Financial Accounting Standards Board (FASB) as the authoritative
standard-setting body within the accounting profession. The FASB embarked on a
project called the Conceptual Framework of Financial Accounting and Reporting and
issued eight Statements of Financial Accounting Concepts through September 2012.
Concurrently with its Conceptual Framework project, the FASB issued 168
Statements of Financial Accounting Standards (SFAS) that established standards
of accounting and reporting for particular issues, much as its predecessors did. Effec-
tive in July 2009, however, all such FASB standards were superseded by the FASB
Accounting Standards Codification (FASB Codification). Essentially, the FASB
Codification reorganized divergent sources of U.S. GAAP in a more accessible and
researchable format. The FASB Codification now represents a single source of U.S.
GAAP. Changes to the Codification are communicated through an Accounting Stan-
dards Update (Update or ASU), regardless of the form in which such guidance may
have been issued prior to the release of the FASB Codification. Although such Updates
do in fact amend the FASB Codification, the FASB does not consider ASUs as authori-
tative in their own right. A total of 58 ASUs had been issued through the end of 2011.
Alternative ways of accounting for and reporting the effects of similar transactions
still exist. In many aspects of financial reporting, the accountant still must use judgment
in selecting between equally acceptable alternatives. To make sense of financial state-
ments, one must understand the impact of the accounting methods used by a firm, relative
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to alternative methods that were not selected. Subsequent chapters will describe many
of these alternatives and the impact that various accounting choices have on financial
statements. For example, Chapter 5 discusses the effects of the first-in, first-out inventory
cost flow assumption in comparison to the last-in, first-out and the weighted-average as-
sumptions. Likewise, Chapter 6 discusses the difference between the straight-line and ac-
celerated methods of depreciating long-lived assets. Although such terminology may not
be meaningful to you at this time, you should understand that the FASB has sanctioned
each of these alternative methods of accounting for inventory and depreciation, and that
the methods selected can significantly affect a firm’s reported profits.

The FASB does not set standards in a vacuum. An open, due process procedure
is followed. The FASB invites input from any individual or organization that cares to
provide ideas and viewpoints about the particular standard under consideration. Among
the many professional accounting and financial organizations that regularly present
suggestions to the FASB, in addition to the AICPA and the SEC, are the International
Accounting Standards Board (IASB), the American Accounting Association, the
Institute of Management Accountants, Financial Executives International, and the
Chartered Financial Analysts Institute.

The accounting and auditing standard-setting processes were heavily criticized
as a result of the Enron and WorldCom collapses and the accounting and reporting
problems of other companies that came to light in 2001 and early 2002. In July 2002,
President George W. Bush signed into law the most significant legislation affecting
the accounting profession since 1933: the Sarbanes—Oxley Act (SOX) of 2002. Es-
sentially, the act created a five-member Public Company Accounting Oversight
Board (PCAOB), which has the authority to set and enforce auditing, attestation,
quality control, and ethics (including independence) standards for public companies.
It is also empowered to inspect the auditing operations of public accounting firms
that audit public companies as well as impose disciplinary sanctions for violations of
the Board’s rules, securities laws, and professional auditing standards. The impact of
SOX on financial reporting has been far-reaching and will be explored in some detail
in Chapter 10, which addresses corporate governance and disclosure issues.

The point of this discussion is to emphasize that financial accounting and report-
ing practices are not based on a set of inflexible rules to be mastered and blindly
followed. The reality is that financial reporting practices have evolved over time in
response to the changing needs of society, and are still evolving. In recent years,
financial instruments and business transactions have become increasingly complex,
and are now being used with greater frequency by firms of all sizes. The FASB has
thus been hard pressed to develop appropriate standards to adequately address emerg-
ing accounting issues in a timely manner. Moreover, many recent ASUs appear to
be more like rules than the judgmental application of fair guidelines. Don’t worry
about any critical reviews you may read concerning new FASB Codification updates;
instead, keep your eye on the big picture. Your objective is to learn enough about the
fundamentals of financial accounting and reporting practices to be neither awed nor
confounded by the overall presentation of financial data.
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Generalize about how
financial reporting stan-
dards evolve.

4. What does it mean to state that generally accepted accounting principles are not
a set of rules to be blindly followed?

5. What does it mean when the Financial Accounting Standards Board issues a
new Accounting Standards Update?
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page 25
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Standards for Other Types of Accounting

Because managerial/cost accounting is oriented primarily to internal use, it is pre-
sumed that internal users will know about the accounting practices being followed by
their firms. As a result, the accounting profession has not regarded the development
of internal reporting standards for use by management as an important issue. Instead,
individual companies are generally allowed to self-regulate with respect to internal
reporting matters. One significant exception is accounting for the cost of work done
under government contracts. Over the years, various governmental agencies have
issued directives prescribing the procedures to be followed by government contrac-
tors. During the 1970-1980 period, the Cost Accounting Standards Board (CASB)
operated as a governmental body to establish standards applicable to government
contracts. Congress abolished the CASB in 1981, although its standards remained in
effect. In 1988, Congress reestablished the CASB as an independent body within the
Office of Federal Procurement Policy. The CASB now has authority to establish cost
accounting standards for government contracts in excess of $700,000, provided that
the contractor or subcontractor is performing a total of $7.5 million or more in all such
contracts. Since 1995, CASB standards also have applied to colleges and universities
that receive major federal research funds.

In the auditing/public accounting area, auditing standards are established by the
Auditing Standards Board, a technical committee of the AICPA, unless superseded
or amended by the PCAOB. The SEC has had input into this process, and over the
years a number of auditing standards and procedures have been issued. One of the
most important of these standards requires the auditor to be independent of the client
whose financial statements are being audited. Yet the auditor’s judgment is still very
important in the auditing process. Because of this, critics of the accounting profession
often raise questions concerning the independence of CPA firms in the auditing pro-
cess (see Business in Practice—Auditor Independence). It is worth repeating here that
an unqualified auditor’s opinion does not constitute a clean bill of health about either
the current financial condition of or the future prospects for the entity. It is up to the
readers of the financial statements to reach their own judgments about these and other
matters after studying the firm’s annual report, which includes the financial statements
and notes to the financial statements.

In 1984, the Governmental Accounting Standards Board (GASB) was estab-
lished to develop guidelines for financial accounting and reporting by state and local
governmental units. The GASB operates under the auspices of the Financial Account-
ing Foundation, which is also the parent organization of the FASB. The GASB is
attempting to unify practices of the nation’s many state and municipal entities, thus
providing investors and taxpayers with a better means of comparing financial data of
the issuers of state and municipal securities. In the absence of a GASB standard for
a particular activity or transaction occurring in both the public and private sectors,
governmental entities will continue to use FASB standards for guidance. The GASB
had issued 68 standards and 5 Concepts Statements by September 2012.

The United States Internal Revenue Code and related regulations and the various
state and local tax laws specify the rules to be followed in determining an entity’s income
tax liability. Although quite specific and complicated, the code and regulations provide
rules of law to be followed. In income tax matters, accountants use their judgment and
expertise to design transactions so that the entity’s overall income tax liability is mini-
mized. In addition, accountants prepare or help prepare tax returns, and may represent
clients whose returns are being reviewed or challenged by taxing authorities.
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Certified public accountants have traditionally provided auditing, tax, and consulting services
designed to meet a broad range of client needs. In recent years, the consultancy area of prac-
tice has expanded considerably, especially among the Big 4 international CPA firms. Consulting
services commonly offered include financial advisory services, assurance (risk management)
services, and information systems design and installation services. Until recent years, it was not
unusual for a CPA firm to provide such services to its audit clients.

In the opinion of some observers, including the SEC, having the auditing firm involved in
the development of information and accounting systems raises the possibility and appearance
of a conflict of interest. Such a conflict might arise if the auditors are reluctant to challenge the
results of a system from which the amounts shown on an audit client’s financial statements were
derived. The appearance of independence could be further affected by the fact that consulting
fees frequently exceed the auditing fees generated from many corporate clients.

For several years prior to the Enron case, the SEC and the AICPA discussed the impact of
auditors’ consulting practices on auditor independence. To help achieve independence in fact
and in appearance, several auditing firms split off their consulting practices, thus making them
separate entities. However, when it was learned that Arthur Andersen had earned considerably
more in consulting fees from Enron than it had earned in auditing fees, and that this situation
prevailed for many auditing firms, there was strong pressure to require all auditing firms to di-
vest their consulting practices. As discussed in Chapter 10, SOX now prohibits auditors from
performing a variety of nonaudit services for financial statement audit clients. Clearly, the issue
of auditor independence has acquired “hot button” status, and it is likely to remain under close
scrutiny for the foreseeable future.

International Accounting Standards

Accounting standards in individual countries have evolved in response to the unique
user needs and cultural attributes of each country. Thus, despite the development of
a global marketplace, accounting standards in one country may differ significantly
from those in another country. In 1973, the International Accounting Standards
Committee (IASC) was formed by accountancy bodies in Australia, Canada, France,
Germany, Japan, Mexico, the Netherlands, the United Kingdom and Ireland, and the
United States to create and promote worldwide acceptance and observation of
accounting and financial reporting standards. In 2001 the International Accounting
Standards Board (IASB) was formed in a restructuring effort and has since assumed
all responsibilities previously carried out by the IASC, which was disbanded at that
time. The IFRS Foundation, based in London, is the legal entity under which the IASB
operates as an independent, not-for-profit private sector organization.

The goal of the IASB is to develop a single set of high-quality, understandable,
enforceable, and globally accepted financial reporting standards based upon clearly
articulated principles. The IASB and its predecessor organization had issued 41 In-
ternational Accounting Standards (IAS) and 13 International Financial Reporting
Standards (IFRS) by September 2012, with much of this progress coming in recent
years. As a result, all major nations have now established time lines to converge with
or adopt IFRS standards in the near future.

The TASB and the FASB have been working together since 2002 to achieve con-
vergence of IFRS and U.S. GAAP. The principal difference between IFRS and U.S.
GAAP is that U.S. standards have been increasingly based on detailed rules whereas
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American Institute of Certified Public Accountants: www.aicpa.org

Financial Accounting Standards Board: www.fasb.org

Government Accounting Standards Board: www.gasb.org

Institute of Internal Auditors: www.theiia.org

Institute of Management Accountants: www.imanet.org

IFRS Foundation and the International Accounting Standards Board: www.ifrs.org
Public Company Accounting Oversight Board: www.pcaob.org

Securities and Exchange Commission: www.sec.gov

IFRS standards require companies to follow broad principles, which can result in
“situational” accounting that can lead to financial reporting differences between
companies having similar transactions. With this in mind, the two boards continue to
work closely on nearly a dozen joint projects designed to improve both IFRS and U.S.
GAAP, and ultimately make the standards fully compatible. Through these projects—
some covering major components of the financial statements such as financial instru-
ments, leases, and revenue recognition issues—the boards intend to improve financial
reporting to investors while also aligning U.S. and international standards.

In November 2008, the SEC issued a “Roadmap” discussion paper for a possible
path to the adoption of IFRS standards in the United States. In May 2011, the SEC
released a more detailed proposal for the FASB to change U.S. GAAP over a defined
period of perhaps five to seven years by endorsing, and thereby incorporating, individual
IFRS standards into U.S. GAAP. Under this proposal, the FASB would continue as the
U.S. standard setter, and would participate in the development of new standards, but the
nature of its role would differ from what it is today. Rather than acting as the principal
standard setter for new standards, the FASB would provide input and support to the
IASB in its mission to develop high-quality, global standards. Moreover, because of the
FASB’s active participation in the process, it is expected that U.S. modifications to new
IFRS standards would be avoidable except in rare instances. The FASB is now develop-
ing a transition plan to effect the necessary changes over the next five to seven years.

Although it is appropriate to follow the progress of the SEC convergence proposal,
this text explains and illustrates only those current U.S. financial accounting and report-
ing standards that are necessary for you to gain a comprehension of the “big picture”—
what the numbers mean. However, where appropriate, IFRS standards currently in effect
and under development are identified in text boxes titled “The IFRS Approach.” These
text boxes contain brief explanations of the relevant international standards. A variety of
hot topic issues affecting the accounting profession, such as those mentioned here, are
discussed further in the Epilogue, “Accounting—The Future.”

Exhibit 1-2 lists the website addresses of various accounting organizations. You
are encouraged to visit these sites for more information about each one.

What Does
It Mean?
Answer on
page 25

6. What does it mean that the FASB and IASB have been working together to
achieve convergence?
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Ethics and the Accounting Profession

One characteristic frequently associated with any profession is that those practicing
the profession acknowledge the importance of an ethical code. This is especially
important in the accounting profession because so much of an accountant’s work in-
volves providing information to support the informed judgments and decisions made
by users of accounting information.

The American Institute of Certified Public Accountants (AICPA) and the Institute
of Management Accountants (IMA) have both published ethics codes. The Code of
Professional Conduct, most recently amended in 2011, was adopted by the member-
ship of the AICPA. The organization’s bylaws state that members shall conform to
the rules of the Code or be subject to disciplinary action by the AICPA. Although it
doesn’t have the same enforcement mechanism, the IMA’s Statement of Ethical Pro-
fessional Practice calls on management accountants to maintain the highest standards
of ethical conduct as they fulfill their obligations to the organizations they serve, their
profession, the public, and themselves.

Both codes of conduct identify integrity and objectivity as two key elements of
ethical behavior for a professional accountant. Having integrity means being honest
and forthright in dealings and communications with others; objectivity means impar-
tiality and freedom from conflict of interest. An accountant who lacks integrity and/
or objectivity cannot be relied on to produce complete and relevant information with
which to make an informed judgment or decision.

Other elements of ethical behavior include independence, competence, and ac-
ceptance of an obligation to serve the best interests of the employer, the client, and the
public. Independence is related to objectivity and is especially important to the auditor,
who must be independent both in appearance and in fact. Having competence means
having the knowledge and professional skills to adequately perform the work assigned.
Accountants should recognize that the nature of their work requires an understanding of
the obligation to serve those who will use the information communicated by them.

In the recent past, incidents involving allegations that accountants have violated
their ethical codes by being dishonest, biased, and/or incompetent have been highly
publicized. The fact that some of these allegations have been proved true should not
be used to condemn all accountants. The profession has used these rare circumstances
to reaffirm that the public and the profession expect accountants to exhibit a very high
level of ethical behavior. In this sense, are accountants really any different from those
involved in any other endeavor?
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|dentify the key ele-
ments of ethical behav-
jor for a professional
accountant.

7. What does it mean to state that ethical behavior includes being objective and
independent?

The Conceptual Framework

Various accounting standards have existed for many years. But it wasn’t until the
mid-1970s that the FASB began the process of identifying a structure or framework
of financial accounting concepts. New users of financial statements can benefit from
an overview of these concepts because they provide the foundation for understanding

What Does
It Mean?
Answer on
page 25
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Summarize the reasons
for the FASB’s Concep-
tual Framework project.
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Events like the 2008-2009 global economic crisis have highlighted the necessity of sound ethical
practices across the business world. An indication of the breadth of this concern is the devel-
opment of the term stakeholder to refer to the many entities—owners, managers, employees,
customers, suppliers, communities, and even competitors—who have a stake in the way an
organization conducts its activities. Another indicator of this concern is that business ethics and
corporate social responsibility issues are merging into a single broad area of interest.

This concern is international in scope and is attracting political attention. In 2011 the Caux
Round Table (CRT) celebrated its 17th year of leadership in corporate business ethics after pub-
lishing its Principles for Business, in 1994, which attempts to express a worldwide standard for
ethical and socially responsible corporate behavior. Another influential organization is Business
for Social Responsibility (BSR), a U.S.-based global resource for companies seeking to sustain
their commercial success in ways that demonstrate respect for ethical values and for people,
communities, and the environment. For more information, visit www.cauxroundtable.org or
Www.bsr.org.

The Foreign Corrupt Practices Act of 1977, as amended by the International Anti-Bribery
and Fair Competition Act of 1998, has certainly contributed to a management focus on ethical
behavior—although government regulation, in and of itself, tends to curtail only the most abusive
ethical violations. As early as 1987, a private sector commission was convened in response
to perceived weaknesses in corporate financial reporting practices. This resulted in a series of
recommendations to the SEC that publicly owned corporations include in their annual reports
disclosures about how the company fuffills its responsibilities for achieving a broadly defined
set of internal control objectives related to safeguarding assets, authorizing transactions, and
reporting properly. (See the Business in Practice discussion of internal control in Chapter 5.)
Section 404 of the Sarbanes—-Oxley Act of 2002 now requires all SEC-regulated companies to
include in their annual reports a report by management on the effectiveness of the company’s in-
ternal control over financial reporting. The auditor that audits the company’s financial statements
included in the annual report is required to attest to and report on management’s assessment of
internal controls. Many companies provide further disclosures in their annual reports concerning
their corporate code of conduct or ethics and whistle-blowing systems. Within the accounting
profession, it is generally accepted that an organization’s integrity and ethical values bear directly
on the effectiveness of its internal control system.

Researchers are beginning to demonstrate that well-constructed ethical and social pro-
grams can contribute to profitability by helping to attract customers, raise employee morale and
productivity, and strengthen trust relationships within the organization. Indeed, organizations that
are committed to ethical quality often institute structures and procedures (such as codes of con-
duct) to encourage decency. Ethics codes vary from generalized value statements and credos
to detailed discussions of global ethical policy. Johnson & Johnson's “Our Credo” is perhaps the
most frequently cited corporate ethics statement, and rightfully so (see www.jnj.com).

For a list of the 100 Best Corporate Citizens as determined by one observer of the corpo-
rate scene, see www.thecro.com. Incidentally, Campbell’s was ranked 8th and McGraw-Hill was
ranked 16th on the 2012 list, which also included IBM, Intel, Microsoft, and Nike in the top 10.

For additional guidance, check out US SIF (formerly the Social Investment Forum), which
offers comprehensive information, contacts, and resources on socially responsible investing (see
www.ussif.org).

It is never too early to understand and refine your own value system and to sharpen your
awareness of the ethical dimensions of your activities; and don’t be surprised if you are asked
to literally “sign on” to an employer’s code of conduct.

The following websites reference other sites dealing with business ethics:

www.ethicsworld.org

www.scu.edu/ethics (then click on Business Ethics)
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financial accounting reports. The FASB issued eight Statements of Financial Account-
ing Concepts through September 2012, the first six of which were issued between
1978 and 1985. These statements represent a great deal of effort by the FASB, and
progress made on this project has not come easily.

In concert with their efforts to converge U.S. and international accounting stan-
dards, the FASB and IASB have undertaken a project to improve and converge their
respective Conceptual Frameworks as well. In September 2010, FASB Concepts State-
ment No. 8, “Conceptual Framework for Financial Reporting,” was issued; it included
two chapters of the new Conceptual Framework and superseded FASB Concepts State-
ments No. I and No. 2. In Concepts Statement No. 8, the FASB made the following
assertions:*

Concepts Statements are not part of the FASB Accounting Standards Codification, which
is the source of authoritative GAAP recognized by the FASB to be applied by nongovern-
mental entities. Rather, Concepts Statements describe concepts that will underlie guidance
on future accounting practices and in due course will serve as a basis for evaluating existing
guidance and practices.

Establishment of objectives and identification of fundamental concepts will not di-
rectly solve accounting and reporting problems. Rather, objectives give direction, and con-
cepts are tools for solving problems.

The Board itself is likely to be the most direct beneficiary of the guidance provided by
Concepts Statements. They will guide the Board in developing accounting and reporting
guidance by providing the Board with a common foundation and basic reasoning on which
to consider merits of alternatives.

Summary of Concepts Statement No. 8, Chapter 1: “The
Objective of General Purpose Financial Reporting”

To set the stage more completely for your study of financial accounting, it is appro-
priate to have an overview of the foundational building blocks of financial reporting,
as expressed in Chapter 1 of Concepts Statement No. 8. (To gain a comprehensive
understanding of the author summary that follows, you may want to download the full
text of Concepts Statement No. 8 from the FASB’s website.)

Financial reporting is done for individual firms, or entities, rather than for indus-
tries or the economy as a whole. It is aimed primarily at meeting the needs of external
users of accounting information who would not otherwise have access to the firm’s
records. Investors, creditors, and financial advisers are the primary users who create

At this point, it is unlikely that you will fully grasp and retain all of the details expressed here.
Don’t try to memorize these summary highlights! Instead, read through this material to get a
basic understanding of what the accounting profession is “gearing toward.” That way, as spe-
cific applications of these concepts are presented later in the course, you will have a basis for
comparison, and you won't be surprised very often.

*FASB, Statement of Financial Accounting Concepts No. 8, Preface (Stamford, CT, 2010). Copyright ©
the Financial Accounting Foundation, High Ridge Park, Stamford, CT 06905, U.S.A. Excerpted with
permission. Copies of the complete document are available from the FASB.

17

LO 9

Summarize the objec-
tive of general purpose
financial reporting.

Study
Suggestion



18

Chapter 1 Accounting—Present and Past

the demand for accounting information. Financial reporting is designed to meet the
needs of users by providing information that is relevant to making rational investment
and credit decisions and other informed judgments. The users of accounting informa-
tion are assumed to be reasonably astute in business and financial reporting practices.
However, each user reads the financial statements with her or his own judgment and
biases and must be willing to take responsibility for her or his own decision making.

Most users are on the outside looking in. For its own use, management can pre-
scribe the information it wants. Reporting for internal planning, control, and deci-
sion making need not be constrained by financial reporting requirements—thus the
Concepts Statements are not directed at internal (i.e., managerial) uses of accounting
information.

Financial accounting is historical scorekeeping; it is not future-oriented. Although
the future is unknown, it is likely to be influenced by the past. To the extent that ac-
counting information provides a fair basis for the evaluation of past performance, it
may be helpful in assessing an entity’s future prospects. However, financial reports are
not the sole source of information about an entity. For example, a potential employee
might want to know about employee turnover rates, which are not disclosed in the
financial reporting process. The information reported in financial accounting relates
primarily to past transactions and events that can be measured in dollars and cents.

Financial accounting information is developed and used at a cost, and the benefit
to the user of accounting information should exceed the cost of providing it.

Many of the objectives of financial reporting relate to the presentation of earnings
and cash flow information. Investors and creditors are interested in making judgments
about the firm’s profitability and whether or not they are likely to receive payment of
amounts owed to them. The user may ask, “How much profit did the firm earn during
the year ended December 31, 2013?” or “What was the net cash inflow from operating
the firm for the year?” Users understand that cash has to be received from somewhere
before the firm can pay principal and interest to its creditors or dividends to its inves-
tors. A primary objective of financial reporting is to provide timely information about
a firm’s earnings and cash flow.

Financial reporting includes detailed notes and other disclosures.

Accrual accounting—to be explained in more detail later—involves accounting for
the effect of an economic activity, or transaction, on an entity when the activity has oc-
curred, rather than when the cash receipt or payment takes place. Thus, the company for
which you work reports a cost for your wages in the month in which you do the work, even
though you may not be paid until the next month. Earnings information is reported on the
accrual basis rather than the cash basis because past performance can be measured more ac-
curately under accrual accounting. In the process of measuring a firm’s accrual accounting
earnings, some costs applicable to one year’s results of operations may have to be estimated;
for example, product warranty costs applicable to 2013 may not be finally determined until
2016. Reporting an approximately correct amount in 2013 is obviously preferable to record-
ing nothing at all until 2016, when the precise amount is known.

In addition to providing information about earnings and cash flows, financial
reporting should provide information to help users assess the relative strengths and
weaknesses of a firm’s financial position. The user may ask, “What economic re-
sources does the firm own? How much does the firm owe? What caused these amounts
to change over time?” Financial accounting does not attempt to directly measure the
value of a firm, although it can be used to facilitate the efforts of those attempting to
achieve such an objective. The numbers reported in a firm’s financial statements do
not change just because the market price of its stock changes.
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Financial accounting standards are still evolving; with each new update to the
FASB Codification, accounting procedures are modified to mirror new developments
in the business world as well as current views and theories of financial reporting.
At times, the FASB finds it difficult to keep pace with the ever-changing economic
activities addressed by its ASUs. Fortunately, however, such efforts have resulted in
improved financial reporting practices each step along the way.

Students of accounting should be aware that the how-to aspects of accounting are
not static; the accounting discipline is relatively young in comparison to other profes-
sions and is in constant motion. Perhaps the most important outcome of the conceptual
framework project is the sense that the profession now has a blueprint in place that
will carry financial reporting into the future.
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8. What does it mean to state that the objectives of financial reporting given in
Statement of Financial Accounting Concepts No. § provide a framework for this
text?

Objectives of Financial Reporting
for Nonbusiness Organizations

At the outset of this chapter, it was stated that the material to be presented, although
usually to be expressed in the context of profit-seeking business enterprises, would
also be applicable to not-for-profit social service and governmental organizations. The
FASB’s “Highlights” of Concepts Statement No. 4, “Objectives of Financial Reporting
by Nonbusiness Organizations,” states, “Based on its study, the Board believes that the
objectives of general-purpose external financial reporting for government-sponsored
entities (for example, hospitals, universities, or utilities) engaged in activities that are
not unique to government should be similar to those of business enterprises or other
nonbusiness organizations engaged in similar activities”> Statement 6 amended State-
ment 2 by affirming that the qualitative characteristics described in Statement 2 apply
to the information about both business enterprises and not-for-profit organizations.

The objectives of financial reporting for nonbusiness organizations focus on pro-
viding information for resource providers (such as taxpayers to governmental entities
and donors to charitable organizations), rather than investors. Information is provided
about the economic resources, obligations, net resources, and performance of an or-
ganization during a period of time. Thus, even though nonbusiness organizations have
unique characteristics that distinguish them from profit-oriented businesses, the infor-
mation characteristics of the financial reporting process for each type of organization
are similar.

It will be appropriate to remember the gist of the preceding objectives as individ-
ual accounting and financial statement issues are encountered in subsequent chapters
and are related to real-world situations.

SFASB, Statement of Financial Accounting Concepts No. 4 (Stamford, CT, 1980). Copyright © the
Financial Accounting Standards Board, High Ridge Park, Stamford, CT 06905, U.S.A. Excerpted with
permission. Copies of the complete document are available from the FASB.

What Does
It Mean?
Answer on
page 25
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Plan of the Book

This text is divided into two main parts. Chapters 2 through 11, which comprise the
first part of the book, are devoted to financial accounting topics. The remaining chap-
ters, Chapters 12 through 16, provide an in-depth look at managerial accounting.

As you study the topics that lie ahead, the authors believe it will be to your ad-
vantage to be aware of the organizational strategy that we followed in writing this
book. In general, the coverage of each topic begins with a “big picture” designed
to put the topic in perspective relative to its role in financial accounting and report-
ing (Chapters 2 through 11) and managerial analysis and decision making (Chap-
ters 12 through 16). The text coverage is limited in detail and is designed to provide
a broad, “high spot” understanding of the material and a foundation for further
learning in a more advanced academic environment or experiential setting. You are
quite likely to encounter certain situations in practice that do not follow exactly this
textbook’s descriptions of accounting practices. Yet we are confident that your own
thoughtful study, and practical input from others who do accounting-related work
and use its results, will permit you to refine your knowledge and use this material
effectively.

Chapter 2, which kicks off our discussion of financial accounting, describes
financial statements, presents a model of how they are interrelated, and briefly sum-
marizes key accounting concepts and principles. This is a “big picture” chapter; later
chapters elaborate on most of the material introduced here. This chapter also includes
four Business in Practice features. As you have seen from the features in this chapter,
these are brief explanations of business practices that make some of the ideas covered
in the text easier to understand.

Chapter 3 describes some of the basic analytical tools that allow financial state-
ment users to make fundamental interpretations of a company’s financial position
and results of operations. This is a “big picture” chapter that just scratches the sur-
face of financial statement analysis; a more complete explanation of the key finan-
cial statement relationships is presented in subsequent chapters. Understanding the
basic relationships presented here permits a better comprehension of the impact of
alternative accounting methods discussed in Chapters 4 through 10. However, be-
cause Chapter 11 presents a more comprehensive treatment of financial statement
analysis, some instructors may prefer to cover the Chapter 3 material with that of
Chapter 11.

Chapter 4 describes the bookkeeping process and presents a powerful transaction
analysis model. Using this model, the financial statement user can understand the
effect of any transaction on the statements, and many of the judgments based on the
statements. You will not be asked to learn bookkeeping in this chapter.

Chapters 5 through 9 examine specific financial statement elements. Chapter 5
describes the accounting for short-term (current) assets, including cash, accounts and
notes receivable, inventory, and prepaid items. Chapter 6 describes the accounting for
long-term assets, including land, buildings and equipment, and a variety of intangible
assets and natural resources. Chapter 7 discusses the accounting issues related to cur-
rent and long-term liabilities, including accounts and notes payable, bonds payable,
and deferred income taxes. Chapter 8 deals with the components of stockholders’ eq-
uity, including common stock, preferred stock, retained earnings, and treasury stock.
Chapter 9 presents a comprehensive view of the income statement and the statement
of cash flows.
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Chapter 10 covers corporate governance issues as well as the notes to the finan-
cial statements, and Chapter 11 concludes our look at financial accounting with a
detailed discussion of financial statement analysis. The financial accounting chap-
ters frequently make reference to Campbell Soup Company’s 2011 annual report,
appropriate elements of which are reproduced in the appendix. You should refer to
those financial statements and notes, as well as other company financial reports you
may have, to get acquainted with actual applications of the issues being discussed
in the text.

Following Chapter 11, we turn our focus to managerial accounting topics.
Chapter 12 presents the “big picture” of managerial accounting. It contrasts finan-
cial and managerial accounting, introduces key managerial accounting terminology,
and illustrates cost behavior patterns by describing various applications of cost—
volume—profit analysis, including the calculation of a firm’s break-even point in
units and sales dollars. Chapter 13 describes the principal cost accounting systems
used in business today, with emphasis on the cost accumulation and assignment
activities carried out by most firms. Chapter 14 illustrates many aspects of a typi-
cal firm’s operating budget, including the sales forecast, production and purchases
budgets, and the cash budget, as well as the development and use of standard costs
for planning purposes. Chapter 15 concentrates on cost analysis for control; it high-
lights a number of performance reporting techniques and describes the analysis of
variances for raw materials, direct labor, and manufacturing overhead. Chapter 16
concludes our discussion of managerial accounting with an overview of short-run
versus long-run decision making, including a demonstration of the payback, net
present value, and internal rate of return techniques used to support capital budget-
ing decisions.

An epilogue titled “Accounting—The Future” (with no homework problems!)
reemphasizes the evolutionary nature of the accounting discipline and calls students’
attention to a world of possibilities that remains to be explored in the future.

Resources for Students

The solutions to the odd-numbered exercises and problems of each chapter are pro-
vided for your convenience on the text website at www.mhhe.com/marshall10e. These
homework assignments serve as additional illustrations of the material presented in
the chapters. Each even-numbered exercise or problem is similar to the odd-numbered
item that precedes it. We recommend that before working on an even-numbered ex-
ercise or problem you attempt to work out the preceding item in writing, using the
solution to check your work only if you really don’t know how to proceed.

Other features of our text website include: check figures for the end-of-chapter
exercises and problems, study guide questions and answers, self-study quizzes,
PowerPoint presentations of the key ideas introduced in each chapter, study outlines,
and downloadable problem materials in Excel format. A complete e-book of this text
is accessible online to students who have entered their registration codes or have oth-
erwise purchased access to the premium content area of our site.

Use each chapter’s learning objectives, “What Does It Mean?” questions, sum-
mary, and glossary of key terms and concepts to help manage your learning. With
reasonable effort, you will achieve your objective of becoming an effective user of
accounting information to support the related informed judgments and decisions you
will make throughout your life.
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Summary

Accounting is the process of identifying, measuring, and communicating economic
information about an entity for the purpose of making decisions and informed
judgments.

Users of financial statements include management, investors, creditors, employ-
ees, and government agencies. Decisions made by users relate to, among other things,
entity operating results, investment and credit questions, employment characteristics,
and compliance with laws. Financial statements support these decisions because they
communicate important financial information about the entity.

The major classifications of accounting include financial accounting, managerial
accounting/cost accounting, auditing/public accounting, internal auditing, governmen-
tal and not-for-profit accounting, and income tax accounting.

Accounting has developed over time in response to the information needs of
users of financial statements. Financial accounting standards have been established
by different organizations over the years. These standards have become increasingly
complex in recent times, and in some cases are extremely specific almost to the point
of being statutelike. As a result, interest in converging U.S. financial reporting stan-
dards with International Financial Reporting Standards, which are more general and
flow from broad principles, has increased greatly. The Securities and Exchange Com-
mission, the Financial Accounting Standards Board, and the International Accounting
Standards Board have been working on a project that promises to make the existing
financial reporting standards fully compatible as soon as possible. Currently in the
United States, the FASB is the standard-setting body for financial accounting. Other
organizations are involved in establishing standards for cost accounting, auditing,
governmental accounting, and income tax accounting.

Integrity, objectivity, independence, and competence are several characteristics
of ethical behavior required of a professional accountant. High standards of ethical
conduct are appropriate for all people, but professional accountants have a special
responsibility because so many people make decisions and informed judgments using
information provided by the accounting process.

The Financial Accounting Standards Board has issued several Statements of Fi-
nancial Accounting Concepts resulting from the Conceptual Framework project that
began in the late 1970s and still receives considerable attention today. These state-
ments describe concepts and relations that will underlie future financial accounting
standards and practices and will in due course serve as a basis for evaluating existing
standards and practices. Efforts are under way to ensure that the FASB and IASB Con-
ceptual Frameworks will be converged similarly to the way in which their respective
accounting standards are expected to be converged in the near-term future.

Highlights of the Concepts Statement dealing with the objectives of financial
reporting provide that financial information should be useful to investor and creditor
concerns about the cash flows of the enterprise, the resources and obligations of the
enterprise, and the profit of the enterprise. Financial accounting is not designed to
directly measure the value of a business enterprise.

The objectives of financial reporting for nonbusiness enterprises are not signifi-
cantly different from those for business enterprises, except that resource providers,
rather than investors, are concerned about performance results, rather than profit.

The book starts with the big picture of financial accounting and then moves to
some of the basic financial interpretations made from accounting data. An overview
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of the bookkeeping process is followed by a discussion of specific financial statement
elements and notes to the financial statements. The financial accounting material ends
with a chapter focusing on financial statement analysis and use of the data developed
from analysis. The managerial accounting chapters focus on the development and use
of financial information for managerial planning, control, and decision making.

Key Terms and Concepts

accounting (p. 3) The process of identifying, measuring, and communicating economic
information about an organization for the purpose of making decisions and informed judgments.

Accounting Standards Update (Update or ASU) (p. 10) A transient document which
communicates the details of specific amendments to the FASB Codification, and explains the
basis for the Board’s decisions. Although ASUs update the FASB Codification, the FASB does
not consider Updates as authoritative in their own right.

accrual accounting (p. 18) Accounting that recognizes revenues and expenses as they occur,
even though the cash receipt from the revenue or the cash disbursement related to the expense
may occur before or after the event that causes revenue or expense recognition.

annual report (p. 8) A document distributed to shareholders and other interested parties that
contains the financial statements, notes to the financial statements, and management’s discussion
and analysis of financial and operating factors that affected the firm together with the report of
the external auditor’s examination of the financial statements.

auditing (p. 7) The process of examining the financial statements of an entity by an independent
third party with the objective of expressing an opinion about the fairness of the presentation of
the entity’s financial position, results of operations, changes in financial position, and cash flows.
The practice of auditing is less precisely referred to as public accounting.

bookkeeping (p. 6) Procedures that are used to keep track of financial transactions and
accumulate the results of an entity’s financial activities.

cash flow (p. 6) Cash receipts or disbursements of an entity.

Certified Management Accountant (CMA) (p.7) Professional designation earned by passing
a broad, two-part examination and meeting certain experience requirements. Examination topics
include budgeting, performance management, cost management, financial statement analysis,
corporate finance, decision analysis, and professional ethics.

Certified Public Accountant (CPA) (p. 6) A professional designation earned by fulfilling
certain education and experience requirements, in addition to passing a comprehensive, four-
part examination. Examination topics include financial accounting theory and practice, income
tax accounting, managerial accounting, governmental and not-for-profit accounting, auditing,
business law, and other aspects of the business environment.

controller (p. 6) The job title of the person who is the chief accounting officer of an organization.
The controller is usually responsible for both the financial and managerial accounting functions.
Sometimes referred to as comptroller.

cost accounting (p. 7) A subset of managerial accounting that relates to the determination and
accumulation of product, process, or service costs.

Cost Accounting Standards Board (CASB) (p. 12) A group authorized by the U.S. Congress to
establish cost accounting standards for government contractors.

creditor (p. 4) An organization or individual who lends to the entity. Examples include suppliers
who ship merchandise to the entity prior to receiving payment for their goods and banks that lend
cash to the entity.

entity (p. 3) An organization, individual, or a group of organizations or individuals for which
accounting services are performed.
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FASB Accounting Standards Codification (FASB Codification) (p. 10) An advanced user-
accessible computer application that systemized and reorganized many divergent elements of
U.S. GAAP into one composite structure permitting users to review, study, and research topics.
The Codification presents U.S. GAAP in a uniform and logical order, with approximately
90 major accounting topics. Since July 2009, the FASB Codification has represented a single
source of all U.S. GAAP.

financial accounting (p. 6) Accounting that focuses on reporting an entity’s financial position at
a point in time and/or its results of operations and cash flows for a period of time.

Financial Accounting Foundation (FAF) (p. 10) An organization composed of people from the
public accounting profession, businesses, and the public that is responsible for the funding of
and appointing members to the Financial Accounting Standards Board and the Governmental
Accounting Standards Board.

Financial Accounting Standards Board (FASB) (p. 10) The body responsible for establishing
U.S. generally accepted accounting principles.

generally accepted accounting principles (GAAP) (pp. 7-8) Pronouncements of the Financial
Accounting Standards Board (FASB) and its predecessors that constitute appropriate accounting
for various transactions used for reporting financial position and results of operations to investors
and creditors. Since July 2009, the FASB Codification has represented a single source of U.S.
GAAP.

generally accepted auditing standards (GAAS) (p. 7) Standards for auditing that are
established by the Auditing Standards Board of the American Institute of Certified Public
Accountants unless superseded or amended by the PCAOB.

Governmental Accounting Standards Board (GASB) (p. 12) Established by the Financial
Accounting Foundation to develop guidelines for financial accounting and reporting by state and
local governmental units.

independence (p. 15) The personal characteristic of an accountant, especially an auditor, that
refers to both appearing and in fact being objective and impartial.

independent auditor’s report (p. 7) The report accompanying audited financial statements
that explains briefly the auditor’s responsibility and the extent of work performed. The report
includes an opinion about whether the information contained in the financial statements is
presented fairly in accordance with generally accepted accounting principles.

integrity (p. 15) The personal characteristic of honesty, including being forthright in dealings and
communications with others.

internal auditing (p. 8) The practice of auditing within a company by employees of the company.

International Accounting Standards Board (IASB) (p. 11) Standard-setting body responsible
for the development of International Financial Reporting Standards (IFRS), permitted or required
by more than 100 countries.

International Financial Reporting Standards (IFRS) (p. 13) Pronouncements of the
International Accounting Standards Board that are considered to be a “principles-based” set
of standards in that they establish broad rules as well as dictating specific treatments. Many of
the standards forming part of IFRS are known by the older name of International Accounting
Standards (IAS).

investor (p.4) An organization or individual who has an ownership interest in the firm. For
corporations, referred to as stockholder or shareholder.

managerial accounting (p. 7) Accounting that is concerned with the internal use of economic
and financial information to plan and control many of the activities of an entity and to support
the management decision-making process.

objectivity (p. 15) The personal characteristic of impartiality, including freedom from conflict of
interest.

public accounting (p. 7) The segment of the accounting profession that provides auditing,
income tax accounting, and management consulting services to clients.
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Public Company Accounting Oversight Board (PCAOB) (p. 11) Established in 2002 with
authority to set and enforce auditing and ethics standards for public companies and their auditing
firms; affiliated with the SEC.

Securities and Exchange Commission (SEC) (p. 10) A unit of the federal government that is
responsible for establishing regulations and ensuring full disclosure to investors about companies
and their securities that are traded in interstate commerce.

Statements of Financial Accounting Standards (SFAS) (p. 10) Pronouncements of the Financial
Accounting Standards Board that formerly constituted generally accepted accounting principles.
Effective in July 2009, the SFAS series was superseded by the FASB Accounting Standards Codification.
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1. It means that accounting is a service activity that helps many different users of
accounting information who use the information in many ways.

2. It means to perform professional services for clients principally in the areas of
auditing, income taxes, management consulting, and/or accounting systems evalu-
ation and development.

3. It means that the individual has met the education and experience requirements,
and has passed the examination to qualify for a license as a Certified Public
Accountant.

4. It means that generally accepted accounting principles sometimes permit alter-
native ways of accounting for identical transactions, thus requiring professional
judgment, and that these principles are still evolving.

5. It means that the FASB has completed an extensive process of research and devel-
opment, including receiving input from interested individuals and organizations,
and has made an authoritative pronouncement (i.e., an Update to the FASB Codi-
fication) that defines accounting and reporting for a specific activity or transaction
and becomes a generally accepted accounting principle.

6. It means that the FASB is committed to working with the IASB to ensure that a
solution can be reached whereby U.S. accounting standards will eventually be
merged with international accounting standards.

7. It means that the individual is impartial, free from conflict of interest, and will not
receive a personal gain from the activity in which she or he is involved.

8. It means that the accounting and financial reporting topics explained in the finan-
cial accounting part of this text should:

Relate to external financial reporting.

Support business and economic decisions.

Provide information about cash flows.

Focus on earnings based on accrual accounting.

Not seek to directly measure the value of a business enterprise.

Th R A0 SR

Report information that is subject to evaluation by individual financial state-
ment users.

Self-Study Material

Visit the text website at www.mhhe.com/marshalli10e to take on online
self-study quiz for this chapter.

ANSWERS TO

What Does
It Mean?
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Matching Following is a list of the key terms and concepts introduced in the chap-
ter, along with a list of corresponding definitions. Match the appropriate letter for the
key term or concept to each definition provided (items 1-10). Note that not all key
terms and concepts will be used. Answers are provided at the end of this chapter.

—

—_

s B

e O L

Accounting p-  Generally accepted
Entity accounting principles
Financial accounting q. Internal auditing
Bookkeeping r.  Securities and Exchange
Commission

Certified Public Accountant

Managerial accounting s.  Financial Accounting

. Foundation

Cost accounting Fi Al A )
Certified Management - Sgig;izs Bc;:aorlclintlng
Accountant .
Auditin u.  FASB Accounting Standards
Publi g _ Codification

ublic accounting _ v.  Cost Accounting Standards
Certified Internal Auditor Board
Generally accepted auditing Goyernmental Accounting
standards Standards Board
Cash flows Accrual accounting
Controller Integrity
Independence z.  Objectivity

The process of identifying, measuring, and communicating economic in-
formation about an organization for the purpose of making decisions or
informed judgments.

Accounting that recognizes revenues and expenses as they occur, even
though cash receipts from revenues and cash disbursements related to ex-
penses may occur before or after the event that causes revenue or expense
recognition.

The process of examining the financial statements of an entity by an inde-
pendent third party with the objective of expressing an opinion about the
fairness of the presentation of the entity’s financial position, results of op-
erations, changes in financial position, and cash flows.

Procedures that are used to keep track of an entity’s financial transactions
and to accumulate the results of its operations.

An advanced user-accessible computer application that has systemized and
reorganized many divergent elements of U.S. GAAP into a single source.
Accounting that is concerned with the use of economic and financial in-
formation to plan and control the activities of an entity and to support the
management decision-making process.

An organization, individual, or group of organizations or individuals for
which accounting services are performed.
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8. A unit of the federal government that is responsible for establishing regula-
tions and ensuring that full disclosure is made to investors about large com-
panies and their securities traded in interstate commerce.

9. The body responsible for establishing U.S. generally accepted accounting

principles.

10. The personal characteristic of honesty, including being forthright in deal-

ings and communications with others.

Multiple Choice For each of the following questions, circle the best response.
Answers are provided at the end of this chapter.

1.

Common examples of “users” of the accounting information related to an orga-
nization include

S AN &8

the management of the organization.
investors and creditors.

employees.

the Securities and Exchange Commission.
all of the above.

As it relates to financial reporting, which of the following is not required of an
accounting entity?

a.

b.

C.

d.

A financial statement presenting the amount that the entity expects to earn
next year.

A financial statement presenting the financial position of the entity at a point
in time.

A financial statement presenting the results of the entity’s operations for a
period of time.

A financial statement summarizing the entity’s cash flows for a period of
time.

In SFAC No. 8, which of the following ideas is not expressed?

a. Information largely reflects financial effects of past transactions and events.

b. Financial information must always be accurate because it is the only source
of information available to decision makers.

¢. The objectives of financial reporting stem primarily from the needs of exter-
nal users who lack the authority to demand the information they want from
management.

d. The objectives are directed toward the common interests of many user
groups, not just investors and creditors.

Which of the following ideas is expressed in SFAC No. 8?7

a. Financial reporting is not an end in itself but is intended to provide useful
information to decision makers.

b. The objectives of financial reporting are subject to changes in the economic,
legal, political, and social environments.

c¢. Information pertains to business entities rather than industries or the economy

as a whole.
d. Approximate rather than exact measures must sometimes be used.
e. All of these ideas are expressed in SFAC No. §.
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5.  Which of the following statements related to the origins and traditions of audit-
ing is the most appropriate description?

a. Auditing has always followed a codified set of rules designed to detect and
report fraud.

b. Little judgment has traditionally been required on the auditor’s part because
either the numbers a firm reports are correct or they’re not.

c. Auditing evolved as a response to the needs of absentee owners of large
corporations who had entrusted their money with managers they could not
directly control.

d. In the early 1920s auditors became unified in their efforts, and generally
accepted auditing procedures were consistently followed to the point that
financial statements were considered quite reliable.

6. Examples of how investors, creditors, and others commonly use reported earn-
ings figures and the related information about the elements of financial state-
ments include all of the following except

a. estimating the number of employees the firm will hire during the next year.
evaluating management’s past performance.

predicting future earnings.

assessing the risks of future cash flows.

S

all of the above are examples of how these data are used.

Exercises

All applicable Exercises are available with McGraw-Hill’s Connect™
Accounting.

Obtain an annual report Throughout this course, you will be asked to relate
the material being studied to actual financial statements. After you complete this
course, you will be able to use an organization’s financial statements to make deci-
sions and informed judgments about that organization. The purpose of this assign-
ment is to provide the experience of obtaining a company’s annual report. You may
wish to refer to the financial statements in the report during the rest of the course.

Required:

Obtain the most recently issued annual report of a publicly owned manufacturing or
merchandising corporation of your choice. Do not select a bank, insurance company,
financial institution, or public utility. It would be appropriate to select a firm that you
know something about or have an interest in.

Type www.firmname.com or use a search engine to locate your company’s web-
site and then scan your firm’s home page for information about annual report order-
ing. If you don’t see a direct link to Investor Relations or Investors on the home page,
look for links such as Our Company, About Us, or Site Map that may lead you to
SEC Filings, Financial Information, or Annual Reports. Most companies allow you
to save or print an Adobe Acrobat version of their annual reports.

Read and outline an article The accounting profession is frequently in the news,
not always in the most positive light. The purpose of this assignment is to increase
your awareness of an issue facing the profession.
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Required:

Find, read, outline, and prepare to discuss a brief article from a general audience or
business audience publication about accounting and/or the accounting profession.
The article should have been published within the past eight months and should relate
to accounting or the accounting profession in general; it should not be about some
technical accounting issue. The appropriate search terms to use are “accountants,”
“accounting,” and/or “accounting (specific topic).”

Your ideas about accounting Write a paragraph describing your perceptions of
what accounting is all about and the work that accountants do.

Your expectations for this course Write a statement identifying the expectations
you have for this course.

Identify factors in an ethical decision Jennifer Rankine is an accountant for a
local manufacturing company. Jennifer’s good friend, Mike Bortolotto, has been op-
erating a retail sporting goods store for about a year. The store has been moderately
successful, and Mike needs a bank loan to help finance the next stage of his store’s
growth. He has asked Jennifer to prepare financial statements that the banker will use
to help decide whether to grant the loan. Mike has proposed that the fee he will pay
for Jennifer’s accounting work should be contingent upon his receiving the loan.

Required:

What factors should Jennifer consider when making her decision about whether to
prepare the financial statements for Mike’s store?

Identify information used in making an informed decision Charlie and
Maribelle Brown have owned and operated a retail furniture store for more than 30
years. They have employed an independent CPA during this time to prepare vari-
ous sales tax, payroll tax, and income tax returns, as well as financial statements for
themselves and the bank from which they have borrowed money from time to time.
They are considering selling the store but are uncertain about how to establish an ask-
ing price.

Required:

What type of information is likely to be included in the material prepared by the CPA
that may help the Browns establish an asking price for the store?

Auditor independence Using the search engine you are most comfortable with,
identify at least five sources on the general topic of auditor independence. Write a
brief memo to provide an update on the current status of the auditor independence
standard-setting process. The Business in Practice box on page 13 should serve as the
starting point for this exercise. Note: You might find it useful to contrast the opinions
expressed by any of the Big 4 accounting firms to those expressed by nonaccounting
professionals.

Find financial information From the set of financial statements acquired for E1.1,
determine the following:

a. Who is the chief financial officer?
b. What are the names of the directors?
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Which firm conducted the audit? Have the auditors reviewed the entire report?
What are the names of the financial statements provided?
How many pages of notes accompany the financial statements?

In addition to the financial statements, are there other reports? If so, what are
they?

=0 a0

Answers to Self-Study Material

Matching: 1.a,2.x,3.1,4.d,5.u,6.1,7.b,8.1,9.¢,10. y
Multiple choice: 1.e,2.a,3.b,4.¢e,5.¢c,6.a






= Financial Statements
~ | and Accounting
' Concepts/Principles

Financial statements are the product of the financial accounting process. They are the means of
communicating economic information about the entity to individuals who want to make decisions
and informed judgments about the entity’s financial position, results of operations, and cash flows.
Although each of the four principal financial statements has a unique purpose, they are interrelated,
and all must be considered in order to get a complete financial picture of the reporting entity.
Users cannot make meaningful interpretations of financial statement data without under-
standing the concepts and principles that relate to the entire financial accounting process. It is
also important for users to understand that these concepts and principles are broad in nature;
they do not constitute an inflexible set of rules, but instead serve as guidelines for the develop-

ment of sound financial reporting practices.

LEARNING OBJECTIVES (LO)

After studying this chapter you should understand and be able to
LO 2-1  Explain what transactions are.

LO 2-2 |dentify and explain the kind of information reported in each financial statement and
describe how financial statements are related to each other.

LO 2-3 Explain the meaning and usefulness of the accounting equation.

LO 2-4 Explain the meaning of each of the captions on the financial statements illustrated in
this chapter.

LO 2-5 Identify and explain the broad, generally accepted concepts and principles that apply
to the accounting process.

LO 2-6 Discuss why investors must carefully consider cash flow information in conjunction
with accrual accounting results.

LO 2-7 Identify and explain several limitations of financial statements.

LO 2-8 Describe what a corporation’s annual report is and why it is issued.




Chapter 2 Financial Statements and Accounting Concepts/Principles

Financial Statements
From Transactions to Financial Statements

An entity’s financial statements are the end product of a process that starts with
transactions between the entity and other organizations and individuals. Transactions
are economic interchanges between entities: for example, a sale/purchase, or a receipt
of cash by a borrower and the payment of cash by a lender. The flow from transactions
to financial statements can be illustrated as follows:

Procedures for sorting, classifying,
and presenting (bookkeeping)
Financial

Transactions ——————>|  Selection of alternative methods — > statements

of reflecting the effects of certain
transactions (accounting)

33

LO 1
Explain what transac-
tions are.

1. What does it mean to say that there has been an accounting transaction between
you and your school? Give an example of such a transaction.

Transactions are summarized in accounts, and accounts are further summarized
in the financial statements. In this sense, transactions can be seen as the bricks that
build the financial statements. By learning about the form, content, and relationships
among financial statements in this chapter, you will better understand the process of
building those results—bookkeeping and transaction analysis—described in Chapter 4
and subsequent chapters.

Current generally accepted accounting principles and auditing standards require
that the financial statements of an entity show the following for the reporting period:

Financial position at the end of the period.

Earnings for the period.

Cash flows during the period.

Investments by and distributions to owners (i.e., stockholders) during the period.

The financial statements that satisfy these requirements are, respectively, the:

Balance sheet (or statement of financial position).

Income statement (or statement of earnings, or profit and loss statement, or
statement of operations).

Statement of cash flows.

Statement of changes in stockholders’ equity (or statement of changes in capital
stock and/or statement of changes in retained earnings).

In addition to the financial statements themselves, the annual report will prob-
ably include several accompanying notes (sometimes called the financial review) that
include explanations of the accounting policies and detailed information about many
of the amounts and captions shown on the financial statements. These notes are de-
signed to assist the reader of the financial statements by disclosing as much relevant

What Does
It Mean?
Answer on
page 56
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supplementary information as the company and its auditors deem necessary and ap-
propriate. For Campbell Soup Company, the notes to the 2011 financial statements are
aMM’ shown in the “Notes to Consolidated Financial Statements” section on pages 715-750
of the annual report in the appendix. One of this text’s objectives is to enable you to
read, interpret, and understand financial statement footnotes. Chapter 10 describes the

notes to the financial statements in detail.

There are three principal forms of business organization: proprietorship, partnership, and
corporation.

A proprietorship is an activity conducted by an individual. Operating as a proprietorship is
the easiest way to get started in a business activity. Other than the possibility of needing a local
license, there aren’t any formal prerequisites to beginning operations. Besides being easy to
start, a proprietorship has the advantage, according to many people, that the owner is his or her
own boss. A principal disadvantage of the proprietorship is that the owner’s liability for business
debts is not limited by the assets of the business. For example, if the business fails, and if, after
all available business assets have been used to pay business debts, the business creditors are
still owed money, the owner’s personal assets can be claimed by business creditors. Another
disadvantage is that the individual proprietor may have difficulty raising the money needed to
provide the capital base that will be required if the business is to grow substantially. Because of
the ease of getting started, every year many business activities begin as proprietorships.

The partnership is essentially a group of proprietors who have banded together. The unlim-
ited liability characteristic of the proprietorship still exists, but with several partners the ability of
the firm to raise capital may be improved. Income earned from partnership activities is taxed at
the individual partner level; the partnership itself is not a tax-paying entity. Accountants, attorneys,
and other professionals frequently operate their firms as partnerships. In recent years, many large
professional partnerships, including the Big 4 accounting firms, have been operating under limited
liability partnership (LLP) rules, which shield individual partners from unlimited personal liability.

Most large businesses, and many new businesses, use the corporate form of organization.
Note that “Inc.” in the name of our example business, Main Street Stores, Inc., is an abbreviation
for incorporated and means that the firm was legally organized as a corporation. The owners of the
corporation are called stockholders (or shareholders). They have invested funds in the corpora-
tion and received shares of stock as evidence of their ownership. Stockholders’ liability is limited
to the amount invested; creditors cannot seek recovery of losses from the personal assets of
stockholders. Large amounts of capital can frequently be raised by selling shares of stock to many
individuals. It is also possible for all of the stock of a corporation to be owned by a single individual.
A stockholder can usually sell his or her shares to other investors or buy more shares from other
stockholders if a change in ownership interest is desired. A corporation is formed by having a
charter and bylaws prepared and registered with the appropriate office in 1 of the 50 states. The
cost of forming a corporation is usually greater than that of starting a proprietorship or forming
a partnership. A major disadvantage of the corporate form of business is that corporations are
taxpaying entities. Thus, any income distributed to stockholders has been taxed first as income of
the corporation and then is taxed a second time as income of the individual stockholders.

A form of organization that has been approved in many states is the limited liability company
(LLC). For accounting and legal purposes, this type of organization is treated as a corporation
even though some of the formalities of the corporate form of organization are not present.
Stockholders of small corporations may find that banks and major creditors usually require the
personal guarantees of the principal stockholders as a condition for granting credit to the corpo-
ration. Therefore, the limited liability of the corporate form may be, in the case of small corpora-
tions, more theoretical than real.
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A firm’s fiscal year is the annual period used for reporting to owners, the government, and
others. Many firms select the calendar year as their fiscal year, but other 12-month periods can
also be selected. Some firms select a reporting period ending on a date when inventories will
be relatively low or business activity will be slow because this facilitates the process of preparing
financial statements.

Many firms select fiscal periods that relate to the pace of their business activity. Food retail-
ers, for example, have a weekly operating cycle, and many of these firms select a 52-week fiscal
year (with a 53-week fiscal year every five or six years so their year-end remains near the same
date every year). Campbell Soup Company has adopted this strategy; note, on page 715 in the
appendix, that Campbell’s fiscal year ends on the Sunday nearest July 31 each year. (The next
53-week year will end on August 3, 2014).

For internal reporting purposes, many firms use periods other than the month (e.g., 13 four-
week periods). Such firms wish to maintain the same number of operating days in each period
so that comparisons between the same periods of different years can be made without having
to consider differences in the number of operating days in the respective periods.

Financial Statements lllustrated

To illustrate financial statements, we present an example of what they might look
like for a simple retail business. Main Street Store, Inc., was organized as a corpo-
ration and began business during September 2013 (see Business in Practice—Or-
ganizing a Business). The company buys clothing and accessories from distributors
and manufacturers and sells these items from a rented building. The financial state-
ments of Main Street Store, Inc., at August 31, 2014, and for the fiscal year (see
Business in Practice—Fiscal Year) ended on that date are presented in Exhibits 2-1
through 2-4.

As you look at these financial statements, you will probably have several ques-
tions concerning the nature of specific accounts and how the numbers are computed.
For now, concentrate on the explanations and definitions that are appropriate and in-
escapable, and notice especially the characteristics of each financial statement. Many
of your questions about specific accounts will be answered in subsequent chapters that
explain the individual statements and their components in detail.

Explanations and Definitions

Balance Sheet. The balance sheet is a listing of the organization’s assets, liabili-
ties, and stockholders’ equity (often referred to simply as owners’ equity) at a point in
time. In this sense, the balance sheet is like a snapshot of the organization’s financial
position, frozen at a specific point in time. The balance sheet is sometimes called the
statement of financial position because it summarizes the entity’s resources (assets),
obligations (liabilities), and owners’ claims (stockholders’ equity). The balance sheet
for Main Street Store, Inc., at August 31, 2014, the end of the firm’s first year of opera-
tions, is illustrated in Exhibit 2-1.

Notice the two principal sections of the balance sheet that are shown side by side:
(1) assets and (2) liabilities and stockholders’ equity. Observe that the dollar total
of $320,000 is the same for each side. This equality is sometimes referred to as the

LO 2

|dentify and explain
the kind of informa-
tion reported in each
financial statement and

describe how the state-
ments are related to
each other.

LO 3

Explain the meaning
and usefulness of the
accounting equation.
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Exhibit 2-1
Balance Sheet

Part 1 Financial Accounting

MAIN STREET STORE, INC.

Balance Sheet
August 31, 2014

Assets Liabilities and Stockholders’ Equity
Current assets: Current liabilities:
CaSh uvoviceeiececee e $ 34,000 Accounts payable..................... $ 35,000
Accounts receivable ................... 80,000 Other accrued liabilities............. 12,000
Merchandise inventory................ 170,000 Short-term debt...........coeeiens 20,000
Total current assets ................ $284,000 Total current liabilities ............ $ 67,000
Plant and equipment: Long-term debt............... ... 50,000
Equipment.......ccccoeeiiiiiiiiieee 40,000 Total liabilities......... ... $117,000
Less: Accumulated Stockholders’ equity..........cccoc.... 203,000
depreciation.............coccocoeees (4,000) Total liabilities and
Total @SSetS.....c.ccevveviveereiiiciieiennas $320,000 stockholders’ equity.................. $320,000

accounting equation or the balance sheet equation. It is the equality, or balance, of
these two amounts from which the term balance sheet is derived.

Assets = Liabilities + Stockholders’ equity
$320,000 = $117,000 + $203,000

Now we will provide some of those appropriate and inescapable definitions and
explanations:

“Assets are probable future economic benefits obtained or controlled by a par-
ticular entity as a result of past transactions or events.”' In brief, assets represent
the amount of resources controlled (which ordinarily means owned) by the entity.
Assets are often tangible; they can be seen and handled (like cash, merchandise
inventory, or equipment), or evidence of their existence can be observed (such as a
customer’s acknowledgment of receipt of merchandise and the implied promise to
pay the amount due when agreed upon—an account receivable).

“Liabilities are probable future sacrifices of economic benefits arising from
present obligations of a particular entity to transfer assets or provide services to other
entities in the future as a result of past transactions or events.”” In brief, liabilities are
amounts owed to other entities. For example, the accounts payable arose because sup-
pliers shipped merchandise to Main Street Store, Inc., and this merchandise will be
paid for at some point in the future. In other words, the supplier has a “claim” against
the merchandise until it is paid for and thus has become a creditor of the firm by sup-
plying merchandise on account.

Stockholders’ equity (often referred to as owners’ equity) is the ownership
right of the stockholder(s) of the entity in the assets that remain after deducting the li-
abilities. (A car or house owner refers to his or her equity as the market value of the
car or house less the loan or mortgage balance.) Stockholders’ equity is sometimes

V' FASB, Statement of Financial Accounting Concepts No. 6, “Elements of Financial Statements” (Stamford,
CT, 1985), para. 25. Copyright © by the Financial Accounting Standards Board, High Ridge Park, Stamford, CT
06905, U.S.A. Quoted with permission. Copies of the complete document are available from the FASB.

21bid., para. 35.
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referred to as net assets. This can be shown by rearranging the basic accounting
equation:

Assets — Liabilities = Stockholders’ equity
Net assets = Stockholders’ equity

Another term sometimes used when referring to stockholders’ equity is net worth. How-
ever, this term is misleading because it implies that the net assets are “worth” the amount
reported on the balance sheet as stockholders’ equity. Financial statements prepared in
accordance with generally accepted accounting principles do not purport to show the
current market value of the entity’s assets, except in a few restricted cases.
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2. What does it mean to refer to a balance sheet for the year ended August 31,
20147
3. What does it mean when a balance sheet has been prepared for an organization?

Each of the individual assets and liabilities reported by Main Street Stores, Inc.,
warrants a brief explanation. Each account (caption in the financial statements) will be
discussed in more detail in later chapters. Your task at this point is to achieve a broad un-
derstanding of each account and to make sense of its classification as an asset or liability.

Cash represents cash on hand and in the bank or banks used by Main Street Store,
Inc. If the firm had made any temporary cash investments to earn interest, these mar-
ketable securities probably would be shown as a separate asset because these funds are
not as readily available as cash.

Accounts receivable represent amounts due from customers who have purchased
merchandise on credit and who have agreed to pay within a specified period or when
billed by Main Street Store, Inc.

Merchandise inventory represents the cost to Main Street Store, Inc., of the
merchandise that it has acquired but not yet sold.

Equipment represents the cost to Main Street Store, Inc., of the display cases,
racks, shelving, and other store equipment purchased and installed in the rented build-
ing in which it operates. The building is not shown as an asset because Main Street
Store, Inc., does not own it.

Accumulated depreciation represents the portion of the cost of the equipment
that is estimated to have been used up in the process of operating the business. Note
that one-tenth ($4,000/$40,000) of the cost of the equipment has been depreciated.
From this relationship, one might assume that the equipment is estimated to have a
useful life of 10 years because this is the balance sheet at the end of the firm’s first
year of operations. Depreciation in accounting is the process of spreading the cost of
an asset over its useful life to the entity—it is not an attempt to recognize the economic
loss in value of an asset because of its age or use.

Accounts payable represent amounts owed to suppliers of merchandise inventory
that was purchased on credit and will be paid within a specific period of time.

Other accrued liabilities represent amounts owed to various creditors, including
any wages owed to employees for services provided to Main Street Store, Inc., through
August 31, 2014, the balance sheet date.

What Does
It Mean?
Answers on

pages 56-57

LO 4

Explain the meaning

of each of the captions
on the financial
statements illustrated
in Exhibits 2-1

through 2-4.
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Short-term debt represents amounts borrowed, probably from banks, that will be
repaid within one year of the balance sheet date.

Long-term debt represents amounts borrowed from banks or others that will not
be repaid within one year from the balance sheet date.

Stockholders’ equity, shown as a single amount in Exhibit 2-1, is explained in
more detail later in this chapter in the discussion of the statement of changes in stock-
holders’ equity.

Notice that in Exhibit 2-1 some assets and liabilities are classified as “current.”
Current assets are cash and other assets that are likely to be converted into cash or used
to benefit the entity within one year, and current liabilities are those liabilities that are
likely to be paid with cash within one year of the balance sheet date. In this example, it is
expected that the accounts receivable from the customers of Main Street Store, Inc., will
be collected within a year and that the merchandise inventory will be sold within a year of
the balance sheet date. This time-frame classification is important and, as will be explained
later, is used in assessing the entity’s ability to pay its obligations when they come due.

To summarize, the balance sheet is a listing of the entity’s assets, liabilities,
and stockholders’ equity. A balance sheet can be prepared as of any date but is most
frequently prepared as of the end of a fiscal reporting period (e.g., month-end or
year-end). The balance sheet as of the end of one period is the balance sheet as of the
beginning of the next period. This can be illustrated on a time line as follows:

8/31/13 Fiscal 2014 8/31/14
% %
Balance sheet Balance sheet
A= L+ SE A= L+ SE

On the time line, Fiscal 2014 refers to the 12 months during which the entity carried
out its economic activities.

Income Statement. The principal purpose of the income statement, or statement
of earnings, or profit and loss statement, or statement of operations, is to answer the
question “Did the entity operate at a profit for the period of time under consideration?”
The question is answered by first reporting revenues from the entity’s operating activi-
ties (such as selling merchandise) and then subtracting the expenses incurred in generat-
ing those revenues and operating the entity. Gains and losses are also reported on the
income statement. Gains and losses result from nonoperating activities, rather than from
the day-to-day operating activities that generate revenues and expenses. The income
statement reports results for a period of time, in contrast to the balance sheet focus on a
single date. In this sense, the income statement is more like a movie than a snapshot; it
depicts the results of activities that have occurred during a period of time.

The income statement for Main Street Store, Inc., for the year ended August 31, 2014,
is presented in Exhibit 2-2. Notice that the statement starts with net sales (which are rev-
enues) and that the various expenses are subtracted to arrive at net income in total and per
share of common stock outstanding. Net income is the profit for the period; if expenses
exceed net sales, a net loss results. The reasons for reporting earnings per share of common
stock outstanding, and the calculation of this amount, will be explained in Chapter 9.

Now look at the individual captions on the income statement. Each warrants a brief
explanation, which will be expanded in subsequent chapters. Your task at this point is
to make sense of how each item influences the determination of net income.

Net sales represent the amount of sales of merchandise to customers, less the
amount of sales originally recorded but canceled because the merchandise was
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MAIN STREET STORE, INC.

Income Statement
For the Year Ended August 31, 2014

NEE SAIBS. .. cveeveiee ittt ettt ettt et ettt ettt $1,200,000
COSt Of GOOAS SOIT ...ttt abee e 850,000
GIrOSS PIOfit.veeeiiieeiiiie et $ 350,000
Selling, general, and administrative expenses... 311,000
Income from operations.........cccccevviiiiviieeeneiiinnns ... $ 39,000
Interest expense .............. 9,000
Income before taxes.... ... $ 30,000
[NCOME TAXES ..ottt 12,000

NET INCOMIE. ...ttt ettt ettt et et ettt et saere st e st et et e s aveaberens $ 18,000
Earnings per share of common stock outStanding .........c.vveevivreeiiiieeiiiieeiiieee s $ 1.80

subsequently returned by customers for one reason or another (wrong size, spouse
didn’t want it, and so on). The sales amount is frequently called sales revenue, or just
revenue. Revenue results from selling a product or service to a customer.

Cost of goods sold represents the total cost of merchandise removed from inven-
tory and delivered to customers as a result of sales. This is shown as a separate expense
because of its significance and because of the desire to show gross profit as a separate
item. Frequently used synonyms are cost of sales and cost of products sold.

Gross profit is the difference between net sales and cost of goods sold and rep-
resents the seller’s maximum amount of “cushion” from which all other expenses of
operating the business must be met before it is possible to have net income. Gross
profit (sometimes referred to as gross margin) is shown as a separate item because it is
significant to both management and nonmanagement readers of the income statement.
The uses made of this amount will be explained in subsequent chapters.

Selling, general, and administrative expenses represent the operating expenses of
the entity. In some income statements, these expenses will not be lumped together as
in Exhibit 2-2 but will be reported separately for each of several operating expense
categories, such as wages, advertising, and depreciation.

Income from operations represents one of the most important measures of the
firm’s activities. Income from operations (or operating income or earnings from op-
erations) can be related to the assets available to the firm to obtain a useful measure
of management’s performance. A method of doing this is explained in Chapter 3.

Interest expense represents the cost of using borrowed funds. This item is reported
separately because it is a function of how assets are financed, not how assets are used.

Income taxes are shown after all of the other income statement items have been
reported because income taxes (often captioned as income tax expense or provision for
income taxes) are a function of the firm’s income before taxes.

Earnings per share of common stock outstanding is reported as a separate
item at the bottom of the income statement because of its significance in evaluating
the market value of a share of common stock. This measure, which is often referred to
simply as EPS, will be explained in more detail in Chapter 9.

To review, the income statement summarizes the entity’s income- (or loss-) pro-
ducing activities for a period of time. Transactions that affect the income statement
will also affect the balance sheet. For example, a sale made for cash increases sales
revenue on the income statement and increases cash, an asset on the balance sheet.
Likewise, wages earned by employees during the last week of the current year to
be paid early in the next year are an expense of the current year. These wages will

Exhibit 2-2
Income Statement
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Exhibit 2-3
Statement of Changes
in Stockholders’ Equity

Part 1 Financial Accounting

be deducted from revenues in the income statement and are considered a liability
reported on the balance sheet at the end of the year. Thus, the income statement is a
link between the balance sheets at the beginning and end of the year. How this link
is made is explained in the next section, which describes the statement of changes in
stockholders’ equity. The time line presented earlier can be expanded as follows:

8/31/13 Fiscal 2014 8/31/14
% %
Balance sheet Income statement for the year Balance sheet
Revenues
— Expenses
A= L+ SE Net income A= L+ SE

Statement of Changes in Stockholders’ Equity. The statement of changes in
stockholders’ equity (sometimes called the statement of changes in owners’ equity), or
statement of changes in capital stock, or statement of changes in retained earnings,
like the income statement, has a period of time orientation. This statement shows the
detail of stockholders’ equity and explains the changes that occurred in the components
of stockholders’ equity during the year.

Exhibit 2-3 illustrates this statement for Main Street Store, Inc., for the year ended
August 31, 2014. Remember that these are the results of Main Street Store’s first year of
operations, so the beginning-of-the-year balances are zero. On subsequent years’ state-
ments, the beginning-of-the-year amount is the ending balance from the prior year.

Notice in Exhibit 2-3 that stockholders’ equity is made up of two principal com-
ponents: paid-in capital and retained earnings. These items are briefly explained
here and are discussed in more detail in Chapter 8.

Paid-in capital represents the total amount invested in the entity by the owners—
in this case, the stockholders. When the stock issued to the owners has a par value
(see Business in Practice—Par Value), there will usually be two categories of paid-in
capital: common stock and additional paid-in capital.

Common stock reflects the number of shares authorized by the corporation’s char-
ter, the number of shares that have been issued to stockholders, and the number of shares

MAIN STREET STORE, INC.

Statement of Changes in Stockholders’ Equity
For the Year Ended August 31, 2014

Paid-In Capital:
Beginning balance . . ... ..ot $ -0-
Common stock, par value, $10; 50,000 shares authorized,
10,000 shares issued and outstanding. . .. .......... .. ... . 100,000
Additional paid-in capital . .. ... 90,000
Balance, August 31, 2014 .. ...t $190,000
Retained Earnings:
Beginning balance . . ... ..o $ -0-
Net income for the year. . . ... .. 18,000
Less: Cash dividends of $.50 per share. . . ...t .. (5,000)
Balance, August 31, 2014 . . . . ... $ 13,000

Total StockNOIAErS’ EQUILY. . « . v o\ vttt e e e e e $203,000
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Par value is a relic from the past that has, for all practical purposes, lost its significance. The par
value of common stock is an arbitrary value assigned when the corporation is organized. Par value
bears no relationship to the fair market value of a share of stock (except that a corporation may not
issue its stock for less than par value). Many firms issue stock with a par value of a nominal amount,
such as $1. Campbell Soup Company’s capital stock has a par value of $0.0375 per share. (See
page 712 in the appendix.) Because of investor confusion about the significance of par value, most
states now permit corporations to issue no-par-value stock. Some state laws permit a firm to assign
a stated value to its no-par-value stock, in which case the stated value operates as a par value.

that are held by the stockholders. When the common stock has a par value or stated
value, the amount shown for common stock in the financial statements will always be
the par value or stated value multiplied by the number of shares issued. If the common
stock does not have a par value or stated value, the amount shown for common stock in
the financial statements will be the total amount invested by the stockholders.

Additional paid-in capital is the difference between the total amount invested by the
stockholders and the par value or stated value of the stock. (If no-par-value stock without
a stated value is issued, there won’t be any additional paid-in capital because the total
amount paid in, or invested, by the stockholders will be shown as common stock.)

Retained earnings is the second principal category of stockholders’ equity, and it
represents the cumulative net income of the entity that has been retained for use in the
business. Dividends are distributions of earnings that have been made to the stock-
holders, so these reduce retained earnings. If retained earnings has a negative balance
because cumulative losses and dividends have exceeded cumulative net income, this
part of stockholders’ equity is referred to as an accumulated deficit, or simply deficit.

Note that in Exhibit 2-3 the net income for the year of $18,000 added to retained
earnings is the amount of net income reported in Exhibit 2-2. The retained earnings
section of the statement of changes in stockholders’ equity is where the link (known as
articulation) between the balance sheet and income statement is made. The time-line
model is thus expanded and modified as follows:

8/31/13 Fiscal 2014 8/31/14
% %
Balance sheet Income statement for the year Balance sheet
Revenues
— Expenses
~ Net income

Statement of changes in stockholders’ equity

A=L+ 'ﬁl—»Beginning balances
Paid-in capital changes
Retained earnings changes:
+ Netincome -
— Dividends

Ending balances

2]
g~
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Exhibit 2-4
Statement of Cash
Flows

Part 1 Financial Accounting

Notice that the total stockholders’ equity reported in Exhibit 2-3 agrees with the
stockholders’ equity shown on the balance sheet in Exhibit 2-1. Most balance sheets
include the amount of common stock, additional paid-in capital, and retained earn-
ings within the stockholders’ equity section. Changes that occur in these components
of stockholders’ equity are likely to be shown in a separate statement so that users of
the financial statements can learn what caused these important balance sheet elements
to change.

Statement of Cash Flows. The purpose of the statement of cash flows is to
identify the sources and uses of cash during the year. This objective is accom-
plished by reporting the changes in all of the other balance sheet items. Because
of the equality that exists between assets and liabilities plus stockholders’ equity,
the total of the changes in every other asset and each liability and element of
stockholders’ equity will equal the change in cash. The statement of cash flows is
described in detail in Chapter 9. For now, make sense of the three principal activ-
ity groups that cause cash to change, and see how the amounts on this statement
relate to the balance sheet in Exhibit 2-1.

The statement of cash flows for Main Street Store, Inc., for the year ended
August 31, 2014, is illustrated in Exhibit 2-4. Notice that this statement, like the in-
come statement and statement of changes in stockholders’ equity, is for a period of
time. Notice also the three activity categories: operating activities, investing activities,
and financing activities.

Cash flows from operating activities are shown first, and net income is the starting
point for this measure of cash flow. Using net income also directly relates the income
statement (see Exhibit 2-2) to the statement of cash flows. Next, reconciling items are
considered (i.e., items that must be added to or subtracted from net income to arrive
at cash flows from operating activities).

Depreciation expense is added back to net income because, even though it was
deducted as an expense in determining net income, depreciation expense did not

MAIN STREET STORE, INC.

Statement of Cash Flows
For the Year Ended August 31, 2014

Cash Flows from Operating Activities:

NEL INCOME. .+ v ot ettt e e e e e e e e e e $ 18,000
Add (deduct) items not affecting cash:
Depreciation EXPENSE . . . v v v v v 4,000
Increase in accounts receivable . . ... ... .. (80,000)
Increase in merchandise INVENTOry . ... ...t (170,000)
Increase in current liabilities ... ... 67,000
Net cash used by operating activities. . . .......... ... ... .. ... ... $(161,000)
Cash Flows from Investing Activities:
Cash paid for eqUIPMENt . . ... ..ot $ (40,000)
Cash Flows from Financing Activities:
Cash received from issue of long-term debt . ......... ... ... ... ... ... ... $ 50,000
Cash received from sale of common stock .. .......... ... .. .. 190,000
Payment of cash dividend on common stock . ........................... (5,000)
Net cash provided by financing activities . . . .......... ... ... ... ... .... $ 235,000

Net increase in cash forthe year. .. ... ... . $ 34,000
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require the use of cash. Remember—depreciation in accounting is the process of
spreading the cost of an asset over its estimated useful life.

The increase in accounts receivable is deducted because this reflects sales rev-
enues, included in net income, that have not yet been collected in cash.

The increase in merchandise inventory is deducted because cash was spent to
acquire the increase in inventory.

The increase in current liabilities is added because cash has not yet been paid for
this amount of products and services that have been received during the current fiscal
period.

Cash flows from investing activities show the cash used to purchase long-lived
assets. You should find the increase in equipment in the balance sheet (Exhibit 2-1),
which shows the cost of the equipment owned at August 31, 2014. Because this is the
first year of the firm’s operations, the equipment purchase required the use of $40,000
during the year.

Cash flows from financing activities include amounts raised from the sale of long-
term debt and common stock, and dividends paid on common stock. You should find
each of these financing amounts in the balance sheet (Exhibit 2-1) or the statement
of changes in stockholders’ equity (Exhibit 2-3). For example, the $190,000 received
from the sale of stock is shown on the statement of changes in stockholders’ equity
(Exhibit 2-3) as the increase in paid-in capital during the year.

The net increase in cash for the year of $34,000 is the amount of cash in the
August 31, 2014, balance sheet. Check this out. This should make sense because the
firm started its business during September 2013, so it had no cash to begin with.

The statement of cash flows results in a further expansion and modification of the
time-line model:

8/31/13 Fiscal 2014 8/31/14
% %
Balance sheet Income statement for the year Balance sheet
Revenues
— Expenses
Net income

Statement of changes in stockholders’ equity

A=L+SEL——> Beginning balances

Paid-in capital changes
Retained earnings changes:
+ Netincome =&

— Dividends

Ending balances

Statement of cash flows

Cash provided (used) by:
Operating activities
Investing activities
Financing activities

+ Beginning cash balance Y
. |
Ending balance —>» A =L+ SE

Y
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What Does
It Mean?
Answers on

page 57

4. What does it mean when a stockholder says that she needs to look at her firm’s
set of four financial statements to fully understand its financial position and
results of operations?

5. What does it mean when a company that has a high net income doesn’t have
enough cash to pay its bills?

Comparative Statements in Subsequent Years

The financial statements presented on the previous pages for Main Street Store, Inc.,
show data as of August 31, 2014, and for the year then ended. Because this was the
first year of the firm’s operations, comparative financial statements are not possible. In
subsequent years, however, comparative statements for the current year and the prior
year should be presented so that users of the data can more easily spot changes in the
firm’s financial position and in its results of operations. Some companies present data
for two prior years in their financial statements. Most companies will include selected
data from their balance sheets and income statements for at least 5 years, and some-
times for up to 25 years, as supplementary information in their annual report to stock-
holders. Campbell Soup Company’s five-year selected financial data, which appear
on page 709 in the appendix, illustrate the firm’s consistency and financial stability.

lllustration of Financial Statement Relationships

Exhibit 2-5 uses the financial statements of Main Street Store, Inc., to illustrate the fi-
nancial statement relationships just discussed. Note that in Exhibit 2-5, the August 31,
2013, balance sheet has no amounts because Main Street Store, Inc., started business
in September 2013. As you study this exhibit, note especially that net income for the
year was an increase in retained earnings and is one of the reasons retained earnings
changed during the year.

In subsequent chapters, the relationship between the balance sheet and income
statement will be presented using the following diagram:

Balance sheet Income Statement

Assets = Liabilities + Stockholders’ equity « Net Income = Revenues — Expenses

The arrow from net income in the income statement to stockholders’ equity in the bal-
ance sheet indicates that net income affects retained earnings, which is a component
of stockholders’ equity.

The following examples also illustrate the relationships within and between the
principal financial statements. Using the August 31, 2014, Main Street Store, Inc., data
for assets and liabilities in the balance sheet equation of A = L. + SE, stockholders’
equity at August 31, 2014, can be calculated:

A = L + SE
$320,000 = $117,000 + SE
$203,000 = SE

Remember, other terms for stockholders’ equity are owners’ equity and net assets.
This is shown clearly in the previous calculation because stockholders’ equity is the
difference between assets and liabilities.
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Part 1 Financial Accounting

Now suppose that during the year ended August 31, 2015, total assets increased
$10,000, and total liabilities decreased $3,000. What was stockholders’ equity at
the end of the year? There are two ways of solving the problem. First, focus on the
changes in the elements of the balance sheet equation:

A = L + SE
Change: + 10,000 = —3,000 + ?

It is clear that for the equation to stay in balance, stockholders’ equity must have in-
creased by $13,000. Because stockholders’ equity was $203,000 at the beginning of
the year, it must have been $216,000 at the end of the year.

The second approach to solving the problem is to calculate the amount of assets
and liabilities at the end of the year and then solve for stockholders’ equity at the end
of the year, as follows:

A = L + SE
Beginning: 320,000 = 117,000 + 203,000
Change: +10,000 = —3,000 + ?
End: 330,000 = 114,000 + ?

The ending stockholders’ equity or net assets is $330,000 — $114,000 = $216,000.
Because ending stockholders’ equity is $216,000, it increased $13,000 during the year
from August 31, 2014, to August 31, 2015.

Assume that during the year ended August 31, 2015, the stockholders invested an
additional $8,000 in the firm and that dividends of $6,000 were declared. How much
net income did the firm have for the year ended August 31, 20157 Recall that net in-
come is one of the items that affects the retained earnings component of stockholders’
equity. What else affects retained earnings? That’s right—dividends. Because stock-
holders’ equity increased from $203,000 to $216,000 during the year, and the items
causing that change were net income, dividends, and the additional investment by the
stockholders, the amount of net income can be calculated as follows:

Stockholders’ equity, beginning of year. . .......... $203,000
Increase in paid-in capital from additional

investment by stockholders. . ................. 8,000
Netincome . ......... .. ?
Dividends .. ....... . —6,000
Stockholders’ equity, end of year .. .............. $216,000

Solving for the unknown shows that net income was equal to $11,000.
An alternative solution to determine net income for the year involves focusing on
just the changes in stockholders’ equity during the year, as follows:

Increase in paid-in capital from additional

investment by stockholders. . .................. $ 8,000
Netincome .. ... ?
DIVIdENdS . .. oo —6,000

Change in stockholders’ equity for the year .. ... .. .. $13,000
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Again, solving for the unknown, we find that net income was equal to $11,000.
The important points to remember here are:

¢ The balance sheet shows the amounts of assets, liabilities, and stockholders’
equity at a point in time.

* The balance sheet equation must always be in balance.

* The income statement shows net income for a period of time.

* The retained earnings component of stockholders’ equity changes over a
period of time as a result of the firm’s net income (or loss) and dividends for
that period of time.
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6. What does it mean to say that the balance sheet must be in balance after every
transaction even though a lot of transactions affect the income statement?

Accounting Concepts and Principles

To understand the kinds of decisions and informed judgments that can be made from
the financial statements, it is appropriate to understand some of the broad concepts and
principles of accounting that have become generally accepted for financial accounting
and reporting purposes. The terms concepts and principles are used interchangeably
here. Some of these ideas relate directly to the financial accounting concepts introduced
in Chapter 1, and others relate to the broader notion of generally accepted accounting
principles. Again, it is important to recognize that these concepts and principles are
more like practices that have been generally agreed upon over time than hard-and-fast
rules or basic laws such as those encountered in the physical sciences.

These concepts and principles can be related to the basic model of the flow of data
from transactions to financial statements illustrated earlier and shown here:

// Accounting entity —\

Assets = Liabilities + Stockholders’ equity Going concern
(accounting equation) (continuity)
Procedures for sorting, classifying,
and presenting (bookkeeping) ) )

. . . _ Financial
Transactions ————— Selectloq of alternative metho@s » tatements
of reflecting the effect of certain

transactions (accounting)
- Unit of measurement Accounting period — Consistency
- Cost principle Matching revenue and expense  Full disclosure
— Objectivity Revenue recognized at time of sale I~ Materiality

Accrual concept — Conservatism

What Does
It Mean?

Answer on
page 57

LOS5

Identify and explain

the broad, generally
accepted concepts and
principles that apply to
the accounting process.
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Study
Suggestion

Part 1 Financial Accounting

This chapter, titled “Financial Statements and Accounting Concepts/Principles,” presents two
sets of interrelated topics that are themselves related. As illustrated in Exhibit 2-5, individual fi-
nancial statements are most meaningful when considered as part of an integrated set of financial
statements presented by a firm. Likewise, the individual concepts and principles discussed in
this section of the chapter are most meaningful when considered in relation to each other. The
challenge that lies ahead (in the financial accounting part of this book) is for you to see logical
connections between the end-product financial statements and the underlying concepts and
principles upon which they are based. Our suggestion? Bookmark Exhibit 2-5 on page 45 and
the concepts/principles model shown on page 47. Learn the terminology presented in each
of these illustrations and refer back to these pages as you encounter difficulties in subsequent
chapters. You will be surprised at how far this basic knowledge will carry you.

It is not unusual for a corporation that wants to expand its operations to form a separate corporation
to carry out its plans. In such a case, the original corporation owns all of the stock of the new cor-
poration; it has become the “parent” of a “subsidiary.” One parent may have several subsidiaries,
and the subsidiaries themselves may be parents of subsidiaries. It is not necessary for the parent
to own 100 percent of the stock of another corporation for the parent—subsidiary relationship to
exist. If one corporation owns more than half of the stock of another, it is presumed that the majority
owner can exercise enough control to create a parent-subsidiary relationship. When a subsidiary is
not wholly owned, the other stockholders of the subsidiary are referred to as minority stockholders,
and their ownership rights are referred to as the noncontrolling interest.

In most instances, the financial statements issued by the parent corporation will include
the assets, liabilities, revenues, expenses, and gains and losses of the subsidiaries. Financial
statements that reflect the financial position, results of operations, and cash flows of a parent
and one or more subsidiaries are called consolidated financial statements.

The fact that one corporation is a subsidiary of another is frequently transparent to the gen-
eral public. For example, Frito-Lay Company, Quaker Oats Company, and Tropicana Products,
Inc., are all subsidiaries of PepsiCo Inc., but that relationship is usually irrelevant to consumers
of each company’s products.

Concepts/Principles Related to the Entire Model

The basic accounting equation described earlier in this chapter is the mechanical key
to the entire financial accounting process because the equation must be in balance after
every transaction has been recorded in the accounting records. The method for record-
ing transactions and maintaining this balance will be illustrated in Chapter 4.

Accounting entity refers to the entity for which the financial statements are being
prepared. The entity can be a proprietorship, partnership, corporation, or even a group
of corporations (see Business in Practice—Parent and Subsidiary Corporations). The
entity for which the accounting is being done is defined by the accountant; even
though the entities may be related (such as an individual and the business she owns),
the accounting is done for the defined entity.

The going concern concept refers to the presumption that the entity will continue
to operate in the future—that it is not being liquidated. This continuity assumption is
necessary because the amounts shown on the balance sheet for various assets do not
reflect the liquidation value of those assets.
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Concepts/Principles Related to Transactions

In the United States, the dollar is the unit of measurement for all transactions. No
adjustment is made for changes in the purchasing power of the dollar. No attempt is
made to reflect qualitative economic factors in the measurement of transactions.

The cost principle refers to the fact that transactions are recorded at their original
(historical) cost to the entity as measured in dollars. For example, if a parcel of land
were purchased by a firm for $8,600 even though an appraisal showed the land to be
worth $10,000, the purchase transaction would be reflected in the accounting records
and financial statements at its cost of $8,600. If the land is still owned and being used
15 years later, even though its market value has increased to $80,000, it continues to
be reported in the balance sheet at its original cost of $8,600.

Objectivity refers to accountants’ desire to have a given transaction recorded the
same way in all situations. This objective is facilitated by using the dollar as the unit
of measurement and by applying the cost principle. As previously stressed, there are
transactions for which the exercise of professional judgment could result in alternative
recording results. These alternatives will be illustrated in subsequent chapters.

Concepts/Principles Related to Bookkeeping
Procedures and the Accounting Process

These concepts/principles relate to the accounting period—that is, the period of time
selected for reporting results of operations and changes in financial position. Financial
position will be reported at the end of this period (and the balance sheet at the begin-
ning of the period will probably be included with the financial statements). For most
entities, the accounting period will be one year in length.

Matching revenue and expense is necessary if the results of the firm’s opera-
tions are to reflect accurately its economic activities during the period. The match-
ing concept does not mean that revenues and expenses for a period are equal.
Revenue is not earned without effort (businesses do not receive birthday gifts), and
expenses are the measure of the economic efforts exerted to generate revenues. A
fair presentation of the results of a firm’s operations during a period of time re-
quires that all expenses incurred in generating that period’s revenues be deducted
from the revenues earned. This results in an accurate measure of the net income or
net loss for the period. This seems like common sense, but as we shall see, there
are alternative methods of determining some of the expenses to be recognized in
any given period. This concept of matching revenue and expense is very important
and will be referred to again and again as accounting practices are discussed in the
following chapters.

Revenue is recognized at the time of sale, which is when title to the product being
sold passes from the seller to the buyer or when the services involved in the transac-
tion have been performed. Passing of legal ownership (title) is the critical event, not
the cash payment from buyer to seller.

Accrual accounting uses the accrual concept and results in recognizing revenue
at the point of sale and recognizing expenses as they are incurred, even though the cash
receipt or payment occurs at another time or in another accounting period. Thus, many
activities of the firm will involve two transactions: one that recognizes the revenue or
expense and the other that reflects the receipt or payment of cash. The use of accrual
procedures accomplishes much of the matching of revenues and expenses because most
transactions between business firms (and between many firms and individuals) involve
purchase/sale at one point in time and cash payment/receipt at some other point.
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LO 6

Discuss why investors
must carefully consider
cash flow information in
conjunction with accrual
accounting results.
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The financial statement user relies on these concepts and principles related to the
accounting period when making judgments and informed decisions about an entity’s
financial position and results of operations.

What Does
It Mean?
Answers on
page 57

LO 7

Identify and explain
several limitations of
financial statements.

7. What does matching of revenue and expense in the income statement mean?
8. What does the accrual concept mean?

Concepts/Principles Related to Financial Statements

Consistency in financial reporting is essential if meaningful trend comparisons are to
be made using an entity’s financial statements for several years. It is inappropriate to
change from one generally accepted alternative of accounting for a particular type of
transaction to another generally accepted method, unless both the fact that the change
has been made and the effect of the change on the financial statements are explic-
itly described in the financial statements or the accompanying notes to the financial
statements.

Full disclosure means that the financial statements and notes should include all
necessary information to prevent a reasonably astute user of the financial statements
from being misled. This is a tall order—one that the Securities and Exchange Com-
mission (SEC) has helped to define over the years. This requirement for full disclo-
sure is one reason that the notes to the financial statements are usually considered an
integral part of the financial statements.

Materiality means that absolute exactness, even if that idea could be defined, is
not necessary in the amounts shown in the financial statements. Because of the numer-
ous estimates involved in accounting, amounts reported in financial statements may
be approximate, but they will not be “wrong” enough to be misleading. The financial
statements of publicly owned corporations usually show amounts rounded to the
nearest thousand, hundred thousand, or even million dollars. This rounding does not
impair the informational content of the financial statements and probably makes them
easier to read. A management concept related to materiality is the cost—benefit rela-
tionship. Just as a manager would not spend $500 to get $300 worth of information,
the incremental benefit of increased accuracy in accounting estimates is frequently not
worth the cost of achieving the increased accuracy.

Conservatism in accounting relates to making judgments and estimates that result
in lower profits and asset valuation estimates rather than higher profits and asset valu-
ation estimates. Accountants try to avoid wishful thinking or pie-in-the-sky estimates
that could result in overstating profits for a current period. This is not to say that ac-
countants always look at issues from a gloom-and-doom viewpoint; rather, they seek
to be realistic but are conservative when in doubt.

Limitations of Financial Statements

Financial statements report quantitative economic information; they do not reflect
qualitative economic variables. Thus, the value to the firm of a management team or of
the morale of the workforce is not included as a balance sheet asset because it cannot
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be objectively measured. Such qualitative attributes of the firm are frequently relevant
to the decisions and informed judgments that the financial statement user is making,
but they are not communicated in the financial statements. It’s unfortunate that the
accounting process does not capture these kinds of data because often a company’s
human resources and information resources are its most valuable assets. Many highly
valued Internet and high-tech companies have little, if any, fixed assets or inventory—
sometimes the “product” they intend to offer comes in the form of a service that has
not yet made it through the research, design, and testing phases. In fact, a common
saying about such companies is that their assets “walk out the door every night.”
The accounting profession is not yet comfortable with the idea of trying to measure
these kinds of intangible assets, even though fairly reliable appraisal techniques are
available, such as those endorsed in the Uniform Standards of Professional Appraisal
Practice (USPAP).

As already emphasized, the cost principle requires assets to be recorded at their
original cost. The balance sheet does not generally show the current market value or
the replacement cost of the assets. Some assets are reported at the lower of their cost
or market value, and in some cases market value may be reported parenthetically,
but asset values are not generally increased to reflect current value. For example, the
trademark of a firm has virtually no cost; its value has developed over the years as the
firm has successfully met customers’ needs. Thus, trademarks usually are excluded
from the balance sheet listing of assets even though they clearly have economic value
to the firm.

Estimates are used in many areas of accounting; when the estimate is made, about
the only fact known is that the estimate is probably not equal to the “true” amount. It is
hoped that the estimate is near the true amount (the concept of materiality); it usually
is. For example, recognizing depreciation expense involves estimating both the useful
life to the entity of the asset being depreciated and the probable salvage value of the
asset to the entity when it is disposed of. The original cost minus the salvage value is
the amount to be depreciated or recognized as expense over the asset’s life. Estimates
also must be made to determine pension expense, warranty costs, and numerous other
expense and revenue items to be reflected in the current year’s income statement
because they relate to the economic activity of the current year. These estimates also
affect balance sheet accounts. So even though the balance sheet balances to the penny,
do not be misled by this aura of exactness. Accountants do their best to make their
estimates as accurate as possible, but estimates are still estimates.

The principle of consistency suggests that an entity should not change from one
generally accepted method of accounting for a particular item to another generally
accepted method of accounting for the same item, but it is possible that two firms
operating in the same industry may follow different methods. This means that compa-
rability between firms may not be appropriate, or if comparisons are made, the effects
of any differences between the accounting methods followed by the firms must be
understood.

Related to the use of the original cost principle is the fact that financial statements
are not adjusted to show the impact of inflation. Land acquired by a firm 50 years ago
is still reported at its original cost, even though it may have a significantly higher cur-
rent value because of inflation. Likewise, depreciation expense and the cost of goods
sold—both significant expense elements of the income statement of many firms—
reflect original cost, not replacement cost. This weakness is not significant when the
rate of inflation is low, but the usefulness of financial statements is seriously impaired
when the inflation rate rises to double digits.
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Financial statements do not reflect opportunity cost, which is an economic con-
cept relating to income forgone because an opportunity to earn income was not pur-
sued. For example, if an individual or organization maintains a non—interest-bearing
checking account balance that is $300 more than that required to avoid any service
charges, the opportunity cost associated with that $300 is the interest that could oth-
erwise be earned on the money if it had been invested. Financial accounting does not
give formal recognition to opportunity cost; however, financial managers should be
aware of the concept as they plan the utilization of the firm’s resources.

What Does
It Mean?
Answer on
page 57

LO 8

Describe what a corpo-
ration’s annual report is
and why it is issued.

Gamptil )

9. What does it mean when some investors state that a corporation’s published
financial statements don’t tell the whole story about a firm’s financial position
and results of operations?

The Corporation’s Annual Report

The annual report is the document distributed (or made available electronically) to
shareholders that contains the reporting firm’s financial statements for the fiscal year,
together with the report of the external auditor’s examination of the financial state-
ments. The annual report document can be as simple as a transmittal letter from the
president or chairman of the board of directors along with the financial statements, or
as fancy as a glossy, 100-page booklet that showcases the firm’s products, services,
and personnel, as well as its financial results.

In addition to the financial statements described here and the notes to the financial
statements described more fully in Chapter 10, some other financial data are usually
included in the annual report. Highlights for the year, including net revenues, diluted
earnings per share, and return on average stockholders’ equity, often appear inside the
front cover or elsewhere toward the front of the report. Most firms also include a his-
torical summary of certain financial data for at least the past five years. This summary
usually is located near the back of the annual report.

The vast majority of U.S. publicly traded companies now include within their annual
reports the entire 10-K report that is filed with the SEC each year. As a result, the appendix
material for Campbell Soup Company’s 2011 annual report excludes certain disclosures
that are not heavily referenced in this text, such as the Management’s Discussion and
Analysis section. To obtain a complete copy of Campbell’s current annual report, please
visit www.campbellsoup.com. Click on “Our Company” in the upper left corner of the
home page and then click on “Investor Center,” “Financial Information,” and “Annual
Reports” to reach the relevant Adobe Acrobat files that can be saved and/or printed. Many
specific aspects of Campbell’s annual report will be referred to in subsequent chapters.

Demonstration Problem

Visit the text website at www.mhhe.com/marshalli0e to view a
demonstration problem for this chapter.
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Summary

Financial statements communicate economic information that helps individuals make
decisions and informed judgments.

The bookkeeping and accounting processes result in an entity’s numerous trans-
actions with other entities being reflected in the financial statements. The financial
statements presented by an entity are the balance sheet, income statement, statement
of changes in stockholders’ equity, and statement of cash flows.

The balance sheet is a listing of the entity’s assets, liabilities, and stockholders’ equity
at a point in time. Assets are probable future economic benefits (things or claims against
others) controlled by the entity. Liabilities are amounts owed by the entity. An entity’s stock-
holders’ equity is the difference between its assets and liabilities. This relationship is known
as the accounting equation. Current assets are cash and those assets likely to be converted to
cash or used to benefit the entity within one year of the balance sheet date, such as accounts
receivable and inventories. Current liabilities are expected to be paid or otherwise satisfied
within one year of the balance sheet date. The balance sheet as of the end of a fiscal period
is also the balance sheet as of the beginning of the next fiscal period.

The income statement reports the results of an entity’s operating activities for a
period of time. Revenues are reported first, and expenses are subtracted to arrive at net
income or net loss for the period.

The statement of changes in stockholders’ equity describes changes in paid-in
capital and retained earnings during the period. Retained earnings are increased by
the amount of net income and decreased by dividends to stockholders (and by any net
loss for the period). It is through retained earnings that the income statement is linked
to the balance sheet.

The statement of cash flows summarizes the impact on cash of the entity’s op-
erating, investing, and financing activities during the period. The bottom line of this
financial statement is the change in cash from the amount shown in the balance sheet
at the beginning of the period (e.g., fiscal year) to that shown in the balance sheet at
the end of the period.

Financial statements usually are presented on a comparative basis so users can
easily spot significant changes in an entity’s financial position (balance sheet) and
results of operations (income statement).

The financial statements are interrelated. Net income for the period (from the
income statement) is added to retained earnings, a part of stockholders’ equity (in the
balance sheet). The statement of changes in stockholders’ equity explains the differ-
ence between the amounts of stockholders’ equity at the beginning and the end of the
fiscal period. The statement of cash flows explains the change in the amount of cash
from the beginning to the end of the fiscal period.

Accounting concepts and principles reflect generally accepted practices that have
evolved over time. They can be related to a schematic model of the flow of data from
transactions to the financial statements. Pertaining to the entire model are the account-
ing entity concept, the accounting equation, and the going concern concept.

Transactions are recorded in currency units (e.g., the U.S. dollar) without regard
to purchasing power changes. Thus transactions are recorded at an objectively deter-
minable original cost amount.

The concepts and principles for the accounting period involve recognizing rev-
enue when a sale of a product or service is made and then relating to that revenue all
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of the expenses incurred in generating the revenue of the period. This matching of
revenues and expenses is a crucial and fundamental concept to understand if account-
ing itself is to be understood. The accrual concept is used to implement the matching
concept by recognizing revenues when earned and expenses when incurred, regardless
of whether cash is received or paid in the same fiscal period.

The concepts of consistency, full disclosure, materiality, and conservatism relate
primarily to financial statement presentation.

There are limitations to the information presented in financial statements. These
limitations are related to the concepts and principles that have become generally ac-
cepted. Thus subjective qualitative factors, current values, the impact of inflation, and
opportunity cost are not usually reflected in financial statements. In addition, many
financial statement amounts involve the use of estimates. Permissible alternative ac-
counting practices may mean that interfirm comparisons are not appropriate.

Corporations and other organizations include financial statements in an annual
report made available to stockholders, employees, potential investors, and others
interested in the entity. Refer to the financial statements on pages 711-714 of the
Campbell Soup Company annual report in the appendix, as well as to the financial
statements of other annual reports, to see how the material discussed in this chapter
applies to real companies.

Key Terms and Concepts

account (p. 33) A record in which transactions affecting individual assets, liabilities,
stockholders’ equity, revenues, and expenses are recorded.

accounting equation (p. 36) Assets = Liabilities + Stockholders’ equity (A = L + SE). The
fundamental relationship represented by the balance sheet and the foundation of the bookkeeping
process.

accounts payable (p. 37) A liability representing an amount payable to another entity, usually
because of the purchase of merchandise or services on credit.

accounts receivable (p. 37) An asset representing a claim against another entity, usually arising
from selling goods or services on credit.

accrual accounting (p. 49) Accounting that recognizes revenues and expenses as they occur,
even though the cash receipt from the revenue or the cash disbursement related to the expense
may occur before or after the event that causes revenue or expense recognition.

accrued liabilities (p. 37) Amounts that are owed by an entity on the balance sheet date.

accumulated depreciation (p. 37) The sum of the depreciation expense that has been recognized
over time. Accumulated depreciation is a contra asset—an amount that is subtracted from the
cost of the related asset on the balance sheet.

additional paid-in capital (p. 41) The excess of the amount received from the sale of stock over
the par value of the shares sold.

assets (p. 36) Probable future economic benefits obtained or controlled by an entity as a result of
past transactions or events.

balance sheet (p. 35) The financial statement that is a listing of the entity’s assets, liabilities,
and stockholders’ equity at a point in time. Sometimes this statement is called the statement of
financial position.

balance sheet equation (p. 36) Another term for accounting equation.

cash (p. 37) An asset on the balance sheet that represents the amount of cash on hand and
balances in bank accounts maintained by the entity.
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common stock (p. 40) The class of stock that represents residual ownership of the corporation.

corporation (p. 34) A form of organization in which ownership is evidenced by shares of stock
owned by stockholders; its features, such as limited liability of the stockholders, make this the
principal form of organization for most business activity.

cost of goods sold (p. 39) Cost of merchandise sold during the period; an expense deducted from
net sales to arrive at gross profit. Frequently used synonyms are cost of sales and cost of products
sold.

current assets (p. 38) Cash and those assets that are likely to be converted to cash or used to
benefit the entity within one year of the balance sheet date.

current liabilities (p. 38) Those liabilities due to be paid within one year of the balance sheet date.

depreciation (p. 37) The accounting process of recognizing the cost of an asset that is used up
over its useful life to the entity.

depreciation expense (p. 42) The expense recognized in a fiscal period for the depreciation of an
asset.

dividend (p. 41) A distribution of earnings to the stockholders of a corporation.

earnings per share of common stock outstanding (p. 39) Net income available to the common
stockholders divided by the average number of shares of common stock outstanding during the
period. Usually referred to simply as EPS.

equity (p. 36) The ownership right associated with an asset. See stockholders’ equity.

expenses (p. 38) Outflows or other using up of assets or incurring a liability during a period from
delivering or producing goods, rendering services, or carrying out other activities that constitute
the entity’s major operations.

fiscal year (p. 35) The annual period used for reporting to owners.

gains (p. 38) Increases in net assets from incidental transactions that are not revenues or
investments by owners.

going concern concept (p. 48) A presumption that the entity will continue in existence for the
indefinite future.

gross profit (p. 39) Net sales less cost of goods sold. Sometimes called gross margin.

income from operations (p. 39) The difference between gross profit and operating expenses.
Also referred to as operating income.

income statement (p. 38) The financial statement that summarizes the entity’s revenues,
expenses, gains, and losses for a period of time and thereby reports the entity’s results of
operations for that period of time.

liabilities (p. 36) Probable future sacrifices of economic benefits arising from present obligations
of a particular entity to transfer assets or provide services to other entities in the future as a result
of past transactions or events.

losses (p. 38) Decreases in net assets from incidental transactions that are not expenses or
distributions to owners.

matching concept (p. 49) The concept that expenses incurred in generating revenues should be
deducted from revenues earned during the period for which results are being reported.

merchandise inventory (p. 37) Items held by an entity for sale to customers in the normal course
of business.

net assets (p. 37) The difference between assets and liabilities; also referred to as stockholders’
equity or owners’ equity.

net income (p. 38) The excess of revenues and gains over expenses and losses for a fiscal period.

net sales (p. 38) Gross sales, less sales discounts and sales returns and allowances.

net worth (p. 37) Another term for net assets or stockholders’ equity or owners’ equity, but not as
appropriate because the term worth may be misleading.

opportunity cost (p. 52) An economic concept relating to income forgone because an opportunity
to earn income was not pursued.
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owners’ equity (p. 36)  Another term for stockholders’ equity. The owners’ claim in the assets of
the entity. Sometimes called net assets; the difference between assets and liabilities.

paid-in capital (p. 40) The amount invested in the entity by the stockholders.

par value (p. 40) An arbitrary value assigned to a share of stock when the corporation is
organized. Sometimes used to refer to the stated value or face amount of a security.

partnership (p. 34) A form of organization indicating ownership by two or more individuals or
corporations without the limited liability and other features of a corporation.

profit (p. 38) The excess of revenues and gains over expenses and losses for a fiscal period;
another term for net income.

profit and loss statement (p. 38) Another term for income statement.

proprietorship (p. 34) A form of organization indicating individual ownership without the
limited liability and other features of a corporation.

retained earnings (p. 40) Cumulative net income that has not been distributed to the stockholders
of a corporation as dividends.

revenues (p. 38) Inflows of cash or increases in other assets, or the settlement of liabilities during
a period, from delivering or producing goods, rendering services, or performing other activities
that constitute the entity’s major operations.

statement of cash flows (p. 42) The financial statement that explains why cash changed during a
fiscal period. Cash flows from operating, investing, and financing activities are shown.

statement of changes in capital stock (p. 40) The financial statement that summarizes changes
during a fiscal period in capital stock and additional paid-in capital. This information may be
included in the statement of changes in stockholders’ equity.

statement of changes in retained earnings (p. 40) The financial statement that summarizes
the changes during a fiscal period in retained earnings. This information may be included in the
statement of changes in stockholders’ equity.

statement of changes in stockholders’ equity (p. 40) The financial statement that summarizes
the changes during a fiscal period in capital stock, additional paid-in capital, retained earnings,
and other elements of stockholders’ equity.

statement of earnings (p. 38) Another term for income statement; it shows the revenues,
expenses, gains, and losses for a period of time and thereby the entity’s results of operations for
that period of time.

statement of financial position (p. 35) Another term for balance sheet; a listing of the entity’s
assets, liabilities, and stockholders’ equity at a point in time.

statement of operations (p. 38) Another term for income statement.

stock (p. 34) The evidence of ownership of a corporation.

stockholders (p. 34) The owners of a corporation’s stock; sometimes called shareholders.

stockholders’ equity (p. 36) The stockholders’ claim in the assets of the entity. Sometimes called
owners’ equity or net assets; the difference between assets and liabilities.

subsidiary (p. 48) A corporation whose stock is more than 50 percent owned by another
corporation.

transactions (p. 33) Economic interchanges between entities that are accounted for and reflected
in financial statements.

ANSWERS TO

What Does
It Mean?

1. It means that there has been some sort of economic interchange; for example, you
have agreed to pay tuition in exchange for classes.

2. It means the person doing this is really mixed up because the balance sheet pres-
ents data as of a point in time. It’s a balance sheet as of August 31, 2014.
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3. It means that the organization’s financial position at a point in time has been de-
termined and summarized.

4. It means that each individual financial statement provides unique information
but focuses on only a part of the big picture, so all four statements need to be re-
viewed to achieve a full understanding of the firm’s financial position and results
of operations.

5. It means that revenues have been earned from selling products or providing
services but that the accounts receivable from those revenues have not yet been
collected—or if the receivables have been collected, the cash has been used for
some purpose other than paying bills.

6. It means that transactions affecting the income statement also affect the stock-
holders’ equity section of the balance sheet as well as the asset and/or liability
sections of the balance sheet.

7. It means that all expenses incurred in generating revenue for the period are sub-
tracted from those revenues to determine net income. Matching does not mean
that revenues equal expenses.

8. It means that revenues and expenses are recognized in the accounting period in
which they are earned or incurred, even though cash may be received or paid in a
different accounting period.

9. It means that there may be both qualitative (for example, workforce morale) and
quantitative (for example, opportunity cost) factors that are not reflected in the
financial statements.

Self-Study Material

Visit the text website at www.mhhe.com/marshalli0e to take an online
self-study quiz for this chapter.

Matching Following is a list of the key terms and concepts introduced in the chap-
ter, along with a list of corresponding definitions. Match the appropriate letter for the
key term or concept to each definition provided (items 1-15). Note that not all key
terms and concepts will be used. Answers are provided at the end of this chapter.

Accumulated depreciation i.  Gains
Balance sheet Losses
Accrued liabilities Net sales

Current assets Cost of goods sold

Current liabilities Gross profit
Merchandise inventory Income from operations

Revenues Net income

500 -0 a0 o
o o5 B~ F

Expenses Earnings per share of common stock
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10.

11.

12.

13.

14.

15.

Paid-in capital w.  Going concern concept
Common stock X. Matching concept
Additional paid-in capital y.  Accrual concept
Retained earnings z.  Opportunity cost
Dividends aa. Annual report

Par value bb. Income statement

The difference between the total amount invested by the stockholders and
the par value or stated value of the stock issued.

Outflows or using up of assets or incurrence of liabilities during a period
from delivering or producing goods, rendering services, or carrying out
other activities that constitute the entity’s major operations.

The financial statement that is a list of the entity’s assets, liabilities, and
stockholders’ equity at a point in time.

A document distributed to stockholders that contains the financial state-
ments for the fiscal year of the reporting firm with the report of the external
auditor’s examination of the financial statements.

A distribution of earnings to the stockholders of a corporation.

An arbitrary value assigned to a share of stock when the corporation is
organized.

Net income available to the common stockholders divided by the average
number of shares of common stock outstanding during the period.

Items held by an entity for sale to potential customers in the normal course
of business.

Inflows of cash or increases in other assets, or settlement of liabilities dur-
ing a period from delivering or producing goods, rendering services, or
other activities that constitute the entity’s major operations.

Cash and those assets likely to be converted to cash or used to benefit the
entity within one year of the balance sheet date.

Cumulative net income that has not been distributed to the stockholders of
a corporation as dividends.

The difference between gross profit and operating expenses. Also referred
to as operating income and earnings from operations.

Increases in net assets from incidental transactions and other events af-
fecting an entity during a period except those that result from revenues or
investments by owners.

A presumption that the entity will continue in existence for the indefinite
future.

Net sales less cost of goods sold.

Multiple Choice For each of the following questions, circle the best response.
Answers are provided at the end of this chapter.

1. Which of the following is not a correct expression of the accounting equation?

a. Assets — Liabilities = Stockholders’ equity
b. Net assets = Liabilities + Stockholders’ equity
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c. Assets = Liabilities + Stockholders’ equity
d. Net assets = Stockholders’ equity

. Partnerships, as contrasted with corporations, can be characterized as being
relatively

a. easier to form, less risky to be an owner of, and easier to raise large amounts
of capital for.

b. easier to form, more risky to be an owner of, and harder to raise large
amounts of capital for.

¢. harder to form, more risky to be an owner of, and harder to raise large
amounts of capital for.

d. harder to form, less risky to be an owner of, and easier to raise large amounts
of capital for.

e. none of the above.

. The stockholders’ equity section of a balance sheet contains two major
components:

a. Common Stock and Additional Paid-in Capital.

b. Paid-in Capital and Retained Earnings.

¢. Common Stock and Retained Earnings.

d. Net Income and Dividends.

e. Additional Paid-in Capital and Net Income.

. Which of the following accounts is not an asset?

a. Cash. d. Equipment.

b. Inventory. e. Land.

c¢. Accounts Payable.

. Which of the following financial statement descriptions is inaccurate?

a. Balance Sheet—shows the organization’s financial position for a period of
time.

b. Income Statement—shows what the organization’s earnings were for a period
time.

c. Statement of Cash Flows—shows what the organization’s receipts and disburse-
ments were for a period of time.

d. Statement of Stockholders’ Equity—shows the investments by and distribu-
tions to stockholders for a period of time.

e. All of the above descriptions are accurate.

. If total assets were $21,000 and total liabilities were $12,000 at the beginning
of the year, and if net income for the year was $5,000, how much was total
stockholders’ equity at the end of the year?

a. $4,000. c. $9,000.

b. $5,000. d. $14,000.

. At the beginning of the year, stockholders’ equity totaled $119,000. During the
year, net income was $35,000 and dividends of $29,000 were declared and paid.
How much was stockholders’ equity at the end of the year?

a. $113,000. c. $148,000.

b. $125,000. d. $154,000.
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8. The principle stating that all expenses incurred while earning revenues should
be identified with the revenues when they are earned and reported for the same
time period is the
a. cost principle. d. matching principle.

b. revenue principle. e. timing principle.
c. expense principle.

9. Corporate annual reports do not ordinarily include

a transmittal letter from the president or chairman of the board of directors.

financial statements for the most recent year.

explanatory notes and comments about the financial statements.

the internal auditor’s report and opinion about the financial statements.

&8 AN SR

a historical summary of selected financial data for the past five years or more.
10. Which of these is not a limitation of financial statements?

a. Qualitative data are not reflected in financial statements.

b. Market values of assets are not generally reported.

c. Estimates are commonly used and are sometimes inaccurate.

d.

It may be difficult to compare firms in the same industry because they often
use different accounting methods.

e. All of the above are limitations of financial statements.

Mini-Exercises

All applicable Mini-Exercises are available with McGraw-Hill’s Connect™
Accounting.

Understanding financial statement relationships Total assets were $48,000
and total liabilities were $27,000 at the beginning of the year. Net income for the year
was $8,000, and dividends of $2,000 were declared and paid during the year.
Required:

Calculate total stockholders’ equity at the end of the year.

Understanding financial statement relationships Stockholders’ equity totaled
$82,000 at the beginning of the year. During the year, net income was $12,000, dividends
of $3,000 were declared and paid, and $10,000 of common stock was issued at par value.
Required:

Calculate total stockholders’ equity at the end of the year.

Understanding income statement relationships During the year, net sales
were $125,000; gross profit was $50,000; net income was $20,000; income tax ex-
pense was $5,000; and selling, general, and administrative expenses were $22,000.

Required:
Calculate cost of goods sold, income from operations, income before taxes, and inter-
est expense. (Hint: Exhibit 2-2 may be used as a solution model.)

Understanding income statement relationships During the year, cost of goods
sold was $40,000; income from operations was $38,000; income tax expense was
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$8,000; interest expense was $6,000; and selling, general, and administrative ex-
penses were $22,000.

Required:
Calculate net sales, gross profit, income before taxes, and net income. (Hint:
Exhibit 2-2 may be used as a solution model.)

Identify accounts by category Listed here are a number of accounts: Land,
Common stock, Merchandise inventory, Equipment, Cost of goods sold, Accounts re-
ceivable, Interest expense, Supplies, Long-term debt, Cash, Sales, Accounts payable,
Buildings, Retained earnings.

Required:

Which of the accounts listed above are not assets? How would you categorize each of
these nonasset accounts?

Identify accounts by statement Listed here are a number of accounts: Income
tax expense, Accumulated depreciation, Notes payable, Land, Sales, Common stock,
Cost of goods sold, Equipment, Accounts receivable, Rent expense, Supplies, Build-
ings, Service revenue, Cash.

Required:
Which of the accounts listed above would appear on a company’s income statement?

Exercises

All applicable Exercises are available with McGraw-Hill’s Connect™
Accounting.

Identify accounts by category and financial statement(s) Listed here are a
number of financial statement captions. Indicate in the spaces to the right of each
caption the category of each item and the financial statement(s) on which the item
can usually be found. Use the following abbreviations:

Category Financial Statement
Asset A Balance sheet BS
Liability L Income statement IS
Stockholders’ equity SE
Revenue R
Expense E
Gain G
Loss LS

Cash

Accounts payable
Common stock
Depreciation expense
Net sales

Income tax expense
Short-term investments
Gain on sale of land
Retained earnings
Dividends payable
Accounts receivable
Short-term debt
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Identify accounts by category and financial statement(s) Listed here are a
number of financial statement captions. Indicate in the spaces to the right of each
caption the category of each item and the financial statement(s) on which the item
can usually be found. Use the following abbreviations:

Category Financial Statement
Asset A Balance sheet BS
Liability L Income statement IS
Stockholders’ equity SE
Revenue R
Expense E
Gain G
Loss LS

Accumulated depreciation

Long-term debt

Equipment

Loss on sale of short-term
investments

Net income

Merchandise inventory

Other accrued liabilities

Dividends paid

Cost of goods sold

Additional paid-in capital

Interest income

Selling expenses

Understanding financial statement relationships The information presented
here represents selected data from the December 31, 2013, balance sheets and in-
come statements for the year then ended for three firms:

Firm A Firm B Firm C

Total assets, 12/31/13. . ... ... ... .. ... $420,000 $540,000  $325,000
Total liabilities, 12/31/13 .. .............. 215,000 145,000 ?
Paid-in capital, 12/31/13 .. .. ............ 75,000 ? 40,000
Retained earnings, 12/31/13. .. .......... ? 310,000 ?
Netincomefor2013 .. ................. ? 83,000 113,000
Dividends declared and paid during 2013 . . . 50,000 19,000 65,000
Retained earnings, 1/1/13............... 78,000 ? 42,000
Required:

Calculate the missing amounts for each firm.

Understanding financial statement relationships The information presented
here represents selected data from the December 31, 2013, balance sheets and in-
come statements for the year then ended for three firms:
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Firm A Firm B Firm C

Total assets, 12/31/18. ... . ... vve. .. ?  $870,000 $310,000
Total liabilities, 12/31/13 . ............... $160,000 ? 150,000
Paid-in capital, 12/31/13 .. ... ........... 110,000 118,000 90,000
Retained earnings, 12/31/13............. ? 372,000 ?
Netincome for2013 . .................. 136,000 220,000 51,000
Dividends declared and paid during 2013 . . . 24,000 ? 33,000
Retained earnings, 1/1/13............... 100,000 248,000 ?
Required:

Calculate the missing amounts for each firm.

Calculate retained earnings From the following data, calculate the retained earn-
ings balance as of December 31, 2013:

Retained earnings, December 31,2012, . .. ... .. ... ... $311,800
Cost of equipment purchased during 2013. ... .. ... ... .. 32,400
Net loss for the year ended December 31,2013, ... ................. 4,700
Dividends declared and paid in 2013 . ... ... oo 18,500
Decrease in cash balance from January 1, 2013, to December 31, 2013 .. 13,600
Decrease inlong-term debtin 2013 .. .......... ... .. .o 14,800

Calculate retained earnings From the following data, calculate the retained earn-
ings balance as of December 31, 2012:

Retained earnings, December 31,2013 . .. .. ... ... . i $420,600
Decrease in total liabilities during 2013 . ... .. .. ... 91,600
Gain on the sale of buildings during 2013 . . ... .. ... ... .. . 32,200
Dividends declared and paid in 2013 . .. ...... .. ... i 9,000
Proceeds from sale of common stock in2013 . ..................... 98,800
Net income for the year ended December 31,2013 . ... .............. 45,200

Calculate dividends using the accounting equation At the beginning of its
current fiscal year, Willie Corp.’s balance sheet showed assets of $12,400 and li-
abilities of $7,000. During the year, liabilities decreased by $1,200. Net income for
the year was $3,000, and net assets at the end of the year were $6,000. There were no
changes in paid-in capital during the year.

Required:
Calculate the dividends, if any, declared during the year.

(Hint: Set up an accounting equation for the beginning of the year, changes during
the year, and at the end of the year. Enter known data and solve for the unknowns.)

Exercise 2.11
LO 2,3

Exercise 2.12
LO2,3

Exercise 2.13
LO 2,3

63



64

Exercise 2.14
LO 2,3

connect

ACCOUNTING

Problem 2.15
LO 2, 3,6

Problem 2.16
LO 2, 3,6

Part 1 Financial Accounting

Here is a possible worksheet format:

SE
A = L + PIC + RE
Beginning: = + +
Changes: = + +
Ending: = + +

Calculate net income (or loss) using the accounting equation At the beginning
of the current fiscal year, the balance sheet for Davis Co. showed liabilities of $640,000.
During the year liabilities decreased by $36,000, assets increased by $130,000, and
paid-in capital increased from $60,000 to $384,000. Dividends declared and paid during
the year were $50,000. At the end of the year, stockholders’ equity totaled $858,000.

Required:
Calculate net income (or loss) for the year.
(Hint: Set up an accounting equation for the beginning of the year, changes during the

year, and at the end of the year. Enter known data and solve for the unknowns. Remem-
ber, net income [or loss] may not be the only item affecting retained earnings.)

Problems

All applicable Problems are available with McGraw-Hill’s Connect™
Accounting.

Calculate cash available upon liquidation of business Circle-Square, Ltd., is
in the process of liquidating and going out of business. The firm’s balance sheet shows
$22,800 in cash, accounts receivable of $114,200, inventory totaling $61,400, plant and
equipment of $265,000, and total liabilities of $305,600. It is estimated that the inventory
can be disposed of in a liquidation sale for 80 percent of its cost, all but 5 percent of the
accounts receivable can be collected, and plant and equipment can be sold for $190,000.

Required:

Calculate the amount of cash that would be available to the owners if the accounts
receivable are collected, the other assets are sold as described, and the liabilities are
paid off in full.

Calculate cash available upon liquidation of business Kimber Co. is in the
process of liquidating and going out of business. The firm’s accountant has provided
the following balance sheet and additional information:

Assets
Cash . .o $ 36,800
Accountsreceivable . ........ .. ... .. . ... 125,200
Merchandise inventory. .. ......... ... ... ... 229,400
Total current @ssets . . ...t $391,400
Land . ..o $ 102,000
Buildings & equipment. .. ... 686,000
Less: Accumulated depreciation .. ............... (890,000)
Total land, buildings, & equipment . .. ........... 398,000
Total @SSetsS . . oo ot $789,400

(continued)
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Liabilities and Stockholders’ Equity

Accounts payable . . ..o $ 93,400
Notespayable. .. ... ... ... ... ... ... .. .. ..... 117,000

Total current liabilities . . . ........... ... ...... $210,400
Long-termdebt. ... ... ... . ... .. 129,600
Total liabilities. . . ... ... $340,000

Stockholders’ Equity

Common stock, NOPar . .. ..ovvv i $220,000
Retainedearnings . . . ....... ... ... . . 229,400

Total stockholders’ equity. . .. ................. 449,400
Total liabilities and stockholders’ equity ... ......... $789,400

It is estimated that all but 12 percent of the accounts receivable can be collected, and
that the merchandise inventory can be disposed of in a liquidation sale for 85 percent of
its cost. Buildings and equipment can be sold at $80,000 above book value (the difference
between original cost and accumulated depreciation shown on the balance sheet), and the
land can be sold at its current appraisal value of $130,000. In addition to the liabilities
included in the balance sheet, $4,800 is owed to employees for their work since the last
pay period, and interest of $10,500 has accrued on notes payable and long-term debt.

Required:

a. Calculate the amount of cash that will be available to the stockholders if the
accounts receivable are collected, the other assets are sold as described, and all
liabilities and other claims are paid in full.

b. Briefly explain why the amount of cash available to stockholders (computed in part a)
is different from the amount of total stockholders’ equity shown in the balance sheet.

Understanding and analyzing financial statement relationships—sales/
service organization Pope’s Garage had the following accounts and amounts in
its financial statements on December 31, 2013. Assume that all balance sheet items
reflect account balances at December 31, 2013, and that all income statement items
reflect activities that occurred during the year then ended.

Accountsreceivable .. ......... .. .. $ 33,000
Depreciation expense . . ..., 12,000
Land . ... 27,000
Costofgoodssold . ... 90,000
Retainedearnings . .. ... 59,000
Cash. ... 9,000
Equipment. . ... ... . 71,000
SUPPIES « . oo 6,000
Accountspayable . .. ........ .. o 283,000
ServiCe revenuUe. . . ..o 20,000
Interestexpense . ... 4,000
Commonstock . .. ... 10,000
Incometaxexpense . ............. ... 12,000
Accumulated depreciation. . .. ...... ... 45,000
Long-termdebt. . ...... .. ... 40,000
Supplies eXPense . .. ... 14,000
Merchandise inventory . ...................... 31,000

SaleSTeVENUE . . oot oo 140,000

Problem 2.17
LO 2, 3, 4
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Required:
a. Calculate the total current assets at December 31, 2013.
b. Calculate the total liabilities and stockholders’ equity at December 31, 2013.

c. Calculate the earnings from operations (operating income) for the year ended
December 31, 2013.
d. Calculate the net income (or loss) for the year ended December 31, 2013.

Mg

What was the average income tax rate for Pope’s Garage for 2013?

f. If $16,000 of dividends had been declared and paid during the year, what was
the January 1, 2013, balance of retained earnings?

Problem 2.18 Understanding and analyzing financial statement relationships—
Lo 2, 3,4 merchandising organization Gary’s TV had the following accounts and amounts
in its financial statements on December 31, 2013. Assume that all balance sheet items
reflect account balances at December 31, 2013, and that all income statement items
reflect activities that occurred during the year then ended.

INterest eXpense ... ..o $ 18,000
Paid-incapital . . ......... .. . 40,000
Accumulated depreciation. . .......... .. ... ... 12,000
Notes payable (long-term). .. .................. 140,000
Rentexpense . ....... ... i 36,000
Merchandise inventory . ...................... 420,000
Accountsreceivable .. .......... ... .. . 96,000
Depreciation expense . . ... 6,000
Land . ... 64,000
Retainedearnings . . .. ... i 450,000
Cash . . o 72,000
Costofgoodssold .. ........................ 880,000
Equipment. . ... ... 36,000
Incometax expense . ............ i 120,000
Accountspayable . .. ...... .. . 46,000
Salesrevenue . ... ... 1,240,000

Required:

a. Calculate the difference between current assets and current liabilities for Gary’s
TV at December 31, 2013.

b. Calculate the total assets at December 31, 2013.

c. Calculate the earnings from operations (operating income) for the year ended
December 31, 2013.

d. Calculate the net income (or loss) for the year ended December 31, 2013.

e. What was the average income tax rate for Gary’s TV for 2013?

f. If $128,000 of dividends had been declared and paid during the year, what was
the January 1, 2013, balance of retained earnings?

Problem 2.19 Prepare an income statement, balance sheet, and statement of changes
Lo 2, 3,4 in stockholders’ equity; analyze results The information on the following page
was obtained from the records of Breanna, Inc.:
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Accountsreceivable . ... ... $ 10,000
Accumulated depreciation. . .......... . o 52,000
Costofgoodssold .. ... 128,000
Income taxexpense . ........ ... 8,000
Cash . .o 65,000
SalesS. . .. 200,000
Equipment. . ... . 120,000
Selling, general, and administrative expenses . . . ... .. 34,000
Common stock (9,000 shares) . .................. 90,000
Accountspayable . ......... . 15,000
Retained earnings, 1/1/13. .. ... ... ... . L. 23,000
INnterestexpense .. ... 6,000
Merchandise inventory . ............ ... ......... 37,000
Long-termdebt. . ... .. ... . 40,000
Dividends declared and paid during 2013. .. ...... .. 12,000

Except as otherwise indicated, assume that all balance sheet items reflect account
balances at December 31, 2013, and that all income statement items reflect activities
that occurred during the year ended December 31, 2013. There were no changes in
paid-in capital during the year.

Required:

a. Prepare an income statement and statement of changes in stockholders’ equity
for the year ended December 31, 2013, and a balance sheet at December 31,
2013, for Breanna, Inc.

Based on the financial statements that you have prepared for part a, answer the
questions in parts b—e. Provide brief explanations for each of your answers and state
any assumptions you believe are necessary to ensure that your answers are correct.

b. What is the company’s average income tax rate?

¢.  What interest rate is charged on long-term debt?

d. What is the par value per share of common stock?

e. What is the company’s dividend policy (i.e., what proportion of the company’s
earnings are used for dividends)?

Prepare an income statement, balance sheet, and statement of changes Problem 2.20
in stockholders’ equity; analyze results The following information was ob- L0 2, 3, 4
tained from the records of Shae, Inc.:

Merchandise inventory . ........................ $132,000 exce'
Notes payable (long-term). .. .................... 150,000
SalBS. . 450,000
Buildings and equipment. . .. ... ... 252,000
Selling, general, and administrative expenses . . . .. ... 36,000
Accountsreceivable . .......... .. .. .. .. ... 60,000
Common stock (21,000 shares) . ................. 105,000
INnCoMe tax EXPENSE . . . oo v v i 42,000
Cash. ... .. 96,000
Retained earnings, 1143 . .......... .. ... L. 64,500
Accrued liabilities. . . ... ... 9,000
Costofgoodssold .. ... 270,000

(continued)
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Accumulated depreciation. . .. ...... ... 108,000
Interestexpense .. ... 24,000
Accountspayable . .. ........ .. o 45,000
Dividends declared and paid during 2013 . ... .. ... .. 19,500

Except as otherwise indicated, assume that all balance sheet items reflect account
balances at December 31, 2013, and that all income statement items reflect activities
that occurred during the year ended December 31, 2013. There were no changes in
paid-in capital during the year.

Required:

a. Prepare an income statement and statement of changes in stockholders’ equity
for the year ended December 31, 2013, and a balance sheet at December 31,
2013, for Shae, Inc.

Based on the financial statements that you have prepared for part a, answer
the questions in parts b—e. Provide brief explanations for each of your answers
and state any assumptions you believe are necessary to ensure that your answers
are correct.

b. What is the company’s average income tax rate?
c.  What interest rate is charged on long-term debt?
d. What is the par value per share of common stock?

e. What is the company’s dividend policy (i.e., what proportion of the company’s
earnings is used for dividends)?

Transaction analysis—nonquantitative Indicate the effect of each of the follow-
ing transactions on total assets, total liabilities, and total stockholders’ equity. Use +
for increase, — for decrease, and (NE) for no effect. The first transaction is provided
as an illustration.

Assets Liabilities Stockholders’ Equity

Borrowed cash onabankloan. ................. S 4 NE
Paid an accountpayable . .....................
Sold commonstock . . ... ...
Purchased merchandise inventory on account. . . . . .
Declared and paid dividends. .. .. ...............
Collected an account receivable. . .. .............
Sold merchandise inventory on account at a profit. . .
Paid operating expensesincash ................
Repaid principal and interest on a bank loan . . . .. ..

~S@meanTo

Transaction analysis—quantitative; analyze results Stacy-Ann Kelly owns
and operates Kelly’s Furniture Emporium, Inc. The balance sheet totals for assets,
liabilities, and stockholder’s equity at August 1, 2013, are as indicated. Described
here are several transactions entered into by the company throughout the month of
August.
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Required:

a. Indicate the amount and effect (+ or —) of each transaction on total assets, total
liabilities, and total stockholder’s equity, and then compute the new totals for
each category. The first transaction is provided as an illustration.

Stockholder’s
Assets = Liabilities + Equity
August 1,2013,totals. . ... ... o $350,000  $275,000 $75,000
August 3, borrowed $12,000 in cash from the bank. . . . . + 12,000 + 12,000
Newtotals . ... $362,000  $287,000 $75,000

August 7, bought merchandise inventory valued
at $19,000 0N accouNt. . . v oo vt
Newtotals . ...
August 10, paid $7,000 cash for operating
EXPENSES .« &« o v vt e
Newtotals . ...
August 14, received $50,000 in cash from sales
of merchandise that had cost $33,000. . ..........
Newtotals . ...
August 17, paid $14,000 owed on accounts
payable . . ...
Newtotals . ...
August 21, collected $17,000 of accounts
receivable . ...... ... ...
Newtotals . ...
August 24, repaid $10,000 to the bank plus $200
interest. . ... ...
Newtotals . ...
August 29, paid Stacy-Ann Kelly a cash dividend
Of $5,000. . . oo vt
Newtotals . ...

b. What was the amount of net income (or loss) during August? How much were
total revenues and total expenses during August?

c¢.  What were the net changes during the month of August in total assets, total
liabilities, and total stockholder’s equity?

d. Explain to Stacy-Ann Kelly which transactions caused the net change in her
stockholder’s equity during August.

e. Explain why dividend payments are not an expense, but interest is an expense.

f. Explain why the money borrowed from the bank increased assets but did not
increase net income.

g. Explain why paying off accounts payable and collecting accounts receivable do
not affect net income.

Complete the balance sheet A partially completed balance sheet for Blue Co.,
Inc., as of October 31, 2013, is presented on the following page. Where amounts are
shown for various items, the amounts are correct.

Problem 2.23
LO2,3,5
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Problem 2.24
LO2,3,5,6

Part 1 Financial Accounting

Assets Liabilities and Stockholders’ Equity
Cash............covvun.. $ 700 Notepayable....................... $
Accounts receivable .. ...... _ Accountspayable................... 3,400
Land.......... ... ... ... -
Automobile . ......... ... - Total liabilities. . . .................. $
Less: Accumulated . . ... .. Stockholders’ equity
depreciation. . ......... - Commonstock . .................. $ 8,000

Retainedearnings . . ...............

©*

Total stockholders’ equity . .. ..........

Totalassets. .. ............ Total liabilities + stockholders’ equity . ... $

Hga

Required:
Using the following data, complete the balance sheet.

a.

Blue Co.’s records show that current and former customers owe the firm a total
of $4,000; $600 of this amount has been due for more than a year from two cus-
tomers who are now bankrupt.

The automobile, which is still being used in the business, cost $18,000 new; a
used car dealer’s Blue Book shows that it is now worth $10,000. Management
estimates that the car has been used for one-third of its total potential use.

The land cost Blue Co. $11,000; it was recently assessed for real estate tax pur-
poses at a value of $15,000.

Blue Co.’s president isn’t sure of the amount of the note payable, but he does
know that he signed a note.

Since Blue Co. was formed, net income has totaled $33,000, and dividends to
stockholders have totaled $19,500.

Complete the balance sheet using cash flow data Following is a partially
completed balance sheet for Epsico, Inc., at December 31, 2013, together with com-
parative data for the year ended December 31, 2012. From the statement of cash
flows for the year ended December 31, 2013, you determine the following:

Net income for the year ended December 31, 2013, was $78.

Dividends paid during the year ended December 31, 2013, were $24.

Cash increased $24 during the year ended December 31, 2013.

The cost of new equipment acquired during 2013 was $45; no equipment was
disposed of.

There were no transactions affecting the land account during 2013, but it is
estimated that the fair market value of the land at December 31, 2013, is $126.

Required:
Complete the balance sheet at December 31, 2013.
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EPSICO, INC.

Balance Sheets
December 31, 2013 and 2012

2013 2012 2013 2012
Assets Liabilities and Stockholders’ Equity
Current assets: Current liabilities:
Cash $ % 9 Note payable $147 $ 120
Accounts receivable 378 360 Accounts payable 369 _ 330
Inventory 723 _ 690
Total current assets $ $1,140 Total current liabilities $516 $ 450
Long-term debt o 240
Land $ $ 75 Total liabilities $ $ 690
Equipment - 1,125 Stockholders’ Equity
Less: Accumulated Common stock $600 $ 600
depreciation (640) _ (480) Retained earnings _ __ 570
Total land & equipment $  $ 720  Total stockholders’ equity  $ $1,170
Total liabilities and
Total assets $ $1,860 stockholders’ equity $ $1,860

Understanding income statement relationships—Levi Strauss & Co. Problem 2.25
The following selected data are adapted from the November 27, 2011, and November 28, Lo 2, 4

2010, consolidated balance sheets and income statements for the years then ended for

Levi Strauss & Co. and Subsidiaries. All amounts are reported in thousands.

2011 2010

Net reveNnUES. . .« oot $4,761,566 $ ?
Costofgoodssold . .. ... ? 2,187,726
Gross Profit. . ..o 2,292,239 2,222,923
Selling, general, and administrative expenses . . ........ ? 1,841,562
Operating iNnCoOmMe . . . . . vt ? ?
Interest expense and other expenses, net. ............ 133,566 145,763
Income before incometaxes....................... 202,827 ?
Income taxexpense . ... ? 86,152

NEetincome . .. ..ot $ 135,112 $ 149,446
As at November 27 and 28, respectively:

Total @SSetS . . oo $3,279,555 $ ?

Total liabilities. .. .. ... 3,429,384 3,335,077

Total stockholders’ deficit .. .......... .. ... ... ... ? (199,828)

Required:
Calculate the missing amounts for each year.
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Problem 2.26
LO 2,4

connect

ACCOUNTING

Case 2.27
LO2,4,6,7

Part 1 Financial Accounting

Understanding income statement relationships—Apple Inc. Selected data
from the September 24, 2011, and September 25, 2010, consolidated balance sheets
and income statements for the years then ended for Apple Inc. follow. All amounts
are reported in millions.

2011 2010
NEt SAIBS. . . oottt $108,249 $65,225
Costofsales. . ... 64,431 39,541
Research and development expenses. . .. ................ 2,429 1,782
Selling, general, and administrative expenses . ............. 7,599 5,517
Operating iNCoOME . . .. oo vt ? ?
Otherincome, Net. .. ... e ? 1565
Provision forincome taxes. .. ........... . i 8,283 ?
NEtINCOME .+« o v v ettt et e e e $ 25,922 $14,013

Required:

a. Calculate the amount of Apple’s gross profit for each year. Has gross profit as a
percentage of sales changed significantly during the past year?

b. Calculate the amount of Apple’s operating income for each year. Has operating
income as a percentage of sales changed significantly during the past year?

c. After completing parts a and b, calculate the other missing amounts for each
year.

Case

All applicable Cases are available with McGraw-Hill’s Connect™
Accounting.

Prepare a personal balance sheet and projected income statement;
explain financial statement relationships.

Required:
a. Prepare a personal balance sheet for yourself as of today. Work at identifying
your assets and liabilities; use rough estimates for amounts.

b. Prepare a projected income statement for yourself for the current semester.
Work at identifying your revenues and expenses, again using rough estimates for
amounts.

c. Explain how your projected income statement for the semester is likely to
impact your financial position (i.e., balance sheet) at the end of the semester.
(Note: You are not required to prepare a projected balance sheet.)

d. Identify the major sources (and uses) of cash that you are expecting to receive
(and spend) this semester. (Note: You are not required to prepare a projected
statement of cash flows.)
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e. Give three possible explanations why a full-time college student might incur a
substantial net loss during the fall semester of her junior year, yet have more
cash at the end of the semester than she had at the beginning.

Answers to Self-Study Material

Matching: 1.s,2.h,3.b,4. aa, 5. u,6.v,7.p,8 £, 9.¢g 10.d, 11. t, 12. n, 13. 1,
14. w, 15. m

Multiple choice 1.b,2.b,3.b,4.¢,5.a,6.d,7.b,8.d,9.d, 10.e
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£7 | Interpretations

= @ Made from Financial
Statement Data

Chapter 2 presented an overview of the financial statements that result from the financial ac-
counting process. It is now appropriate to preview some of the interpretations made by financial
statement users to support their decisions and informed judgments. Understanding the uses of
accounting information will make development of that information more meaningful. Current and
potential stockholders are interested in making their own assessments of management’s steward-
ship of the resources made available by the owners. For example, judgments about profitability
will affect the investment decision. Creditors assess the entity’s ability to repay loans and pay

for products and services. These assessments of profitability and debt-paying ability involve in-
terpreting the relationships among amounts reported in the financial statements. Most of these
relationships will be referred to in subsequent chapters. They are introduced now to illustrate how
management’s financial objectives for the firm are quantified so that you may begin to understand
what the numbers mean. Likewise, these concepts will prepare you to better understand the im-
pact of alternative accounting methods on financial statements when accounting alternatives are
explained in subsequent chapters.

This chapter introduces some fundamental financial statement analysis concepts and tools.
Chapter 11, Financial Statement Analysis, is a comprehensive explanation of how to use financial
statement data to analyze a firm’s financial condition and results of operations. You will better un-
derstand topics in that chapter after you have studied the financial accounting material in Chap-
ters 5 through 10.

LEARNING OBJECTIVES (LO)

After studying this chapter you should understand and be able to

LO 3-1 Discuss why financial statement ratios are important.

LO 3-2 Explain the importance and show the calculation of return on investment.

LO 3-3 lllustrate how to calculate and interpret margin and turnover using the DuPont model.

LO 3-4 Explain the importance and show the calculation of return on equity.
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LO 3-5  Explain the meaning of liquidity and discuss why it is important.

LO 3-6 Discuss the significance and calculation of working capital, the current ratio, and the
acid-test ratio.

LO 3-7  Generalize about how trend analysis can be used most effectively.
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The authors have found that learning about the basics of profitability and liquidity measures in
Chapter 3 is important for several reasons. (1) It introduces you to the “big picture” of real-world
financial reporting before getting into the accounting details presented in subsequent chapters;
(2) it demonstrates the relevance of studying financial accounting; (3) it encourages you to think
about the impact of transactions on the financial statements; and (4) it provides a perspective
that you can use in the homework assignments for Chapters 4-11. It is important that you at-
tempt to understand the business implications of ROI, ROE, and the current ratio in particular.

Keep in mind that there are no singular, unchangeable rules that universally apply to the
definitions of the data used in financial ratio analysis. While the illustrations presented in this text
endeavor to use the most commonly applied financial statement components, individual firms
and financial analysts may define certain ratio components in a slightly (or even dramatically) dif-
ferent manner than is illustrated here. Presumably, there are sound and logical reasons for any
such variations that you may encounter in practice. As a user of financial statement data, you
should understand the reasons for those variations and the effects that any unique definition may
have on ratio results relative to a more traditional definition for that same ratio.

Financial Ratios and Trend Analysis

The large dollar amounts reported in the financial statements of many companies, and
the varying sizes of companies, make ratio analysis the only sensible method of evalu-
ating various financial characteristics of a company. Students frequently are awed
by the number of ratio measurements commonly used in financial management and
sometimes are intimidated by the mere thought of calculating a ratio. Be neither awed
nor intimidated! A ratio is simply the relationship between two numbers; the name of
virtually every financial ratio describes the numbers to be related and usually how the
ratio is calculated. As you study this material, concentrate on understanding why the
ratio is considered important and work to understand the meaning of the ratio. If you
do these things, you should avoid much of the stress associated with understanding
financial ratios.

In most cases a single ratio does not describe very much about the company
whose statements are being studied. Much more meaningful analysis is accomplished
when the trend of a particular ratio over several time periods is examined. Of course,
consistency in financial reporting and in defining the ratio components is crucial if the
trend is to be meaningful.

Most industry and trade associations publish industry average ratios based on ag-
gregated data compiled by the associations from reports submitted by association mem-
bers. Comparison of an individual company’s ratio with the comparable industry ratio is
frequently made as a means of assessing a company’s relative standing in its industry.
However, a comparison of a company with its industry that is based on a single observa-
tion may not be very meaningful because the company may use a financial accounting
alternative that is different from that used by the rest of the industry. Trend analysis
results in a much more meaningful comparison because even though the data used in

S-tudy
Suggestion

LO 1

Discuss why financial
statement ratios are
important.
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the ratio may have been developed under different financial accounting alternatives,
internal consistency within each of the trends will permit useful trend comparisons.
Trend analysis is described later in this chapter, but this brief example illustrates
the process: Suppose a student’s grade point average for last semester was 3.5 on a
4.0 scale. That GPA may be interesting, but it says little about the student’s work.
However, suppose you learn that this student’s GPA was 1.9 four semesters ago,
2.7 three semesters ago, and 3.0 two semesters ago. The upward trend of grades
suggests that the student is working “smarter and harder.” This conclusion would be
reinforced if you knew that the average GPA for all students in this person’s class was
2.9 for each of the four semesters. You still don’t know everything about the individual
student’s academic performance, but the comparative trend data let you make a more
informed judgment than was possible with just the grades from one semester.

What Does
It Mean?
Answer on
page 90

LO 2

Explain the impor-
tance and show the
calculation of return on
investment.

1. What does it mean to state that the trend of data is frequently more important
than the data themselves?

Return on Investment

Imagine that you are presented with two investment alternatives. Each investment will
be made for one year, and each investment is equally risky. At the end of the year you
will get your original investment back, plus income of $75 from investment A and
$90 from investment B. Which investment alternative would you choose? The answer
seems so obvious that you believe the question is loaded, so you hesitate to answer—a
sensible response. But why is this a trick question? A little thought should make you
think of a question to which you need an answer before you can select between invest-
ment A and investment B. Your question? “How much money would I have to invest in
either alternative?” If the amount to be invested is the same, for example $1,000, then
clearly you would select investment B because your income would be greater than that
earned on investment A for the same amount invested. If the amount to be invested in
investment B is more than that required for investment A, you would have to calculate
the rate of return on each investment to choose the more profitable alternative.

Rate of return is calculated by dividing the amount of return (the income of $75
or $90 in the preceding example) by the amount of the investment. For example, using
an investment of $1,000 for each alternative:

Investment A:

) - _ Amountof return _ $75 _ - o,
Rate of return = %4 Sintinvested _ $1,000 '~
Investment B:

Amount of return _ $90  _ 9%

Rate of return = Amount invested ~ $1,000

Your intuitive selection of investment B as the better investment is confirmed by the
fact that its rate of return is higher than that of investment A.

The example situation assumed that each of the investments would be made for
one year. Remember that unless otherwise specified, rate of return calculations assume
that the time period of the investment and return is one year.
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The rate of return calculation is derived from the interest calculation you probably
learned many years ago. Recall that:
Interest = Principal X Rate X Time
Interest is the income or expense from investing or borrowing money.
Principal is the amount invested or borrowed.
Rate is the interest rate per year expressed as a percentage.
Time is the length of time the funds are invested or borrowed, expressed in years.

Note that when time is assumed to be one year, that term of the equation becomes
1/1 or 1, and it disappears. Thus, the rate of return calculation is simply a rearranged
interest calculation that solves for the annual interest rate.

Return to the example situation and assume that the amounts required to be invested
are $500 for investment A and $600 for investment B. Now which alternative would you
select on the basis of rate of return? You should have made these calculations:

Investment A:

) - _ Amount of return _ $75 _ <o
Rate ofreturn Amount invested  $500 5%

Investment B:

ate of rapn — Amount of return _ $90 _ -,
Rate of return = 4 1 ount imvested  $600 1> %

All other things being equal (and they seldom are except in textbook illustrations), you
would be indifferent with respect to the alternatives available to you because each has
a rate of return of 15% (per year).

Rate of return and riskiness related to an investment go hand in hand. Risk relates
to the range of possible outcomes from an activity. The wider the range of possible
outcomes, the greater the risk. An investment in a bank savings account is less risky
than an investment in the stock of a corporation because the investor is virtually assured
of receiving her or his principal and interest from the savings account, but the market
value of stock may fluctuate widely even over a short period. Thus, the investor antici-
pates a higher rate of return from the stock investment than from the savings account as
compensation for taking on additional risk. Yet the greater risk of the stock investment
means that the actual rate of return earned could be considerably less (even negative) or
much greater than the interest earned on the savings account. Market prices for products
and commodities, as well as stock prices, reflect this basic risk—reward relationship. For
now, understand that the higher the rate of return of one investment relative to another,
the greater the risk associated with the higher return investment.

Rate of return is a universally accepted measure of profitability. Because it is a
ratio, profitability of unequal investments can be compared, and risk—reward relation-
ships can be evaluated. Bank advertisements for certificates of deposit feature the in-
terest rate, or rate of return, that will be earned by the depositor. All investors evaluate
the profitability of an investment by making a rate of return calculation.

Return on investment (ROI) is the label usually assigned to the rate of return
calculation made using data from financial statements. This ratio is sometimes re-
ferred to as the return on assets (ROA). There are many ways of defining both the
amount of return and the amount invested. For now we use net income as the amount
of return and use average total assets during the year as the amount invested. It is not
appropriate to use total assets as reported on a single year-end balance sheet because
that is the total at one point in time: the balance sheet date. Net income was earned
during the entire fiscal year, so it should be related to the assets that were used during
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Exhibit 3-1 Condensed Balance Sheets and Income Statement of Cruisers, Inc.

CRUISERS, INC. CRUISERS, INC.
Comparative Condensed Balance Sheets Condensed Income Statement

September 30, 2014 and 2013 For the Year Ended
September 30, 2014

2014 2013

Current assets:
Cash and marketable securities. . . . . . . $ 22,286 $ 16,996 Netsales .............. $611,873
Accounts receivable .. ............. 42,317 39,620 Cost of goods sold. . . . . .. 428,354
Inventories. .. ........... .. L. 53,716 48,201 Gross margin . .. ........ $183,519
Total current assets . . ............ $118,319 $104,817 Operating expenses . . . . . . 122,183
Otherassets. ...................... 284,335 259,903 Income from operations . .. $ 61,336
Total assets .. ..ot $402,654 $364,720 Interest expense. .. ...... 6,400
Current liabilities . . . ... ... $ 57,424 $ 51,400 Income before taxes. . . ... $ 54,936
Other liabilities .. ................... 80,000 83,000 Incometaxes ........... 20,026
Total liabilities. . .. ................. $137,424 $134,400 Net income. . . .......... $ 34,910
Stockholders’ equity. .. .............. 265,230 230,320 Sinines [ S T
Total liabilities and stockholders’ equity. . ..  $402,654 $364,720 =~ 0 s ———

the entire year. Average assets used during the year usually are estimated by averag-
ing the assets reported at the beginning of the year (the prior year-end balance sheet
total) and assets reported at the end of the year. Recall from Chapter 2 that the income
statement for the year is the link between the beginning and ending balance sheets.
If seasonal fluctuations in total assets are significant (the materiality concept) and if
quarter-end or month-end balance sheets are available, a more refined average asset
calculation may be made.

The ROI of a firm is significant to most financial statement readers because it de-
scribes the rate of return management was able to earn on the assets that it had avail-
able to use during the year. Investors especially will make decisions and informed
judgments about the quality of management and the relative profitability of a company
based on ROI. Many financial analysts (these authors included) believe that ROI is the
most meaningful measure of a company’s profitability. Knowing net income alone is
not enough; an informed judgment about the firm’s profitability requires relating net
income to the assets used to generate that net income.

The condensed balance sheets and income statement of Cruisers, Inc., a hypo-
thetical company, are presented in Exhibit 3-1. Using these data, the company’s ROI
calculation is illustrated here:

From the firm’s balance sheets:
Total assets, September 30, 2013. ... ................. $364,720
Total assets, September 30, 2014. ... ................. $402,654

From the firm’s income statement for the year
ended September 30, 2014:

NELINCOME .+ o v ettt e e e e e e e $ 34,910
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. inco
Return on investment = Net income
Average total assets

B $34,910
T ($364,720 + $402,654)/2
Some financial analysts prefer to use income from operations (or earnings before
interest and income taxes) and average operating assets in the ROI calculation. They
believe that excluding interest expense, income taxes, and assets not used in opera-
tions provides a better measure of the operating results of the firm. With these refine-
ments, the ROI formula would be:

=9.1%

Operating income

Return on investment = .
Average operating assets

Other analysts will make similar adjustments to arrive at the amounts used in the ROI
calculation. Consistency in the definition of terms is more important than the defini-
tion itself because the trend of ROI will be more significant for decision making than
the absolute result of the ROI calculation for any one year. However, it is appropriate
to understand the definitions used in any ROI results you see.
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2. What does it mean to express economic performance as a rate of return?
3. What does it mean to say that return on investment (ROI) is one of the most
meaningful measures of financial performance?

The DuPont Model: An Expansion of the ROl Calculation

Financial analysts at E.I. DuPont de Nemours & Co. are credited with developing the
DuPont model, an expansion of the basic ROI calculation, in the late 1930s. They
reasoned that profitability from sales and utilization of assets to generate sales revenue
were both important factors to be considered when evaluating a company’s overall
profitability. One popular adaptation of their model introduces total sales revenue into
the ROI calculation as follows:

Net income Sales

Sales Average total assets

The first term, net income/sales, is margin. The second term, sales/average total
assets, is asset turnover, or simply turnover. Of course the sales quantities cancel out
algebraically, but they are introduced to this version of the ROI model because of their
significance. Margin emphasizes that from every dollar of sales revenue, some amount
must work its way to the bottom line (net income) if the company is to be profitable.
Turnover relates to the efficiency with which the firm’s assets are used in the revenue-
generating process.

Another quick quiz will illustrate the significance of turnover. Many of us look
forward to a 40-hour-per-week job, generally thought of as five 8-hour days. Imag-
ine a company’s factory operating on such a schedule—one shift per day, five days
per week. What percentage of the available time is that factory operating? You may
have answered 33% or one-third of the time because eight hours is one-third of a day.
But what about Saturday and Sunday? In fact there are 21 shifts available in a week
(7 days x 3 shifts per day), so a factory operating 5 shifts per week is being used only
5/21 of the time—Tless than 25%. The factory is idle more than 75% of the time! And as

Return on investment =

What Does
It Mean?
Answers on
page 90

LO 3

lllustrate how to calcu-
late and interpret mar-
gin and turnover using
the DuPont model.
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S;udy
Suggestion

As a rule of thumb, do not place much reliance on rules of thumb! Do not try to memorize them.
Instead you should understand that ratio comparisons are often difficult to make. Firms within a
given industry may vary considerably over time in terms of their relative scale of operations, life
cycle stage of development, market segmentation strategies, cost and capital structures, selected
accounting methods, or a number of other economic factors; cross-industry ratio comparisons are
even more problematic. Thus, the rules of thumb provided in this chapter are intended merely to
serve as points of reference; they are not based on empirical evidence unless otherwise indicated.

you can imagine, many of the occupancy costs (real estate taxes, utilities, insurance) are
incurred whether or not the plant is in use. This explains why many firms operate their
plants on a two-shift, three-shift, or even seven-day basis rather than building additional
plants—it allows them to increase their level of production and thereby expand sales
volume without expanding their investment in assets. The higher costs associated with
multiple-shift operations (like late-shift premiums for workers and additional shipping
costs relative to shipping from multiple locations closer to customers) will increase the
company’s operating expenses, thereby lowering net income and decreasing margin.
Yet the multiple-shift company’s overall ROI will be higher if turnover is increased
proportionately more than margin is reduced, which is likely to be the case.

Calculation of ROI using the DuPont model is illustrated here, using data from the
financial statements of Cruisers, Inc., in Exhibit 3-1:

From the firm’s balance sheets:
Total assets, September 30, 2013. ... ................. $364,720
Total assets, September 30, 2014. ... ................. $402,654

From the firm’s income statement for the year
ended September 30, 2014:

Netsales. . ... $611,873
NEet iNCOME . . . ..o $ 34,910

Return on investment = Margin X Turnover

_ Net income Sales
Sales Average total assets
_ $34910 $611,873
© $611,873 7 ($364,720 + $402,654) /2
=57% X 1.6
=9.1%

The significance of the DuPont model is that it has led top management in many
organizations to consider utilization of assets, including keeping investment in assets
as low as feasible, to be just as important to overall performance as generating profit
from sales.

A rule of thumb useful for putting ROI in perspective is that for most American
merchandising and manufacturing companies, average ROI based on net income nor-
mally ranges between 8% and 12% during stable economic times. Average ROI based
on operating income (earnings before interest and taxes) for the same set of firms is
typically between 10% and 15%. Average margin, based on net income, ranges from
about 5% to 10%. Using operating income, average margin tends to range from 10%
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to 15%. Asset turnover is usually about 1.0 to 1.5 but often ranges as high as 3.0,
depending on the operating characteristics of the firm and its industry. The ranges
given here are rather wide and are intended to suggest only that a firm with ROI and
component values consistently beyond these ranges is exceptional.
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4. What does it mean when the straightforward ROI calculation is expanded by
using margin and turnover?

Return on Equity
Recall that the balance sheet equation is:
Assets = Liabilities + Stockholders’ equity

The return on investment calculation relates net income (perhaps adjusted for interest,
income taxes, or other items) to assets. Assets (perhaps adjusted to exclude nonoperating
assets or other items) represent the amount invested to generate earnings. As the balance
sheet equation indicates, the investment in assets can result from either amounts borrowed
from creditors (liabilities) or amounts invested by the owners. Stockholders (and others)
are interested in expressing the profits of the firm as a rate of return on the amount of
stockholders’ equity; this is called return on equity (ROE), and it is calculated as follows:

Net income

Return on equity = .
quity Average stockholders’ equity

Return on equity usually is calculated using average stockholders’ equity during
the period for which the net income was earned for the same reason that average assets
is used in the ROI calculation; net income is earned over a period of time, so it should
be related to the stockholders’ equity over that same period.

Calculation of ROE is illustrated here using data from the financial statements of
Cruisers, Inc., in Exhibit 3-1:

From the firm’s balance sheets:
Total stockholders’ equity, September 30, 2013 .. ........... $230,320
Total stockholders’ equity, September 30, 2014 .. ........... $265,230

From the firm’s income statement for the year
ended September 30, 2014:

NEt INCOME . . .ottt e e $ 34,910

Net income
Average stockholders’ equity
_ $34,910
~($230,320 + $265,230) /2
= $34,910/ $247,775
= 14.1%

Return on equity =

A rule of thumb for putting ROE in perspective is that average ROE for most
American merchandising and manufacturing companies has historically ranged from
10% to 15%.

What Does
It Mean?
Answer on
page 90

LO 4

Explain the importance
and show the calcula-
tion of return on equity.
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Keep in mind that return on equity is a special application of the rate of return con-
cept. ROE is important to current stockholders and prospective investors because it relates
earnings to stockholders’ investment—that is, the stockholders’ equity in the assets of the
entity. Adjustments to both net income and average stockholders’ equity are sometimes
made in an effort to improve the comparability of ROE results between firms, and some
of these will be explained later in the text. For now, you should understand that both return
on investment and return on equity are fundamental measures of the profitability of a firm
and that the data for making these calculations come from the firm’s financial statements.

What Does
It Mean?
Answer on
page 90

LOS5

Explain the meaning
of liquidity and discuss
why it is important.

5. What does it mean when return on equity is used to evaluate a firm’s financial
performance?

Working Capital and Measures of Liquidity

Liquidity refers to a firm’s ability to meet its current obligations and is measured
by relating its current assets and current liabilities as reported on the balance sheet.
Working capital is the excess of a firm’s current assets over its current liabilities.
Current assets are cash and other assets that are likely to be converted to cash within a
year (principally accounts receivable and merchandise inventories). Current liabilities
are obligations that are expected to be paid within a year, including loans, accounts
payable, and other accrued liabilities (such as wages payable, interest payable, and
rent payable). Most financially healthy firms have positive working capital. Even
though a firm is not likely to have cash on hand at any point in time equal to its current
liabilities, it will expect to collect accounts receivable or sell merchandise inventory
and then collect the resulting accounts receivable in time to pay the liabilities when
they are scheduled for payment. Of course, in the process of converting inventories
to cash, the firm will be purchasing additional merchandise for its inventory, and the
suppliers will want to be assured of collecting the amounts due according to the previ-
ously agreed provisions for when payment is due.

Liquidity is measured in three principal ways:

Working capital = Current assets — Current liabilities

Current ratio = Current. assets
Current liabilities

Cash (including temporary cash
investments) + Accounts receivable

Acid-test ratio = —
Current liabilities

The dollar amount of a firm’s working capital is not as significant as the ratio of
its current assets to current liabilities because the amount can be misleading unless it
is related to another quantity (how large is large?). Therefore the trend of a company’s
current ratio is most useful in judging its current bill-paying ability. The acid-test
ratio, also known as the quick ratio, is a more conservative short-term measure of
liquidity because merchandise inventories are excluded from the computation. This
ratio provides information about an almost worst-case situation—the firm’s ability to
meet its current obligations even if none of the inventory can be sold.
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The liquidity measure calculations shown here use September 30, 2014, data from
the balance sheet of Cruisers, Inc., in Exhibit 3-1:

Working capital = Current assets — Current liabilities
= $118,319 — $57.,424
= $60,895

. Current assets $118,319
Current ratio = &= o Tiabilities ~ $57.424 '\
Cash (including temporary cash
investments) + Accounts receivable
Current liabilities
$22,286 + $42,317
$57,424

Acid-test ratio =

=1.1

As a general rule, a current ratio of 2.0 and an acid-test ratio of 1.0 are considered
indicative of adequate liquidity. From these data, it can be concluded that Cruisers,
Inc., has a high degree of liquidity; it should not have any trouble meeting its current
obligations as they become due.

In terms of debt-paying ability, the higher the current ratio, the better. Yet an
overly high current ratio sometimes can be a sign that the company has not made the
most productive use of its assets. In recent years many large, well-managed corpora-
tions have made efforts to streamline operations by reducing their current ratios to the
1.0-1.5 range or even lower, with corresponding reductions in their acid-test ratios. So
what motivates this practice? It’s clear that investments in cash, accounts receivable,
and inventories are being minimized because these current assets tend to be the least
productive assets employed by the company. For example, what kind of ROI is earned
on accounts receivable or inventory? Very little, if any. Funds freed up by reducing a
company’s investment in working capital items can be used to purchase new produc-
tion equipment or to expand marketing efforts for existing product lines.

Remember, however, that judgments based on the results of any of these calcula-
tions using data from a single balance sheet are not as meaningful as the trend of the
results over several periods. It is also important to note the composition of working
capital and to understand the impact on the ratios of equal changes in current assets
and current liabilities. As the following illustration shows, if a short-term bank loan
were repaid just before the balance sheet date, working capital would not change (be-
cause current assets and current liabilities would each decrease by the same amount),
but the current ratio (and the acid-test ratio) would change:

Before Loan  After $20,000
Repayment Loan Repaid

Current @ssets. . . ... $200,000 $180,000
Current liabilities .. ................... 100,000 80,000
Working capital . .. ....... ... oo $100,000 $100,000
Current ratio . .. ..voe 2.0 2.25

If a new loan for $20,000 were then taken out just after the balance sheet date, the level
of the firm’s liquidity at the balance sheet date as expressed by the current ratio would
have been overstated. Thus, liquidity measures should be viewed with a healthy dose
of skepticism because the timing of short-term borrowings and repayments is entirely
within the control of management.
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LO 6

Discuss the significance
and calculation of work-
ing capital, the current
ratio, and the acid-test
ratio.
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v Most transactions between businesses, and many transactions between individuals and busi-
nesses, are credit transactions. That is, the sale of the product or provision of the service is
completed sometime before payment is made by the purchaser. Usually, before delivering the
product or service, the seller wants to have some assurance that the bill will be paid when due.
This involves determining that the buyer is a good credit risk.

Individuals usually establish credit by submitting to the potential creditor a completed credit
application, which includes information about employment, salary, bank accounts, liabilities, and
other credit relationships (such as charge accounts) established. Most credit grantors are look-
ing for a good record of timely payments on existing credit accounts; this is why an individual’s
first credit account is usually the most difficult to obtain. Potential credit grantors also may check
an individual’s credit record as maintained by one or more of the three national credit bureaus in
the United States.

Businesses seeking credit may follow a procedure similar to that used by individuals. Alter-
natively, they may provide financial statements and names of firms with which a credit relation-
ship has been established. A newly organized firm may have to pay for its purchases in advance
or on delivery (COD) until it has been in operation for several months, and then the seller may
set a relatively low credit limit for sales on credit. Once a record is established of having paid bills
when due, the credit limit will be raised. After a firm has been in operation for a year or more,
its credit history may be reported by the Dun & Bradstreet credit reporting service—a type of
national credit bureau to which many companies subscribe. Even after a credit relationship has
been established, it is not unusual for a firm to continue providing financial statements to its
principal creditors.

Measures of liquidity are used primarily by potential creditors who are seeking to
judge their prospects of being paid promptly if they enter a creditor relationship with
the firm whose liquidity is being analyzed (see Business in Practice—Establishing a
Credit Relationship).

The statement of cash flows also is useful in assessing the reasons for a firm’s
liquidity (or illiquidity). Recall that this financial statement identifies the reasons for
the change in a firm’s cash during the period (usually a year) by reporting the changes
during the period in noncash balance sheet items.

What Does 6. What does it mean to say that the financial position of a firm is liquid?
It Mean?

Answer on
page 90

lllustration of Trend Analysis

Lo 7 Trend analysis of return on investment, return on equity, and working capital and
Generalize about how liquidity measures is illustrated in the following tables and exhibits. The data in these
trend analysis can be illustrations come primarily from the financial statements in the 2011 annual report of

used most effectively. Campbell Soup Company, reproduced in the appendix.
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Campbell Soup Company (Profitability* and Liquidity Data,” 2007-2011)
2011 2010 2009

Margin (net earnings*/net sales) .................... 10.4 11.0 9.7
Turnover (net sales/average total assets). . . ........... 1.18 1.24 1.21
ROI (net earnings/average total assets). .. ............ 12.4 13.7 11.7
ROE (net earnings/average total equity) .............. 79.5 101.7 71.7
Year-end position (in millions):

CUMENt @SSETS. .« o v v vttt et $1,963 $1,687 $1,551
Current liabilities. . .. ... . o 1,989 2,065 1,628
Working capital . . .. ..o (26) (878) (77)
Current ratio . ... oo 0.99 0.82 0.95

*Profitability calculations were made from the data presented in the five-year selected financial data.
TLiquidity calculations were made from the data presented in the balance sheets of this and prior annual reports.
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Table 3-1
2008

2007

14.6 11.6
1.24 0.97
18.0 12.0
89.0 55.7
$1,693 $1,518
2,403 2,030
(710) (450)
0.70 0.75

#In 2011, “Net earnings” was $802, whereas “Net earnings attributable to Campbell Soup Company” was $805; the latter amount is used in these

calculations. These two amounts were the same for all of the other years (2007-2010).
Source: Campbell Soup Company, 2011 Annual Report, pp. 12, 34-35.

The data in Table 3-1 come from the five-year ““selected financial data” of Campbell’s
2011 annual report (see page 709 in the appendix) and from balance sheets of prior annual
reports. The data in Table 3-1 are presented graphically in Exhibits 3-2 through 3-4. Note
that the sequence of the years in the table is opposite from that of the years in the graphs.
Tabular data are frequently presented so the most recent year is closest to the captions
of the table. Graphs of time series data usually flow from left to right. In any event, it is
necessary to notice and understand the captions of both tables and graphs.

The graph in Exhibit 3-2 illustrates that the ROI and ROE results varied significantly
during the five-year period presented. ROI and ROE rose dramatically during the year
ended August 3, 2008 and then fell considerably during fiscal 2009. The global financial
crisis that took hold in the fourth quarter of 2008 (after Campbell’s 2008 fiscal year-end

Campbell Soup Company, Return on Investment (ROI) and Return on Equity (ROE), 2007-2011 Exhibit 3-2
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Exhibit 3-3

Return (%)
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had ended) negatively impacted the company’s 2009 reported results. However, in 2010,
Campbell’s stockholders were rewarded with another uptick in ROE. Unfortunately, this
was promptly followed by a decline in both ROI and ROE during 2011. With such varied
results from year to year, the trend in the profitability data is obviously quite difficult to
interpret without understanding more about the company’s operations.

As the graphs in Exhibit 3-2 illustrate, Campbell’s ROI trend was clearly more stable
than its ROE trend during the five-year period from 2007 to 2011, as is typically the case
for many companies. A firm’s asset growth from year to year tends to be well planned and
thus is likely to generate more consistency in the ROI results than would equity growth,
which is much harder to predict and control. In recent years, Campbell’s total assets have
been approximately 5 to 7 times larger than the company’s total equity due to the pres-
ence of substantial amounts of debt on the company’s balance sheet. As a direct result of
Campbell’s aggressive use of financial leverage (i.e., taking the risk of borrowing funds
from creditors on a long-term basis to enhance the return to stockholders), ROE ranged
from an astonishing 51.7% to 101.7% during the five-year period depicted in the graph.
Suffice it to say, stockholder returns of this magnitude are highly unusual for a mature
company such as Campbell’s, although competitive consumer goods companies such as
Hershey’s and Kellogg’s have recently reported unusually high ROE results as well.

Not only do these ROE results represent a staggering five-year return to Campbell’s
stockholders, but they also present some difficulties in making meaningful comparisons
of the company’s ROI and ROE trends. In Exhibit 3-2, the vertical scale spans a range
from 11.7% (ROI for 2009) to the high data point of 101.7% (ROE for 2010). By using
such a heavily compressed vertical scale, the variation of the actual data points for ROI
(from 11.7% to 18%) becomes lost in the flattened-out graphical representation. Yet
the “big picture” is that Campbell’s has consistently provided a satisfying ROI to all
resource providers while also providing abnormally high returns to its stockholders.
This feat is even more impressive given that the company performed admirably not only
during the mild recessionary times of 2007 but also through the most difficult economic
downturn since the Great Depression, from late 2008 until mid-2010.

Exhibit 3-3 illustrates that Campbell’s turnover has been remarkably stable in recent
years, other than the temporary low in 2007, which was a peak year for the company’s

Campbell Soup Company, Margin and Turnover, 2007-2011
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Campbell Soup Company, Working Capital and Current Ratio, 2007-2011 Exhibit 3-4

0
2
= 024 110
2 0
@
3 041 10.9 §
2 =4
] 108 g
g 06T =
-
5 —10.7
5 08+

< x x x x x

2007 2008 2009 2010 2011
Years ended on the Sunday nearest July 31

Working capital
********** Current ratio

average total assets; the higher than usual denominator that year reduced turnover. Note
that the range of turnover results during this period, 0.97-1.24, is not significant in ab-
solute terms, and excluding the 0.97 data point for 2007, the range narrowed to a virtual
flat-line representation of 1.18—1.24 during the final four years presented.

The trend in margin is more difficult to interpret. Margin spiked in 2008, and has
shown considerably more variability than has the stable turnover trend. Yet even in
2009, which represents the low point in the data depicted in Exhibit 3-3, Campbell’s
margin was a healthy 9.7%, so what appears to be an overall downward trend is cer-
tainly no cause for alarm.

The overall trend in Campbell’s liquidity during this period is not difficult to
determine, although it is perhaps difficult to understand. As illustrated in Exhibit 3-4,
Campbell’s maintained a consistent current ratio in the range of 0.70-0.99 throughout
the five-year period, meaning that current liabilities exceeded current assets in all
years presented. Working capital peaked at ($26) million in 2011 and reached a low
point of ($710) million in 2008. Yet it is highly unlikely that Campbell Soup Company
has ever failed to meet any significant debt obligation in a timely manner. The tight
manner in which the working capital and current ratio graphs mimic each other’s prog-
ress suggests that Campbell’s keeps a very close eye on these important relationships.

Campbell’s clearly adheres to contemporary working capital management tech-
niques, which suggest that investments in current assets (especially cash, accounts
receivable, and inventories) ought to be minimized to the greatest extent possible.
Likewise, management appears to take a similar view that it is perfectly acceptable to
carry significant levels of current liabilities, as long as cash is readily available to pay
all obligations as they fall due. As discussed on page 83, funds freed up by reducing
one’s investment in working capital items can be used, for example, to purchase new
production equipment or to expand marketing efforts for existing product lines.

Large-scale multinational corporations often invest significant time and resources
to develop sophisticated cash management systems that will help to facilitate the timely
movement of funds and ensure that the company maximizes the utilization of its cash
resources. Lines of credit are often arranged with major banks throughout the world as
well, to provide for emergency cash needs. Although Campbell Soup Company may
appear to be on the verge of a cash crisis, it’s more likely that its working capital man-
agement team has carefully guided the company at every step along the way. To gain a
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Table 3-2 Return on Investment, 2007-2011
Campbell Soup Company and the Consumer Goods Industry

For the Year

2011 2010 2009 2008 2007

Campbell Soup Company. .. .......... 12.4% 13.7% 11.7% 18.0% 12.0%
Consumer Goods industry ............ 4.8% 4.8% 4.0% 7.3% 7.2%

Source: Based on data from Kraft Foods, Inc., annual reports.

better understanding of Campbell’s working capital and current ratio trends, it would be
helpful to add several more years of data to the analysis. Changes in the acid-test ratio
also would be considered in evaluating the firm’s overall liquidity position.

Table 3-2 summarizes industry data based on disclosures provided in the annual
reports of Kraft Foods, Inc., during the past several years. These data are graphed in
Exhibit 3-5 against the corresponding data from Campbell Soup Company, which
is classified in the consumer goods industry. The story of the graph is that although
Campbell’s has been consistently outperforming the industry since 2007, its results
have mirrored those of the industry.

All the graphs presented in this chapter use an arithmetic vertical scale. This
means that the distance between values shown on the vertical axis is the same. So if
the data being plotted increase at a constant rate over the period of time shown on the
horizontal scale, the plot will be a line that curves upward more and more steeply.
Many analysts prefer to plot data that will change significantly over time (a company’s
sales, for example) on a graph that has a logarithmic vertical scale. This is called a
semilogarithmic graph because the horizontal scale is still arithmetic. The intervals
between years, for example, will be equal. The advantage of a semilogarithmic pre-
sentation is that a constant rate of growth results in a straight-line plot. Extensive use
of semilog graphs is made for data presented in the financial press, such as The Wall
Street Journal, The Financial Times, Fortune, and BusinessWeek.

Exhibit 3-5 Campbell Soup Company and Consumer Goods Industry, Return on Investment, 2007-2011
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7. What does it mean when the trend of a company’s ROE is consistently higher by
an approximately equal amount than the trend of ROE for the industry of which
the company is a part?

Demonstration Problem

Visit the text website at www.mhhe.com/marshalli0e to view a
demonstration problem for this chapter.

Summary

Financial statement users express financial statement data in ratio format to facilitate
making informed judgments and decisions. Users are especially interested in the trend
of a company’s ratios over time and the comparison of the company’s ratio trends with
those of its industry as a whole.

The rate of return on investment is a universally accepted measure of profitability.
Rate of return is calculated by dividing the amount of return, or profit, by the amount
invested. Rate of return is expressed as an annual percentage rate.

Return on investment (ROI) is one of the most important measures of profitability
because it relates the income earned during a period to the assets that were invested to
generate those earnings. The DuPont model for calculating ROI expands the basic model
by introducing sales to calculate margin (net income/sales) and asset turnover (sales/
average assets); ROI equals margin x turnover. Margin describes the profit from each dol-
lar of sales, and turnover expresses the sales-generating capacity (utilization efficiency)
of the firm’s assets. This financial ratio is often referred to as return on assets (ROA).

Return on equity (ROE) relates net income earned for the year to the average stock-
holders’ equity for the year. This rate of return measure is important to current and pro-
spective owners/stockholders because it relates earnings to the stockholders’ investment.

Creditors are interested in an entity’s liquidity—that is, its ability to pay its liabili-
ties when due. The amount of working capital, the current ratio, and the acid-test ratio
are measures of liquidity. These calculations are made using the amounts of current
assets and current liabilities reported in the balance sheet.

When ratio trend data are plotted graphically, it is easy to determine the signifi-
cance of ratio changes and to evaluate a firm’s performance. However, it is necessary
to pay attention to how graphs are constructed because the visual image presented can
be influenced by the scales used.

Key Terms and Concepts

acid-test ratio (p. 82) The ratio of the sum of cash (including temporary cash investments) and
accounts receivable to current liabilities. A primary measure of a firm’s liquidity.

asset turnover (p. 79) The quotient of sales divided by average assets for the year or other fiscal
period.

What Does
It Mean?
Answer on
page 91
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COD (p. 84) Cash on delivery, or collect on delivery.

credit risk (p. 84) The risk that an entity to which credit has been extended will not pay the
amount due on the date set for payment.

current ratio (p. 82) The ratio of current assets to current liabilities. A primary measure of a
firm’s liquidity.

DuPont model (p. 79) An expansion of the return on investment calculation to margin X turnover.

interest (p. 77) The income or expense from investing or borrowing money.

interest rate (p. 77) The percentage amount used, together with principal and time, to calculate
interest.

liquidity (p. 82) Refers to a firm’s ability to meet its current financial obligations.

margin (p. 79) The percentage of net income to net sales. Sometimes margin is calculated using
operating income or other intermediate subtotals of the income statement. The term also can refer
to the amount of gross profit, operating income, or net income.

principal (p. 77) The amount of money invested or borrowed.

rate of return (p. 76) A percentage calculated by dividing the amount of return on an investment for
a period of time by the average amount invested for the period. A primary measure of profitability.

return on assets (ROA) (p. 77) A synonym for return on investment (ROI).

return on equity (ROE) (p. 81) The percentage of net income divided by average stockholders’
equity for the fiscal period in which the net income was earned; frequently referred to as ROE.
A primary measure of a firm’s profitability.

return on investment (ROI) (p. 77) The rate of return on an investment; frequently referred
to as ROI. Sometimes referred to as return on assets or ROA. A primary measure of a firm’s
profitability.

risk (p. 77) A concept that describes the range of possible outcomes from an action. The greater
the range of possible outcomes, the greater the risk.

semilogarithmic graph (p. 88) A graph format in which the vertical axis is a logarithmic scale.

trend analysis (p. 75) Evaluation of the trend of data over time.

turnover (p. 79) The quotient of sales divided by the average assets for the year or some other
fiscal period. A descriptor, such as total asset, inventory, or plant and equipment, usually
precedes the turnover term. A measure of the efficiency with which assets are used to generate
sales.

working capital (p. 82) The difference between current assets and current liabilities. A measure
of a firm’s liquidity.

ANSWERS TO

What Does
It Mean?

1. It means that almost everything is relative, so comparison of individual and group
trends is important when making judgments about performance.

2. It means that the economic outcome (the amount of return) is related to the input
(the investment) utilized to produce the return.

3. It means that investors and others can evaluate the economic performance of a
firm, and make comparisons between firms, by using this ratio.

4. It means that a better understanding of ROI is achieved by knowing about the
profitability from sales (margin) and the efficiency with which assets have been
used (turnover) to generate sales.

5. It means that the focus is changed from return on total assets to return on the
portion of total assets provided by the stockholders of the firm.

6. It means that the firm has enough cash, or is likely to soon collect enough cash,
to pay its liabilities that are now, or soon will be, due for payment.
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7. It means that the company is following the industry; it does not necessarily mean
that the company is doing better than the industry because the company’s higher
ROE may be caused by its use of different accounting practices than those used
by other firms in the industry.

Self-Study Material

Visit the text website at www.mhhe.com/marshalli0e to take an online
self-study quiz for this chapter.

Matching Following are a number of the key terms and concepts introduced in
the chapter, along with a list of corresponding definitions. Match the appropriate
letter for the key term or concept to each definition provided (items 1-10). Note
that not all key terms and concepts will be used. Answers are provided at the end
of this chapter.

a. Ratio j-  Turnover

b.  Trend analysis k. Return on equity
c. Rate of return 1. Working capital

d. Interest m. Liquidity

e. Principal n. Current ratio

f. Risk 0. Acid-test ratio

g. Return on investment p.  Credit risk

h. DuPont model q. Collect on delivery
i.  Margin

1. The percentage of net income to net sales.

2. The amount of money invested or borrowed.

3. The difference between current assets and current liabilities.
4

The percentage of net income divided by average stockholders’ equity for
the fiscal period in which the net income was earned.

S. Anindication of a firm’s ability to meet its current financial obligations.

6. The quotient of sales divided by the average assets for the year or some
other fiscal period.

7. Evaluation of data patterns over time.
8. The income or expense from investing or borrowing money.
9. A calculation of return on investment made by multiplying margin by
turnover.
10. The ratio of the sum of cash (including temporary cash investments) and
accounts receivable to current liabilities.
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Multiple Choice For each of the following questions, circle the best response. An-
swers are provided at the end of this chapter.

1. Return on investment (ROI) can be described or computed in each of the following
ways except
a. Amount invested / Amount of return = ROL
b. Net income / Average total assets = ROI.
c. (Net income / Sales) X (Sales / Average total assets) = ROIL.
d. Margin X Turnover = ROL
2. Working capital includes all of the following accounts except
a. Accounts Payable.
b. Cash.
¢. Accumulated Depreciation.
d. Merchandise Inventory.
3.  Which of the following would not decrease working capital?
a. A decrease in Cash.
b. An increase in Accounts Payable.
c¢. An increase in Merchandise Inventory.
d. A decrease in Accounts Receivable.

4. Assume that Kulpa Company has a current ratio of 0.7. Which of the following
transactions would increase this ratio?

a. Purchasing merchandise inventory on credit.

b. Selling merchandise inventory at cost for cash.
c¢. Collecting accounts receivable in cash.

d. Paying off accounts payable with cash.

The following data apply to Questions 5-8:
BAREFOOT INDUSTRIES

Balance Sheet and Income Statement Data
At December 31, 2013, and for the Year Then Ended

Assets
CaSN . e $ 400
Accounts receivable .. ... ... 440
Merchandise iInventory. . .. ... 360
Land . . 100
Equipment. . . .. 300
Accumulated depreciation. ... ... .o (100)
Liabilities and Stockholders’ Equity
ACCOUNtS PaYabIe . . .. oo $ 300
Notes payable, short-term. . ... ... 500
Long-termdebt. . ... ... ... 200
CommON STOCK .+« . vt 100
Retained eamings . . .. .. .o 400
Income Statement
SaAlES . $3,000
Costofgoods sold . .. ... oo (2,000)
Gross pProfit. . ..o 1,000
Selling EXPENSES . . . ot it (500)
INCOME taXES. . . o o (200)

NEet iNCOME . . . . oo 300
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5. The current ratio is

a. 1.05. c. 1.55.

b. 1.5. d. 2.0.
6. The acid-test ratio is

a. 1.05. c. 1.55.

b. 1.5. d. 2.0.

7. The amount of working capital that would remain if $400 of land was purchased
on January 1, 2014, with the use of $200 cash and $200 of long-term debt is

a. $200. c. $600.
b. $400. d. $900.

8. Assume that both total assets and total stockholders’ equity were the same on
December 31, 2012, as on December 31, 2013. The margin, ROI, ROE, and
turnover are

a. 10%, 20%, 60%, 2.0.
b. 10%, 20%, 75%, 1.5.
c. 30%, 15%, 60%, 2.0.
d. 30%, 15%, 75%, 1.5.

Mini-Exercises

All applicable Mini-Exercises are available with McGraw-Hill’s Connect™
Accounting.

ROI analysis using the DuPont model Firm J has net income of $72,000, sales
of $960,000, and average total assets of $480,000.

Required:

Calculate Firm J’s margin, turnover, and return on investment (ROI).

ROI analysis using the DuPont model Firm K has a margin of 16%, turnover of
1.2, and sales of $1,500,000.
Required:

Calculate Firm K’s net income, average total assets, and return on investment (ROI).

Calculate ROE Firm L had net assets at the end of the year of $365,000. The
only transactions affecting stockholders’ equity during the year were net income of
$56,000 and dividends of $26,000.

Required:
Calculate Firm L’s average stockholders’ equity and return on equity (ROE).

Calculate average total assets, net income, ROI, and ROE Firm M has a
margin of 9%, turnover of 1.6, sales of $800,000, and average stockholders’ equity of

$360,000.
Required:

Calculate Firm M’s average total assets, net income, return on investment (ROI), and
return on equity (ROE).
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Calculate current liabilities and working capital Firm N has a current ratio of
2.6 and current assets of $150,300.

Required:
Calculate Firm N’s current liabilities and working capital.

Calculate working capital and current ratio Firm O has accounts receivable
of $31,000, cash of $14,600, property, plant, and equipment of $320,000, merchan-
dise inventory of $43,200, accounts payable of $22,100, other accrued liabilities of
$7,500, common stock of $250,000, and retained earnings of $129,200.

Required:

Calculate Firm N’s working capital and current ratio.

Exercises

All applicable Exercises are available with McGraw-Hill’s Connect™
Accounting.

Compare investment alternatives Two acquaintances have approached you
about investing in business activities in which each is involved. Nateisha is seeking
$2,800 and Tian needs $3,600. One year from now your original investment will be
returned, along with $252 income from Nateisha or $306 income from Tian. You can
make only one investment.

Required:

a. Which investment would you prefer? Why? Round your percentage answer to
two decimal places.

b. What other factors should you consider before making either investment?

Compare investment alternatives A friend has $5,000 that has been saved from
her part-time job. She will need her money, plus any interest earned on it, in six
months and has asked for your help in deciding whether to put the money in a bank
savings account at 4.5% interest or to lend it to Simone. Simone has promised to
repay $5,250 after six months.

Required:
a. Calculate the interest earned on the savings account for six months.

b. Calculate the rate of return if the money is lent to Simone. Round your percent-
age answer to two decimal places.

c¢. Which alternative would you recommend? Explain your answer.

Compare investment alternatives You have two investment opportunities. One
will have a 10% rate of return on an investment of $5,000; the other will have an 11%
rate of return on principal of $7,000. You would like to take advantage of the higher-
yielding investment but have only $5,000 available.

Required:

What is the maximum rate of interest that you would pay to borrow the $2,000
needed to take advantage of the higher yield?
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Compare investment alternatives You have accumulated $12,000 and are
looking for the best rate of return that can be earned over the next year. A bank
savings account will pay 5%. A one-year bank certificate of deposit will pay 8%, but
the minimum investment is $15,000.

Required:

a. Calculate the amount of return you would earn if the $12,000 were invested for
one year at 5%.

b. Calculate the net amount of return you would earn if $3,000 were borrowed at a
cost of 15%, and then $15,000 were invested for one year at 8%.

c. Calculate the net rate of return on your investment of $12,000 if you accept the
strategy of part b.

d. In addition to the amount of investment required and the rate of return offered,
what other factors would you normally consider before making an investment
decision such as the one described in this exercise?

ROI analysis using the DuPont model

a. Firm A has a margin of 12%, sales of $600,000, and ROI of 18%. Calculate the
firm’s average total assets.

b. Firm B has net income of $78,000, turnover of 1.3, and average total assets of
$950,000. Calculate the firm’s sales, margin, and ROI. Round your percentage
answer to one decimal place.

¢.  Firm C has net income of $132,000, turnover of 2.1, and ROI of 7.37%. Calculate
the firm’s margin. Round your percentage answer to one decimal place.

ROI analysis using the DuPont model

a. Firm D has net income of $66,640, sales of $2,380,000, and average total assets
of $680,000. Calculate the firm’s margin, turnover, and ROI.

b. Firm E has net income of $300,000, sales of $5,000,000, and ROI of 12%.
Calculate the firm’s turnover and average total assets.

c. Firm F has ROI of 17.4%, average total assets of $2,700,000, and turnover of
1.2. Calculate the firm’s sales, margin, and net income. Round your answers to
the nearest whole numbers.

Calculate ROE At the beginning of the year, the net assets of Carby Co. were
$346,800. The only transactions affecting stockholders’ equity during the year were
net income of $42,300 and dividends of $12,000.

Required:
Calculate Carby Co.’s return on equity (ROE) for the year. Round your percentage
answer to one decimal place.

Calculate margin, net income, and ROE For the year ended December 31,
2013, Ebanks, Inc., earned an ROI of 12%. Sales for the year were $150 million, and
average asset turnover was 2.5. Average stockholders’ equity was $50 million.

Required:
a. Calculate Ebanks, Inc.’s margin and net income.
b. Calculate Ebanks, Inc.’s return on equity.
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Effect of transactions on working capital and current ratio Management
of Rivers Co. anticipates that its year-end balance sheet will show current assets of
$12,639 and current liabilities of $7,480. Management is considering paying $3,850
of accounts payable before year-end even though payment isn’t due until later.

Required:

a. Calculate the firm’s working capital and current ratio under each situation.
Would you recommend early payment of the accounts payable? Why? Round
your current ratio answer to two decimal places.

b. Assume that Rivers Co. had negotiated a short-term bank loan of $5,000 that
can be drawn down either before or after the end of the year. Calculate work-
ing capital and the current ratio at year-end under each situation, assuming
that early payment of accounts payable is not made. When would you recom-
mend that the loan be taken? Why? Round your current ratio answer to two
decimal places.

Effect of transactions on working capital and current ratio Evans, Inc., had
current liabilities at April 30 of $120,500. The firm’s current ratio at that date was 1.8.

Required:
a. Calculate the firm’s current assets and working capital at April 30.

b. Assume that management paid $30,125 of accounts payable on April 29. Calculate
the current ratio and working capital at April 30 as if the April 29 payment had not
been made. Round your current ratio answer to two decimal places.

c. Explain the changes, if any, to working capital and the current ratio that would
be caused by the April 29 payment.

Problems

All applicable Problems are available with McGraw-Hill’s Connect™
Accounting.

Calculate profitability measures using annual report data Using data from
the financial statements of Campbell Soup Company in the appendix, calculate:

ROI for 2011. Round your percentage answer to one decimal place.

ROE for 2011. Round your percentage answer to one decimal place.

Working capital at July 31, 2011, and August 1, 2010.

Current ratio at July 31, 2011, and August 1, 2010. Round your answers to two
decimal places.

e. Acid-test ratio at July 31, 2011, and August 1, 2010. Round your answers to two
decimal places.

oz

Note: Visit www.campbellsoup.com to update this problem with data from the most
recent annual report.

Calculate profitability and liquidity measures Presented here are the
comparative balance sheets of Hames, Inc., at December 31, 2014 and 2013. Sales
for the year ended December 31, 2014, totaled $870,000.
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HAMES, INC.

Balance Sheets
December 31, 2014 and 2013

2014 2013
Assets
Cash . $31,500 $28,500
Accounts receivable .. ........ . 117,000 108,000
Merchandise inventory . ......... ... .. i 154,500 148,500
Total current @assetS . .. ..ot $303,000 $285,000
Land .. 75,000 60,000
Plant and equipment . ........ .. .. .. 187,500 165,000
Less: Accumulated depreciation ... .......... .. .. ... .. (97,500) (90,000)
Total @SSEtS. . o\ vt o $468,000 $420,000
Liabilities
Short-termdebt ....... ... ... ... $27,000 $ 25,500
Accounts payable . .. ... 84,000 72,000
Other accrued liabilities. . . ... ..o 30,000 27,000
Total current liabilities. . .. ... ..o $141,000 $124,500
Long-termdebt. ... ... ... .. ... 33,000 45,000
Total ilabilities . ... ..o $174,000 $169,500
Stockholders’ Equity
Common stock, no par, 100,000 shares authorized,
40,000 and 25,000 shares issued, respectively ........... $111,000 $ 88,500
Retained earnings:
Beginning balance . . . ... ... $162,000 $127,500
Netincome fortheyear. . ....... ... ... ... .. .. .. .... 51,000 42,000
Dividends fortheyear . ........ ... .. .. (30,000) (7,500)
Ending balance. .. ............ .. . $183,000 $162,000
Total stockholders’ equity . . .. ..., $294,000 $250,500
Total liabilities and stockholders’ equity. . . ................. $468,000 $420,000

Required:

a. Calculate ROI for 2014. Round your percentage answer to two decimal places.

b. Calculate ROE for 2014. Round your percentage answer to one decimal place.

c. Calculate working capital at December 31, 2014.

d. Calculate the current ratio at December 31, 2014. Round your answer to two
decimal places.

e. Calculate the acid-test ratio at December 31, 2014. Round your answer to two
decimal places.

f.  Assume that on December 31, 2014, the treasurer of Hames, Inc., decided to pay
$22,500 of accounts payable. Explain what impact, if any, this payment will have
on the answers you calculated for parts a—d (increase, decrease, or no effect).

g. Assume that instead of paying $22,500 of accounts payable on December 31,

2014, Hames, Inc., collected $22,500 of accounts receivable. Explain what
impact, if any, this receipt will have on the answers you calculated for parts a—d
(increase, decrease, or no effect).

eXcel
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Calculate and analyze liquidity measures Following are the current asset and
current liability sections of the balance sheets for Freedom, Inc., at January 31, 2014
and 2013 (in millions):

January 31, January 31,

2014 2013
Current Assets
Cash. ... $5 $ 2
Accounts receivable . ........ 3 6
Inventories. . .......... ..., _ 6 _10
Total current assets . ... ... $14 $18
Current Liabilities
Note payable. . ............. $3 $ 3
Accounts payable . . ......... 4 1
Other accrued liabilities . . . . . . . 2 2
Total current liabilities . . . . . . $9 $ 6

Required:

a. Calculate the working capital and current ratio at each balance sheet date.
Round your current ratio answers to two decimal places.

b. Evaluate the firm’s liquidity at each balance sheet date.

c. Assume that the firm operated at a loss during the year ended January 31, 2014.
How could cash have increased during the year?

Calculate and analyze liquidity measures Following are the current asset and
current liability sections of the balance sheets for Calketch, Inc., at August 31, 2014
and 2013 (in millions):

August 31, 2014 August 31, 2013

Current Assets

Cash. ..o $ 18 $ 36

Marketable securities. . . ......... 42 60

Accounts receivable . ........... 78 48

Inventories. . ........... .. ... 108 48
Total current assets .. ........ $246 $192

Current Liabilities

Note payable. . ................ $ 18 $ 48

Accounts payable . ............. 60 84

Other accrued liabilities . .. ....... 54 42
Total current liabilities . . . ... ... $132 $174

Required:

a. Calculate the working capital and current ratio at each balance sheet date.
Round your current ratio answers to two decimal places.

b. Describe the change in the firm’s liquidity from 2013 to 2014.

Applications of ROI using the DuPont model; manufacturing versus
service firm Manyops, Inc., is a manufacturing firm that has experienced strong
competition in its traditional business. Management is considering joining the
trend to the “service economy” by eliminating its manufacturing operations and
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concentrating on providing specialized maintenance services to other manufacturers.
Management of Manyops, Inc., has had a target ROI of 15% on an asset base that has
averaged $6 million. To achieve this ROI, average asset turnover of 2 was required.
If the company shifts its operations from manufacturing to providing maintenance
services, it is estimated that average assets will decrease to $1 million.

Required:
a. Calculate net income, margin, and sales required for Manyops, Inc., to achieve
its target ROI as a manufacturing firm.

b. Assume that the average margin of maintenance service firms is 2.5%, and that
the average ROI for such firms is 15%. Calculate the net income, sales, and
asset turnover that Manyops, Inc., will have if the change to services is made
and the firm is able to earn an average margin and achieve a 15% ROL.

ROI analysis using the DuPont model Charlie’s Furniture Store has been in
business for several years. The firm’s owners have described the store as a “high-
price, high-service” operation that provides lots of assistance to its customers. Margin
has averaged a relatively high 40% per year for several years, but turnover has been
a relatively low 0.3 based on average total assets of $3,000,000. A discount furniture
store is about to open in the area served by Charlie’s, and management is considering
lowering prices to compete effectively.

Required:
a. Calculate current sales and ROI for Charlie’s Furniture Store.

b. Assuming that the new strategy would reduce margin to 24%, and assuming
that average total assets would stay the same, calculate the sales that would be
required to have the same ROI as Charlie’s currently earns.

c. Suppose you presented the results of your analysis in parts a and b of this prob-
lem to Charlie, and he replied, “What are you telling me? If I reduce my prices
as planned, then I have to practically double my sales volume to earn the same
return?” Given the results of your analysis, how would you react to Charlie?

d. Now suppose Charlie says, “You know, I'm not convinced that lowering prices
is my only option in staying competitive. What if I were to increase my mar-
keting effort? I'm thinking about kicking off a new advertising campaign after
conducting more extensive market research to better identify who my target
customer groups are.” In general, explain to Charlie what the likely impact of a
successful strategy of this nature would be on margin, turnover, and ROL.

e. Think of an alternative strategy that might help Charlie maintain the competi-
tiveness of his business. Explain the strategy, and then describe the likely impact
of this strategy on margin, turnover, and ROI.

Cases

All applicable Cases are available with McGraw-Hill’s Connect™
Accounting.

Focus company—analysis of liquidity and profitability measures In Exer-
cise 1-1, you were asked to obtain a recent annual report of a company that you were
interested in reviewing throughout this term.
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Case 3.24
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Part 1 Financial Accounting

Required:

a. Please locate the five-year (or longer) selected financial data (usually in the
management discussion and analysis section of the annual report), or use your
focus company’s income statement and balance sheet data to calculate as many
of the following ratios and results as possible:

1. Working capital 4. Turnover
2. Current ratio 5. ROI
3. Margin 6. ROE

b. Briefly describe your perception of your focus company’s liquidity and profit-
ability based on your calculation and review of these ratios and results.

Analysis of liquidity and profitability measures of Apple Inc. The following sum-
marized data (amounts in millions) are taken from the September 24, 2011, and Septem-
ber 25, 2010, comparative financial statements of Apple Inc., a manufacturer of personal
computers, portable digital music players, and mobile communications devices, along
with a variety of related software, services, peripherals, and networking solutions:

(Amounts Expressed in Millions) 2011 2010
For the Fiscal Years Ended September 24
and September 25, respectively:

NetSaleS . . ..ottt $108,249 $ 65,225
Costsofsales . ... 64,431 39,541
Operating iNCOME . . .. oot vt e 33,790 18,385
NEtiNCOME . .. oo $ 25,922 $ 14,013
At Year End:
Assets
Current assets:
Cashand cashequivalents... .. ...........c.ovinen... $ 9815 $ 11,261
Short-term marketable securities . .. ......... ... . . ... 16,137 14,359
Accounts receivable, net .. ........ .. L 5,369 5,510
Inventories. .. ... 776 1,051
Deferred tax assets. . . . ... o 2,014 1,636
Vendor nontrade receivables ... .......... ... . ... ... 6,348 4,414
Othercurrentassets. . ... 4,529 3,447
Total current @ssets... . .o 44,988 41,678
Long-term marketable securities.. . . ......... .. oL 55,618 25,391
Property, plant, and equipment, net. . . ................... 7,777 4,768
GoodWill . . . 896 741
Acquired intangible assets, net.. .. ... ... oL 3,536 342
Other assets.. . ... 3,556 2,263
Total @SSETS. .+ oo et $116,371 $ 75,183

Liabilities and Shareholders’ Equity
Current liabilities:

Accounts payable ... ... $ 14,632 $ 12,015
ACCIUEd EXPENSES . . v v v e et et e e e 9,247 5,723
Deferredrevenue . . ... 4,091 2,984
Total current liabilities .. ......................... 27,970 20,722
Deferred revenue—noncurrent. . .. ... ... 1,686 1,139
Other noncurrent liabilities.. . .. ............ ... ... . ...... 10,100 558
Total liabilities . .. ... 39,756 27,392

Shareholders’ equity:
Common stock, no par value, 1,800,000 shares
authorized; 929,277 and 915,970 shares issued

and outstanding, respectively. . . .. .. ... oL 13,331 10,668
Retained earnings.. . . ... . 62,841 37,169
Accumulated other comprehensive income (loss) .. ......... 443 (46)

Total shareholders’ equity. . . .......... .. . ... 76,615 47,791

Total liabilities and shareholders’ equity. . .. .. ........... $116,371 $ 75,183
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At September 26, 2009, total assets were $47,501 and total shareholders’ equity was
$31,640.

Required:

a. Calculate Apple Inc.’s working capital, current ratio, and acid-test ratio at
September 24, 2011, and September 25, 2010. Round your ratio answers to one
decimal place.

b. Calculate Apple’s ROE for the years ended September 24, 2011, and
September 25, 2010. Round your percentage answers to one decimal place.

c. Calculate Apple’s ROI, showing margin and turnover, for the years ended
September 24, 2011, and September 25, 2010. Round your turnover calculations to
two decimal places. Round your margin and ROI percentages to one decimal place.

d. Evaluate the company’s overall liquidity and profitability.

Optional continuation of Case 3.24—trend analysis

The following historical data were derived from Apple Inc.’s consolidated financial
statements (in millions):

Note: Past data are not necessarily indicative of the results of future operations.

2011 2010 2009 2008 2007

Net SAES ...oeivvieiiiiieiiiiecie e $108,249 $65,225 $42,905 $37,491 $24,578
NEet INCOME.....ooeviiiiiiiiiieiiieeiicee 25,922 14,013 8,235 6,119 3,495
Cash, cash equivalents, and

marketable securities ............cc...... 81,570 51,011 33,992 24,490 15,386
Total @SSets ....cvevvviiiiiiiiciiciic 116,371 75,183 53,851 36,171 24,878
Shareholders’ equity 76,615 47,791 27,832 22,297 14,531
Long-term debt obligations* .............. 10,100 5)68il 3,502 1,745 687

*Apple Inc. did not have any long-term debt during the five years ended September 24, 2011. Long-term
obligations exclude noncurrent deferred revenue.

e. Calculate Apple Inc.’s total liabilities for each year presented above.
Are the trends expressed in these data generally consistent with each other?

g. In your opinion, which of these trends would be most meaningful to a potential
investor in common stock of Apple Inc.? Which trend would be least meaningful?

h. What other data (trend or otherwise) would you like to have access to before
making an investment in Apple Inc.?

Analysis of liquidity and profitability measures of Dell Inc. The following
data (amounts in millions) are taken from the February 3, 2012, and January 28,
2011, comparative financial statements of Dell Inc., a direct marketer and distributor
of personal computers (PCs) and PC-related products:

DELL INC.
Consolidated Statements of Income

Fiscal Year Ended
February 3, January 28,

2012 2011
NEL TEVENUE .....veve ettt ettt ettt ee et a e eae e $62,071 $61,494
Cost of net revenue.. . 48,260 50,098
GIrOSS MAIGIN 1.ttt ettt et e et e e e e e e enbee e nes 13,811 11,396

(continued)
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Fiscal Year Ended
February 3, January 28,

2012 2011

Operating expenses:
Selling, general, and administrative .............cccovvieiieiiiiiicines 8,524 7,302
Research, development, and engineering .........ccccovvveerivveeennen. 856 661
Total operating EXPENSES ......ccccceiiiiiiiiiiiiiieiie e 9,380 7,963
Operating income .............. " 4,431 3,433
Interest and other, net ............... " (191) (83)
Income before income taxes.. " 4,240 3,350
INCOME taX PIOVISION 1.vvveeeieiiiiiieeee e ettt e e e e e e 748 715
NET INCOME 1.ttt ettt s et naereene e $3,492 $2,635

DELL INC.

Consolidated Statements of Financial Position

February 3, January 28,

2012 2011
Assets
Current assets:
Cash and cash eqUIVAIBNTS .........c..ciiriiiie i $13,852 $13,913
Short-term INVESIMENES .....ocvviiiiiiiieiee e 966 452
Accounts receivable, NEt.........ooiviiiiiiiiiic e 6,476 6,493
Short-term financing receivables, net.............cccoooiiiiiiiin, 3,327 3,643
INVENTONIES, NET......eiiiiei e 1,404 1,301
Other current assets.... " 3,423 3,219
Total CUMENT @SSELS ...civiiiiiiiii it 29,448 29,021
Property, plant, and equipment, Net..........cccvvveeeiiiiiiiieee s 2,124 1,953
Long-term investments.........ccccccccveeeennes . 3,404 704
Long-term financing receivables, net " 1,372 799
GOOAWIll 1. " 5,838 4,365
Purchased intangible assets, Net .........c.cccveeiieeciiiieciie e, 1,857 1,495
Other NONCUIMTENt @SSELS .....c.vviiiiiiiiiiie i 490 262
TOMAI @SSEES...vivvivicvecteieie ettt $44,533 $38,599
Liabilities and Stockholders’ Equity
Current liabilities:
SNOM-EEIM DL, .ivviviivicii et $ 2,867 $ 851
Accounts payable..... . 11,656 11,293
Accrued and other.........cccoeeeiiiiiiieee " 3,934 4,181
Short-term deferred SErviCes revVeNUE ............cooveeiveiieeiieeiiinens 3,544 3,158
Total current TabIlIHIES .......coovveiiiiiiiic e 22,001 19,483
Long-term debt " 6,387 5,146
Long-term deferred Services revenue ..........ccceevvvveeiiieceiineennnne. 3,836 3,518
Other noncurrent IabilitIeS .........covveiviiiiiii 3,392 2,686
Total HaDIIHES «....eeveiiieeeiie e 35,616 30,833
Stockholders’ equity:
Common stock and capital in excess of $.01 par value; shares
authorized: 7,000; shares issued: 3,369 respectively;
shares outstanding: 1,761 and 1,918, respectively................ 12,187 11,797
Treasury stock, at cost; 1,154 and 976 shares, respectively ..... (81,445) (28,704)
Retained earnings.........ccccoeveeiiiiiiiiieens 28,236 24,744
Accumulated other comprehensive loss.... . ©61) (71)
Total stockholders’” €QUItY.........ccvveeiiiiieeiiiieeiiie e 8,917 7,766

Total liabilities and EQUIY ......ceveeiiiiiiii e $44,533 $38,599
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At January 30, 2010, total assets were $33,652 and total stockholders’ equity was

$5,641.

a. Calculate Dell, Inc.’s, working capital, current ratio, and acid-test ratio at
February 3, 2012, and January 28, 2011. Round your ratio answers to two deci-
mal places.

b. Calculate Dell’s ROE for the years ended February 3, 2012, and January 28,
2011. Round your ratio answers to two decimal places, and your percentage
answers to one decimal place.

c. Calculate Dell’s ROI, showing margin and turnover, for the years ended
February 3, 2012, and January 28, 2011. Round your ratio answers to two deci-
mal places and your percentage answers to one decimal place.

d. Evaluate the company’s overall liquidity and profitability.

e. Dell, Inc., did not declare or pay any dividends during the years ended February 3,
2012, or January 28, 2011. What do you suppose is the primary reason for this?

Optional continuation of Case 3.25—trend analysis

The following historical data were derived from Dell, Inc.’s, consolidated financial
statements (in millions):

Note: Past data are not necessarily indicative of the results of future operations.

2012 2011 2010 2009 2008

NEt rEVENUES .....ecvveveeveeveeciece e $61,494 $59,902 $61,101  $61,133
Net income........ 2,635 1,433 2,478 2,947
Total aSSEetsS ..vvvvveiviiiiiiiiieieciiieee , 38,599 33,652 26,500 27,561
Long-term debt 5,146 3,417 1,898 362

Are the trends expressed in these data generally consistent with each other?

g. In your opinion, which of these trends would be most meaningful to a potential
investor in common stock of Dell, Inc.? Which trend would be least meaningful?

h. What other data (trend or otherwise) would you like to have access to before mak-
ing an investment in Dell, Inc.?

Answers to Self-Study Material

Matching: 1.1,2.e,3.1,4.k,5.m,6.j,7.b,8.d,9.h, 10. 0
Multiple choice: 1. a,2.¢,3.¢c,4.a,5.b,6.a,7.a,8. a
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£7 | Process and

Transaction Analysis

To understand how different transactions affect the financial statements and in turn make sense
of the information in the financial statements, it is necessary to understand the mechanical op-
eration of the bookkeeping process. The principal objectives of this chapter are to explain this
mechanical process and to introduce a method of analyzing the effects of a transaction on the

financial statements.
LEARNING OBJECTIVES (LO)
After studying this chapter you should understand and be able to

LO 4-1 lllustrate the expansion of the basic accounting equation to include revenues and
expenses.

LO 4-2 Describe how the expanded accounting equation stays in balance after every
transaction.

LO 4-3 Describe how the income statement is linked to the balance sheet through
stockholders’ equity.

LO 4-4 Explain the meaning of the bookkeeping terms journal, ledger, T-account, account
balance, debit, credit, and closing the books.

LO 4-5 Explain why the bookkeeping system is a mechanical adaptation of the expanded
accounting equation.

LO 4-6 Analyze a transaction, prepare a journal entry, and determine the effects of the
transaction on the financial statements.

LO 4-7 Apply the five questions of transaction analysis.
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The Bookkeeping/Accounting Process

The bookkeeping/accounting process begins with transactions (economic interchanges
between entities that are accounted for and reflected in financial statements) and culmi-
nates in the financial statements. This flow was illustrated in Chapter 2 as follows:

Procedures for sorting, classifying,

and presenting (bookkeeping)
Financial

Transactions ——————>>|  Selection of alternative methods — > statements

of reflecting the effects of certain
transactions (accounting)

This chapter presents an overview of bookkeeping procedures. Your objective is not to
become a bookkeeper but to learn enough about the mechanical process of bookkeeping
so you will be able to determine the effects of any transaction on the financial statements.
This ability is crucial to the process of making informed judgments and decisions from the
financial statements. Bookkeepers (and accountants) use some special terms to describe
the bookkeeping process, and you will have to learn these terms. Once you understand the
language of bookkeeping, you will see that the process is quite straightforward.

The Balance Sheet Equation—A Mechanical Key

You now know that the balance sheet equation expresses the equality between an en-
tity’s assets and the claims to those assets:

Assets = Liabilities + Stockholders’ equity

For present illustration purposes, let us consider a firm without liabilities. What do you
suppose happens to the amounts in the equation if the entity operates at a profit? Well,
assets (perhaps cash) increase, and if the equation is to balance (and it must), then clearly
stockholders’ equity must also increase. Yes, profits increase stockholders’ equity, and to
keep the equation in balance, assets will increase and/or liabilities will decrease. Every
financial transaction that is accounted for will cause a change somewhere in the balance
sheet equation, and the equation will remain in balance after every transaction.

You have already seen that a firm’s net income (profit) or loss is the difference
between the revenues and expenses reported on its income statement (Exhibit 2-2).
Likewise, you have seen that net income from the income statement is reported as
one of the factors causing a change in the retained earnings part of the statement of
changes in stockholders’ equity (Exhibit 2-3). The other principal element of stock-
holders’ equity is the amount of capital invested by the owners/stockholders—that is,
the paid-in capital of Exhibit 2-3. Given these components of stockholders’ equity, it
is possible to modify the basic balance sheet equation as follows:

Assets = Liabilities + Stockholders’ equity
Assets = Liabilities + Paid-in capital + Retained earnings

Retained Revenues Expenses
S . during th during th
Assets = Liabilities + Paid-in capital + earl?lngs ( uupg e _( urlr.lg ¢
(beginning period) period)
of period)

To illustrate the operation of this equation and the effect of several transactions, study
how the following transactions are reflected in Exhibit 4-1. Note that in the exhibit some
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specific assets and liabilities have been identified within those general categories, and a
column has been established for each. All dollar amounts are expressed in thousands.

Transactions

1. Investors organized the firm and invested $30, thus becoming the initial group of
stockholders. (In this example the broad category Paid-In Capital is used rather
than Common Stock and, possibly, Additional Paid-In Capital. There isn’t any
beginning balance in Retained Earnings because the firm is just getting started.)

2. Equipment costing $25 was purchased for cash.
The firm borrowed $15 from a bank.

4. Merchandise costing $20 was purchased for inventory; $10 cash was paid and
$10 of the cost was charged on account.

5. Equipment that cost $7 was sold for $7; $2 was received in cash, and $5 will be
received later.

6. The $5 account receivable from the sale of equipment was collected.

w

Each column of the exhibit has been totaled after transaction (6). Does the total
of all the asset columns equal the total of all the liability and stockholders’ equity
columns? (They’d better be equal!)

The firm hasn’t had any revenue or expense transactions yet, and it’s hard to make
a profit without them, so the transactions continue:

7. The firm sold merchandise inventory that had cost $12 for a selling price of
$20; the sale was made on account (that is, on credit), and the customer will
pay later. Notice that in Exhibit 4-1 this transaction is shown on two lines; one
reflects the revenue of $20 and the other reflects the expense, or cost of the mer-
chandise sold, of $12.

8. Wages of $3 earned by the firm’s employees are accrued. This means that the
expense is recorded even though it has not yet been paid. The wages have been
earned by employees (the expense has been incurred) and are owed but have
not yet been paid; they will be paid in the next accounting period. The accrual
is made in this period so that revenues and expenses of the current period will
be matched (the matching concept), and net income will reflect the economic
results of this period’s activities.

Again, each column of the exhibit has been totaled, and the total of all the asset
columns equals the total of all the liability and stockholders’ equity columns. If the ac-
counting period were to end after transaction (8), the income statement would report
net income of $5, and the balance sheet would show total stockholders’ equity of $35.
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1. What does it mean to determine “what kind of account” an account is? What Does
It Mean?
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Exhibit 4-2

Financial Statements for

Exhibit 4-1 Data
(in thousands)

LO 3

Describe how the
income statement is
linked to the balance
sheet through stock-
holders’ equity.
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Explain the meaning
of the bookkeeping
terms journal, ledger,
T-account, account
balance, debit, credit,

and closing the books.

Part 1 Financial Accounting

Exhibit 4-1 Data

Exhibit 4-1 Data
Statement of Changes in
Retained Earnings

Income Statement for
Transactions (1) through (8)

REVENUES ..o, $20 Beginning balance....................... $ 0
EXPENSES ..oovvviiiiiiiiiiiiii (15) Net iINCOME.......vvvveeeiiiiiiieieiie S

j Dividends .........cccocvviiiiiininins )
Net INCOMe.......oooieiiiiiisiiiis $5 Ending balance.........c.c..c.cccvvva.... $5

Exhibit 4-1 Data
Balance Sheet after Transaction (8)

Assets Liabilities

CaSN v $17 Notes payable ............. .. $15

Accounts receivable ............cc..ue.. 20 Accounts payable 18

Merchandise inventory................. 8 Total liabilities ...........cccceeeiine $28

Total current assets..........cc....... $45 Stockholders’ Equity

EQUIDMENT. ...ooovovns 18 Paid-in CAPHaL........ovveeerreeee $30

Retained earnings.................. .. b«
Total stockholders’ equity ........ $35

Total liabilities & stockholders’

Total aSSetsS ...vvcvvvevevieiieiiecieeinn, $63 EQUIY v $63

Notice especially in Exhibit 4-2 how net income on the income statement gets into
the balance sheet via the retained earnings section of stockholders’ equity. In the equa-
tion of Exhibit 4-1, revenues and expenses were treated as a part of stockholders’ equity
to keep the equation in balance. For financial reporting purposes, however, revenues and
expenses are shown in the income statement. In order to have the balance sheet balance,
it is necessary that net income be reflected in the balance sheet, and this is done in re-
tained earnings. If any retained earnings are distributed to the stockholders as a dividend,
the dividend does not show on the income statement but is a deduction from retained
earnings, shown in the statement of changes in retained earnings. This is so because a
dividend is not an expense (it is not incurred in the process of generating revenue). A
dividend is a distribution of earnings to the stockholders of the firm.

What you have just learned is the essence of the bookkeeping process. Transac-
tions are analyzed to determine which asset, liability, or stockholders’ equity category
is affected and how each is affected. The amount of the effect is recorded, the amounts
are totaled, and financial statements are prepared.

Bookkeeping Jargon and Procedures

Because of the complexity of most business operations, and the frequent need to refer
to past transactions, a bookkeeping system has evolved to facilitate the record-keeping
process. The system may be manual or computerized, but the general features are
virtually the same.

Transactions are initially recorded in a journal. A journal (derived from the French
word jour, meaning day) is a day-by-day, or chronological, record of transactions. Trans-
actions are then recorded in—posted to—a ledger. The ledger serves the function of
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Many bookkeeping and accounting terms have found their way into the language, especially
in the business context. Debit and credit are no exceptions to this, and some brief examples
may stress the left-right definition. The terms debit and credit are used by banks to describe
additions to or subtractions from an individual’s checking account. For example, your account is
credited for interest earned and is debited for a service charge or for the cost of checks that are
furnished to you. From the bank’s perspective, your account is a liability; that is, the bank owes
you the balance in your account. Interest earned by your account increases that liability of the
bank; hence, the interest is credited. Service charges reduce your claim on the bank—its liability
to you—so those are debits from the bank’s perspective. Perhaps because of these effects on
a checking or savings account balance, many people think that debit is a synonym for bad, and
that credit means good. In certain contexts these synonyms may be appropriate, but they do
not apply in accounting.

A synonym for debit that is used in accounting is charge. To charge an account is to make
a debit entry to the account. This usage carries over to the terminology used when merchandise
or services are purchased on credit; that is, they are received now and will be paid for later. This
arrangement is frequently called a charge account because from the seller’'s perspective, an
asset (accounts receivable) is increasing as a result of the transaction, and assets increase with
a debit entry. The fact that a credit card is used and that this is called a credit transaction may
refer to the increase in the purchaser’s liability.

Exhibit 4-1, but rather than having a large sheet with a column for each asset, liability,
and stockholders’ equity category, there is an account for each category. In a manual
bookkeeping system, each account is a separate page in a book, much like a loose-leaf
binder. Accounts are arranged in a sequence to facilitate the posting process. Usually the
sequence is assets, liabilities, stockholders’ equity, revenues, and expenses. A chart of
accounts serves as an index to the ledger, and each account is numbered to facilitate
the frequent written references that are made to it.

The account format that has been used for several hundred years looks like a “T.”
(In the illustration shown on the next page, notice the T under the captions for Assets,
Liabilities, and Stockholders’ Equity.) On one side of the T, additions to the account
are recorded, and on the other side of the T, subtractions are recorded. The account
balance at any point in time is the arithmetic difference between the prior balance and
the additions and subtractions. This is the same as in Exhibit 4-1 where the account
balance shown after transactions (6) and (8) is the sum of the prior balance, plus the
additions, minus the subtractions.

To facilitate making reference to account entries and balances (and to confuse
neophytes), the left side of a T-account is called the debit side, and the right side of
a T-account is called the credit side. In bookkeeping and accounting, debit and credit
mean left and right, respectively, and nothing more (see Business in Practice—Book-
keeping Language in Everyday English). A record of a transaction involving a posting
to the left side of an account is called a debit entry. An account that has a balance on
its right side is said to have a credit balance.

The beauty of the bookkeeping system is that debit and credit entries to accounts,
and account balances, are set up so that if debits equal credits, the balance sheet equa-
tion will be in balance. The key to this is that asset accounts will normally have a
debit balance: Increases in assets are recorded as debit entries to these accounts, and

LOS

Explain why the book-
keeping system is a
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tion of the expanded
accounting equation.
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decreases in assets are recorded as credit entries to these accounts. For liabilities and
stockholders’ equity accounts, the opposite will be true:

Liabilities Stockholders’ Equity
Debit Credit Debit Credit Debit Credit
Increases Decreases Decreases Increases Decreases Increases
+ — — + — +
Normal Normal Normal
balance balance balance

It is no coincidence that the debit and credit system of normal balances coincides
with the balance sheet presentation illustrated earlier. In fact, most of the balance
sheets illustrated so far have been presented in what is known as the account format.
An alternative approach is to use the report format, in which assets are shown above
liabilities and stockholders’ equity.

Entries to revenue and expense accounts follow a pattern that is consistent with
entries to other stockholders’ equity accounts. Revenues are increases in stockholders’
equity, so revenue accounts normally will have a credit balance and will increase with
credit entries. Expenses are decreases in stockholders’ equity, so expense accounts
normally will have a debit balance and will increase with debit entries. Gains and
losses are recorded like revenues and expenses, respectively.

The debit or credit behavior of accounts for assets, liabilities, stockholders’
equity, revenues, and expenses is summarized in the following illustration:

Debit side Credit side
Normal balance for: Normal balance for:
Assets Liabilities
Expenses Stockholders’ equity
Revenues
Debit entries increase: Credit entries increase:
Assets Liabilities
Expenses Stockholders’ equity
Revenues
Debit entries decrease: Credit entries decrease:
Liabilities Assets
Stockholders’ equity Expenses
Revenues

Referring to the transactions that were illustrated in Exhibit 4-1, a bookkeeper
would say that in transaction (1), which was the investment of $30 in the firm by the
stockholders, Cash was debited—it increased—and Paid-In Capital was credited, each
for $30. Transaction (2), the purchase of equipment for $25 cash, would be described
as a $25 debit to Equipment and a $25 credit to Cash. Pretend that you are a book-
keeper and describe the remaining transactions of that illustration.

The bookkeeper would say, after transaction (8) has been recorded, that the Cash
account has a debit balance of $17, the Notes Payable account has a credit balance of
$15, and the Expense account has a debit balance of $15. (There was only one expense
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account in the example; usually there will be a separate account for each category of
expense and each category of revenue.) What kind of balance do the other accounts
have after transaction (8)?

The journal was identified earlier as the chronological record of the firm’s trans-
actions. The journal is also the place where transactions are first recorded, and it is
sometimes referred to as the book of original entry. The journal entry format is a
useful and convenient way of describing the effect of a transaction on the accounts
involved, and will be used in subsequent chapters of this text, so it is introduced now
and is worth learning now.

The general format of the journal entry is:

Date Dr. AccountName ....................... Amount
Cr. AccountName...................... Amount

Notice these characteristics of the journal entry:

e The date is recorded to provide a cross-reference to the transaction. In many
of our examples, a transaction reference number will be used instead of a
date; the point is that a cross-reference is provided.

* The name of the account to be debited and the debit amount are to the left
of the name of the account to be credited and the credit amount. Remember,
debit means left and credit means right.

* The abbreviations Dr. and Cr. are used for debit and credit, respectively.
These identifiers are frequently omitted from the journal entry to reduce
writing time and because the indenting practice is universally followed and
understood.

It is possible for a journal entry to have more than one debit account and amount
and/or more than one credit account and amount. The only requirement of a journal
entry is that the total of the debit amounts equal the total of the credit amounts. Fre-
quently there will be a brief explanation of the transaction beneath the journal entry,
especially if the entry is not self-explanatory.

The journal entry for transaction (1) of Exhibit 4-1 would appear as follows:

(1) Dr. Cash...... ... i 30
Cr. Paid-InCapital . ....................... 30
To record an investment in the firm by the stockholders.

Technically, the journal entry procedure illustrated here is a general journal entry.
Most bookkeeping systems also use specialized journals, but they are still books of
original entry, recording transactions chronologically, involving various accounts, and
resulting in entries in which debits equal credits. If you understand the basic general
journal entry just illustrated, you will be able to understand a specialized journal if
you ever see one.

Transactions generate source documents, such as an invoice from a supplier, a
copy of a credit purchase made by a customer, a check stub, or a tape printout of the
totals from a cash register’s activity for a period. These source documents are the raw
materials used in the bookkeeping process and support the journal entry.
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The following flowchart illustrates the bookkeeping process that we have
explored:

. recorded in posted to
Transactions » Journal > Ledger
Supported by Dr. AccountName .................... XX Account
source documents Cr. AccountName ................. XX Name

debit | credit

Although information systems technology has made it financially feasible for
virtually all businesses to automate their accounting functions (see Business in
Practice—Accounting Information Systems and Data Protection), many small firms
continue to rely on manual processing techniques. Understanding basic bookkeeping
terminology and appreciating how transactions are recorded will help you understand
any accounting software you may encounter.

What Does
It Mean?
Answers on
page 126

LO 6

Analyze a transaction,
prepare a journal entry,
and determine the
effects of the transac-
tion on the financial
statements.

2. What does it mean when an account has a debit balance?

3. What does it mean to say that asset and expense accounts normally have debit
balances?

4. What does it mean when a liability, stockholders’ equity, or revenue account is
credited?

Understanding the Effects of Transactions
on the Financial Statements

T-accounts and journal entries are models used by accountants to explain and un-
derstand the effects of transactions on the financial statements. These models are
frequently difficult for a nonaccountant to use because one must know what kind of
account (asset, liability, stockholders’ equity, revenue, or expense) is involved, where
in the financial statements (balance sheet or income statement) the account is found,
and how the account is affected by the debit or credit characteristic of the transaction.

An alternative to the T-account and journal entry models that should be useful to
you is the horizontal financial statement relationship model first introduced in Chapter 2.
The horizontal model is as follows:

Balance sheet Income Statement

Assets = Liabilities + Stockholders’ equity « Net Income = Revenues — Expenses

The key to using this model is to keep the balance sheet in balance. The arrow from
net income in the income statement to stockholders’ equity in the balance sheet indi-
cates that net income affects retained earnings, which is a component of stockholders’
equity. For a transaction affecting both the balance sheet and income statement, the
balance sheet will balance when the income statement effect on stockholders’ equity is
considered. In this model, the account name is entered under the appropriate financial
statement category, and the dollar effect of the transaction on that account is entered
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A wide variety of accounting software products have been developed, ranging from off-the-shelf
systems that support the basic bookkeeping needs of individuals and small businesses (see
quickbooks.intuit.com or na.sage.com/sage-50-accounting-us) to full-scale accounting sys-
tems designed for businesses with more complex informational needs (see generally na.sage.
com or search for “Microsoft Dynamics SL”) to customized, comprehensive enterprisewide re-
source planning systems used by large multinational corporations (see sap.com or oracle.com).

The methodology for evaluating and selecting a system should focus on matching the
decision-making requirements of the business across its functional areas (finance, production,
marketing, human resources, and information services) with the functionality and scalability of
the software. Important elements to consider include the initial investment and ongoing cost,
hardware and human resource requirements, system performance expectations, supplier reli-
ability and service levels, and implementation and training procedures in light of the existing ac-
counting system. Many firms use a structured methodology referred to as the System Life Cycle
(SLC) to identify their organizational needs and system requirements. The SLC includes phases
for planning, analysis, design, implementation, and use of the system.

Reviews of accounting system software products appear regularly in computer and ac-
counting periodicals. Product information is available at supplier websites and normally includes
downloadable demos. Online review services such as ctsguides.com or 2020software.com are
also available to provide insight into the functionality, cost, and service levels of various systems.

In any computerized system, transaction information should be entered only once. For an
individual, this may be when a check is written. For a business, this may be when an order is
placed with a supplier or when an order is received from a customer. Such processes are often
automated, as with the bar code scanners used to record sales and inventory transactions at
retail stores. By linking business systems electronically, the initial recording of a transaction can
be extended from a seller’s system to the systems used by its suppliers and/or customers. For
example, once a purchase order is entered into the purchasing system, it may also automatically
update the supplier’s system for the sales transaction.

To be certain, the majority of e-commerce activity today is represented by these business-
to-business transactions, and nobody doubts that the Internet economy has dramatically
reduced many of the “data-capturing” costs of doing business. Unfortunately, the data security
risks associated with doing business in the electronic age are significant and cannot be ignored.
Corporate management must learn to prioritize information assets and to safeguard them
against the dangers associated with cyberfraud, viruses, computer crime, and breaches of trust
by employees. Disaster prevention and recovery plans should be in place and should include
access firewalls, intrusion detection systems within the network architecture, audit logs of sys-
tem usage, timely virus protection updates, and insurance policies that cover hacker invasions.
In today’s business environment, the integrity of the accounting information system must be
carefully protected to ensure that transaction data can be used to develop relevant and reliable
information that supports the management planning, control, and decision-making processes.

with a plus or minus sign below the account name. For example, the journal entry
shown earlier, which records the investment of $30 in the firm by the stockholders,

would be shown in this horizontal model as follows:

Balance sheet Income Statement
Assets = Liabilities + Stockholders’ equity < Net Income = Revenues — Expenses
Cash Paid-in Capital

+ 30 +30
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To further illustrate the model’s use, assume a transaction in which the firm paid
$12 for advertising. The effect on the financial statements is:

Balance sheet Income Statement
Assets = Liabilities + Stockholders’ equity < Net Income = Revenues — Expenses
Cash Advertising
-12 Expense
-12

The journal entry would be:

Dr. AdvertisingExpense . .......... ... ... 12
Cr. Cash. . ... 12

Notice that in the horizontal model the amount of advertising expense is shown with a
minus sign. This is so because the expense reduces net income, which reduces stock-
holders’ equity. A plus or minus sign is used in the context of each financial statement
equation (A = L + SE, and NI = R — E). Thus, a minus sign for expenses means that
net income is reduced (expenses are greater), not that expenses are lower.

It is possible that a transaction can affect two accounts in a single balance sheet or
income statement category. For example, assume a transaction in which a firm collects
$40 that was owed to it by a customer for services performed in a prior period. The
effect of this transaction is shown as follows:

Balance sheet Income Statement

Assets = Liabilities + Stockholders’ equity « Net Income = Revenues — Expenses

Cash
+40

Accounts
Receivable
—40

The journal entry would be:

Dr. Cash ... ... 40
Cr. AccountsReceivable........................... 40

It is also possible for a transaction to affect more than two accounts. For example,
assume a transaction in which a firm provided $60 worth of services to a client, $45
of which was collected when the services were provided and $15 of which will be
collected later. Here is the effect on the financial statements:

Balance sheet

Income Statement

Assets = Liabilities + Stockholders’ equity

< Net Income = Revenues — Expenses

Cash
+45

Accounts
Receivable
#15

Service Revenues
+60
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The journal entry would be:

Dr. Cash ...... ... e 45
Dr. Accounts Receivable. ............................ 15
Cr. Service ReVENUES . .. ... .cviieiieii e 60

Recall that revenues and expenses from the income statement are increases and
decreases, respectively, to stockholders’ equity. Thus, the horizontal model and its two
financial statement equations can be combined into this single equation:

Assets = Liabilities + Stockholders’ equity + Revenues — Expenses

Notice that as the balance sheet equation (Assets = Liabilities + Stockholders’ equity)
is expanded to include the results of the income statement (Net income = Revenues
— Expenses), the model includes each of the five broad categories of accounts. Remem-
ber that dividends reduce retained earnings, which is part of the stockholders’ equity
term. A separate “Dividends” term has not been included in the model because divi-
dends are not considered a separate account category. Note that the operational equal
sign in the horizontal model is the one between assets and liabilities. You can check
that a transaction recorded in the horizontal model keeps the balance sheet in balance
by mentally (or actually) putting an equal sign between assets and liabilities as you use
the model to record transaction amounts.

Spend some time now becoming familiar with the horizontal model (by working
Exercise 4.5, for example) so it will be easier for you to understand the effects on the fi-
nancial statements of transactions that you will encounter later in this book and in the “real
world.” As a financial statement user (as opposed to a financial statement preparer), you
will find that the horizontal model is an easily used tool. With practice, you will become
proficient at understanding how an amount shown on either the balance sheet or income
statement probably affected other parts of the financial statements when it was recorded.

5. What does it mean when “the books are in balance”?

Adjustments

After the end of the accounting period, bookkeepers normally have to record an
adjustment to certain account balances to reflect accrual accounting in the financial
statements. As discussed in Chapters 1 and 2, accrual accounting recognizes revenues
and expenses as they occur, even though the cash receipt from the revenue or the cash
disbursement related to the expense may occur before or after the event that causes
revenue or expense recognition. Although prepared after the end of the accounting pe-
riod (when all of the necessary information has been gathered), adjustments are dated
and recorded as of the end of the period.

Adjustments result in revenues and expenses being reported in the appropriate fis-
cal period. For example, revenue may be earned in fiscal 2013 from selling a product
or providing a service, and the customer/client may not pay until fiscal 2014. (Most
firms pay for products purchased or services received within a week to a month after

What Does
It Mean?
Answer on
page 126
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receiving the product or service.) It is also likely that some expenses incurred in fis-
cal 2013 will not be paid until fiscal 2014. (Utility costs and employee wages are
examples.) Alternatively, it is possible that an entity will receive cash from a customer/
client for a product or service in fiscal 2012, and the product will not be sold or the
service provided until fiscal 2013. (Subscription fees and insurance premiums are usu-
ally received in advance.) Likewise, the entity may pay for an item in fiscal 2012, but
the expense applies to fiscal 2013. (Insurance premiums and rent are usually paid in
advance.) These alternative activities are illustrated on the following time line:

Fiscal 2012 12/31/12 Fiscal 2013 12/31/13 Fiscal 2014
Cash received Product sold or service Cash received
provided and revenue
earned
Cash paid Expense incurred Cash paid

There are two categories of adjustments:

1. Accruals—Transactions for which cash has not yet been received or paid, but
the effect of which must be recorded in the accounts (at the end of the account-
ing period) to accomplish a matching of revenues and expenses and accurate
financial statements.

2. Reclassifications—The initial recording of a transaction, although a true reflection
of the transaction at the time, does not result in assigning revenues to the period in
which they were earned or expenses to the period in which they were incurred. As
a result, an amount must be reclassified from one account to another (at the end of
the accounting period) to reflect the appropriate balance in each account.

The first type of adjustment is illustrated by the accrual of wages expense and
wages payable. For example, work performed by employees during March, for which
they will be paid in April, results in wages expense to be included in the March income
statement and a wages payable liability to be included in the March 31 balance sheet.
To illustrate this accrual, assume that employees earned $60 in March that will be paid
to them in April. Using the horizontal model, the accrued wages adjustment has the
following effect on the financial statements:

Balance sheet Income Statement
Assets = Liabilities + Stockholders’ equity < Net Income = Revenues — Expenses
Wages Wages
Payable Expense
+60 —60

The journal entry would be:

Dr. WagesExpense............. ... .. ..., 60
Cr. WagesPayable ..............c.iiiiiiiininan.. 60

Thus, the March 31 balance sheet will reflect the wages payable liability, and the
income statement for March will include all of the wages expense incurred during
March. Again note that the recognition of the expense of $60 is shown with a minus
sign because as expenses increase, net income and stockholders’ equity (retained earn-
ings) decrease. The balance sheet remains in balance after this adjustment because
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the $60 increase in liabilities is offset by the $60 decrease in stockholders’ equity.
When the wages are paid in April, both the Cash and Wages Payable accounts will be
decreased. (Wages Expense will not be affected by the cash payment entry because it
was already affected when the accrual was made.)

Similar adjustments are made to accrue revenues (such as for services performed
but not yet billed or for interest earned but not yet received) and other expenses includ-
ing various operating expenses, interest expense, and income tax expense.

The effect on the financial statements, using the horizontal model, of accruing $50
of interest income that has been earned but not yet received is shown as follows:

Balance Sheet

Income Statement

Assets = Liabilities + Stockholders’ equity

< Net Income = Revenues — Expenses

Interest Interest
Receivable Income
+50 +50
The journal entry would be:
Dr. InterestReceivable ............... ... ... ........ 50
Cr. Interestincome .......... ... . i, 50

An example of the second kind of adjustment is the reclassification for supplies.
If the purchase of supplies at a cost of $100 during February was initially recorded as
an increase in the Supplies (asset) account (and a decrease in Cash), the cost of sup-
plies used during February must be removed from the asset account and recorded as
Supplies Expense. Assuming that supplies costing $35 were used during February, the
reclassification adjustment would be reflected in the horizontal model as follows:

Balance Sheet

Income Statement

Assets = Liabilities + Stockholders’ equity

< Net Income = Revenues — Expenses

Supplies
=85

Supplies
Expense
=55

The journal entry would be:

Dr. SuppliesExpense . ..................
Cr. Supplies.........oovviiin...

............ 35
............ 35

Conversely, if the purchase of supplies during February at a cost of $100 was
originally recorded as an increase in Supplies Expense for February, the cost of
supplies still on hand at the end of February ($63, if supplies costing $35 were used
during February) must be removed from the Supplies Expense account and recorded
as an asset. The reclassification adjustment for the $65 of supplies still on hand at
the end of February would be reflected in the horizontal model as follows:

Balance Sheet

Income Statement

Assets = Liabilities + Stockholders’ equity

< Net Income = Revenues — Expenses

Supplies
+65

Supplies
Expense
+65




Part 1 Financial Accounting

The journal entry would be:

Dr. SupplieS...ccccccueeerunennnn 65
Cr. Supplies Expense

65

What’s going on here? Supplies costing $100 were originally recorded as an expense
(a minus 100 in the expense column offset by a minus 100 of cash in the asset col-
umn). The expense for February should be only $35 because $65 of the supplies are
still on hand at the end of February, so Supplies Expense is adjusted to $35 by showing
a plus $65 in the expense column. The model is kept in balance by increasing Supplies
in the asset column by $65.

Adjustments for prepaid insurance (insurance premiums paid in a fiscal period
before the insurance expense has been incurred) and revenues received in advance
(cash received from customers before the service has been performed or the product
has been sold) are also reclassification adjustments.

Generally speaking, every adjustment affects both the balance sheet and the income
statement. That is, if one part of the entry—either the debit or the credit—affects the
balance sheet, the other part affects the income statement. The result of adjustments
is to make both the balance sheet at the end of the accounting period and the income
statement for the accounting period more accurate. That is, asset and liability account
balances are appropriately stated, all revenues earned during the period are reported, and
all expenses incurred in generating those revenues are subtracted to arrive at net income.
By properly applying the matching concept, the entity’s ROI, ROE, and liquidity calcu-
lations will be valid measures of results of operations and financial position.

After the year-end adjustments have been posted to the ledger accounts, account bal-
ances are determined. The financial statements are prepared using the account balance
amounts, which usually are summarized to a certain extent. For example, if the company
has only one ledger account for cash, the balance in that account is shown on the balance
sheet as Cash. If the company has several separate selling expense accounts (e.g., Advertis-
ing Expense, Salesforce Travel Expense, and Salesforce Commissions), these account bal-
ances are added together to get the selling expense amount shown on the income statement.

This entire process is called closing the books and usually takes at least several
working days to complete. At the end of the fiscal year for a large, publicly owned com-
pany, a period from 4 to 10 weeks may be required to close the books and prepare the
financial statements because of the complexities involved, including the annual audit by
the firm’s public accountants. (See Business in Practice—The Closing Process.)

It should be clear that the bookkeeping process itself is procedural and that the
same kinds and sequence of activities are repeated each fiscal period. These procedures
and the sequence are system characteristics that make mechanization and computer-
ization feasible. Mechanical bookkeeping system aids were developed many years

Study
Suggestion

Adjustments often give students fits until they’ve had some practice with them. Give Problem
4.25 atry, and then carefully review the solutions provided on the text’s website. When you think
you've got it, explain what you’ve learned to a friend who hasn’t yet had the pleasure of taking
this course.
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ago. Today many computer programs use transaction data as input and with minimal
operator intervention complete the bookkeeping procedures and prepare financial
statements. Accounting knowledge and judgment are as necessary as ever, however, to
ensure that transactions are initially recorded in an appropriate manner, required adjust-
ments are made, and the output of the computer processing is sensible.

6. What does it mean when a revenue or expense must be accrued?
7. What does it mean when an adjustment must be made?

Transaction Analysis Methodology

The key to being able to understand the effect of any transaction on the financial state-
ments is having the ability to analyze the transaction. Transaction analysis method-
ology involves answering five questions:

What’s going on?
What accounts are affected?

How are they affected?
Does the balance sheet balance? (Do the debits equal the credits?)
Does my analysis make sense?

LIPS

1. What’s going on? To analyze any transaction, it is necessary to understand the
transaction—that is, to understand the activity that is taking place between the entity
for which the accounting is being done and the other entity involved in the transaction.
This is why most elementary accounting texts, including this one, explain many busi-
ness practices. It is impossible to understand the effect of a transaction on the financial
statements if the basic activity being accounted for is not understood.

2. What accounts are affected? This question is frequently answered by the
answer to “What’s going on?” because the specific account names are often included
in that explanation. This question may be answered by a process of elimination. First
think about whether one of the accounts is an asset, liability, stockholders’ equity,
revenue, or expense; then apply that same logic to the other account(s) involved in
the transaction. From the broad categories identified, it is usually possible to identify
the specific accounts affected.

3. How are they affected? Answer this question with the word increasing or
decreasing, and then, if you are using the journal entry or T-account model, translate
to debit or credit. Accountants learn to think directly in debit and credit terms after
much more practice than you will probably have. Note that you can avoid the debit/
credit issue by using the horizontal model.

4. Does the balance sheet balance? If the horizontal model is being used, it is
possible to determine easily that the balance sheet equation is in balance by observ-
ing the arithmetic sign and the amounts involved in the transaction. Remember
that the operational equal sign in the model is between assets and liabilities. Alter-
natively, the journal entry for the transaction can be written, or T-accounts can be
sketched, and the equality of the debits and credits can be verified. You know by

What Does It
Mean?
Answers on
pages 126-127

LO 7
Apply the five questions
of transaction analysis.
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From a business perspective, the closing process allows a firm to complete one account-
ing year and begin another. Once the year-end financial statements have been prepared,
managers and financial analysts can evaluate the firm’s relative profitability, liquidity, or other
measures in relation to key competitors, industry performance measures, or the firm’s own
financial past.

From a bookkeeping perspective, the closing process simply transfers the year-end bal-
ances of all income statement accounts (revenues, expenses, gains, and losses that have
accumulated during the year) to the retained earnings account, which is part of stockholders’
equity on the balance sheet. In addition, if any dividends declared during the year were ac-
cumulated in a separate “dividends” account, the balance in that account is also closed to
retained earnings.

This is nothing new! The following diagram, with slight modifications from the version pre-
sented in Chapter 2, illustrates the articulation between the income statement for the year and
the balance sheet at the end of the year:

12/31/13 Fiscal year 2014 12/31/14
| |
\ \
Balance sheet Income statement for the year Balance sheet

Revenues (and gains)
— Expenses (and losses)

Net income

Statement of retained earnings
A=L+ —— > Beginning balance
+ Netincome <€
— Dividends
Ending balance v

A=L +|SE |

How is the closing process accomplished? Mechanically, the credit balances in all revenue
and gain accounts must be reduced to zero by debiting each of these accounts for amounts
equal to their respective year-end adjusted balances. Conversely, the debit balances in all ex-
pense and loss accounts, as well as dividends, are eliminated by crediting each account to close
out its year-end adjusted balance. The difference between net income earned and dividends
declared during the year goes to retained earnings—it’s that simple:

Expenses, Losses,

and Dividends Revenues and Gains

Bal. xx | To close  xx To close xx | Bal. XX

Retained Earnings

Beg. Bal.  xx
Total expenses, | Total
losses, and revenues

dividends  xx | and gains  Xxx
End. Bal. XX
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now that if the balance sheet equation is not in balance, or if the debits do not equal
the credits, your analysis of the transaction is wrong!

5. Does my analysis make sense? This is the most important question, and
it involves standing back from the trees to look at the forest. You must determine
whether the horizontal model effects or the journal entry that results from your
analysis causes changes in account balances and the financial statements that are
consistent with your understanding of what’s going on. If the analysis doesn’t make
sense to you, go back to question number 1 and start again.

Application of this five-question transaction analysis routine is illustrated in
Exhibit 4-3. You are learning transaction analysis to better understand how the
amounts reported on financial statements got there, which in turn will improve your
ability to make decisions and informed judgments from those statements.

Situation:
On September 1, 2013, Cruisers, Inc., borrowed $2,500 from its bank; a note was
signed providing that the loan principal, plus interest, was to be repaid in 10 months.

Required:
Analyze the transaction and prepare a journal entry, or use the horizontal model, to
record the transaction.

Solution:

Analysis of transaction:

What's going on? The firm signed a note at the bank and is receiving cash from the bank.
What accounts are affected? Notes Payable (a liability) and Cash (an asset).

How are they affected? Notes Payable is increasing and Cash is increasing.

Does the balance sheet balance? Using the horizontal model, the effect of the loan
transaction on the financial statements is:

Balance Sheet Income Statement

Assets = Liabilities + Stockholders’ equity < Net Income = Revenues — Expenses

Cash Notes Payable
+2,500 +2,500

Yes, the balance sheet does balance; assets and liabilities each increased by $2,500.
The journal entry for this transaction, in which debits equal credits, is:

Sept. 1, 2013 Dr. Cash ........... ... ... ... ..... 2,500
Cr. NotesPayable................. 2,500
Bank loan received.

Does my analysis make sense? Yes, because a balance sheet prepared immediately
after this transaction will show an increased amount of cash and the liability to the
bank. The interest associated with the loan is not reflected in this entry because at
this point Cruisers, Inc., has not incurred any interest expense, nor does the firm owe
any interest; if the loan were to be immediately repaid, there would not be any inter-
est due to the bank. Interest expense and the liability for the interest payable will be
recorded as adjustments over the life of the loan.

To get a preview of things to come, let’s look at how the interest would be ac-
crued each month (the expense and liability have been incurred, but the liability has
not yet been paid) and at how the ultimate repayment of the loan and accrued interest

(continued)
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ExiilErrn would be recorded. Assume that the interest rate on the note is 12% (remember, an

interest rate is an annual rate unless otherwise specified). Interest expense for one
month would be calculated as follows:
Annual interest = Principal X Annual rate X Time (in years)
Monthly interest = Principal X Annual rate X Time/12
= $2,500 X .12 X 1/12
= $25

It is appropriate that the monthly financial statements of Cruisers, Inc., reflect ac-
curately the firm’s interest expense for the month and its interest payable liability at the
end of the month. To achieve this accuracy, an adjustment would need to be made
at the end of every month of the 10-month life of the note. The effects of each of the
monthly adjustments would be as shown here:

Balance Sheet

Income Statement

Assets = Liabilities + Stockholders’ equity

« Net Income = Revenues — Expenses

Interest Interest
Payable Expense
+25 -25

Remember, a minus sign for expenses means that net income is reduced as ex-
penses are increased, not that expenses are reduced.
Here is the entry to record this monthly adjustment:

Each Dr. Interest Expense ................ 25
month-end Cr. Interest Payable ............... 25
To accrue monthly interest on bank loan.

As explained earlier, if the two financial statement equations are combined into the
single equation

Assets = Liabilities + Stockholders’ equity + Revenues — Expenses

the equation’s balance will be preserved after each transaction or adjustment.
At the end of the 10th month, when the loan and accrued interest are paid, the
following effects on the financial statements occur:

Balance Sheet Income Statement

Assets = Liabilities + Stockholders’ equity < Net Income = Revenues — Expenses

Cash Notes Payable
—2,750 —2,500

Interest Payable
—250

The entry to record this transaction is:

June 30, 2014 Dr. Notes Payable.......ccccccceeiiiiiiinnnnen. 2,500
Dr. Interest Payable .. 250
(O AR 7 1] P 2,750

Payment of bank loan and accrued interest.

Apply the five questions of transaction analysis to both the monthly interest
expense/interest payable accrual and to the payment. Also think about the effect of
each of these entries on the financial statements. What is happening to net income
each month? What has happened to net income for the 10 months?
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Transaction analysis methodology and knowledge about the arithmetic operation
of a T-account can be used to understand the activity that is recorded in an account.
For example, assume that the Interest Receivable account shows the following activity
for a month:

Interest Receivable

Beginning balance 2,400
Transactions 1,700

Month-end adjustment 1,300
Ending balance 2,000

What transactions caused the credit to this account? Because the credit to this asset
account represents a reduction in the account balance, the question can be rephrased as
“What transaction would cause Interest Receivable to decrease?” The answer: Receipt
of cash from entities that owed this firm interest. What is the month-end adjustment
that caused the debit to the account? The rephrased question is “What causes Interest
Receivable to increase?” The answer: Accrual of interest income that was earned this
month but not yet received.

Using the horizontal model, the financial statement effects of this transaction and
adjustment are:

Balance Sheet Income Statement
Assets = Liabilities + Stockholders’ equity < Net Income = Revenues — Expenses
Transaction:
Cash
+1,700
Interest
Receivable
—1,700
Adjustment:
Interest Interest
Receivable Income
+1,300 +1,300

Here are the journal entries to record this transaction and adjustment:

[ T 7= =Y o T 1,700
Cr. Interest Receivable ..........cccoueeeeeiiiiiiiiieee e 1,700

Dr. Interest Receivable........ccccceveiiiiiiiiiieeie e 1,300

Cr. Interest INCOME.......uvvvieeeieiiieieeee et 1,300

The T-account format is a useful way of visualizing the effect of transactions
and adjustments on the account balance. In addition, because of the arithmetic opera-
tion of the T-account (beginning balance +/- transactions and adjustments = ending
balance), if all of the amounts except one are known, the unknown amount can be
calculated.

You should invest practice and study time to learn to use transaction analysis
procedures and to understand the horizontal model, journal entries, and T-accounts
because these tools are used in subsequent chapters to describe the impact of transac-
tions on the financial statements. Although these models are part of the bookkeeper’s
“tool kit,” you are not learning them to become a bookkeeper—you are learning them
to become an informed user of financial statements.
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What Does
It Mean?
Answers on
page 127

8. What does it mean to analyze a transaction?
9. What does it mean to use a T-account to determine which activities have affected
the account during a period?

Demonstration Problem

Visit the text website at www.mhhe.com/marshalliOe to view a
demonstration problem for this chapter.

Summary

Financial statements result from the bookkeeping (procedures for sorting, classifying,
and presenting the effects of a transaction) and accounting (the selection of alternative
methods of reflecting the effects of certain transactions) processes. Bookkeeping pro-
cedures for recording transactions are built on the framework of the accounting equa-
tion (Assets = Liabilities + Stockholders’ equity), which must be kept in balance.

The income statement is linked to the balance sheet through the retained earnings
component of stockholders’ equity. Revenues and expenses of the income statement
are really subparts of retained earnings that are reported separately as net income (or
net loss) for a fiscal period. Net income (or net loss) is then added to (or subtracted
from) the retained earnings balance at the beginning of the fiscal period in the process
of determining retained earnings at the end of the fiscal period. Dividends are a sub-
traction in the process of determining the ending retained earnings balance.

Bookkeeping procedures involve establishing an account for each asset, liability,
stockholders’ equity element, revenue, and expense. Accounts can be represented by
a T; the left side is the debit side and the right side is the credit side. Transactions are
recorded in journal entry format:

Dr. AccountName. ......... ... .. ... Amount
Cr. AccountName. ...........c.iiiiiiiiinnnnnnnnn. Amount

The journal entry is the source of amounts recorded in an account. The ending balance
in an account is the positive difference between the debit and credit amounts recorded
in the account, including the beginning balance. Asset and expense accounts normally
have a debit balance; liability, stockholders’ equity, and revenue accounts normally
have a credit balance.

The horizontal model is an easy and meaningful way of understanding the effect
of a transaction on the balance sheet and/or income statement. The representation of
the horizontal model is:

Balance Sheet Income Statement

Assets = Liabilities + Stockholders’ equity < Net Income = Revenues — Expenses
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The key to using this model is to keep the balance sheet in balance. The arrow from
net income in the income statement to stockholders’ equity in the balance sheet indi-
cates that net income affects retained earnings, which is a component of stockholders’
equity. For a transaction affecting both the balance sheet and the income statement,
the balance sheet will balance when the income statement effect on stockholders’
equity is considered. In this model, the account name is entered under the appropriate
financial statement category, and the dollar effect of the transaction on that account is
entered with a plus or minus sign below the account name. The horizontal model can
be shortened to this single equation:

Assets = Liabilities + Stockholders’ equity + Revenues — Expenses

Adjustments describe accruals or reclassifications rather than transactions. Ad-
justments usually affect both a balance sheet account and an income statement ac-
count. Adjustments are part of accrual accounting, and they are required to achieve a
matching of revenue and expense so that the financial statements reflect accurately the
financial position and results of operations of the entity.

Transaction analysis is the process of determining how a transaction affects the fi-
nancial statements. Transaction analysis involves asking and answering five questions:

What’s going on?

What accounts are affected?

How are they affected?

Does the balance sheet balance? (Do the debits equal the credits?)
Does my analysis make sense?

NnR W

Transactions can be initially recorded in virtually any way that makes sense at
the time. Prior to the preparation of period-end financial statements, a reclassification
adjustment can be made to reflect the appropriate asset/liability and expense/revenue
recognition with respect to the accounts affected by the transaction (e.g., purchase of
supplies) and subsequent activities (e.g., use of supplies).

Key Terms and Concepts

account balance (p. 109) The arithmetic sum of the additions and subtractions to an account
through a given date.

accrual (p. 115) The process of recognizing revenue that has been earned but not collected, or an
expense that has been incurred but not paid.

accrued (p. 116) Describes revenue that has been earned and a related asset that will be collected,
or an expense that has been incurred and a related liability that will be paid.

adjustment (p. 115) An entry usually made during the process of “closing the books” that results in
more accurate financial statements. Adjustments involve accruals and reclassifications. Adjustments
are sometimes made at the end of interim periods, such as month-end or quarter-end, as well.

balance (p. 109) See account balance.

charge (p. 109) In bookkeeping, a synonym for debit.

chart of accounts (p. 109) An index of the accounts contained in a ledger.

closing the books (p. 118) The process of posting transactions, adjustments, and closing entries
to the ledger and preparing the financial statements.

credit (p. 109) The right side of an account. A decrease in asset and expense accounts; an
increase in liability, stockholders’ equity, and revenue accounts.

125
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debit (p. 109) The left side of an account. An increase in asset and expense accounts; a decrease
in liability, stockholders’ equity, and revenue accounts.

entry (p. 111) A journal entry or a posting to an account.

horizontal model (p. 112) A representation of the balance sheet and income statement
relationship that is useful for understanding the effects of transactions and adjustments on the
financial statements. The model is:

Balance Sheet Income Statement

Assets = Liabilities + Stockholders’ equity < Net Income = Revenues — Expenses

journal (p. 108) A chronological record of transactions.

journal entry (p. 111) A description of a transaction in a format that shows the debit account(s)
and amount(s) and credit account(s) and amount(s).

ledger (p. 108) A book or file of accounts.

on account (p. 107) Used to describe a purchase or sale transaction for which cash will be paid or
received at a later date. A “credit” transaction.

post (p. 108) The process of recording a transaction in the respective ledger accounts using a
journal entry as the source of the information recorded.

source document (p. 111) Evidence of a transaction that supports the journal entry recording the
transaction.

T-account (p. 109) An account format with a debit (left) side and a credit (right) side.

transaction analysis methodology (p. 119) The process of answering five questions to ensure
that a transaction is understood:

What’s going on?

What accounts are affected?

How are they affected?

Does the balance sheet balance? (Do the debits equal the credits?)

U S

Does my analysis make sense?

transactions (p. 105) Economic interchanges between entities that are accounted for and
reflected in financial statements.

ANSWERS TO

What Does
It Mean?

1. It means that you are being asked to determine whether the account is for an asset,
liability, stockholders’ equity element, revenue, or expense. Frequently the ac-
count classification is included in the account title. In other cases, it is necessary
to understand what transactions affect the account.

2. It means that the sum of the debit entries from transactions affecting the account,
plus any beginning debit balance in the account, is larger than the sum of any
credit entries from transactions affecting the account plus any beginning credit
balance in the account.

3. It means that because the balance of these accounts is increased by a debit entry,
an asset or expense account will usually have a debit balance.

4. It means that a transaction results in increasing the balance of these kinds of accounts.

5. It means that the sum of all accounts with debit balances in the ledger equals the
sum of all accounts with credit balances in the ledger.

6. It means that revenue has been earned by selling a product or providing a service,
or that an expense has been incurred, but that cash has not been received (from a
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revenue) or paid (for an expense) so an account receivable or an account payable,
respectively, must be recognized.

7. It means that a more accurate income statement—matching of revenue and ex-
pense—and a more accurate balance sheet will result from the accrual or reclas-
sification accomplished by the adjustment.

8. It means that the effect of the transaction on the affected accounts and financial
statement categories is determined.

9. It means that by sketching a T and using arithmetic, if any three of the follow-
ing are known—balance at the beginning of the period, total debits during the
period, total credits during the period, or balance at the end of the period—the
fourth can be calculated. The kinds of transactions or adjustments most likely
to have affected the account are determined by knowing what the account is
used for.

Self-Study Material

Visit the text website at www.mhhe.com/marshalli0e to take an online
self-study quiz for this chapter.

Matching Following are a number of the key terms and concepts introduced in the
chapter, along with a list of corresponding definitions. Match the appropriate letter
for the key term or concept to each definition provided (items 1-15). Note that not all
key terms and concepts will be used. Answers are provided at the end of this chapter.

a. Balance sheet equation I.  Debit

b.  Transactions m. Credit

¢. On account n. Entry

d. Accrued (or accrual) o. Balance

e. Journal p. Charge

f.  Post (posting) q. Journal entry

g. Ledger r.  Source document

h.  Account S.  Adjusting journal entry
i.  Chart of accounts t.  Closing the books

j- T-account u. Transaction analysis methodology
k. Account balance

1. The process of answering five questions to ensure that a transaction is
understood. The questions are:

(1) What’s going on?

(2) What accounts are affected?

(3) How are they affected?

(4) Does the balance sheet balance? (Do the debits equal the credits?)
(5) Does my analysis make sense?
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15.

The left side of an account; an increase in asset and expense accounts or a
decrease in liability, stockholders’ equity, and revenue accounts.

Economic interchanges between entities that are accounted for and re-
flected in financial statements.
A chronological record of transactions.

A journal entry usually made during the process of closing the books that
results in more accurate financial statements.

Assets = Liabilities + Stockholders’ Equity (A = L + SE) expresses the
fundamental structure of the balance sheet and is the basis of bookkeeping
procedures.

Used to describe a purchase or sale for which cash will be paid or received
at a later date. A “credit” transaction.

The process of recording a transaction in the respective ledger accounts
using a journal entry as the source of information recorded.

A record of transactions arranged by account name.

The arithmetic sum of the additions and subtractions to an account through
a given date.

An index of the accounts contained in a ledger.

The right side of an account; a decrease in asset and expense accounts or an
increase in liability, stockholders’ equity, and revenue accounts.

Evidence of a transaction that supports the journal entry recording the
transaction.

The process of posting transactions and adjustments to the ledger and pre-
paring the financial statements.

Recognition that an amount has been earned (or is owed) but has not been
received (or paid).

Multiple Choice For each of the following questions, circle the best response. An-
swers are provided at the end of this chapter.

1. Retained Earnings is not

a. increased by net income.

b. decreased by expenses.

c¢. increased by revenues.

d. decreased by dividends declared.
e. decreased by gains and losses.

2. Which of the following transactions resulted in a $35,000 increase in assets and
a $35,000 increase in liabilities?

a. Collected accounts receivable of $35,000.

b. Paid accounts payable of $35,000.

¢. Purchased land for $50,000, paying $15,000 in cash as a down payment and
signing a note payable for the balance.

d. Purchased on account, and used, $35,000 worth of office supplies during the
period.

e. Reclassified a $35,000 account receivable as a note receivable when the
customer failed to pay on time.
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. Which of the following is not a correct expression of the accounting equation?
a. Assets = Liabilities + Stockholders’ Equity.

b. Assets = Liabilities — Stockholders’ Equity.

c. Assets = Liabilities + Paid-In Capital + Retained Earnings.

d. Assets = Liabilities + Paid-In Capital + Revenues — Expenses.

e. Assets — Liabilities = Stockholders’ Equity.

. Normal account balances are as follows:

a. Cash, Accounts Receivable, and Service Revenues are debits.

b. Interest Expense, Wages Payable, and Retained Earnings are credits.

c. Merchandise Inventory, Cost of Goods Sold, and Equipment are debits.
d. Accumulated Depreciation, Cash, and Merchandise Inventory are debits.
e. None of the above.

. Which of the following is not an example of a source document?

a. Purchase invoice.

b. Chart of accounts.

c. Cash register tape printout.

d. Receipt from sales register at the point of purchase.

e. Check stub.

. Comparison of the balance sheet of Kohl Company at the end of 2014 with

its balance sheet at the end of 2013 showed that total assets had decreased by
$34,500 and stockholders’ equity had increased by $7,500. The change in liabil-
ities during the year was

a. a decrease of $42,000. d. an increase of $42,000.

b. an increase of $27,000.  e. none of the above.

c. a decrease of $27,000.

. Total assets remain the same when

a. depreciation expense is recorded.

b. common stock is issued for cash.

c¢. an account payable is paid to a creditor.

d. an account receivable is reclassified as a note receivable.

e. dividends are paid to common stockholders.

. Which of the following groups of accounts all have debit balances?
a. Land, Equipment, and Paid-In Capital.

b. Accounts Receivable, Merchandise Inventory, and Salary Expense.
c. Notes Receivable, Dividends Payable, and Interest Expense.

d. Accounts Receivable, Accumulated Depreciation, and Buildings.
e. None of the above.

. If equipment is acquired by paying $12,000 in cash and issuing a $7,000 note
payable,

a. total assets are decreased by $12,000.

total assets are increased by $19,000.

total assets are increased by $7,000.

. total stockholders’ equity is decreased by $12,000.

RS

total stockholders’ equity is decreased by $7,000.
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Part 1 Financial Accounting

10. Credits are used to record
a. decreases to assets and increases to expenses, liabilities, revenues, and stock-
holders’ equity.
b. decreases to assets and expenses and increases to liabilities, revenues, and
stockholders’ equity.
c. increases to assets and decreases to expenses, liabilities, and stockholders’ equity.

d. increases to assets and expenses and decreases to revenues, liabilities, and
stockholders’ equity.

e. decreases to assets and stockholders’ equity and increases to liabilities,
expenses, and revenues.

Mini-Exercises

All applicable Mini-Exercises are available with McGraw-Hill’'s Connect™
Accounting.

Record transactions and adjustments The transactions and adjustments related
to the first month of operations of Zoe Amelia Corp. were as follows:

a. Issued common stock to the initial stockholders in exchange for their cash investment.
b. Signed a lease for office space and paid the first three months of rent in advance.
c. Purchased office equipment and shelving for cash.
d

Purchased merchandise inventory; made a partial payment in cash, and agreed to
pay the balance within 30 days.

e. Sold merchandise inventory on account for an amount greater than the cost of the
inventory sold.

f. Paid employees for the first two weeks of the month.

g. At the end of the month, accrued wages owed to employees for the second two
weeks of the month.

h. Recognized rent expense for one month of the payment of rent in advance in
transaction b (as a reclassification adjusting entry).

Required:

Enter the following column headings across the top of a sheet of paper:
Transaction/ Net
Adjustment A = L + SE Income

Enter the transaction/adjustment in the first column, and show the effect, if any, of
the transaction entry or adjusting entry on the appropriate balance sheet category
or on net income by indicating the account name(s) affected and whether each is an
addition (+) or subtraction (—). Items that affect net income should not be shown as
affecting stockholders’ equity.

Record transactions and adjustments The transactions and adjustments related
to the second month of operations of Zoe Amelia Corp. were as follows:

a. Paid wages that had been accrued at the end of the prior month.

b. Collected accounts receivable from sales recorded in the prior month.

e

Paid accounts payable owed for purchases made in the prior month.
d. Borrowed cash from a local bank on a short-term promissory note.
e. Purchased merchandise inventory for cash.
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f. Incurred and paid utilities expense for the month.

g. At the end of the month, accrued interest on the short-term promissory note
recorded in transaction d.

h. Recognized rent expense for one month of the three-month payment of rent in
advance made in the prior month (as a reclassification adjusting entry).

Required:

Enter the following column headings across the top of a sheet of paper:
Transaction/ Net
Adjustment A = L + SE Income

Enter the transaction/adjustment in the first column, and show the effect, if any, of
the transaction entry or adjusting entry on the appropriate balance sheet category or
on net income by indicating the account name(s) affected and whether each is an ad-
dition (+) or subtraction (—). Items that affect net income should not be shown as
affecting stockholders’ equity.

Transaction analysis using T-accounts

a. Accounts Payable had a balance of $3,000 at the beginning of the month and $3,400
at the end of the month. During the month, purchases on account amounted to
$6,100. Calculate the payments to suppliers during the month.

b. Accounts Receivable had a balance of $21,400 at the beginning of the month and
$19,800 at the end of the month. Cash collected from customers totaled $76,000
during the month. Calculate credit sales during the month, assuming that all sales
were made on account.

Required:

Solve for the missing amounts using a T-account for the balance sheet accounts in
each situation. Assume that there is only one debit entry and one credit entry in the
account during the month.

Transaction analysis using T-accounts

a. The Supplies account had a balance of $1,200 at the beginning of the month and
$1,600 at the end of the month. The cost of supplies purchased during the month
was $3,900. Calculate the cost of supplies used during the month.

b. Wages Payable had a balance of $5,800 at the end of the month. During the month,
$28,000 of wages were paid to employees. Wages expense accrued during the
month totaled $29,500. Calculate Wages Payable at the beginning of the month.

Required:

Solve for the missing amounts using a T-account for the balance sheet accounts in
each situation. Assume that there is only one debit entry and one credit entry in the
account during the month.

Exercises

All applicable Exercises are available with McGraw-Hill’s Connect™
Accounting.

Record transactions and calculate financial statement amounts The
transactions relating to the formation of Blue Co. Stores, Inc., and its first month of
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Answer sheet:

Part 1 Financial Accounting

operations follow. Prepare an answer sheet with the columns shown. Record each
transaction in the appropriate columns of your answer sheet. Show the amounts in-
volved and indicate how each account is affected (+ or —). After all transactions
have been recorded, calculate the total assets, liabilities, and stockholders’ equity at
the end of the month and calculate the amount of net income for the month.

a. The firm was organized and the stockholders invested cash of $8,000.

b. The firm borrowed $5,000 from the bank; a short-term note was signed.

c. Display cases and other store equipment costing $1,750 were purchased for
cash. The original list price of the equipment was $1,900, but a discount was
received because the seller was having a sale.

d. A store location was rented, and $1,400 was paid for the first month’s rent.

e. Inventory of $15,000 was purchased; $9,000 cash was paid to the suppliers, and
the balance will be paid within 30 days.

f. During the first week of operations, merchandise that had cost $4,000 was sold
for $6,500 cash.

g. A newspaper ad costing $100 was arranged for; it ran during the second week of
the store’s operations. The ad will be paid for in the next month.

h. Additional inventory costing $4,200 was purchased; cash of $1,200 was paid,
and the balance is due in 30 days.

i. In the last three weeks of the first month, sales totaled $13,500, of which $9,600
was sold on account. The cost of the goods sold totaled $9,000.

j- Employee wages for the month totaled $1,850; these will be paid during the first
week of the next month.

k. The firm collected a total of $3,160 from the sales on account recorded in
transaction i.

I.  The firm paid a total of $4,720 of the amount owed to suppliers from transaction e.

Assets = Liabilities + Stockholders’ equity

Accounts  Merchandise Notes  Accounts Paid-In  Retained
Transaction Cash + Receivable + Inventory + Equipment = Payable + Payable + Capital + Earnings + Revenues — Expenses

Optional
continuation of
Exercise 4.5

Exercise 4.6
LO2,6,7

Prepare an income statement and balance sheet After you have completed
parts a through 1 in Exercise 4.5, prepare an income statement for Blue Co. Stores,
Inc., for the month presented and a balance sheet at the end of the month using the
captions shown on the answer sheet.

Record transactions and calculate financial statement amounts The
following are the transactions relating to the formation of Cardinal Mowing Services,
Inc., and its first month of operations. Prepare an answer sheet with the columns
shown. Record each transaction in the appropriate columns of your answer sheet. Show
the amounts involved and indicate how each account is affected (+ or —). After all
transactions have been recorded, calculate the total assets, liabilities, and stockholders’
equity at the end of the month and calculate the amount of net income for the month.

a. The firm was organized and the initial stockholders invested cash of $3,000.

b. The company borrowed $4,500 from a relative of one of the initial stockholders;
a short-term note was signed.
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¢. Two zero-turn lawn mowers costing $2,400 each and a professional trimmer
costing $650 were purchased for cash. The original list price of each mower was
$3,050, but a discount was received because the seller was having a sale.

d. Gasoline, oil, and several packages of trash bags were purchased for cash of $450.

e. Advertising flyers announcing the formation of the business and a newspaper ad
were purchased. The cost of these items, $850, will be paid in 30 days.

f. During the first two weeks of operations, 47 lawns were mowed. The total rev-
enue for this work was $3,525; $2,325 was collected in cash, and the balance
will be received within 30 days.

g. Employees were paid $2,100 for their work during the first two weeks.
h. Additional gasoline, oil, and trash bags costing $550 were purchased for cash.

i. In the last two weeks of the first month, revenues totaled $4,600, of which
$1,875 was collected.

j-  Employee wages for the last two weeks totaled $2,550; these will be paid during
the first week of the next month.

k. It was determined that at the end of the month the cost of the gasoline, oil, and
trash bags still on hand was $150.

I.  Customers paid a total of $750 due from mowing services provided during the
first two weeks. The revenue for these services was recognized in transaction f.

Answer sheet:
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Assets = Liabilities + Stockholders’ equity
Accounts Notes  Accounts Paid-In  Retained

Transaction Cash + Receivable + Supplies + Equipment = Payable + Payable + Capital + Earnings + Revenues — Expenses

Prepare an income statement and balance sheet After you have completed
parts a through 1 in Exercise 4.6, prepare an income statement for Cardinal Mowing
Services, Inc., for the month presented and a balance sheet at the end of the month
using the captions shown on the answer sheet.

Write journal entries Write the journal entry(ies) for each of the transactions of
Exercise 4.5.

Write journal entries Write the journal entry(ies) for each of the transactions of
Exercise 4.6.

Record transactions and adjustments Prepare an answer sheet with the column
headings shown after the following list of transactions. Record the effect, if any, of
the transaction entry or adjusting entry on the appropriate balance sheet category or
on the income statement by entering the account name and amount and indicating
whether it is an addition (+) or subtraction (—). Column headings reflect the
expanded balance sheet equation; items that affect net income should not be shown
as affecting stockholders’ equity. The first transaction is provided as an illustration.
(Note: As an alternative to using the columns, you may write the journal entry for
each transaction or adjustment.)

a. During the month, the Supplies (asset) account was debited $1,800 for supplies
purchased. The cost of supplies used during the month was $1,400. Record the

Optional
continuation of
Exercise 4.6

Exercise 4.7
LO 6

Exercise 4.8
LO 6

Exercise 4.9
LO 2,6, 7
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Exercise 4.10
LO 2,6, 7

Part 1 Financial Accounting

adjustment to properly reflect the amount of supplies used and supplies still on
hand at the end of the month.

b. An insurance premium of $480 was paid for the coming year. Prepaid Insurance
was debited.

c.  Wages of $3,200 were paid for the current month.

d. Interest income of $250 was received for the current month.

e. Accrued $700 of commissions payable to sales staff for the current month.

f.  Accrued $130 of interest expense at the end of the month.

g. Received $2,100 on accounts receivable accrued at the end of the prior month.

h. Purchased $600 of merchandise inventory from a supplier on account.

i. Paid $160 of interest expense for the month.

j- Accrued $800 of wages at the end of the current month.

k. Paid $500 of accounts payable.
Transaction/ Stockholders’ Net
Adjustment Assets Liabilities Equity Income

a. Supplies Supplies Exp.
—1,400 —1,400

(Note: An increase
to Supplies Expense
decreases Net Income.)

Record transactions and adjustments Prepare an answer sheet with the column
headings shown after the following list of transactions. Record the effect, if any, of
the transaction entry or adjusting entry on the appropriate balance sheet category or
on the income statement by entering the account name and amount and indicating
whether it is an addition (+) or subtraction (—). Column headings reflect the
expanded balance sheet equation; items that affect net income should not be shown
as affecting stockholders’ equity. The first transaction is provided as an illustration.

(Note: As an alternative to using the columns, you may write the journal entry for
each transaction or adjustment.)

a. During the month, Supplies Expense was debited $2,600 for supplies purchased.
The cost of supplies used during the month was $1,900. Record the adjustment
to properly reflect the amount of supplies used and supplies still on hand at the
end of the month.

b. During the month, the board of directors declared a cash dividend of $14,400,
payable next month.

c. Employees were paid $10,500 in wages for their work during the first three
weeks of the month.

d. Employee wages of $3,600 for the last week of the month have not been
recorded.

e. Revenues from services performed during the month totaled $22,200. Of this
amount, $9,300 was received in cash and the balance is expected to be received
within 30 days.

f. A contract was signed with a newspaper for a $1,200 advertisement; the ad ran
during this month but will not be paid for until next month.
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g. Merchandise that cost $4,650 was sold for $8,700. Of this amount, $3,300 was
received in cash and the balance is expected to be received within 30 days.

h. Independent of transaction a, assume that during the month, supplies were purchased
at a cost of $1,230 and debited to the Supplies (asset) account. A total of $990 of
supplies were used during the month. Record the adjustment to properly reflect the
amount of supplies used and supplies still on hand at the end of the month.

i. Interest of $540 has been earned on a note receivable but has not yet been received.
j- Issued 1,200 shares of $10 par value common stock for $26,400 in cash.

Transaction/ Stockholders’ Net
Adjustment Assets Liabilities Equity Income
a. Supplies Supplies Exp.
+700 +700

(Note: A decrease
to Supplies Expense
increases Net Income.)

Record transactions and adjustments Enter the following column headings
across the top of a sheet of paper:

Transaction/ Stockholders’ Net
Adjustment Assets Liabilities Equity Income

Enter the transaction/adjustment letter in the first column and show the effect, if
any, of the transaction entry or adjusting entry on the appropriate balance sheet
category or on the income statement by entering the amount and indicating whether
it is an addition (+) or a subtraction (—). Column headings reflect the expanded
balance sheet equation; items that affect net income should not be shown as affecting
stockholders’ equity. In some cases, only one column may be affected because all
of the specific accounts affected by the transaction are included in that category.
Transaction a has been completed as an illustration.

(Note: As an alternative to using the columns, you may write the journal entry for
each transaction or adjustment.)

a. Provided services to a client on account; revenues totaled $550.

b. Paid an insurance premium of $360 for the coming year. An asset, Prepaid
Insurance, was debited.

¢. Recognized insurance expense for one month from the premium transaction in b
via a reclassification adjusting entry.

d. Paid $800 of wages accrued at the end of the prior month.

e. Paid $2,600 of wages for the current month.

f. Accrued $600 of wages at the end of the current month.

g. Received cash of $1,500 on accounts receivable accrued at the end of the prior

month.
Transaction/ Stockholders’ Net
Adjustment Assets Liabilities Equity Income

a. +550 +550
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Part 1 Financial Accounting

Record transactions and adjustments Enter the following column headings
across the top of a sheet of paper:

Transaction/ Stockholders’ Net
Adjustment Assets Liabilities Equity Income

Enter the transaction/adjustment letter in the first column and show the effect, if any,
of the transaction entry or adjustment on the appropriate balance sheet category or on
the income statement by entering the amount and indicating whether it is an addition
(+) or a subtraction (—). Column headings reflect the expanded balance sheet
equation; items that affect net income should not be shown as affecting stockholders’
equity. In some cases, only one column may be affected because all of the specific
accounts affected by the transaction are included in that category. Transaction a has
been completed as an illustration.

(Note: As an alternative to using the columns, you may write the journal entry for
each transaction or adjustment.)

a. During the month, Supplies Expense was debited $5,200 for supplies purchased.
The cost of supplies used during the month was $3,800. Record the adjustment
to properly reflect the amount of supplies used and supplies still on hand at the
end of the month.

b. Independent of transaction a, assume that during the month, Supplies (asset)
was debited $5,200 for supplies purchased. The total cost of supplies used dur-
ing the month was $3,800. Record the adjustment to properly reflect the amount
of supplies used and supplies still on hand at the end of the month.

c. Received $3,400 of cash from clients for services provided during the current month.

Paid $1,900 of accounts payable.

Received $1,500 of cash from clients for revenues accrued at the end of the

prior month.

e®

Received $800 of interest income accrued at the end of the prior month.
Received $1,650 of interest income for the current month.

Accrued $740 of interest income earned in the current month.

Paid $4,200 of interest expense for the current month.

Accrued $1,480 of interest expense at the end of the current month.

- oEae o

=

Accrued $3,200 of commissions payable to sales staff for the current month.

Transaction/ Stockholders’ Net
Adjustment Assets Liabilities Equity Income

a. +1,400 +1,400

Calculate retained earnings On February 1, 2013, the balance of the retained
earnings account of Blue Power Corporation was $630,000. Revenues for February
totaled $123,000, of which $115,000 was collected in cash. Expenses for February
totaled $131,000, of which $108,000 was paid in cash. Dividends declared and paid
during February were $12,000.

Required:
Calculate the retained earnings balance at February 28, 2013.
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Cash receipts versus revenues During the month of April, Riley Co. had cash
receipts from customers of $680,000. Expenses totaled $624,000, and accrual basis
net income was $168,000. There were no gains or losses during the month.
Required:

a. Calculate the revenues for Riley Co. for April.

b. Explain why cash receipts from customers can be different from revenues.

Notes receivable—interest accrual and collection On April 1, 2013, Tabor
Co. received a $6,000 note from a customer in settlement of a $6,000 account
receivable from that customer. The note bore interest at the rate of 15% per annum,
and the note plus interest was payable March 31, 2014.

Required:

Use the horizontal model to show the effects of each of these transactions and
adjustments:

a. Receipt of the note on April 1, 2013.
b. The accrual of interest at December 31, 2013.
c. The collection of the note and interest on March 31, 2014.

(Note: As an alternative to using the horizontal model, write the journal entries to
show each of these transactions and adjustments.)

Notes payable—interest accrual and payment Proco had an account payable
of $84,000 due to Shirmoo, Inc., one of its suppliers. The amount was due to be paid
on January 31. Proco did not have enough cash on hand then to pay the amount due,
so Proco’s treasurer called Shirmoo’s treasurer and agreed to sign a note payable
for the amount due. The note was dated February 1, had an interest rate of 7% per
annum, and was payable with interest on May 31.

Required:

Use the horizontal model to show the effects of each of these transactions and
adjustments for Proco on

a. February 1, to show that the account payable had been changed to a note payable.
b. March 31, to accrue interest expense for February and March.
¢. May 31, to record payment of the note and all of the interest due to Shirmoo.

(Note: As an alternative to using the horizontal model, write the journal entries to
show each of these transactions and adjustments.)

Effect of adjustments on net income Assume that Cater Co.’s accountant
neglected to record the payroll expense accrual adjustment at the end of October.

Required:
a. Explain the effect of this omission on net income reported for October.
b. Explain the effect of this omission on net income reported for November.

c. Explain the effect of this omission on total net income for the two months of
October and November taken together.

d. Explain why the accrual adjustment should have been recorded as of October 31.
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Solution:

Part 1 Financial Accounting

Effects of adjustments A bookkeeper prepared the year-end financial
statements of Giftwrap, Inc. The income statement showed net income of
$237,000, and the balance sheet showed ending retained earnings of $910,000. The
firm’s accountant reviewed the bookkeeper’s work and determined that adjustments
should be made that would increase revenues by $50,000 and increase expenses by
$84,000.

Required:
Calculate the amounts of net income and retained earnings after the preceding
adjustments are recorded.

T-account analysis Answer these questions that are related to the following
Interest Payable T-account:

a. What is the amount of the February 28 adjustment?

b. What account would most likely have been credited for the amount of the
February transactions?

¢.  What account would most likely have been debited for the amount of the
February 28 adjustment?

d. Why would this adjusting entry have been made?

Interest Payable

February 1 balance 1,200
February transactions 1,500 | February 28 adjustment ?
| February 28 balance 2,100

Transaction analysis using T-accounts This exercise provides practice in
understanding the operation of T-accounts and transaction analysis. For each
situation, you must solve for a missing amount. Use a T-account for the balance sheet
account, show in a horizontal model, or prepare journal entries for the information
provided. In each case, there is only one debit entry and one credit entry in the
account during the month.

Example:

Accounts Payable had a balance of $6,000 at the beginning of the month and $5,400 at
the end of the month. During the month, payments to suppliers amounted to $16,000.
Calculate the purchases on account during the month.

Accounts Payable

Beginning Dr.  Accounts Dr. Inventory ...... 15,400
balance 6,000 Payable . . . . 16,000 Cr. Accounts
Payment 16,000 | Purchase ?=15,400 Cr. Cash.... 16,000 Payable . . ... .. 15,400
Ending Payments to suppliers. Purchases on account.
balance 5,400

a. Accounts Receivable had a balance of $16,200 at the beginning of the month
and $6,600 at the end of the month. Credit sales totaled $90,000 during the
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month. Calculate the cash collected from customers during the month, assuming
that all sales were made on account.

b. The Supplies account had a balance of $5,840 at the beginning of the month
and $7,760 at the end of the month. The cost of supplies used during the
month was $25,280. Calculate the cost of supplies purchased during the
month.

c. Wages Payable had a balance of $7,600 at the beginning of the month. During
the month, $31,000 of wages were paid to employees. Wages Expense accrued
during the month totaled $39,000. Calculate the balance of Wages Payable at the
end of the month.

Problems connect

ACCOUNTING

All applicable Problems are available with McGraw-Hill’s Connect™
Accounting.

Record transactions and adjustments Use the horizontal model, or write the Problem 4.21
journal entry, for each of the following transactions and adjustments that occurred Lo 2, 6, 7
during the first year of operations at Kissick Co.

a. Issued 200,000 shares of $5-par-value common stock for $1,000,000 in cash.

b. Borrowed $500,000 from Oglesby National Bank and signed a 12% note due in
two years.

Incurred and paid $380,000 in salaries for the year.

Sold inventory costing $580,000 for a total of $910,000, all on credit.

Paid rent of $110,000 on the sales facilities during the first 11 months of
the year.

c
d. Purchased $640,000 of merchandise inventory on account during the year.
e
f

g. Purchased $150,000 of store equipment, paying $50,000 in cash and agreeing to
pay the difference within 90 days.

h. Paid the entire $100,000 owed for store equipment, and $620,000 of the amount
due to suppliers for credit purchases previously recorded.

i. Incurred and paid utilities expense of $36,000 during the year.

j-  Collected $825,000 in cash from customers during the year for credit sales pre-
viously recorded.

k. At year-end, accrued $60,000 of interest on the note due to Oglesby National
Bank.

l. At year-end, accrued $10,000 of past-due December rent on the sales
facilities.

Prepare an income statement and balance sheet from transaction data Problem 4.22

a. Based on your answers to Problem 4.21, prepare an income statement (ignoring  LO 1
income taxes) for Kissick Co.’s first year of operations and a balance sheet as of
the end of the year. (Hint: You may find it helpful to prepare T-accounts for each
account affected by the transactions.)

b. Provide a brief written evaluation of Kissick Co.’s results from operations for
the year and its financial position at the end of the year. In your opinion, what
are the likely explanations for the company’s net loss?
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Problem 4.23 Calculate income from operations and net income Seclected information
LO 6, 7 taken from the financial statements of Verbeke Co. for the year ended December 31,

2013, follows:
GrOSS PrOfit .« o oo e e $412,000
General and administrative eXPeNnSES. . . .o v v v 83,000
Net cash used by investing activities . . . .......... .. . 106,000
Dividends paid. . . . .o o 51,000
INtEresSt EXPENSE . . . o ot 61,000
Net sales . . .o 741,000
AQVErISING BXPENSE . . o o ettt e 76,000
Accounts payable . . . ... 101,000
INCOME TaX BXPENSE . . . . ottt 38,000
Other Selling EXPENSES. . . . o vttt 42,000

a. Calculate income from operations (operating income) for the year ended
December 31, 2013. (Hint: You may wish to review Exhibit 2-2.)

b. Calculate net income for the year ended December 31, 2013.

Problem 4.24 Calculate income from operations and net income Selected information
Lo 6, 7 taken from the financial statements of Fordstar Co. for the year ended December 31,

2013, follows:
Net cash provided Dy OPEratioNS ........vvvverieeiiiiiiiei e e e e e e e e $ 49,000
Cost of goods sold ...........cceeveen. 155,000
Selling, general, and administrative expenses ...... 62,000
Accounts Payable..........coeeeiiiiiiiieeeieiiiiiiiie e 45,000
DIVIABNAS PAI ...ttt e et e e e e e e e e 68,000
Research and development EXPENSES ........cccuiviiiiiiiiiiiiie e 15,000
Merchandise inventory 39,000
Provision for INCOME TAXES ......vvvvviiiiiiiiiiiiiiiiieeieiee b e 420,000
NET SAIES ..ttt 32,000

Interest expense

a. Calculate income from operations (operating income) for the year ended
December 31, 2013. (Hint: You may wish to review Exhibit 2-2.)

b. Calculate net income for the year ended December 31, 2013.

Problem 4.25 Alternative adjustments—supplies On January 10, 2013, the first day of the
Lo 6, 7 spring semester, the cafeteria of The Defiance College purchased for cash enough
paper napkins to last the entire 16-week semester. The total cost was $2,400.

Required:
Use the horizontal model to show the effects of recording the following:

a. The purchase of the paper napkins, assuming that the purchase was initially
recorded as an expense.

b. At January 31, it was estimated that the cost of the paper napkins used during the
first three weeks of the semester totaled $475. Use the horizontal model to show the
adjustments that should be made as of January 31 so that the appropriate amount of
expense will be shown in the income statement for the month of January.

c. Use the horizontal model to show the effects of the alternative way of recording
the initial purchase of napkins.
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d. Use the horizontal model to show the effects of the adjustment that should occur
at January 31 if the initial purchase had been recorded as in c.

e. Consider the effects that entries a and b would have on the financial statements
of The Defiance College. Compare these effects to those that would be caused
by entries ¢ and d. Are there any differences between these alternative sets of
entries on the
1. Income statement for the month of January?

2. Balance sheet at January 31?

(Note: As an alternative to using the horizontal model, write the journal entries to
show each of these transactions and adjustments.)

Alternative adjustments—rent Calco, Inc., rents its store location. Rent is $3,000
per month, payable quarterly in advance. On July 1, a check for $9,000 was issued to
the landlord for the July—September quarter.

Required:

Use the horizontal model to show the effects on the financial statements of Calco, Inc.:

a. To record the payment, assuming that all $9,000 is initially recorded as Rent Expense.

b. To record the adjustment that would be appropriate at July 31 if your entry in a
had been made.

c¢. To record the initial payment as Prepaid Rent.

d. To record the adjustment that would be appropriate at July 31 if your entry in ¢
had been made.

e. To record the adjustment that would be appropriate at August 31 and September
30, regardless of how the initial payment had been recorded (and assuming that
the July 31 adjustment had been made).

f. If you were supervising the bookkeeper, how would you suggest that the July 1
payment be recorded? Explain your answer.

(Note: As an alternative to using the horizontal model, write the journal entries to

show each of these transactions and adjustments.)

Analyze several accounts using Campbell Soup Company annual report
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Problem 4.26
LO 6,7

Problem 4.27

data Set up a horizontal model in the following format: LO 6,7
Assets Liabilities Revenues Expenses
Payable to Cost of Marketing,
Cash and Cash Accounts Suppliers and Net Products  Selling, and
Equivalents Receivable Inventories Others Sales Sold Administrative

Beginning balance

Net sales

Cost of products sold

Marketing, selling, and
administrative expenses

Purchases on account

Collections of accounts
receivable

Payments to suppliers
and others

Ending balance
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Problem 4.28
LO 6, 7

eXcel

Part 1 Financial Accounting

Required:
a

Enter the beginning (August 1, 2010) and ending (July 31, 2011) account
balances for Accounts Receivable, Inventories, and Payable to Suppliers and
Others. Find these amounts on the balance sheet for Campbell Soup Company
in the appendix.

From the income statement for Campbell Soup Company for the year

ended July 31, 2011, in the appendix, record the following transactions in

the model:

1. Net Sales, assuming that all sales were made on account.

2. Cost of Products Sold, assuming that all costs were transferred from
inventories.

3. Marketing, Selling, and Administrative Expenses, assuming all of these
expenses were accrued in the Payable to Suppliers and Others liability
category as they were incurred.

(Hint: Campbell’s General, Selling, and Administrative Expenses are
contained in two separate captions. Note that Payable to Suppliers and
Others is another term for Accounts Payable.)

Assuming that the only other transactions affecting these balance sheet accounts

were those described next, calculate the amount of each transaction:

1. Purchases of inventories on account.

2. Collections of accounts receivable.

3. Payments to suppliers and others.

Make corrections and adjustments to income statement and balance
sheet Big Blue Rental Corp. provides rental agent services to apartment
building owners. Big Blue Rental Corp.’s preliminary income statement for
August 2013, and its August 31, 2013, preliminary balance sheet, did not reflect
the following.

a.

b.

Rental commissions of $500 had been earned in August but had not yet been
received from or billed to building owners.

When supplies are purchased, their cost is recorded as an asset. As supplies
are used, a record of those used is kept. The record sheet shows that $360 of
supplies were used in August.

Interest on the note payable is to be paid on May 31 and November 30.
Interest for August has not been accrued—that is, it has not yet been
recorded. (The Interest Payable of $80 on the balance sheet is the
amount of the accrued liability at July 31.) The interest rate on this note
is 10%.

Wages of $260 for the last week of August have not been recorded.

The Rent Expense of $1,020 represents rent for August, September, and
October, which was paid early in August.

Interest of $280 has been earned on notes receivable but has not yet been
received.

Late in August, the board of directors met and declared a cash dividend of
$2,800, payable September 10. Once declared, the dividend is a liability of the
corporation until it is paid.
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BIG BLUE RENTAL CORP.

Income Statement
August 2013

Adjustments/Corrections

Preliminary Debit Credit Final

COMMISSIONS MBVENUE.......veevereerierieriarsareanens $ 9,000 $ $ $
Interest revenue .........cccooecveeiiieiiiiicciieee 1,700

Total rEVENUE ......eveveieieeeeie e $10,700 $ $ $
RENt BXPENSE....ccvveveireeiveireeireeeeiteeieesesieans $ 1,020 $ $ $
Wages EXPENSE ....covvvveeiiiiieeiiiieeiiiee e 2,380
SUPPIIES EXPENSE.....vvieeivieeeeiiieeeeiiieeeiieeeaans —
INterest eXPeNSE . ...vvvveeiiiiiiiiiiiiiiiiieeee —

Total EXPENSES ..vovvvveeviivieiieiee i $ 3,400 $ $ $
NEL INCOME 1.ttt $ 7,300 $ $ $

BIG BLUE RENTAL CORP.

Balance Sheet
August 31, 2013

Adjustments/Corrections

Preliminary Debit Credit Final

Assets

€SN oo $ 800 $ $ $
Notes receivable ..........ccccovieiiiiiiiiiici, 26,000

Commissions receivable ..........ccooevivveiinens —

Interest receivable ..o —

Prepaid rent .. =

SUPPNIES .ttt e e 1,300

Total @SSEtS ....ovcviiieriieieieieeee e $ 28,100 $ $ $
Liabilities and Stockholders’ Equity
Accounts Payable .........cocorveieiieieriaiiiains $ 240 $ $ $
Notes payable........ccoceviiiiiiiiiiiiicie, 4,800
Interest payable .........ccccevvieiiiiiiiiiiin 80
Wages payable .........cccceevieiiiciiiiiiiiiiienn —

Dividends payable..........cccocooviiiiiiiiiiicinn, —

Total liabilities.......c.eeeveeieecieeieeceeceeeie $ 5,120 $ $ $
Paid-in Capital........ccovvivieiieiiiee e $ 4,800 $ $ $
Retained earnings:

Balance, AUQUSt 1.....ccccveeeiiiieiieieiaenas $ 10,880 $ $ $

NEt INCOME.....vvveiiiiieiiieeite e 7,300

DIiVIAENAS oo —

Balance, August 31 ......cccoovviirieinnnn. $ 18,180 $ $ $

Total stockholders’ equity...............ccc...... $ 22,980 $ $ $

Total liabilities and stockholders’ equity ....... $ 28,100 $ $ $
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ACCOUNTING

Case 4.29
LO 6, 7

Part 1 Financial Accounting

Required:

a. Using the columns provided on the income statement and balance sheet for
Big Blue Rental Corp., make the appropriate adjustments/corrections to the
statements, and enter the correct amount in the Final column. Key your
adjustments/corrections with the letter of the item in the preceding list.
Captions/account names that you will have to use are on the statements.
(Hint: Use the five questions of transaction analysis. What is the relationship
between net income and the balance sheet?)

b. Consider the entries that you have recorded in your answer to part a. Using
these items as examples, explain why adjusting entries normally have an effect
on both the balance sheet and the income statement.

c. Explain why the Cash account on the balance sheet is not usually affected by
adjustments. In your answer, identify the types of activities and/or events that
normally cause the need for adjustments to be recorded. Give at least one exam-
ple of an adjustment (other than those provided in the problem data).

Cases

All applicable Cases are available with McGraw-Hill’s Connect™
Accounting.

Capstone analytical review of Chapters 2-4. Calculate liquidity and profit-
ability measures and explain various financial statement relationships for a
realty firm DeBauge Realtors, Inc., is a realty firm owned by Jeff and Kristi DeBauge.
The DeBauge family owns 100% of the corporation’s stock. The following summarized
data (in thousands) are taken from the December 31, 2013, financial statements:

For the Year Ended December 31, 2013:

CommiSSIONS reVENUE . .+« v v v $142
Cost of services provided . .................. 59
Advertising expense . .............. . 28
Operatingincome .. ... .. $ 55
Interestexpense .......... . e 5
Income tax expense . ............. ... _ 16
NEetinCome . ..o oot $ 34

At December 31, 2013:

Assets

Cash and short-term investments . . ........... $ 30
Accounts receivable, net . ............. .. ... 40
Property, plant, and equipment, net. ........... 125
Total @SSetS . . v $195

Liabilities and Stockholders’ Equity

Accountspayable . ............. ... ... $ 90
Income taxespayable .. .................... 5
Notes payable (longterm) ................... 50
Paid-incapital .. .......... .. 20
Retainedearnings . ........................ 30

Total liabilities and stockholders’ equity .. ... .. .. $195
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At December 31, 2012, total assets were $205 and total stockholders’ equity
was $50. There were no changes in notes payable or paid-in capital during 2013.

Required:

a.

b.

i.

What particular expense do you suppose accounts for the largest portion of the
$59 cost of services provided?

The cost of services provided amount includes all operating expenses (i.e.,
selling, general, and administrative expenses) except advertising expense. What
do you suppose the primary reason was for DeBauge Realtors, Inc., to separate
advertising from other operating expenses?

Calculate the effective interest rate on the notes payable for DeBauge
Realtors, Inc.

Calculate the company’s average income tax rate. (Hint: You must first
determine the earnings before taxes.)

Calculate the amount of dividends declared and paid to Jeff and Kristi DeBauge
during the year ended December 31, 2013. (Hint: Do a T-account analysis of
retained earnings.) What is the company’s dividend policy? (What proportion of
the company’s earnings are distributed as dividends?)

DeBauge Realtors, Inc., was organized and operates as a corporation rather
than a partnership. What is the primary advantage of the corporate form of
business to a realty firm? What is the primary disadvantage of the corporate
form?

Explain why the amount of income tax expense is different from the amount of
income taxes payable.

Calculate the amount of working capital and the current ratio at December 31,
2013. Assess the company’s overall liquidity.

Calculate ROI (including margin and turnover) and ROE for the year ended
December 31, 2013. Explain why these single measures may not be very mean-
ingful for this firm.

Capstone analytical review of Chapters 2-4. Calculate liquidity and
profitability measures and explain various financial statement
relationships for an excavation contractor Gerrard Construction Co. is an
excavation contractor. The following summarized data (in thousands) are taken from
the December 31, 2013, financial statements:

For the Year Ended December 31, 2013:

Netrevenues. . ... $32,200
Cost of services provided .. ................. 11,400
Depreciation expense . ... 6,500
Operating iNCoMe . ... ..o $14,300
Interestexpense . ...... ... .. 3,800
Income taxexpense . ........... i 3,200
NetinCOME .« . v oot $ 7,300

(continued)

Case 4.30
LO 6,7
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At December 31, 2013:

Assets

Cash and short-term investments . ... ......... $ 2,800
Accounts receivable, net . .. .......... ... ..., 9,800
Property, plant, and equipment, net. . .......... 77,400
Totalassets. . ... $90,000

Liabilities and Stockholders’ Equity

Accounts payable . . ....... .. . $ 1,500
Income taxes payable . ............ ... ... .. 1,600
Notes payable (longterm) .. ................. 47,500
Paid-incapital . . ....... .. ... 10,000
Retainedearnings . . .......... ... ... ... ... 29,400
Total liabilities and stockholders’ equity ... ... ... $90,000

At December 31, 2012, total assets were $82,000 and total stockholders’ equity was
$32,600. There were no changes in notes payable or paid-in capital during 2013.

Required:

a.

The cost of services provided amount includes all operating expenses (selling,
general, and administrative expenses) except depreciation expense. What do you
suppose the primary reason was for management to separate depreciation from
other operating expenses? From a conceptual point of view, should depreciation
be considered a “cost” of providing services?

Why do you suppose the amounts of depreciation expense and interest expense
are so high for Gerrard Construction Co.? To which specific balance sheet
accounts should a financial analyst relate these expenses?

Calculate the company’s average income tax rate. (Hint: You must first deter-
mine the earnings before taxes.)

Explain why the amount of income tax expense is different from the amount of
income taxes payable.

Calculate the amount of total current assets. Why do you suppose this amount is
so low, relative to total assets?

Why doesn’t the company have a Merchandise Inventory account?

Calculate the amount of working capital and the current ratio at December 31,
2013. Assess the company’s overall liquidity.

Calculate ROI (including margin and turnover) and ROE for the year ended
December 31, 2013. Assess the company’s overall profitability. What
additional information would you like to have to increase the validity of
this assessment?

Calculate the amount of dividends declared and paid during the year
ended December 31, 2013. (Hint: Do a T-account analysis of retained
earnings.)
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Answers to Self-Study Material

Matching: 1.u,2.1,3.b,4.¢e,5.5,6.a,7.¢,8.1,9.g,10. k, 11. 1, 12. m, 13. 1,
14.t,15.d

Multiple choice: 1.e,2.¢,3.b,4.¢,5.b,6.a,7.4d,8.b,9.¢, 10.b




= Accounting for
5 and Presentation
- of Current Assets

Current assets include cash and other assets that are expected to be converted to cash or used
up within one year, or an operating cycle, whichever is longer. An entity’s operating cycle is the
average time it takes to convert an investment in inventory back to cash. This is illustrated in the

following diagram:

:

Cash is used to purchase
finished goods or raw
materials and labor
used to manufacture

Inventory, which is held until sold,
usually on account,
resulting in

Accounts Receivable, which must then
be collected to
increase

For most firms, the normal operating cycle is less than one year. As you learn more about
each of the current assets discussed in this chapter, keep in mind that a shorter operating cycle
permits a lower investment in current assets. This results in an increase in turnover, which in turn
increases return on investment (ROI). Many firms attempt to reduce their operating cycle and in-
crease overall profitability by trying to sell inventory and collect accounts receivable as quickly as
possible.

Current asset captions usually seen in a balance sheet are:

Cash and Cash Equivalents
Short-Term Marketable Securities
Accounts and Notes Receivable
Inventories

Prepaid Expenses or Other Current Assets
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Refer to the Consolidated Balance Sheets of Campbell Soup Company on page 712 of the ap-
pendix. Note that Campbell’s current assets at July 31, 2011, total $1,963 million and account for
29 percent of the company’s total assets. Look at the components of current assets. Notice that Cash
and Cash Equivalents, Accounts Receivable, and Inventories are the largest current asset amounts.
Now refer to the balance sheets in other annual reports that you may have and examine the composi-
tion of current assets. Do they differ significantly from Campbell's balance sheet? The objective of this

chapter is to permit you to make sense of the current asset presentation of any balance sheet.
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1. What does it mean when an asset is referred to as a current asset?

After studying this chapter you should understand and be able to

LO 5-1 Explain what is included in the cash and cash equivalents amount reported on the
balance sheet.

LO 5-2 Describe the key features of a system of internal control and explain why internal
controls are important.

LO 5-3 Explain the bank reconciliation procedure.
LO 5-4  Explain how short-term marketable securities are reported on the balance sheet.

LO 5-5 Discuss how accounts receivable are reported on the balance sheet, including the
valuation allowances for estimated uncollectible accounts and estimated cash discounts.

LO 5-6 Explain how notes receivable and related accrued interest are reported on the
balance sheet.

LO 5-7  Explain how inventories are reported on the balance sheet.

LO 5-8 Discuss the alternative inventory cost flow assumptions and generalize about their respec-
tive effects on the income statement and balance sheet when price levels are changing.

LO 5-9 Discuss the impact of inventory errors on the balance sheet and income statement.

LO 5-10 Explain what prepaid expenses are and how they are reported on the balance sheet.

Chapters 5 through 9 are organized around the financial statements, starting with the
asset side of the balance sheet in Chapters 5 and 6, moving over to the liability and
stockholders’ equity side in Chapters 7 and 8, and then on to the income statement and
statement of cash flows in Chapter 9. Exhibit 5-1 highlights the balance sheet accounts
covered in detail in this chapter and shows the income statement and statement of cash
flows components affected by these accounts.

What Does
It Mean?
Answer on
page 179
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Exhibit 5-1
Financial Statements—

Part 1 Financial Accounting

Balance Sheet

The Big Picture Current Assets Chapter  Current Liabilities Chapter
59 Short-term debt 7
Current maturities of
B long-term debt 7
59 Accounts payable 7
5 Unearned revenue or
5,9 deferred credits 7
5 Payroll taxes and other
Noncurrent Assets withholdings 7
Land 6 Other accrued liabilities 7
Buildings and equipment 6 Noncurrent Liabilities
Assets acquired by Long-term debt ’
capital lease 6 Deferred tax liabilities 7
Intangible assets 6 Other long-term liabilities 7
Natural resources 6 Stockholders’ Equity
Other noncurrent assets 6 Common stock 8
Preferred stock 8
Additional paid-in capital 8
Retained earnings 8
Treasury stock 8

Accumulated other
comprehensive income (loss) 8

Income Statement Statement of Cash Flows

Sales 59 Operating Activities
Cost of goods sold & © Net income 56,7,8,9
Gross profit (or gross margin) 59 Depreciation expense 6, 9

Selling, general, and (Gains) losses on sale of assets 6, 9

administrative expenses 5,6,9 (Increase) decrease in
Income from operations 9 current assets 9,9
Gains (losses) on sale Increase (decrease) in
of assets 6,9 current liabilities 7,9
Interest income 59 Investing Activities
Interest expense 7,9 Proceeds from sale of property,
Income tax expense 7,9 plant, and equipment 6, 9
Unusual items 9 Purchase of property, plant,
Net income 56,7,8 9 and equipment 6,9
Earnings per share 9 Financing Activities

Proceeds from long-term debt* 7, 9
Repayment of long-term debt* 7, 9
Issuance of common stock

and/or preferred stock 8, 9
Purchase of treasury stock 8,9
Payment of dividends 8,9

Other affected financial statement components.
*May include short-term debt items as well.



Chapter 5 Accounting for and Presentation of Current Assets

151

Although most of an entity’s cash disbursements should be made by check for security and
record-keeping purposes, a petty cash fund could be used for small payments for which writ-
ing a check would be inconvenient. For example, postage due, collect on delivery (COD)
charges, or the cost of an urgently needed office supply item often is paid from the petty cash
fund to avoid the delay and expense associated with creating a check.

The petty cash fund is an imprest account, which means that the sum of the cash on
hand in the petty cash box and the receipts in support of disbursements (called petty cash
vouchers) should equal the amount initially put in the petty cash fund.

Periodically (usually at the end of the accounting period) the petty cash fund is reimbursed
to bring the cash in the fund back to the original amount. It is at this time that the expenses paid
through the fund are recognized in the accounts.

The amount of the petty cash fund is included in the cash amount reported on the entity’s
balance sheet.

Cash and Cash Equivalents

The vast majority of publicly traded corporations report their most liquid assets in the
cash and cash equivalents category. Cash includes money on hand in change funds,
petty cash funds (see Business in Practice—Petty Cash Funds), undeposited receipts
(including currency, checks, money orders, and bank drafts), and any funds immediately
available to the firm in its bank accounts (“demand deposits” such as checking and
savings accounts). Cash equivalents are short-term investments readily convertible into
cash with a minimal risk of price change due to interest rate movements.

Because cash on hand or in checking accounts earns little if any interest, man-
agement of just about every organization will develop a cash management system to
permit investment of cash balances not currently required for the entity’s operation.
The broad objective of the cash management program is to maximize earnings by
having as much cash as feasible invested for the longest possible time. Cash managers
are interested in minimizing investment risks, and this is accomplished by investing in
U.S. Treasury securities, securities of agencies of the federal government, bank cer-
tificates of deposit, money market mutual funds, and commercial paper. (Commercial
paper is like an IOU issued by a very creditworthy corporation.) Securities selected
for investment usually will have a maturity date that is within a few months of the
investment date and that corresponds to the time when the cash manager thinks the
cash will be needed. Cash equivalents included with cash on the balance sheets of
Campbell Soup Company are defined as “all highly liquid debt instruments purchased
with a maturity of three months or less” (see page 715 in the appendix).

In addition to an organization’s cash management system, policies to minimize the
chances of customer theft and employee embezzlement also will be developed. These
are part of the internal control system (see Business in Practice—The Internal Control
System), which is designed to help safeguard all of an entity’s assets, including cash.

LO 1

Explain what is included
in the cash and cash
equivalents amount
reported on the balance
sheet.

Gy

LO 2

Describe the key fea-
tures of a system of
internal control and
explain why internal
controls are important.

2. What does it mean to have an effective system of internal control?

What Does
It Mean?
Answer on
page 179
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Internal control is broadly defined as a process, established by an entity’s board of directors,
management, and other personnel, designed to provide reasonable assurance that objectives
are achieved with respect to:

1. The effectiveness and efficiency of the operations of the organization.
2. The reliability of the organization’s financial reporting.
3. The organization’s compliance with applicable laws and regulations.

Internal controls relate to every level of the organization, and the tone established by the
board of directors and top management establishes the control environment. Ethical consider-
ations expressed in the organization’s code of conduct and social responsibility activities are a
part of this overall tone. Although the system of internal control is frequently discussed in the
context of the firm’s accounting system, it is equally applicable to every activity of the firm, and
it is appropriate for everyone to understand the need for and significance of internal controls.

Internal control policies and procedures sometimes are classified as financial controls and
administrative controls.

Financial controls, which are related to the concept of separation of duties, include a series
of checks and balances ensuring that more than one person is involved in a transaction from
beginning to end. For example, most organizations require that checks be signed by someone
other than the person who prepares them. The check signer is expected to review the documents
supporting the disbursement and to raise questions about unusual items. Another internal control
requires the credit manager who authorizes the write-off of an account receivable to have that
write-off approved by another officer of the firm. Likewise, a bank teller or cashier who has made
a mistake in initially recording a transaction must have a supervisor approve the correction.

Administrative controls are frequently included in policy and procedure manuals and are
reflected in management reviews of reports of operations and activities. For example, a firm’s
credit policy might specify that no customer is to have an account receivable balance in excess
of $10,000 until the customer has had a clean payment record for at least one year. The firm’s
internal auditors might periodically review the accounts receivable detail to determine whether
this policy is being followed. In addition to /imit (or reasonableness) tests such as this, adminis-
trative controls also ensure the proper authorization of transactions before they are entered into.
For example, a firm may require its credit department to conduct a thorough evaluation of a new
customer’s credit history prior to approving a sales order prepared by a salesperson.

The system of internal control does not exist because top management thinks that the em-
ployees are dishonest. Internal controls provide a framework within which employees can operate,
knowing that their work is being performed in a way that is consistent with the desires of top man-
agement. To the extent that temptation is removed from a situation that might otherwise lead to an
employee’s dishonest act, the system of internal control provides an even more significant benefit.

The Bank Reconciliation as a Control over Cash

Many transactions either directly or indirectly affect the receipt or payment of cash.
For instance, a sale of merchandise on account normally leads to a cash receipt when
the account receivable is collected. Likewise, a purchase of inventory on account re-
sults in a cash payment when the account payable is paid. In fact, cash (in one form
or another) is eventually involved in the settlement of virtually all business affairs.
As a result of the high volume of cash transactions and the ease with which
money can be exchanged, it is appropriate to design special controls to help safeguard
cash. At a minimum, all cash received should be deposited in the company’s bank
account at the end of each business day, and all cash payments (other than petty cash
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In an informal survey conducted by the authors, a remarkably high percentage of students (and
faculty members!) admitted that they rarely, if ever, reconcile their checking accounts—73 percent
in one undergraduate class. As one student (let’s call him Bob) put it, “I'd rather just close my ac-
count out after a couple of years, and transfer whatever might be left to another bank.” Here are
two questions for your consideration as you study this material: (1) What information is gained in
the reconciliation process? (2) How might the lack of this information prove detrimental to Bob?

disbursements) should be made from the company’s bank account using prenumbered
checks. Using this simple control system, a duplicate record of each cash transaction
is automatically maintained—one by the company and the other by the bank.

To determine the amount of cash available in the bank, it is appropriate that the
Cash account balance as shown in the general ledger (or your checkbook) be reconciled
with the balance reported by the bank. The bank reconciliation process, which you do
(or should do) for your own checking account, involves bringing into agreement the ac-
count balance reported by the bank on the bank statement with the account balance in
the ledger. The balances might differ for two reasons: timing differences and errors.

Timing differences arise because the company knows about some transactions
affecting the cash balance about which the bank is not yet aware, or the bank has
recorded some transactions about which the company is not yet aware. The most com-
mon timing differences involve:

Deposits in transit, which have been recorded in the company’s Cash account but
which have not yet been added to the company’s balance in the bank’s records.
From the company’s point of view, the deposit in transit represents cash on hand
because it has been received. In the bank reconciliation process, deposits in transit
are added to the bank’s indicated (prereconciled) balance.

Outstanding checks, which have been recorded as credits (reductions) to the
company’s cash balance, but which have not yet been presented to the bank for
payment. From the company’s point of view, outstanding checks should not be
included in its cash balance because its intent was to disburse cash when it issued
the checks. In the reconciliation process, outstanding checks are subtracted from
the bank’s indicated balance.

Bank service charges against the company’s account, and interest income
added to the company’s balance during the period by the bank. The bank service
charge and interest income should be recognized by the company in the period
incurred or earned, respectively, because both of these items affect the cash bal-
ance at the end of the period. In the reconciliation process, bank service charges
are subtracted from the company’s indicated balance; interest income is added to
the company’s indicated balance.

NSF (not sufficient funds) checks, which are checks that have “bounced” from
the maker’s bank because the account did not have enough funds to cover the
check. Because the company that received the check recorded it as a cash receipt
and added the check amount to the balance of its Cash account, it is necessary
to establish an account receivable for the amount due from the maker of the
NSF check. In the reconciliation process, NSF checks are subtracted from the
company’s indicated balance.

Errors, which can be made by either the company or the bank, are detected in
what may be a trial-and-error process if the book balance and bank balance do not

Study
Suggestion

LO 3

Explain the bank
reconciliation
procedure.
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reconcile after timing differences have been recognized. Finding errors is a tedious
process involving verification of the timing difference amounts (e.g., double-checking
the makeup and total of the list of outstanding checks), verifying the debits and credits
to the company’s ledger account, and verifying the arithmetic and amounts included
on the bank statement. If the error is in the recording of cash transactions on the
company’s books, an appropriate journal entry must be made to correct the error. If
the bank has made the error, the bank is notified but no change is made to the Cash
account balance. In the reconciliation process, an addition or subtraction is made to
correct the error on the side that made the error (either the bank or the company).

There are a number of ways of mechanically setting up the bank reconciliation.
The reverse side of the bank statement usually has a reconciliation format printed on
it. Many computer-based bookkeeping systems contain a bank reconciliation module
that can facilitate the bank reconciliation process. When the bank statement lists re-
turned checks in numerical order, the process is made even easier. A simple and clear
technique for setting up the reconciliation is illustrated in Exhibit 5-2.

Even in today’s world of electronic banking, the need to reconcile checking ac-
counts on a regular basis retains its importance. Although deposits are now recorded
instantaneously in many e-banking systems, checks still take time to clear, banks still
charge fees for their services, and NSF checks and errors are every bit as likely to
occur as in older systems.

What Does
It Mean?
Answer on
page 179

LO 4

Explain how short-term
marketable securities
are reported on the bal-
ance sheet.

3. What does it mean to reconcile a bank account?

Short-Term Marketable Securities

As emphasized in the discussion of cash and cash equivalents, a firm’s ROI can be im-
proved by developing a cash management program that involves investing cash balances
over and above those required for day-to-day operations in short-term marketable
securities. An integral part of the cash management program is the forecast of cash re-
ceipts and disbursements (forecasting, or budgeting, is discussed in Chapter 14). Recall
from Chapter 2 that current assets are defined as cash and other assets that are likely to be
converted into cash or used to benefit the entity within one year of the balance sheet date.
Thus, any debt investments that mature beyond one year from the balance sheet date, and
any equity securities that management has the ability and intent to hold for more than one
year from the balance sheet date, would be reported as “long-term marketable securities.”

Balance Sheet Valuation

Short-term marketable debt securities that fall in the held-to-maturity category are
reported on the balance sheet at the entity’s cost, which is usually about the same as
market value, because of their high quality and the short time until maturity. The ma-
jority of investments made by most firms are of this variety because the excess cash
available for investment will soon be needed to meet working capital obligations. If
an entity owns marketable debt securities that are not likely to be converted to cash



Chapter 5 Accounting for and Presentation of Current Assets

Assumptions:

e The balance in the Cash account of Cruisers, Inc., at September 30 was
$4,614.58.

e The bank statement showed a balance of $5,233.21 as of September 30.

e Included with the bank statement were notices that the bank had deducted a ser-
vice charge of $42.76 and had credited the account with interest of $28.91 earned
on the average daily balance.

e An NSF check for $35.00 from a customer was returned with the bank statement.

e A comparison of deposits recorded in the Cash account with those shown on the
bank statement showed that the September 30 deposit of $859.10 was not on the
bank statement. This is not surprising because the September 30 deposit was put
in the bank’s night depository on the evening of September 30.

e A comparison of the record of checks issued with the checks returned in the bank
statement showed that the amount of outstanding checks was $1,526.58.

Reconciliation as of September 30:

From Bank Records From Company’s Books
Indicated balance.................... $5,233.21 Indicated balance................. $4,614.58
Add: Deposit in transit ............ g59.10 Add: Interest earned............ 28.91

Less: Service charge............ (42.76)
Less: Outstanding checks ...... (1,526.58) NSF check (35.00)
Reconciled balance................. $4,565.73  Reconciled balance.............. $4,565.73

The balance in the company’s general ledger account before reconciliation (the
“Indicated balance”) must be adjusted to the reconciled balance. Using the horizontal
model, the effect of this adjustment on the financial statements is:

Balance Sheet Income Statement
Asset = Liabilities + Stockholders’ equity < Net income = Revenues — Expenses
Accounts Interest Service
Receivable Income Charge
+35.00 +28.91 Expense
—42.76
Cash
—48.85
The journal entry to reflect this adjustment is:

Dr. Service Charge Expense . ..................... 42.76
Dr. Accounts Receivable......................... 35.00

Cr. Interestlncome ......................... 28.91

Cr. Cash....... ... 48.85

Alternatively, a separate adjustment could be made for each reconciling item. The
amount from this particular bank account to be included in the cash amount shown
on the balance sheet for September 30 is $4,565.73. There would not be an adjust-
ment for the reconciling items that affect the bank balance because those items have
already been recorded on the company’s books.
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Exhibit 5-2
A Bank Reconciliation
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within a few months of the balance sheet date, or marketable equity securities that are
subject to significant fluctuation in market value (like common and preferred stock),
the balance sheet valuation and related accounting become more complex. Debt and
equity securities that fall in the trading and available-for-sale categories are reported
at market value, and any unrealized gains or losses are recognized. This is an applica-
tion of the matching concept because the change in market value is reflected in the
fiscal period in which it occurs.

What Does 4. What does it mean to invest cash in short-term marketable securities?
It Mean?
Answer on
page 180
Interest Accrual
Of course, it is appropriate that interest income on short-term marketable debt securi-
ties be accrued as earned so that both the balance sheet and income statement more ac-
curately reflect the financial position at the end of the period and results of operations
for the period. The asset involved is called Interest Receivable, and Interest Income is
the income statement account. Here is the effect of the interest accrual on the financial
statements:
Balance Sheet Income Statement
Assets = Liabilities + Stockholders’ equity « Net income = Revenues — Expenses
+ Interest + Interest
Receivable Income
The accrual is made with the following entry:
Dr. InterestReceivable .............. ... ... .. ....... XX
Cr. Interestincome............ ... ... ... ....... XX
The amount in the Interest Receivable account is combined with other receivables in
the current asset section of the balance sheet.
What Does 5. What does it mean when interest income from marketable securities must be
It Mean? accrued?

Answer on
page 180
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Accounts Receivable

Recall from the Campbell Soup Company balance sheet that Accounts Receivable was
a significant current asset category at July 31, 2011. Accounts receivable from custom-
ers for merchandise and services delivered are reported at net realizable value—the
amount that is expected to be received from customers in settlement of their obliga-
tions. Two factors will cause this amount to differ from the amount of the receivable
originally recorded: bad debts and cash discounts.

Bad Debts/Uncollectible Accounts

Whenever a firm permits its customers to purchase merchandise or services on credit,
it knows that some of the customers will not pay. Even a thorough check of the poten-
tial customer’s credit rating and history of payments to other suppliers will not ensure
that the customer will pay in the future. Although some bad debt losses are inevitable
when a firm makes credit sales, internal control policies and procedures exist in most
firms to keep losses at a minimum and to ensure that every reasonable effort is made
to collect all amounts that are due to the firm. Some companies, however, willingly
accept high credit risk customers and know that they will experience high bad debt
losses. These firms maximize their ROI by having a very high margin and requiring a
down payment that equals or approaches the cost of the item being sold. Sales volume
is higher than it would be if credit standards were tougher; thus, even though bad debts
are relatively high, all or most of the product cost is recovered, and bad debt losses are
more than offset by the profits from greater sales volume.

Based on recent collection experience, tempered by the current state of economic
affairs of the industry in which a firm is operating, credit managers can estimate with
a high degree of accuracy the probable bad debts expense (or uncollectible accounts
expense) of the firm. Many firms estimate bad debts based on a simplified assumption
about the collectibility of all credit sales made during a period (percentage of credit
sales method). Other firms perform a detailed analysis and aging of their year-end
accounts receivable to estimate the net amount most likely to be collected (aging of
receivables method). For instance, a firm may choose the following age categories and
estimated collection percentages: 0-30 days (98%), 31-60 days (95%), 61-120 days
(85%), and 121-180 days (60%). The firm also may have an administrative internal
control policy requiring that all accounts more than six months overdue be immedi-
ately turned over to a collection agency. Such a policy is likely to increase the prob-
ability of collecting these accounts, facilitate the collection efforts for other overdue
accounts, and reduce the overall costs of managing accounts receivable. The success
of any bad debts estimation technique ultimately depends on the careful application
of professional judgment, using the best available information.

When the amount of accounts receivable estimated to be uncollectible has been
determined, a valuation adjustment can be recorded to reduce the carrying value
of the asset and recognize the bad debt expense. The effect of this adjustment on the
financial statements is:

Balance Sheet Income Statement
Assets = Liabilities + Stockholders’ equity < Net income = Revenues — Expenses
— Allowance — Bad Debts

for Bad Debts Expense
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Here is the adjustment:

Dr. Bad Debts Expense (or Uncollectible Accounts Expense). XX
Cr. Allowance for Bad Debts (or Allowance for XX
Uncollectible Accounts) .. ......... ... ... ... ......

In bookkeeping language, the Allowance for Uncollectible Accounts or Allowance
for Bad Debts account is considered a contra asset because it is reported as a subtrac-
tion from an asset in the balance sheet. The debit and credit mechanics of a contra asset
account are the opposite of those of an asset account; that is, a contra asset increases with
credit entries and decreases with debit entries, and it normally has a credit balance. The
presentation of the Allowance for Bad Debts in the current asset section of the balance
sheet (using assumed amounts) is

Accounts receivable . .............. $10,000
Less: Allowance for bad debts . .. .. .. (500)
Net accounts receivable . ........... $ 9,500

or, as more commonly reported,

Accounts receivable, less allowance
for bad debts of $500. .. ......... $9,500

The Allowance for Bad Debts account communicates to financial statement read-
ers that an estimated portion of the total amount of accounts receivable is expected to
become uncollectible. So why not simply reduce the Accounts Receivable account di-
rectly for estimated bad debts? The problem with this approach is that the firm hasn’t
yet determined which customers will not pay—only that some will not pay. Before
accounts receivable can be reduced, the firm must be able to identify which specific
accounts need to be written off as uncollectible. Throughout the year, as specific ac-
counts are determined to be uncollectible, they are written off against the allowance
account. The effect of this entry on the financial statements follows:

Balance Sheet Income Statement
Assets = Liabilities + Stockholders’ equity « Net income = Revenues — Expenses
— Accounts
Receivable
+ Allowance

for Bad Debts

The write-off entry is:

Dr. Allowance forBad Debts. ................ ..., XX
Cr. Accounts Receivable . ........... ... . ... ... .. ..., XX

Note that the write-off of an account receivable has no effect on the income state-
ment, nor should it. The expense was recognized in the year in which the revenue from
the transaction with this customer was recognized. The write-off entry removes from
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Accounts Receivable an amount that is never expected to be collected. Also note that
the write-off of an account will not affect the net accounts receivable reported on the
balance sheet because the financial statement effects on the asset (Accounts Receiv-
able) and the contra asset (Allowance for Bad Debts) are offsetting. Assume that $100
of the accounts receivable in the previous example was written off. The balance sheet
presentation now would be

Accounts receivable . .. .............. $9,900
Less: Allowance for bad debts. . .. ... .. (400)
Net accounts receivable. . ............ $9,500

Providing for bad debts expense in the same year in which the related sales rev-
enue is recognized is an application of the matching concept. The Allowance for Bad
Debts (or Allowance for Uncollectible Accounts) account is a valuation account, and
its credit balance is subtracted from the debit balance of Accounts Receivable to arrive
at the amount of net receivables reported in the Current Asset section of the balance
sheet. This procedure results in stating Accounts Receivable at the amount expected to
be collected (net realizable value). If an appropriate allowance for bad debts is not pro-
vided, Accounts Receivable and net income will be overstated, and the ROI, ROE, and
liquidity measures will be distorted. The amount of the allowance usually is reported
parenthetically in the Accounts Receivable caption on the balance sheet, or possibly
in a schedule in the notes to the financial statements, so that financial statement users
can evaluate the credit and collection practices of the firm.
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6. What does it mean that the Allowance for Bad Debts account is a contra asset?

Cash Discounts

To encourage prompt payment, many firms permit their customers to deduct up
to 2 percent of the amount owed if the bill is paid within a stated period—usually
10 days—of the date of the sale (usually referred to as the invoice date). Most firms’
credit terms provide that if the invoice is not paid within the discount period, it must
be paid in full within 30 days of the invoice date. These credit terms are abbreviated
as 2/10, n30. The 2/10 refers to the discount terms, and the n30 means that the full
amount of the invoice is due within 30 days. To illustrate, assume that Cruisers, Inc.,
has credit sales terms of 2/10, n30. On April 8 Cruisers, Inc., made a $5,000 sale
to Mount Marina. Mount Marina has the option of paying $4,900 (5,000 — [2% X
$5,000]) by April 18 or paying $5,000 by May 8.

Like most firms, Mount Marina will probably take advantage of the cash discount
because it represents a high rate of return (see Business in Practice—Cash Discounts).
The discount is clearly a cost to the seller because the selling firm will not receive the
full amount of the account receivable resulting from the sale. The accounting treatment

What Does
It Mean?
Answer on
page 180
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Cash discounts for prompt payment represent a significant cost to the seller and a benefit to
the purchaser. Not only do they encourage prompt payment, they also represent an element of
the pricing decision and will be considered when evaluating the selling prices of competitors.

Converting the discount to an annual return on investment will illustrate its significance.
Assume that an item sells for $100, with credit terms of 2/10, n30. If the invoice is paid by the
10th day, a $2 discount is taken, and the payor (purchaser) gives up the use of the $98 paid for
20 days because the alternative is to keep the money for another 20 days and then pay $100 to the
seller. In effect, by choosing not to make payment within the 10-day discount period, the purchaser
is “borrowing” $98 from the seller for 20 additional days at a cost of $2. The return on investment
for 20 days is $2/$98, or slightly more than 2 percent; however, there are 18 available 20-day pe-
riods in a year (360 days/20 days), so the annualized return on investment is over 36 percent! Very
few firms are able to earn this high an ROI on their principal activities. For this reason, most firms
have a rigidly followed internal control policy of taking all cash discounts possible.

One of the facts that credit-rating agencies and credit grantors want to know about a firm
when evaluating its liquidity and creditworthiness is whether the firm consistently takes cash
discounts. If it does not, that is a signal either that the management doesn’t understand their
significance or that the firm can’t borrow money at a lower interest rate to earn the higher rate
from the cash discount. Either of these reasons indicates a potentially poor credit risk.

Clearly the purchaser’s benefit is the seller’s burden. So why do sellers allow cash discounts
if they represent such a high cost? The principal reasons are to encourage prompt payment and
to be competitive. Obviously, however, cash discounts represent a cost that must be covered
for the firm to be profitable.

for estimated cash discounts is similar to that illustrated for estimated bad debts. Cash
discounts on sales usually are subtracted from Sales in the income statement to arrive at
the net sales amount that is reported because the discount is in effect a reduction of the
selling price. On the balance sheet, it is appropriate to reduce Accounts Receivable by an
allowance for estimated cash discounts that will be taken by customers when they pay
within the discount period. Estimated cash discounts are recognized in the fiscal period
in which the sales are made, based on past experience with cash discounts taken.

Notes Receivable

If a firm has an account receivable from a customer that developed difficulties
paying its balance when due, the firm may convert that account receivable to a note
receivable. Here is the effect of this transaction on the financial statements:

Balance Sheet Income Statement
Assets = Liabilities + Stockholders’ equity < Net income = Revenues — Expenses
— Accounts
Receivable

+ Notes Receivable

The entry to reflect this transaction is:

Dr. NotesReceivable............... ..., XX
Cr. Accounts Receivable .......................... XX
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One asset has been exchanged for another. Does the entry make sense?

A note receivable differs from an account receivable in several ways. A note is
a formal document that includes specific provisions with respect to its maturity date
(when it is to be paid), agreements or covenants made by the borrower (such as to
supply financial statements to the lender or refrain from paying dividends until the
note is repaid), identification of security or collateral pledged by the borrower to sup-
port the loan, penalties to be assessed if it is not paid on the maturity date, and, most
important, the interest rate associated with the loan. Although some firms assess an
interest charge or service charge on invoice amounts that are not paid when due, this
practice is unusual for regular transactions between firms. Thus, if an account receiv-
able is not going to be paid promptly, the seller will ask the customer to sign a note so
that interest can be earned on the overdue account.

Retail firms often use notes to facilitate sales transactions for which the initial credit
period exceeds 60 or 90 days, such as an installment plan for equipment sales. In such
cases, Notes Receivable (rather than Accounts Receivable) is increased at the point of
sale, even though the seller may provide interest-free financing for a period of time.

Under other circumstances, a firm may lend money to another entity and take a
note from that entity; for example, a manufacturer may lend money to a distributor
that is also a customer or potential customer in order to help the distributor build its
business. Such a transaction is another rearrangement of assets: Cash is decreased and
Notes Receivable is increased.

Interest Accrual

If interest is to be paid at the maturity of the note (a common practice), it is appropriate that
the holder of the note accrue interest income, usually monthly. This is appropriate because
interest income has been earned, and accruing the revenue and increasing interest receiv-
able result in more accurate monthly financial statements. The financial statement effects
of doing this are the same as that for interest accrued on short-term marketable securities:

Balance Sheet Income Statement
Assets = Liabilities + Stockholders’ equity < Net income = Revenues — Expenses
+ Interest + Interest
Receivable Income

The adjustment is:

Dr. Interest Receivable............... ... ... ......... XX
Cr. Interestlncome . ....... ... ... .. . ... ... XX

This accrual entry reflects interest income that has been earned in the period and in-
creases current assets by the amount earned but not yet received.

Interest Receivable is frequently combined with Notes Receivable in the balance
sheet for reporting purposes. Amounts to be received within a year of the balance sheet
date are classified as current assets. If the note has a maturity date beyond a year, it
will be classified as a noncurrent asset.

It is appropriate to recognize any probable loss from uncollectible notes and interest
receivable just as is done for accounts receivable, and the bookkeeping process is the
same. Cash discounts do not apply to notes, so there is no discount valuation allowance.
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Inventories

For service organizations, inventories consist mainly of office supplies and other
items of relatively low value that will be used up within the organization, rather
than being offered for sale to customers. As illustrated in Chapter 4, recording
the purchase and use of supplies is a straightforward process, although year-end
adjustments are usually necessary to improve the accuracy of the accounting
records.

For merchandising and manufacturing firms, the sale of inventory in the ordinary
course of business provides the major, ongoing source of operating revenue. Cost of
Goods Sold (Campbell’s uses the equally acceptable synonymous term Cost of Prod-
ucts Sold) is usually the largest expense that is subtracted from Sales in determining
net income, and, not surprisingly, inventories represent the most significant current
asset for many such firms. At Campbell Soup Company, inventories account for
39 percent of current assets and 11 percent of total assets.! For Wal-Mart Stores, Inc.,
74 percent of current assets and 21 percent of total assets are tied up in inventories.>
Can you think of some possible explanations for these varying results? Obviously not
all firms (and not all industries) have the same inventory needs because of differences
in their respective products, markets, customers, and distribution systems. Moreover,
some firms do a better job than others of managing their inventory by turning it over
quickly to enhance ROI. What other factors might cause the relative size of inventories
to vary among firms?

Although inventory management practices are diverse, the accounting treatment
for inventory items is essentially the same for all firms. Just as warehouse bins and
store shelves hold inventory until the product is sold to the customer, the inventory
accounts of a firm hold the cost of a product until that cost is released to the income
statement to be subtracted from (matched with) the revenue from the sale. The cost
of a purchased or manufactured product is recorded as an asset and carried in the
asset account until the product is sold (or becomes worthless or is lost or stolen), at
which point the cost becomes an expense to be reported in the income statement.
The cost of an item purchased for inventory includes not only the invoice price paid
to the supplier but also other costs associated with the purchase of the item, such as
freight and material handling charges. Cost is reduced by the amount of any cash
discount allowed on the purchase. The income statement caption used to report this
expense is Cost of Goods Sold. Here are the effects of purchase and sale transactions
on the financial statements:

Balance Sheet Income Statement

Assets = Liabilities + Stockholders’ equity « Net income = Revenues — Expenses

Purchase of inventory:
+ Inventory + Accounts

Payable
— Cost of
Recognize cost of goods sold: Goods
— Inventory Sold

' Data based on Campbell Soup Company’s Form 10-K filing for the year ended July 31, 2011.
2 Data based on Wal-Mart Stores, Inc.’s, annual report for the year ended January 31, 2012.
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Balance Sheet Income Statement

Inventory (asset) Cost of Goods Sold (expenses)

Purchases of When
merchandise merchandise is
for resale sold, the cost
increase flows from the
Inventory Inventory asset
(credit to account to —— the Cost of
Accounts Goods Sold
Payable or expense
Cash) account
The entries are:
Dr. o Inventory. . ... ..o XX
Cr. Accounts Payable (or Cash) ...................... XX
Purchase of inventory.
Dr. Costof Goods Sold. . ....... ... .. ... XX
Cr. Inventory. ... ..ot XX

To transfer cost of item sold to income statement.

Recognizing cost of goods sold is a process of accounting for the flow of costs
from the Inventory (asset) account of the balance sheet to the Cost of Goods Sold
(expense) account of the income statement. T-accounts also can be used to illustrate
this flow of costs, as shown in Exhibit 5-3. Of course the sale of merchandise also
generates revenue, but recognizing revenue is a separate transaction involving Ac-
counts Receivable (or Cash) and the Sales Revenue accounts. The following discus-
sion focuses only on the accounting for the cost of the inventory sold.

Inventory Cost Flow Assumptions

Accounting for inventories is one of the areas in which alternative generally accepted
practices can result in major differences between the assets and expenses reported by
companies that otherwise might be alike in all respects. It is therefore important to
study this material carefully to appreciate the impact of inventory methods on a firm’s
financial statements.

The inventory accounting alternative selected by an entity relates to the assump-
tion about how costs flow from the Inventory account to the Cost of Goods Sold
account. There are four principal alternative cost flow assumptions:

1. Specific identification.

2. Weighted average.

3. First-in, first-out (FIFO) (pronounced FIE-FOE).
4. Last-in, first-out (LIFO) (pronounced LIE-FOE).

It is important to recognize that these are cost flow assumptions and that FIFO and
LIFO do not refer to the physical flow of product. Thus, it is possible for a firm to
have a FIFO physical flow (a grocery store usually tries to accomplish this) and to use
the LIFO cost flow assumption.
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the IFRS

Approach

Exhibit 5-4
Inventory Cost Flow
Alternatives lllustrated

The LIFO inventory cost flow assumption is not permitted under international financial
reporting standards. The primary reason for the disallowance of LIFO appears to be that in-
ternational standards have a strong balance sheet measurement focus and efforts have been
made to eliminate accounting methods such as LIFO that do not support this so-called “bal-
ance sheet approach.” As discussed in the following sections, during inflationary times LIFO
assigns to inventory the costs of the oldest items acquired by the company, thus causing
balance sheet values to become “outdated” as the company grows. As you study this ma-
terial, think about what the implications would be for U.S. companies if the LIFO cost flow
assumption were no longer available as a reporting alternative under U.S. GAAP.

The specific identification alternative links cost and physical flow. When an item
is sold, the cost of that specific item is determined from the firm’s records, and that
amount is transferred from the Inventory account to Cost of Goods Sold. The amount
of ending inventory is the cost of the items held in inventory at the end of the year. This
alternative is appropriate for a firm dealing with specifically identifiable products,
such as automobiles, that have an identifying serial number and are purchased and
sold by specific unit. This assumption is not practical for a firm having many inventory
items that are not easily identified individually.

The weighted-average alternative is applied to individual items of inventory.
It involves calculating the average cost of the items in the beginning inventory plus
purchases made during the year. Then this average is used to determine the cost of
goods sold and the carrying value of ending inventory. This method is illustrated in
Exhibit 5-4. Notice that the average cost is not a simple average of the unit costs but

Situation:

On September 1, 2013, the inventory of Cruisers, Inc., consisted of five Model OB3 boats.
Each boat had cost $1,500. During the year ended August 31, 2014, 40 boats were pur-
chased on the dates and at the costs that follow. During the year, 37 boats were sold.

Number Cost per Total
Date of Purchase of Boats Boat Cost
September 1, 2013 (beginning inventory) .. ... 5 $1,500 $ 7,500
November 7, 2013 . ....... ... ............ 8 1,600 12,800
March 12,2014 . .......... .. .. ... ........ 12 1,650 19,800
May 22,2014 ... ... 10 1,680 16,800
July 28,2014 ... ... .. 6 1,700 10,200
August 30, 2014 ... ... 4 1,720 6,880
Total of boats available forsale. . ............ 45 $73,980
Number of boatssold . ................... 37
Number of boats in August 31, 2014, inventory... 8

Required:

Determine the ending inventory amount at August 31, 2014, and the cost of goods sold for
the year then ended, using the weighted-average, FIFO, and LIFO cost flow assumptions.

(continued)
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Solution:

a. Weighted-average cost flow assumption:

Total cost of boats available for sale
Number of boats available for sale

_ $73,980
45
= $1,644 per boat
Cost of ending inventory = $1,644 X 8 = $13,152
Cost of goods sold = $1,644 X 37 = $60,828

b. FIFO cost flow assumption:
The cost of ending inventory is the cost of the eight boats most recently purchased:

Weighted-average cost =

4 boats purchased August 30, 2014, @1,720 ea =$ 6,880

4 boats purchased July 28, 2014, @1,700 ea = 6,800

Cost of 8 boats in ending inventory $13,680
The cost of 37 boats sold is the sum of the costs for the first 37 boats purchased:
Beginning inventory . ... ... 5 boats @ $1,500 = $ 7,500
November 7, 2013, purchase . . .. .......... 8 boats @ 1,600 = 12,800
March 12, 2014, purchase . . . . ............ 12 boats @ 1,650 = 19,800
May 22, 2014, purchase . . .. ............. 10 boats @ 1,680 = 16,800
July 28, 2014, purchase*. .. .............. 2 boats @ 1,700 = 3,400
Costof goods sold . . . . oo oo $60,300

*Applying the FIFO cost flow assumption, the cost of two of the six boats purchased this date is transferred from
Inventory to Cost of Goods Sold.

Note that the cost of goods sold also could have been calculated by subtracting the ending inventory amount
from the total cost of the boats available for sale:

Total cost of boats available for sale . . ... $73,980
Less cost of boats in ending INVENtOry . ... ...t (13,680)
Cost 0f gOOAS SOl . . . o oot $60,300

c. LIFO cost flow assumption:
The cost of ending inventory is the cost of the first eight boats purchased:

5 boats in beginning inventory @ $1,500 ea =$ 7,500

3 boats purchased November 7, 2013, @ $1,600 ea= 4,800

Cost of 8 boats in ending inventory = $12,300

The cost of the 37 boats sold is the sum of costs for the last 37 boats purchased:

August 30, 2014, purchase . ................. 4 boats @ $1,720 = $ 6,880
July 28,2014, purchase . . . .................. 6 boats @ 1,700 = 10,200
May 22, 2014, purchase . . . .. ..........oo... 10 boats @ 1,680 = 16,800
March 12, 2014, purchase . . .. ............... 12 boats @ 1,650 = 19,800
November 7, 20183, purchaset. . .............. 5boats @ 1,600 = 8,000
Cost of goods sold . ... ..oovvve $61,680

TApplying the LIFO cost flow assumption, the cost of five of the eight boats purchased this date is transferred
from Inventory to Cost of Goods Sold.

Note that the cost of goods sold also could have been calculated by subtracting the ending inventory amount
from the total cost of the boats available for sale:

Total cost of boats available forsale . .. ... $73,980

Less cost of boats in ending inventory .. ............ . (12,300)
Cost 0f GOOAS SOIA . .+« v v oottt e $61,680

Exhibit 5-4
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is instead an average weighted by the number of units in beginning inventory and
each purchase.

First-in, first-out, or FIFO, means more than first-in, first-out; it means that the
first costs in fo inventory are the first costs out to cost of goods sold. The first cost in is
the cost of the inventory on hand at the beginning of the fiscal year. The effect of this
inventory cost flow assumption is to transfer to the Cost of Goods Sold account the
oldest costs incurred (for the quantity of merchandise sold) and to leave in the Inven-
tory asset account the most recent costs of merchandise purchased or manufactured
(for the quantity of merchandise in ending inventory). This cost flow assumption is
also illustrated in Exhibit 5-4.

Last-in, first-out, or LIFOQ, is an alternative cost flow assumption opposite
to FIFO. Remember, we are thinking about cost flow, not physical flow, and it is
possible for a firm to have a FIFO physical flow (like the grocery store) and still
use the LIFO cost flow assumption. Under LIFO, the most recent costs incurred
for merchandise purchased or manufactured are transferred to the income state-
ment (as Cost of Goods Sold) when items are sold, and the inventory on hand
at the balance sheet date is costed at the oldest costs, including those used to
value the beginning inventory. This cost flow assumption is also illustrated in
Exhibit 5-4.

The way these cost flow assumptions are applied depends on the inventory ac-
counting system in use. The two systems—periodic and perpetual—are described
later in this chapter. Exhibit 5-4 uses the periodic system.

To recap the results of the three alternatives presented in Exhibit 5-4:

Cost Flow Cost of Ending Costs of
Assumption Inventory Goods Sold
Weighted average . . ............ $13,152 $60,828
FIFO . ... 13,680 60,300
LIFO ..o 12,300 61,680

Although the differences between amounts seem small in this illustration, under real-
world circumstances with huge amounts of inventory the differences often become
large and are thus considered to be material (the materiality concept). Why do the
differences occur? Because, as you probably have noticed, the cost of the boats pur-
chased changed over time. If the cost had not changed, there would not have been
any difference in the ending inventory and cost of goods sold among the three alter-
natives. But in practice, costs do change. Notice that the amounts resulting from the
weighted-average cost flow assumption are between those for FIFO and LIFO; this is
to be expected. Weighted-average results will never be outside the range of amounts
resulting from FIFO and LIFO.

The crucial point to understand about the inventory cost flow assumption issue is
the impact on cost of goods sold, operating income, and net income of the alternative
assumptions. Naturally a company’s ROI, ROE, and measures of liquidity are also
impacted by its choice of inventory cost flow assumptions (Table 5-1 summarizes the
cost flow assumptions most commonly used in practice). Because of the importance of
the inventory valuation to a firm’s measures of profitability and liquidity, the impact of
alternative cost flow assumptions must be understood if these measures are to be used
effectively in making judgments and informed decisions—especially if comparisons
are made between entities.
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Number of
Companies

Methods:

INOE QISCIOSEA ...ttt etttk e et e ekt et e e e e e 515
First-in, first-out (FIFO).... 316
Last-in, first-0Ut (LIFO) . ...oiiiiiiiii e 166
AVEIAGE COST 11vvtttiite ittt ettt ettt et e e e et e e e sttt e ettt e ettt e e et e e e et e e e e nb b e e e reneeereeeas 113
OB s 110
Use of LIFO:

ALINVENTOTIES .ttt et e ket e et e et e et e e b s 4
50% OF MOIE OF INVENTOMES ...ttt 83
Less than 50% Of INVENTOMES ..........ciiiiiiiiiiiiiii e 54
Noxe R EmileE ol Semmmmsemimemomecroremamonorrrorenemcreeer e RO e AP0 25
Companies USING LIFO ...ttt 166

Source: Reprinted with permission from Accounting Trends and Techniques, Table 2-4, copyright © 2011 by
American Institute of Certified Public Accountants, Inc.
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Table 5-1
Inventory Cost Flow
Assumptions Used
by 500 Publicly
Owned Industrial
and Merchandising
Corporations—2010

7. What does it mean to identify the inventory cost flow assumption?

The Impact of Changing Costs (Inflation/Deflation)

It is important to understand how the inventory cost flow assumption used by a firm
interacts with the direction of cost changes to affect both inventory and cost of goods
sold. In times of rising costs, LIFO results in lower ending inventory and higher cost
of goods sold than FIFO. These changes occur because the LIFO assumption results in
most recent, and higher, costs being transferred to cost of goods sold. When purchase
costs are falling, the opposite is true. These relationships are illustrated graphically in
Exhibit 5-5 on the next page.

The graphs in Exhibit 5-5 are helpful in understanding the relative impact on cost
of goods sold and ending inventory when costs move in one direction. Of course, in
the real world, costs rise and fall over time, and the impact of a strategy chosen during
a period of rising costs will reverse when costs decline. Thus, in the mid-1980s some
firms that had switched to LIFO during a prior inflationary period began to experience
falling costs. These firms then reported higher profits under LIFO than they would
have under FIFO.

Selecting an Inventory Cost Flow Assumption

What factors influence the selection of a cost flow assumption? When rates of infla-
tion were relatively low and the conventional wisdom was that they would always be
low, most financial managers selected the FIFO cost flow assumption because that
resulted in slightly lower cost of goods sold and hence higher net income. Financial
managers have a strong motivation to report higher, rather than lower, net income to

What Does
It Mean?
Answer on
page 180
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Exhibit 5-5
Effect of Changing
Costs on Inventory and
Cost of Goods Sold
under FIFO and LIFO

Part 1 Financial Accounting

Rising costs (inflation)

High Lastcost X FIFO— Lower, older costs transferred
to cost of goods sold.

Higher, more recent costs
stay in inventory.

LIFO— Higher, more recent costs
transferred to cost of goods sold.
Lower, older costs stay
in inventory.

Costs ($)

X First cost

Low

Past Present

Time

Falling costs (deflation)

High X First cost FIFO— Higher, older costs transferred
to cost of goods sold.

Lower, more recent costs

stay in inventory.

LIFO— Lower, more recent costs
transferred to cost of goods sold.
Higher, older costs stay
in inventory.

Costs ($)

Last cost X

Low

Past Present

Time

the stockholders. However, when double-digit inflation was experienced, the higher
net income from the FIFO assumption also resulted in higher income taxes—which, of
course, managers prefer not to experience. But why would this occur? When the FIFO
cost flow assumption is used during a period of rapidly rising costs, inventory profits,
or phantom profits, result. Under FIFO, the release of older, lower costs to the income
statement results in higher profits than if current costs were to be recognized. Taxes
must be paid on these profits, and because the current cost of replacing merchandise
sold is much higher than the old cost, users of financial statements can be misled about
the firm’s real economic profitability. See the nearby Study Suggestion, which illus-
trates this unusual situation with a numerical example.

To avoid inventory profits (and to decrease taxes), many firms changed from FIFO
to LIFO for at least part of their inventories during the years of high inflation. (Gener-
ally accepted accounting principles do not require that the same cost flow assumption
be used for all inventories.) This change to LIFO resulted in higher cost of goods sold
than FIFO and lower profits, lower taxes, and (in the opinion of some analysts) more
realistic financial reporting of net income. Note, however, that even though net income
under LIFO may better reflect a matching of revenues (which also usually rise on a
per unit basis during periods of inflation) and costs of merchandise sold, the inven-
tory amount on the balance sheet will be reported at older, lower costs. Thus, under
LIFO the balance sheet will not reflect current costs for items in inventory. This is
consistent with the original cost concept and underscores the fact that balance sheet
amounts do not reflect current values of most assets. It also suggests that, in reality, the
use of LIFO only delays the recognition of inventory profits, although this delay can
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This is a difficult but important concept to grasp, so please consider the following example: As-
sume that Cruisers, Inc., sells a boat to a customer for $2,000 and uses the FIFO assumption.
For argument’s sake, assume that the cost of goods sold for this boat is $1,500 (taken from the
beginning inventory); yet the current cost of replacing the boat has recently increased to $1,850,
and the tax rate is 30 percent. The income tax owed by Cruisers, Inc., from this sale would be
$150, computed as ($2,000 — $1,500) X 30%, and when this amount is added to the cost of
replacing the boat, the company hasn’t had any positive net cash flow! However, on the income
statement, net income would be $350 ($2,000 — $1,500 — $150).

be long-term if prices continue to rise and LIFO inventory layers are not eliminated
through liquidations.

But what about consistency—the concept that requires whatever accounting alter-
native selected for one year to be used for subsequent financial reporting? With respect
to the inventory cost flow assumption, the Internal Revenue Service permits a one-
time, one-way change from FIFO to LIFO. (Note that if a firm decides to use the LIFO
cost flow assumption for tax purposes, federal income tax law requires that LIFO also
must be used for financial reporting purposes. This tax requirement, referred to as the
LIFO conformity rule, is a constraint that does not exist in other areas where alterna-
tive accounting methods exist.) When a change in methods is made, the effect of the
change on both the balance sheet inventory amount and cost of goods sold must be
disclosed, so financial statement users can evaluate the impact of the change on the
firm’s financial position and results of operations.

Look back at Table 5-1, which reports the methods used to determine inventory
cost by 500 industrial and merchandising corporations whose annual reports are re-
viewed and summarized by the AICPA. It is significant that many companies use at
least two methods and that only four companies use LIFO for all inventories. The mix
of inventory cost flow assumptions used in practice emphasizes the complex ramifica-
tions of selecting a cost flow assumption.

s'tudy
Suggestion

8. What does it mean to say that net income includes inventory profits?

There is obviously a conflict between international financial reporting standards, which do not
allow the use of LIFO, and the LIFO conformity rule, which requires that firms using LIFO for
tax purposes must also use LIFO for financial reporting purposes. Thus, under current federal
income tax law, it seems clear that a U.S. company using LIFO for tax purposes will be in viola-
tion of the LIFO conformity rule if it issues financial statements under IFRS. As IFRS and U.S.
GAAP convergence becomes a reality in the next few years, this issue will become even more
relevant and will require a pragmatic solution.

What Does
It Mean?
Answer on
page 180

the IFRS

Approach
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Inventory Accounting System Alternatives

The system to account for inventory cost flow is often quite complex in practice
because most firms have hundreds or thousands of inventory items. There are two
principal inventory accounting systems: perpetual and periodic.

In a perpetual inventory system, a record is made of every purchase and every
sale, and a continuous record of the quantity and cost of each item of inventory is
maintained. Computers have made perpetual inventory systems feasible for an increas-
ingly large number of small to medium-sized retail organizations that were forced in
previous years to use periodic systems. Advances in the use of product bar coding and
scanning devices at cash registers, as well as radio frequency identification tags, have
lowered the costs of maintaining perpetual records. The accounting issues involved
with a perpetual system are easy to understand (see Business in Practice—The Per-
petual Inventory System) once you have learned how the alternative cost flow assump-
tions are applied in a periodic system (refer to Exhibit 5-4 if you need a review).

In a periodic inventory system, a count of the inventory on hand (taking a physi-
cal inventory) is made periodically—frequently at the end of the fiscal year—and
the cost of the inventory on hand, based on the cost flow assumption being used, is
determined and subtracted from the sum of the beginning inventory and purchases to
determine the cost of goods sold. This calculation is illustrated with the following cost
of goods sold model, using data from the FIFO cost flow assumption of Exhibit 5-4:

Beginning inventory. . . ... $ 7,500
Purchases............... ... ... ... ... ..... 66,480
Cost of goods available forsale .. ............... $73,980
Less: Ending inventory ......... ... .. ... ... (13,680)
Costof goods sold. ... ..o $60,300

The examples in Exhibit 5-4 use the periodic inventory system. Although less detailed
record keeping is needed for the periodic system than for the perpetual system, the
efforts involved in counting and costing the inventory on hand are still significant.
Even when a perpetual inventory system is used, it is appropriate to periodically ver-
ify that the quantity of an item shown by the perpetual inventory record to be on hand is
the quantity actually on hand. Bookkeeping errors and theft or mysterious disappearance
will cause differences between the recorded and actual quantities of inventory items.
When differences are found, it is appropriate to reflect these as inventory losses, or cor-
rections to cost of goods sold, as appropriate. If the losses are significant, management
probably would authorize an investigation to determine the cause of the loss and develop
recommendations for strengthening the system of internal control over inventories.
This discussion of accounting for inventories has focused on the products avail-
able for sale to the entity’s customers. A retail firm would use the term merchandise
inventory to describe this inventory category; a manufacturing firm would use the
term finished goods inventory. Besides finished goods inventory, a manufacturing
firm will have two other broad inventory categories: raw materials and work in pro-
cess. In a manufacturing firm, the Raw Materials Inventory account is used to hold
the costs of raw materials until the materials are released to the factory floor, at which
time the costs are transferred to the Work in Process Inventory account. Direct labor
costs (wages of production workers) and factory overhead costs (e.g., factory utilities,
maintenance costs for production equipment, and the depreciation of factory buildings
and equipment) are also recorded in the Work in Process Inventory account. These
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Under a perpetual inventory system, the cost flow assumption used by the firm is applied on a
day-to-day basis as sales are recorded, rather than at the end of the year (or month). This allows
the firm to record increases to Cost of Goods Sold and decreases to Inventory on a daily basis.
This makes sense from a matching perspective because the sale of inventory is what triggers the
cost of goods sold. The following financial statement effects occur at the point of sale:

Balance Sheet Income Statement

Assets = Liabilities + Stockholders’ equity < Net income = Revenues — Expenses

Record sale of goods:

+ Accounts + Sales
Receivable
(or Cash)

— Cost of
Goods
Sold

Recognize cost of goods sold:
- Inventory

The entries to reflect these transactions are:

Dr. Accounts Receivable (or Cash)....................... XX

Cr. Sales. ... .o XX
Dr. Costof Goods Sold. . .............ciiiiitininienn... XX

Cr. Inventory . . ...t XX

Thus, a continuous (or perpetual) record is maintained of the inventory account balance. Under
FIFO, the periodic and perpetual systems will always produce the same results for ending inventory
and cost of goods sold. Why would this be the case? Even though the FIFO rules are applied at dif-
ferent points in time—at the end of the year (or month) with periodic, and daily with perpetual—the
first-in cost will remain in inventory until the next item of inventory is sold. Once first in, always first
in, and costs flow from Inventory to Cost of Goods Sold based strictly on the chronological order
of purchase transactions. The results are the same under either system because whenever the
question “What was the first-in cost?” is asked (daily or monthly), the answer is the same.

Under LIFO, when the question “What was the last-in cost?” is asked, the answer will change
each time a new item of inventory is purchased. In a perpetual system, the last-in costs must be
determined on a dalily basis so that cost of goods sold can be recorded as sales transactions occur;
the cost of the most recently purchased inventory items is assigned to Cost of Goods Sold each day.
But as soon as new items of inventory are purchased, the last-in costs are redefined accordingly. This
differs from the periodic approach to applying the LIFO rules. In a periodic system, the last-in costs
are assumed to relate only to those inventory items that are purchased toward the end of the year
(or month), even though some of the sales transactions occurred earlier in the year (or month).

The weighted-average method becomes a “moving” average under the perpetual system.
As with the LIFO method, when the question “What was the average cost of inventory?” is
asked, the answer is likely to change each time new inventory items are purchased.

costs, incurred in making the product, as opposed to costs of selling the product or
administering the company generally, are appropriately related to the inventory items
being produced and become part of the product cost to be accounted for as an asset
(inventory) until the product is sold. Accounting for production costs is a large part of

cost accounting, a topic that will be explored in more detail in Chapter 13.
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S—tudy
Suggestion

LO 9

Discuss the impact

of inventory errors on
the balance sheet and
income statement.

Part 1 Financial Accounting

The effects of inventory errors on cost of goods sold and gross profit are difficult to reason
through. Two alternative approaches to solving this difficult problem in your head are to use
T-accounts for Inventory and Cost of Goods Sold or to use the cost of goods sold model. The
captions for the model are (a) Beginning inventory, (b) Cost of goods purchased or manufac-
tured, (c) Cost of goods available for sale, (d) Ending inventory, and (e) Cost of goods sold. Under
either approach, you would:

1. Plug in the “as reported” results for each year.

2. Make the necessary corrections to these amounts to determine the “as corrected” results.

3. Compare your results—before and after the corrections—to determine the effects of the
error(s).

Inventory Errors

Errors in the amount of ending inventory have a direct dollar-for-dollar effect on
cost of goods sold and net income. This direct link between inventory amounts and
reported profit or loss causes independent auditors, income tax auditors, and financial
analysts to look closely at reported inventory amounts. The following T-account dia-
gram illustrates this link:

Balance Sheet Income Statement
Inventory (asset) Cost of Goods Sold (expense)
Beginning bal-
ance
Cost of goods Cost of goods
purchased or sold ——— > Cost of goods
manufactured sold

Ending balance

When the periodic inventory system is used, a great deal of effort is made to
ensure that the ending inventory count and valuation are as accurate as possible be-
cause inventory errors can have a significant impact on both the balance sheet and the
income statement for each period affected. As illustrated in Exhibit 5-6, this type of
error “washes out” over the two periods taken together (fotal net income is not affected
by the error) assuming that the inventory at the end of the second period is counted
correctly. Check this out by adding together the total net income for 2013 and 2014
before and after the error is corrected in Exhibit 5-6.

What Does
It Mean?
Answer on
page 180

9. What does it mean to say that an error in the ending inventory of the current
accounting period has an equal but opposite effect on the net income of the sub-
sequent accounting period?
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To illustrate the effects of inventory errors, assume that Sample Co. reported the
following comparative results:

As Reported
For the year ended December 31: 2013 2014
SIS 1ttt $500,000 $500,000
Cost 0of OOAS SOIA.....vvviieeieiiiiiir e 300,000 300,000
GrOSS PIOfit..vvevesveieeeieeiie e eie ettt sie e $200,000 $200,000
Operating EXPENSES. .....uuvieeeiiiiiiiiee i e e e e 100,000 100,000
Net income (ignoring iNCOMe taxes)..........cccvevveeereennnn. $100,000 $100,000

In early 2015, it was determined that ending inventory on the December 31,
2013, balance sheet was overstated by $10,000 due to the double counting of certain
inventory items. All of the inventory items in question were sold during 2014, so the
December 31, 2014, inventory count was done correctly and thus the 2014 inventory
amount was correct as reported.

As corrected for the effects of the inventory error that occurred at December 31,
2018, Sample Co.’s comparative results would be reported as follows:

As Corrected

For the year ended December 31: 2013 2014

SAIES e $500,000 $500,000
Cost 0of goOdS SOIA.....uuviieeieiiiiii e 310,000 290,000
GIrOSS PrOfit...eivveeiveiiieicee ittt $190,000 $210,000
Operating EXPENSES. .. .uvvreeieiiiiiireeeeiiiiieeeeeaiiiiaaeeaaiies 100,000 100,000
Net income (ignoring iNCome taxes) ..........c..covvvrveenn. $ 90,000 $110,000

Note that by overstating ending inventory by $10,000 in 2013, cost of goods sold
was understated by the same amount ($300,000 as reported rather than $310,000 as
corrected). By understating cost of goods sold in 2013, gross profit was overstated
($200,000 rather than $190,000), with a corresponding overstatement of net income
in 2013 by the same $10,000 amount.

In 2014, the effects of the 2013 ending inventory error were all reversed because
the ending inventory on December 31, 2013, became the beginning inventory on
January 1, 2014. By overstating beginning inventory, the cost of goods available for
sale was overstated, causing cost of goods sold in 2014 to be overstated ($300,000
as reported rather than $290,000 as corrected). By overstating cost of goods sold,
gross profit was understated in 2014 ($200,000 rather than $210,000) and net in-
come was understated by the same $10,000 amount.

Balance Sheet Valuation at the Lower of Cost or Market

Inventory carrying values on the balance sheet are reported at the lower of cost or
market. This reporting is an application of accounting conservatism. The “cost” of
lower of cost or market is determined as described in the preceding pages. Inventory
is initially recorded for the purchase price (or for the cost of goods manufactured) to
the firm. The firm’s cost flow assumption (FIFO, LIFO, or weighted average) is then
applied to determine the “cost” of ending inventory, which is the amount ordinarily

Exhibit 5-6
Inventory Errors
lllustrated

173
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the IFRS

Approach

LO 10

Explain what prepaid
expenses are and how
they are reported on
the balance sheet.

Under international accounting standards, inventories are initially recorded at cost. For financial
reporting purposes, inventories are valued at the lower of cost or net realizable value. Net realiz-
able value is the estimated selling price in the ordinary course of business less the estimated
costs of completion and estimated selling expenses.

shown as the carrying value of inventory on the balance sheet. However, this “cost”
amount must be compared to the market value of the firm’s inventory to ensure that the
inventory (an asset) is not overvalued for financial reporting purposes. The “market”
of lower of cost or market is generally the replacement cost of the inventory on the
balance sheet date. If market value is lower than cost, then a loss is reported in the
accounting period in which the decline in inventory value occurred. The lower-of-cost-
or-market determination can be made with respect to individual items of inventory,
broad categories of inventory, or to the inventory as a whole.

Prepaid Expenses and Other Current Assets

Other current assets are principally prepaid expenses—that is, expenses that have
been paid in the current fiscal period but that will not be subtracted from revenue
until a subsequent fiscal period. This is the opposite of an accrual and is referred to
in accounting and bookkeeping jargon as a deferral or deferred charge (or deferred
debit because charge is a bookkeeping synonym for debit). An example of a deferred
charge transaction is a premium payment to an insurance company. It is standard
business practice to pay an insurance premium at the beginning of the period of insur-
ance coverage. Assume that a one-year casualty insurance premium of $1,800 is paid
on November 1, 2013. At December 31, 2013, insurance coverage for two months
has been received, and it is appropriate to recognize the cost of that coverage as an
expense. However, the cost of coverage for the next 10 months should be deferred—
that is, not shown as an expense but reported as prepaid insurance, an asset. Usual
bookkeeping practice is to record the premium payment transaction as an increase in
the Prepaid Insurance asset account and then to transfer a portion of the premium to
the Insurance Expense account as the expense is incurred. Using the horizontal model,
this transaction and the adjustment affect the financial statements as follows:

Balance Sheet Income Statement
Assets = Liabilities + Stockholders’ equity < Net income = Revenues — Expenses
Payment of premium for the year:
Cash
—1,800
Prepaid Insurance
+1,800
Recognition of expense for two months:
Prepaid Insurance
Insurance Expense

—300 —300
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The journal entries are:

Nov. 1 Dr. PrepaidInsurance ............... ... ........ 1,800
Cr. Cash......couiiiiiiiiiae e 1,800

Dec. 31 Payment of one-year premium. 300
Dr. Insurance Expense. .. ..............c.cuuiu.n. 300

Cr. PrepaidInsurance ......................
Insurance expense for two months incurred.

The balance in the Prepaid Insurance asset account at December 31 would
be $1,500, which represents the premium for the next 10 months’ coverage that
has already been paid and will be transferred to Insurance Expense over the next
10 months.

Other expenses that could be prepaid and included in this category of cur-
rent assets include rent, office supplies, postage, and travel expense advances to
salespeople and other employees. The key to deferring these expenses is that they
can be objectively associated with a benefit to be received in a future period. Ad-
vertising expenditures are not properly deferred because determining objectively
how much of the benefit of advertising was received in the current period and
how much of the benefit will be received in future periods is impossible. As with
advertising expenditures, research and development costs are not deferred but are
instead treated as expenses in the year incurred. The accountant’s principal con-
cerns are that the prepaid item be a properly deferred expense and that it will be
used up, and become an expense, within the one-year time frame for classification
as a current asset.

10. What does it mean to defer an expense? What Does
It Mean?
Answer on

page 180

Demonstration Problem

Visit the text website at www.mhhe.com/marshalliOe to view a
demonstration problem for this chapter.

Summary

This chapter has discussed the accounting for and the presentation of the following
balance sheet current assets and related income statement accounts:
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Balance Sheet Income Statement
Assets = Liabilities + Stockholders’ equity < Net income = Revenues — Expenses
Cash
Marketable
Securities
Interest Interest
Receivable Income
Accounts Sales
Receivable Revenue
(Allowance for Bad Debts
Bad Debts) Expense
Inventory Cost of
Goods
Sold
Prepaid Operating
Expenses Expenses

The amount of cash reported on the balance sheet represents the cash available
to the company as of the close of business on the balance sheet date. Cash available
in bank accounts is determined by reconciling the bank statement balance with the
company’s book balance. Reconciling items are caused by timing differences (such as
deposits in transit or outstanding checks) and errors.

Petty cash funds are used as a convenience for making small disbursements of
cash. Well-managed companies temporarily invest excess cash in short-term market-
able securities to earn interest income. Cash managers invest in short-term, low-risk
securities that are not likely to have a widely fluctuating market value. Marketable
securities that will be held until maturity are reported in the balance sheet at cost;
securities that may be traded or that are available for sale are reported at market value.

Accounts receivable are valued in the balance sheet at the amount expected to be
collected, referred to as the net realizable value. This valuation principle, as well as
the matching concept, requires that the estimated losses from uncollectible accounts
be recognized in the fiscal period in which the receivable arose. A valuation adjust-
ment recognizing bad debts expense and using the Allowance for Bad Debts account
accomplishes this. When a specific account receivable is determined to be uncollect-
ible, it is written off against the allowance account.

Many businesses encourage customers to pay their bills promptly by allowing
a cash discount if the bill is paid within a specified period, such as 10 days. Cash
discounts are classified in the income statement as a deduction from sales revenue.
It is appropriate to reduce accounts receivable with an allowance for estimated cash
discounts, which accomplishes the same objectives associated with the allowance for
bad debts.

Organizations have a system of internal control to promote the effectiveness and
efficiency of the organization’s operations, the reliability of the organization’s finan-
cial reporting, and the organization’s compliance with applicable laws and regulations.

Notes receivable usually have a longer term than accounts receivable, and they
bear interest. The accounting for notes receivable is similar to that for accounts
receivable.

Accounting for inventories involves selecting and applying a cost flow assump-
tion that determines the assumed pattern of cost flow from the Inventory asset account
to the Cost of Goods Sold expense account. The alternative cost flow assumptions
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under U.S. GAAP are specific identification; weighted-average; FIFO; and LIFO.
LIFO is not permitted under international financial reporting standards. The assumed
cost flow will probably differ from the physical flow of the product. When price levels
change, different cost flow assumptions result in different cost of goods sold amounts
in the income statement and different Inventory account balances in the balance sheet.
Because of the significance of inventories in most balance sheets and the direct rela-
tionship between inventory and cost of goods sold, accurate accounting for inventories
must be achieved if the financial statements are to be meaningful.
Prepaid expenses (or deferred charges) arise in the accrual accounting process. To
achieve an appropriate matching of revenue and expense, amounts prepaid for insur-
ance, rent, and other similar items should be recorded as assets (rather than expenses)
until the period in which the benefits of such payments are received.
Refer to the Campbell Soup Company balance sheet and related notes in the K ,
appendix, and to other financial statements you may have, and observe how current ‘
assets are presented.

Key Terms and Concepts

administrative controls (p. 152) Features of the internal control system that emphasize
adherence to management’s policies and operating efficiency.

Allowance for Uncollectible Accounts (or Allowance for Bad Debts) (p. 158) The valuation
allowance that results in accounts receivable being reduced by the amount not expected to be
collected.

bad debts expense (or uncollectible accounts expense) (p. 157) An estimated expense, recognized
in the fiscal period of the sale, representing accounts receivable that are not expected to be collected.

bank reconciliation (p. 153) The process of bringing into agreement the balance in the Cash
account in the company’s ledger and the balance reported by the bank on the bank statement.

bank service charge (p. 153) The fee charged by a bank for maintaining the company’s checking
account.

carrying value (p. 157) The balance of the ledger account (net of related contra accounts, if any)
of an asset, liability, or stockholders’ equity account. Sometimes referred to as book value.

cash (p. 151) A company’s most liquid asset; includes money in change funds, petty cash,
undeposited receipts such as currency, checks, bank drafts, and money orders, and funds
immediately available in bank accounts.

cash discount (p. 160) A discount offered for prompt payment.

cash equivalents (p. 151) Short-term, highly liquid investments that can be readily converted into
cash with a minimal risk of price change due to interest rate movements; examples include U.S.
Treasury securities, bank CDs, money market funds, and commercial paper.

collateral (p. 161) Assets of a borrower that can be used to satisfy the obligation if payment is
not made when due.

collect on delivery (COD) (p. 151) A requirement that an item be paid for when it is delivered.
Sometimes COD is defined as “cash” on delivery.

commercial paper (p. 151) A short-term security usually issued by a large, creditworthy
corporation.

contra asset (p. 158) An account that normally has a credit balance that is subtracted from a
related asset on the balance sheet.

cost flow assumption (p. 163) An assumption made for accounting purposes that identifies how
costs flow from the Inventory account to the Cost of Goods Sold account. Alternatives include
specific identification; weighted average; first-in, first-out; and last-in, first-out.
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cost of goods sold model (p. 170) The way to calculate cost of goods sold when the periodic
inventory system is used. The model is

Beginning inventory
+ Purchases

Cost of goods available for sale
— Ending inventory
= Cost of goods sold

credit terms (p. 160) A seller’s policy with respect to when payment of an invoice is due and
what cash discount (if any) is allowed.

deferred charge (p. 174) An expenditure made in one fiscal period that will be recognized as an
expense in a future fiscal period. Another term for a prepaid expense.

deposit in transit (p. 153) A bank deposit that has been recorded in the company’s cash account
but that does not appear on the bank statement because the bank received the deposit after the
date of the statement.

financial controls (p. 152) Features of the internal control system that emphasize accuracy of
bookkeeping and financial statements and protection of assets.

finished goods inventory (p. 170) The term used primarily by manufacturing firms to describe
inventory ready for sale to customers.

first-in, first-out (FIFO) (p. 166) The inventory cost flow assumption that the first costs in to
inventory are the first costs out to cost of goods sold.

imprest account (p. 151) An asset account that has a constant balance in the ledger; cash on hand
and vouchers (as receipts for payments) add up to the account balance. Used especially for petty
cash funds.

internal control system (p. 151) Policies and procedures designed to provide reasonable
assurance that objectives are achieved with respect to

1. The effectiveness and efficiency of the operations of the organization.
2. The reliability of the organization’s financial reporting.
3. The organization’s compliance with applicable laws and regulations.
inventory accounting system (p. 170) The method used to account for the movement of items
in to inventory and out to cost of goods sold. The alternatives are the periodic system and the
perpetual system.
inventory profits (p. 168) Profits that result from using the FIFO cost flow assumption rather
than LIFO during periods of inflation. Sometimes called phantom profits.
last-in, first-out (LIFO) (p. 166) The inventory cost flow assumption that the last costs in to
inventory are the first costs out to cost of goods sold.
lower of cost or market (p. 173) A valuation process that may result in an asset being reported at
an amount less than cost.
merchandise inventory (p. 170) The term used primarily by retail firms to describe inventory
ready for sale to customers.
net realizable value (p. 157) The amount of funds expected to be received upon sale or
liquidation of an asset. For accounts receivable, the amount expected to be collected from
customers after allowing for bad debts and estimated cash discounts.
note receivable (p. 160) A formal document (usually interest bearing) that supports the financial
claim of one entity against another.
NSF (not sufficient funds) check (p. 153) A check returned by the maker’s bank because there
were not enough funds in the account to cover the check.
operating cycle (p. 148) The average time needed for a firm to convert an amount invested in
inventory back to cash. For most firms, the operating cycle is measured as the average number
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of days to produce and sell inventory, plus the average number of days to collect accounts
receivable.

outstanding check (p. 153) A check that has been recorded as a cash disbursement by the
company but that has not yet been processed by the bank.

periodic inventory system (p. 170) A system of accounting for the movement of items in to inventory
and out to cost of goods sold that involves periodically making a physical count of the inventory on hand.

perpetual inventory system (p. 170) A system of accounting for the movement of items in
to inventory and out to cost of goods sold that involves keeping a continuous record of items
received, items sold, inventory on hand, and cost of goods sold.

petty cash (p. 151) A fund used for small payments for which writing a check is inconvenient.

phantom profits (p. 168) See inventory profits.

physical inventory (p. 170) The process of counting the inventory on hand and determining its
cost based on the inventory cost flow assumption being used.

prepaid expenses (p. 174) Expenses that have been paid in the current fiscal period but that will
not be subtracted from revenues until a subsequent fiscal period when the benefits are received.
Usually a current asset. Another term for deferred charge.

prepaid insurance (p. 174) An asset account that represents an expenditure made in one fiscal
period for insurance that will be recognized as an expense in a subsequent fiscal period to which
the coverage applies.

raw materials inventory (p. 170) An asset account that accumulates the costs of materials ready
for the production process.

short-term marketable securities (p. 154) Investments made with cash not needed for current
operations.

specific identification (p. 164) The inventory cost flow assumption that matches cost flow with
physical flow.

uncollectible accounts expense (p. 157) See bad debts expense.

valuation account (p. 159) A contra account that reduces the carrying value of an asset to a net
realizable value that is less than cost.

valuation adjustment (p. 157) An adjustment that results in an asset being reported at a net
realizable value that is less than cost.

weighted average (p. 164) The inventory cost flow assumption that is based on an average of the
cost of beginning inventory plus the cost of purchases during the year, weighted by the quantity
of items at each cost.

work in process inventory (p. 170) An asset account that accumulates the costs (raw materials,
direct labor, and manufacturing overhead) of items that are in the process of being manufactured.

write-off (p. 158) The process of removing a specific account receivable that is not expected
to be collected from the Accounts Receivable account. Also used generically to describe the
reduction of an asset and the related recognition of an expense or loss.
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1. It means that the asset is cash, or it is an asset that is expected to be converted to
cash or used up in the operating activities of the entity within one year.

2. It means that from the board of directors down through the organization, the
policies and procedures related to effectiveness and efficiency of operations,
reliability of financial reporting, and compliance with laws and regulations are
understood and followed.

3. It means that the balance in the Cash account in the ledger has been brought into

agreement with the balance on the bank statement by recognizing timing differ-
ences and errors.

ANSWERS TO

What Does
It Mean?
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4.

5.

10.

It means that cash not immediately required for use by the entity is invested tem-
porarily to earn a return and thus increase the entity’s ROI and ROE.

It means that interest has not been received by the entity for part of the period
for which funds have been invested even though the interest has been earned, so
interest receivable and interest income are recognized by an adjustment.

It means that the estimate of accounts receivable that will not be collected is
subtracted from the total accounts receivable because it isn’t yet known which
specific accounts receivable will not be collected.

It means to identify the method used to transfer the cost of an item sold from the
Inventory asset account in the balance sheet to the Cost of Goods Sold expense
account in the income statement. This is different from the physical flow, which
describes the physical movement of product from storeroom to customer. The
alternative inventory cost flow assumptions are FIFO, LIFO, weighted-average
cost, and specific identification.

It means that because of applying a particular inventory cost flow assumption
(usually FIFO), net income is higher than what it would have been if an alternative
cost flow assumption had been used (usually LIFO).

It means that an ending inventory error affects cost of goods sold on the income
statement for two consecutive periods. Because ending inventory of one period is
beginning inventory of the next period, the over/understatement of cost of goods
sold in one period will be reversed in the next period.

It means to delay the income statement recognition of an expense until a future
period to which it is applicable. Even though a cash payment has been made, the
expense has not yet been incurred. An asset account is established for the prepaid
expense.

Self-Study Material

Visit the text website at www.mhhe.com/marshall10e to take an online
self-study quiz for this chapter.

Matching | Following are a number of the key terms and concepts introduced in

the chapter, along with a list of corresponding definitions. Match the appropriate let-
ter for the key term or concept to each definition provided (items 1-10). Note that
not all key terms and concepts will be used. Answers are provided at the end of this
chapter.

a. Petty cash g. Imprest account

b.  Bank reconciliation h.  Short-term marketable

c. Deposit in transit securities

d.  Outstanding check i.  Commercial paper

e. Bank service charge j- Perpetual system

f.  Not sufficient funds k. Cash discount

(NSF) check 1. Credit terms



° o p B

Chapter 5 Accounting for and Presentation of Current Assets

Notes receivable q. First-in, first-out (FIFO)
Collateral r.  Last-in, first-out (LIFO)
Cost flow assumption s.  Weighted average

t

Specific identification Periodic system

The inventory cost flow assumption based on an average of the cost of
beginning inventory and the cost of purchases during the year (taking into
account the quantity of items at each cost).

A formal document that supports the claim of one entity against another for
an amount owed.

A check returned by the maker’s bank because the account did not have
enough funds to cover the check.

A check that has been recorded as a cash disbursement by the company but
that has not yet been processed by the bank.

A system of accounting for the movement of items into inventory and out
to cost of goods sold that involves a continuous record of items received
and items sold.

Investments made with cash not needed for current operations.

The process of bringing into agreement the balance in the Cash ac-
count in the company’s ledger and the balance reported on the bank
statement.

A short-term security usually issued by a large, creditworthy corporation.

A bank deposit that has been recorded in the company’s Cash account but
that does not appear on the bank statement because the bank received the
deposit after the date of the statement.

The fee charged by a bank for maintaining the company’s checking
account.

Matching Il Following are a number of the key terms and concepts introduced in
the chapter, along with a list of corresponding definitions. Match the appropriate let-
ter for the key term or concept to each definition provided (items 1-10). Note that
not all key terms and concepts will be used. Answers are provided at the end of this

chapter.

50 - 0

Contra asset i.  Administrative controls
Aging of accounts receivable j-  Prepaid insurance
Bad Debts Expense (or k. Physical inventory
Uncollectible Accounts 1.  Lower of cost or market
Expense) m. Inventory profits (or phantom
Allowance for Bad Debts (or profits)
QHOW‘?EC;: for Uncollectible ) pjnished Goods Inventory
CCOU' ¥ o. Raw Materials Inventory
Valuation account .
) p-  Work in Process Inventory
Write-off .
q. Prepaid expenses
Internal control system
r. Deferral

Financial controls
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10.

A valuation process that may result in an asset being reported at an amount
less than cost.

The process of removing an account receivable that is not expected to be
collected from the Accounts Receivable account. Also used generically to
describe the reduction of an asset and the related recognition of an expense.
Expenses that have been paid in the current fiscal period but that will not
be subtracted from revenue until a subsequent fiscal period. Usually a cur-
rent asset.

The valuation allowance that results in accounts receivable being reduced
by the amount not expected to be collected.

Increases in net income that result from using the FIFO cost flow assump-
tion rather than LIFO during periods of inflation.

Features of the internal control system that emphasize accuracy of book-
keeping and financial statements, and protection of assets.

The process of counting the inventory on hand and determining its cost
based on the inventory cost flow assumption being used.

Inventory account for the costs (raw materials, direct labor, and manufac-
turing overhead) of items that are in the process of being manufactured.
The process of estimating the appropriate allowance for uncollectible ac-
counts by classifying accounts according to the length of time they have
been on the books.

Inventory ready for sale to customers.

Multiple Choice For each of the following questions, circle the best response.
Answers are provided at the end of this chapter.

1. All of the following are typically classified as current assets except

a. Marketable Securities.

b. Accounts Receivable.
c. Cash.
d. Equipment.

e. Notes Receivable.

2. Internal control systems involve a series of checks and balances that separate
each of the functional duties involved in processing a transaction, and are nor-
mally designed to do all of the following except

a. promote accuracy and reliability of the company’s records and financial
statements.

b. safeguard and protect a company’s assets against improper or unauthorized use.

o

prevent groups of employees from committing collusive acts of fraud.

d. encourage employees to adhere to the company’s prescribed policies and
procedures.

e. provide an environment that is conducive to efficient operation of the organization.

3. Bank reconciliations often result in the recording of adjusting (or correcting)
entries affecting the cash account on the books of the company involved. Which
of the following items would not cause such an adjustment?

a. Bank service charges.

b. Outstanding checks.
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c¢. Notes collected on behalf of the company by the bank.
d. Errors made in recording amounts of checks written.
e. Not sufficient funds checks.

. Regarding bank reconciliations, which of the following is true?

a. Deposits in transit are added to the bank balance.
b. Service charges are subtracted from the bank balance.

c. Interest earned on notes collected by the bank is not a reconciling item (only
the note itself is a reconciling item).

d. NSF checks result in the recognition of bad debts expense on the books.
e. Outstanding checks are subtracted from the book balance.

. Inventories

a. represent a major portion of the property, plant, and equipment assets for
many firms.

b. are recorded as debits to assets when purchased and as debits to expenses
when used.

c. must be accounted for using either the LIFO or FIFO method.
d. are not an important component of working capital for most firms.
e. decrease ROI because they use cash.

. LIFO

a. is the only method of inventory costing that is allowed for tax purposes.

b. assigns the highest dollar amount to ending inventory when prices are rising.

c. is used in inflationary times to improve net income.

d. is required for financial reporting purposes by firms that use it for tax
purposes.

e. presents the best approximation of the underlying value of inventory on the
balance sheet.

. When comparing its effects to LIFO during an inflationary time, the effects of

FIFO are to

a. decrease net income and decrease total assets.

b. decrease net income and increase total assets.

c. increase net income and decrease total assets.

d. increase net income and increase total assets.

As contrasted with the periodic inventory system, the perpetual system

a. shows higher ending inventory and lower cost of goods sold in all cases.

b. does not require a continuous record of all purchases and sales made during
the period.

c. is easier to use and does not often require the use of computers.

d. provides better information for management to control unauthorized use and
theft of inventory.

. Assuming that ending inventory is counted correctly at the end of 2014, an error

in the physical count of ending inventory at the end of 2013 will have had an
effect on all of the following except

a. cost of goods sold in the year of the error (2013).
b. total assets in the year of the error (2013).
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c. cost of goods sold in the year after the error (2014).
d. total assets in the year after the error (2014).

10. On July 31, 2013, the Prepaid Insurance account for St. Bede Abbey Press had
a balance of $3,600, which was recorded that day for the payment of a five-
year insurance premium. On December 31, 2013, at the end of the fiscal year,
St. Bede would make the following adjusting entry:

a. Insurance exXpense . ... ... 300

Prepaid insurance. . ...................... 300
b. Insurance expense . ............i.iiii i 600

Prepaid insurance. .. ......... .. ... 600
C. Prepaid insurance . ....... ... 3,300

Insurance expense . . ............c. .. 3,300
d. Prepaid iNSUraNCe . .. ... .ottt et 3,000

INSurance expense . . ... 3,000

Mini-Exercises

All applicable Mini-Exercises are available with McGraw-Hill’'s Connect™
Accounting.

Bank reconciliation The balance in Happ, Inc.’s general ledger Cash account was
$12,430 at September 30, before reconciliation. The September 30 balance shown
in the bank statement was $11,130. Reconciling items included deposits in transit,
$1,200; bank service charges, $70; NSF check written by a customer and returned
with the bank statement, $450; outstanding checks, $380; and interest credited to the
account during September but not recorded on the company’s books, $30.

Required:
Prepare a bank reconciliation as of September 30 for Happ, Inc.

Bank reconciliation adjustment Refer to Mini-Exercise 5.1.

Required:

a. Show the reconciling items in a horizontal model, or write the adjusting journal
entry (or entries) that should be prepared to reflect the reconciling items for
Happ, Inc., at September 30.

b. What is the amount of cash to be included in the September 30 balance sheet for
the company’s bank account?

Accounts receivable, bad debts, credit sales, and cash collections analysis
At the beginning of the year, accounts receivable were $144,000 and the allowance
for bad debts was $11,500. During the year, sales (all on account) were $600,000,
cash collections were $580,0000, bad debts expense totaled $14,200, and $12,000 of
accounts receivable were written off as bad debts.

Required:
Calculate the balances at the end of the year for the Accounts Receivable and

Allowance for Bad Debts accounts. (Hint: Use T-accounts to analyze each of these
accounts, plug in the amounts that you know, and solve for the ending balances.)
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Bad debts analysis—Allowance account The Allowance for Bad Debts ac- Mini-Exercise
count had a balance of $5,300 at the beginning of the year and $6,100 at the end of 5.4

the year. During the year (including the year-end adjustment), bad debts expense of Lo 5

$9,400 was recognized.

Required:
Calculate the total amount of past-due accounts receivable that were written off as

uncollectible during the year. (Hint: Make a T-account for the Allowance for Bad
Debts account, plug in the amounts that you know, and solve for the missing amount.)

Cost flow assumptions—FIFO and LIFO using a periodic system Sales dur- Mini-Exercise
ing the year were 500 units. Beginning inventory was 200 units at a cost of $5 per 5.5
unit. Purchase 1 was 250 units at $6 per unit. Purchase 2 was 400 units at $7 per unit. 10 7, 8

Required:

Calculate cost of goods sold and ending inventory under the following cost flow as-
sumptions (using a periodic inventory system):

a. FIFO

b. LIFO

Cost flow assumptions—FIFO and LIFO using a periodic system The be- Mini-Exercise
ginning inventory was 300 units at a cost of $10 per unit. Goods available for sale 5.6

during the year were 1,300 units at a total cost of $14,400. In May, 600 units were Lo 7, 8
purchased at a total cost of $6,600. The only other purchase transaction occurred dur-

ing October. Ending inventory was 550 units.

Required:

a. Calculate the number of units purchased in October and the cost per unit pur-
chased in October.

b. Calculate cost of goods sold and ending inventory under the following cost flow
assumptions (using a periodic inventory system):

1. FIFO
2. LIFO
Exercises connect

[ACCOUNTING

All applicable Exercises are available with McGraw-Hill’s Connect™
Accounting.

Bank reconciliation Prepare a bank reconciliation as of October 31 from the Exercise 5.7
following information: LO 3
a. The October 31 cash balance in the general ledger is $844.
b. The October 31 balance shown on the bank statement is $373.
c. Checks issued but not returned with the bank statement were No. 462 for
$13 and No. 483 for $50.
d. A deposit made late on October 31 for $450 is included in the general ledger
balance but not in the bank statement balance.
e. Returned with the bank statement was a notice that a customer’s check for
$75 that was deposited on October 25 had been returned because the customer’s
account was overdrawn.
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f.

During a review of the checks that were returned with the bank statement,

it was noted that the amount of Check No. 471 was $65 but that in the
company’s records supporting the general ledger balance, the check had
been erroneously recorded as a payment of an account payable in the amount
of $56.

Bank reconciliation Prepare a bank reconciliation as of August 31 from the
following information:

a.

b.
c.
d

The August 31 balance shown on the bank statement is $4,905.

There is a deposit in transit of $630 at August 31.

Outstanding checks at August 31 totaled $945.

Interest credited to the account during August but not recorded on the compa-
ny’s books amounted to $54.

A bank charge of $28 for checks was made to the account during August.
Although the company was expecting a charge, its amount was not known until
the bank statement arrived.

In the process of reviewing the canceled checks, it was determined that a check
issued to a supplier in payment of accounts payable of $759 had been recorded
as a disbursement of $579.

The August 31 balance in the general ledger Cash account, before reconciliation,
is $4,744.

Bank reconciliation adjustment

a.

Show the reconciling items in a horizontal model or write the adjusting jour-
nal entry (or entries) that should be prepared to reflect the reconciling items of
Exercise 5.7.

What is the amount of cash to be included in the October 31 balance sheet for
the bank account reconciled in Exercise 5.7?

Bank reconciliation adjustment

a.

Show the reconciling items in a horizontal model or write the adjusting jour-

nal entry (or entries) that should be prepared to reflect the reconciling items of
Exercise 5.8.

What is the amount of cash to be included in the August 31 balance sheet for the
bank account reconciled in Exercise 5.87

Bad debts analysis—Allowance account On January 1, 2013, the balance
in Tabor Co.’s Allowance for Bad Debts account was $13,400. During the first
11 months of the year, bad debts expense of $21,462 was recognized. The balance in
the Allowance for Bad Debts account at November 30, 2013, was $9,763.

Required:

a.

b.

What was the total of accounts written off during the first 11 months? (Hint:
Make a T-account for the Allowance for Bad Debts account.)

As the result of a comprehensive analysis, it is determined that the December
31, 2013, balance of the Allowance for Bad Debts account should be $9,500.
Show the adjustment required in the horizontal model or in journal entry format.
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c. During a conversation with the credit manager, one of Tabor’s sales representa-
tives learns that a $1,230 receivable from a bankrupt customer has not been
written off but was considered in the determination of the appropriate year-end
balance of the Allowance for Bad Debts account balance. Write a brief expla-
nation to the sales representative explaining the effect that the write-off of this
account receivable would have had on 2013 net income.

Bad debts analysis—Allowance account On January 1, 2013, the balance
in Kubera Co.’s Allowance for Bad Debts account was $4,860. During the year,
a total of $11,950 of delinquent accounts receivable was written off as bad debts.
The balance in the Allowance for Bad Debts account at December 31, 2013, was
$5,240.

Required:
a. What was the total amount of bad debts expense recognized during the year?
(Hint: Make a T-account for the Allowance for Bad Debts account.)

b. As aresult of a comprehensive analysis, it is determined that the December 31,
2013, balance of Allowance for Bad Debts should be $11,600. Show in the hori-
zontal model or in journal entry format the adjustment required.

Cash discounts—ROI Annual credit sales of Nadak Co. total $340 million. The
firm gives a 2% cash discount for payment within 10 days of the invoice date; 90% of
Nadak’s accounts receivable are paid within the discount period.

Required:
a. What is the total amount of cash discounts allowed in a year?

b. Calculate the approximate annual rate of return on investment that Nadak Co.’s
cash discount terms represent to customers who take the discount.

Cash discounts—ROI

a. Calculate the approximate annual rate of return on investment of the following
cash discount terms:

1. 1/15, n30.
2. 2/10, n60.
3. 1/10, n90.

b. Which of these terms, if any, is not likely to be a significant incentive to the cus-
tomer to pay promptly? Explain your answer.

Notes receivable—interest accrual and collection Agrico, Inc., accepted a
10-month, 13.8% (annual rate), $4,500 note from one of its customers on June 15;
interest is payable with the principal at maturity.

Required:

a. Use the horizontal model or write the journal entry to record the interest earned
by Agrico during its fiscal year ended October 31.

b. Use the horizontal model or write the journal entry to record collection of the
note and interest at maturity.
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Notes receivable—interest accrual and collection Husemann Co.’s assets
include notes receivable from customers. During fiscal 2013, the amount of notes
receivable averaged $138,750, and the interest rate of the notes averaged 4.8%.

Required:

a. Calculate the amount of interest income earned by Husemann Co. during fiscal
2013 and show in the horizontal model or write a journal entry that accrues the
interest income earned from the notes.

b. If the balance in the Interest Receivable account increased by $1,500 from the
beginning to the end of the fiscal year, how much interest receivable was col-
lected during the fiscal year? Use the horizontal model, a T-account, or write the
journal entry to show the collection of this amount.

LIFO versus FIFO—matching and balance sheet impact Proponents of the
LIFO inventory cost flow assumption argue that this costing method is superior to the
alternatives because it results in better matching of revenue and expense.

Required:
a. Explain why “better matching” occurs with LIFO.

b. What is the impact on the carrying value of inventory in the balance sheet when
LIFO rather than FIFO is used during periods of inflation?

LIFO versus FIFO—impact on ROl Mannisto, Inc., uses the FIFO inventory
cost flow assumption. In a year of rising costs and prices, the firm reported net
income of $1,920,000 and average assets of $12,000,000. If Mannisto had used the
LIFO cost flow assumption in the same year, its cost of goods sold would have been
$320,000 more than under FIFO, and its average assets would have been $320,000
less than under FIFO.

Required:

a. Calculate the firm’s ROI under each cost flow assumption.

b. Suppose that two years later costs and prices were falling. Under FIFO, net
income and average assets were $2,304,000 and $14,400,000, respectively.
If LIFO had been used through the years, inventory values would have been
$400,000 less than under FIFO, and current year cost of goods sold would have
been $160,000 less than under FIFO. Calculate the firm’s ROI under each cost
flow assumption.

Prepaid expenses—insurance

a. Use the horizontal model or write the journal entry to record the payment of a
one-year insurance premium of $3,000 on March 1.

b. Use the horizontal model or write the adjusting entry that will be made at the end
of every month to show the amount of insurance premium “used” that month.

c. Calculate the amount of prepaid insurance that should be reported on the August
31 balance sheet with respect to this policy.

d. If the premium had been $6,000 for a two-year period, how should the prepaid
amount at August 31 of the first year be reported on the balance sheet?

e. Why are prepaid expenses reflected as an asset instead of being recorded as an
expense in the accounting period in which the item is paid?
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Prepaid expenses—rent

(Note: See Problem 7.25 for the related unearned revenue accounting.)

On November 1, 2013, Wenger Co. paid its landlord $37,800 in cash as an advance
rent payment on its store location. The six-month lease period ends on April 30,
2014, at which time the contract may be renewed.

Required:
a. Use the horizontal model or write the journal entry to record the six-month
advance rent payment on November 1, 2013.

b. Use the horizontal model or write the adjusting entry that will be made at the
end of every month to show the amount of rent “used” during the month.

c. Calculate the amount of prepaid rent that should be reported on the December
31, 2013, balance sheet with respect to this lease.

d. If the advance payment made on November 1, 2013, had covered an 18-month
lease period at the same amount of rent per month, how should Wenger Co.
report the prepaid amount on its December 31, 2013, balance sheet

Transaction analysis—various accounts Prepare an answer sheet with the
column headings shown here. For each of the following transactions or adjustments,
indicate the effect of the transaction or adjustment on the appropriate balance sheet
category and on net income by entering for each account affected the account
name and amount and indicating whether it is an addition (+) or a subtraction (—).
Transaction a has been done as an illustration. Net income is not affected by every
transaction. In some cases only one column may be affected because all of the
specific accounts affected by the transaction are included in that category.

Current Current Stockholders’ Net
Assets Liabilities Equity Income
a. Accrued interest

income of

$15 on a note

receivable.
Interest Interest
Receivable Income
+15 +15

b. Determined that the Allowance for Bad Debts account balance should be
increased by $2,200.

c. Recognized bank service charges of $30 for the month.

d. Received $25 cash for interest accrued in a prior month.

e. Purchased five units of a new item of inventory on account at a cost of $35 each.
Perpetual inventory is maintained.

f. Purchased 10 more units of the same item at a cost of $38 each. Perpetual inven-
tory is maintained.

g. Sold eight of the items purchased (in e and f) and recognized the cost of goods
sold using the FIFO cost flow assumption. Perpetual inventory is maintained.

Transaction analysis—various accounts Prepare an answer sheet with the
column headings shown here. For each of the following transactions or adjustments,
indicate the effect of the transaction or adjustment on the appropriate balance sheet
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category and on net income by entering for each account affected the account
name and amount and indicating whether it is an addition (+) or a subtraction (-).
Transaction a has been done as an illustration. Net income is not affected by every
transaction. In some cases only one column may be affected because all of the
specific accounts affected by the transaction are included in that category.

Current Current Stockholders’ Net
Assets Liabilities Equity Income
a. Accrued interest

income of $15 on

a note receivable.
Interest Interest
Receivable Income
+ 15 + 15

b. Determined that the Allowance for Bad Debts account balance should be
decreased by $4,800 because expense during the year had been overestimated.

c¢.  Wrote off an account receivable of $2,160.

d. Received cash from a customer in full payment of an account receivable of
$750 that was paid within the 2% discount period. A Cash Discount Allowance
account is maintained.

e. Purchased eight units of a new item of inventory on account at a cost of $60
each. Perpetual inventory is maintained.

f. Purchased 17 more units of the above item at a cost of $57 each. Perpetual
inventory is maintained.

g. Sold 20 of the items purchased (in e and f) and recognized the cost of goods
sold using the LIFO cost flow assumption. Perpetual inventory is maintained.

h. Paid a one-year insurance premium of $720 that applied to the next fiscal year.

i. Recognized insurance expense related to the preceding policy during the first
month of the fiscal year to which it applied.

Transaction analysis—various accounts Prepare an answer sheet with the
column headings shown here. For each of the following transactions or adjustments,
indicate the effect of the transaction or adjustment on the appropriate balance sheet
category and on net income by entering for each account affected the account name and
amount and indicating whether it is an addition (+) or a subtraction (—). Transaction a
has been done as an illustration. Net income is not affected by every transaction. In some
cases only one column may be affected because all of the specific accounts affected by
the transaction are included in that category.

Current Current Stockholders’ Net
Assets Liabilities Equity Income
a. Accrued interest
income of $15 on a
note receivable.
Interest Interest
Receivable Income

+15 +15
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Recorded estimated bad debts in the amount of $700.

Wrote off an overdue account receivable of $520.

Converted a customer’s $1,200 overdue account receivable into a note.
Accrued $48 of interest earned on the note (in d).

Collected the accrued interest (in e).

Recorded $4,000 of sales, 80% of which were on account.
Recognized cost of goods sold in the amount of $3,200.

Transaction analysis—various accounts Prepare an answer sheet with the
column headings shown here. For each of the following transactions or adjustments,
indicate the effect of the transaction or adjustment on the appropriate balance sheet
category and on net income by entering for each account affected the account
name and amount and indicating whether it is an addition (+) or a subtraction ().
Transaction a has been done as an illustration. Net income is not affected by every
transaction. In some cases only one column may be affected because all of the
specific accounts affected by the transaction are included in that category.

Current Current Stockholders’ Net
Assets Liabilities Equity Income

Accrued interest

income of

$15 on a note

receivable.
Interest Interest
Receivable Income
+15 +15

i.

Paid $5,600 in cash as an advance rent payment for a short-term lease that cov-
ers the next four months.

Recorded an adjustment at the end of the first month (in b) to show the amount
of rent “used” in the month.

Inventory was acquired on account and recorded for $1,640. Perpetual inventory
is maintained.

It was later determined that the amount of inventory acquired on account (in d)
was erroneously recorded. The actual amount purchased was only $1,460. No
payments have been made. Record the correction of this error.

Purchased 12 units of inventory at a cost of $80 each and then 8 more units of
the same inventory item at $88 each. Perpetual inventory is maintained.

Sold 15 of the items purchased (in f) for $120 each and received the entire
amount in cash. Record the sales transaction and the cost of goods sold using
the LIFO cost flow assumption. Perpetual inventory is maintained.

Assume the same facts (in g) except that the company uses the FIFO cost flow
assumption. Record only the cost of goods sold.

Assume the same facts (in g) except that the company uses the weighted-
average cost flow assumption. Record only the cost of goods sold.

Explain why the sales transaction in h and i would be recorded in exactly the
same way it was in g.
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Problems

All applicable Problems are available with McGraw-Hill’s Connect™
Accounting.

Bank reconciliation—compute Cash account balance and bank statement
balance before reconciling items Beckett Co. received its bank statement for
the month ending June 30, 2013, and reconciled the statement balance to the June 30,
2013, balance in the Cash account. The reconciled balance was determined to be
$4,800. The reconciliation recognized the following items:

1. Deposits in transit were $2,100.

2. Outstanding checks totaled $3,000.

3. Bank service charges shown as a deduction on the bank statement were $50.

4

An NSF check from a customer for $400 was included with the bank statement.
Beckett Co. had not been previously notified that the check had been returned NSF.

5. Included in the canceled checks was a check actually written for $890. However,
it had been recorded as a disbursement of $980.

Required:
a. What was the balance in Beckett Co.’s Cash account before recognizing any of
the preceding reconciling items?

b. What was the balance shown on the bank statement before recognizing any of
the preceding reconciling items?

Bank reconciliation—compute Cash account balance and bank statement
balance before reconciling items Branson Co. received its bank statement for
the month ending May 31, 2013, and reconciled the statement balance to the May 31,
2013, balance in the Cash account. The reconciled balance was determined to be
$9,300. The reconciliation recognized the following items:

1. A deposit made on May 31 for $5,100 was included in the Cash account balance
but not in the bank statement balance.

2. Checks issued but not returned with the bank statement were No. 673 for $1,470
and No. 687 for $2,550.

3. Bank service charges shown as a deduction on the bank statement were $120.

4. Interest credited to Branson Co.’s account but not recorded on the company’s
books amounted to $72.

5. Returned with the bank statement was a “debit memo” stating that a customer’s
check for $960 that had been deposited on May 23 had been returned because
the customer’s account was overdrawn.

6. During a review of the checks that were returned with the bank statement, it
was noted that the amount of check No. 681 was $480 but that in the company’s
records supporting the Cash account balance, the check had been erroneously
recorded in the amount of $48.

Required:

a. What was the balance in Branson Co.’s Cash account before recognizing any of
these reconciling items?

b. What was the balance shown on the bank statement before recognizing any of
these reconciling items?
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Bad debts analysis—Allowance account and financial statement
effect The following is a portion of the current assets section of the balance sheets
of Avanti’s, Inc., at December 31, 2014 and 2013:

12/31/14 12/31/13

Accounts receivable, less allowance for bad debts
of $9,500 and $17,900, respectively. . .. ................... $173,200 $236,400

Required:

a. If $11,800 of accounts receivable were written off during 2014, what was the
amount of bad debts expense recognized for the year? (Hint: Use a T-account
model of the Allowance account, plug in the three amounts that you know, and
solve for the unknown.)

b. The December 31, 2014, Allowance account balance includes $3,100 for a past
due account that is not likely to be collected. This account has not been written
off. If it had been written off, what would have been the effect of the write-off on
1. Working capital at December 31, 20147
2. Net income and ROI for the year ended December 31, 20147

c.  What do you suppose was the level of Avanti’s sales in 2014, compared to
20137 Explain your answer.

Bad debts analysis—Allowance account and financial statement effects
The following is a portion of the current asset section of the balance sheets of HIROE
Co., at December 31, 2014 and 2013:

December 31, 2014 December 31, 2013

Accounts receivable, less allowance for
uncollectible accounts of $27,000 and

$9,000, respectively .. ................ $453,000 $361,000
Required:
a. Describe how the allowance amount at December 31, 2014, was most likely
determined.

b. If bad debts expense for 2014 totaled $24,000, what was the amount of accounts
receivable written off during the year? (Hint: Use the T-account model of the
Allowance account, plug in the three amounts that you know, and solve for the
unknown. )

¢. The December 31, 2014, Allowance account balance includes $10,500 for a past
due account that is not likely to be collected. This account has not been written
off. If it had been written off, what would have been the effect of the write-off on
1. Working capital at December 31, 20147
2. Net income and ROI for the year ended December 31, 20147

d. What do you suppose was the level of HIROE’s sales in 2014, compared to
20137 Explain your answer.

e. Calculate the ratio of the Allowance for Uncollectible Accounts balance to the
Accounts Receivable balance at December 31, 2013, and 2014. What factors
might have caused the change in this ratio?
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Analysis of accounts receivable and allowance for bad debts—determine
beginning balances A portion of the current assets section of the December 31,
2014, balance sheet for Carr Co. is presented here:

Accountsreceivable . . ......... .. $50,000
Less: Allowance forbad debts . .. .......... 7,000) $43,000

The company’s accounting records revealed the following information for the year
ended December 31, 2014:

Sales (@llonaccount) . ... $400,000
Cash collections from customers . ................ 410,000
Accounts writtenoff . ... .. o 15,000
Bad debts expense (accrued at 12/31/14) . ... ...... 12,000

Required:

Using the information provided for 2014, calculate the net realizable value of
accounts receivable at December 31, 2013, and prepare the appropriate balance sheet
presentation for Carr Co., as of that point in time. (Hint: Use T-accounts to analyze
the Accounts Receivable and Allowance for Bad Debts accounts. Remember that you
are solving for the beginning balance of each account.)

Analysis of accounts receivable and allowance for bad debts—determine
ending balances A portion of the current assets section of the December 31, 2013,
balance sheet for Gibbs Co. is presented here:

Accounts receivable . .. .. ... ... ... $315,000
Less: Allowance for bad debts . ... ....... (45,000) $270,000

The company’s accounting records revealed the following information for the year
ended December 31, 2014

Sales (@allonaccount) . ...t $2,400,000
Cash collections from customers . ................ 2,175,000
Accounts writtenoff . . ... ... . 52,500
Bad debts expense (accrued at 12/31/14) . ... ...... 82,500

Required:

Calculate the net realizable value of accounts receivable at December 31, 2014, and
prepare the appropriate balance sheet presentation for Gibbs Co., as of that point in
time. (Hint: Use T-accounts to analyze the Accounts Receivable and Allowance for
Bad Debts accounts.)

Cost flow assumptions—FIFO and LIFO using a periodic system Mower-

Lo 7, 8 Blower Sales Co. started business on January 20, 2013. Products sold were snow
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blowers and lawn mowers. Each product sold for $700. Purchases during 2013 were

as follows:

Blowers Mowers
January 21 20 @ $400
February 3 40@ 390
February 28 30@ 380
March 13 20@ 380
April 6 20 @ $420
May 22 40@ 430
June 3 40 @ 440
June 20 60@ 460
August 15 20@ 430
September 20 20@ 420
November 7 20@ 400

The December 31, 2013, inventory included 10 blowers and 25 mowers. Assume the
company uses a periodic inventory system.

Required:

a.

What will be the difference between ending inventory valuation at December 31,
2013, under the FIFO and LIFO cost flow assumptions? (Hint: Compute ending
inventory under each method, and then compare results.)

If the cost of mowers had increased to $480 each by December 1, and if man-

agement had purchased 30 mowers at that time, which cost flow assumption was
probably being used by the firm? Explain your answer.

Cost flow assumptions—FIFO, LIFO, and weighted average using a
periodic system The following data are available for Sellco for the fiscal year
ended on January 31, 2014:

Sales ........ ... 3,200 units
Beginning inventory . .......... ... L. 1,000 units @ $4
Purchases, in chronological order. . .. ....... 1,200 units @ $5

1,600 units @ $6
800 units @ $8

Required:

a.

Calculate cost of goods sold and ending inventory under the following cost flow

assumptions (using a periodic inventory system):

1. FIFO.

2. LIFO.

3. Weighted average. Round the unit cost answer to two decimal places and
ending inventory to the nearest $10.

Assume that net income using the weighted-average cost flow assumption is
$116,000. Calculate net income under FIFO and LIFO.

Problem 5.32
LO 7,8
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Cost flow assumptions—FIFO and LIFO using periodic and perpetual
systems The inventory records of Kuffel Co. reflected the following information

for the year ended December 31, 2013:

Number Unit Total
Date Transaction of Units Cost Cost
1/1 Beginning inventory ..........cccccevevvenae. 150 $30 $4,500
1/24 Purchase ........ccccviiiiiiciis 70 33 2,310
2/22 SAIE .o (100) — -
3/7 Purchase.......cccccccccii 90 35 3,150
4/10 Purchase .......ccccoviiiiiiicii 140 36 5,040
6/11 Sale i (100) — —
9/28 Purchase .......ccoccviiiiis 50 38 1,900
12/4 SAlE i (100) - —

Required:

a. Assume that Kuffel Co. uses a periodic inventory system. Calculate cost of
goods sold and ending inventory under FIFO and LIFO.

b. Assume that Kuffel Co. uses a perpetual inventory system. Calculate cost of
goods sold and ending inventory under FIFO and LIFO.

c. Explain why the FIFO results for cost of goods sold and ending inventory are
the same in your answers to parts a and b, but the LIFO results are different.

Cost flow assumptions—FIFO and LIFO using periodic and perpetual
systems The inventory records of Cushing, Inc., reflected the following
information for the year ended December 31, 2013:

INnventory, January 1......cccccoiiiiiiieeii e

Purchases:

Sales:

AR O
JUNE T e
NOVEMDEN T oo

Inventory, December 31 ......cocviviieiiiiiiiiicceee

100
160

200
460

(70)

(150
(190

Number
of Units

Unit
Cost
$13

15
16

Total
Cost
$1,300

2,400
3,200
$6,900

Required:

a. Assume that Cushing, Inc., uses a periodic inventory system. Calculate cost of
goods sold and ending inventory under FIFO and LIFO.
b. Assume that Cushing, Inc., uses a perpetual inventory system. Calculate cost of
goods sold and ending inventory under FIFO and LIFO.
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c. Explain why the FIFO results for cost of goods sold and ending inventory are
the same in your answers to parts a and b, but the LIFO results are different.

d. Explain why the results from the LIFO periodic calculations in part a cannot
possibly represent the actual physical flow of inventory items.

Effects of inventory errors

a. If the beginning balance of the Inventory account and the cost of items purchased
or made during the period are correct, but an error resulted in overstating the
firm’s ending inventory balance by $5,000, how would the firm’s cost of goods
sold be affected? Explain your answer by drawing T-accounts for the Inventory
and Cost of Goods Sold accounts and entering amounts that illustrate the differ-
ence between correctly stating and overstating the ending inventory balance.

b. If management wanted to understate profits, would ending inventory be under-
stated or overstated? Explain your answer.

Effects of inventory errors Following are condensed income statements for Uncle
Bill’s Home Improvement Center for the years ended December 31, 2014, and 2013:

2014 2013
SaAlES ... $811,800 $785,400
Cost 0f goods SOl .......cecvviviiiiiiiiicicce (606,900) (540,600)
Gross profit........ccccceeeenn.. $204,900 $244,800
Operating expenses (155,550) (142,050)
Net income (ignoring income taxes) ................ $ 49,350 $102,750

Uncle Bill was concerned about the operating results for 2014 and asked his recently

hired accountant, “If sales increased in 2014, why was net income less than half of

what it was in 2013?” In February of 2015, Uncle Bill got his answer: “The ending

inventory reported in 2013 was overstated by $35,250 for merchandise that we

were holding on consignment on behalf of Kirk’s Servistar. We still keep some of

their appliances in stock, but the value of these items was not included in the 2014

inventory count because we don’t own them.”

a. Recast the 2013 and 2014 income statements to take into account the correction
of the 2013 ending inventory error.

b. Calculate the combined net income for 2013 and 2014 before and after the cor-
rection of the error. Explain to Uncle Bill why the error was corrected in 2014
before it was actually discovered in 2015.

c.  What effect, if any, will the error have on net income and stockholders’ equity
in 20157

Cases

All applicable Cases are available with McGraw-Hill’s Connect™
Accounting.

Focus company—accounts receivable and inventory disclosures In Exer-
cise 1.1, you were asked to obtain the most recent annual report of a company that
you were interested in reviewing throughout this term.
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Required:

Please review the note disclosures provided in your focus company’s annual report
and discuss what you’ve learned about how your company’s accounts receivable and

inventory are accounted for and presented.

Comparative analysis of current asset structures The 2011 annual reports of
Pearson plc and The McGraw-Hill Companies, Inc., two publishing and information
services companies, included the following selected data as at December 31, 2011,

and 2010:
PEARSON PLC

(Amounts in millions) 2011 2010
INVENTOMIES 1ttt e e £ 407 £ 429
Trade and other receivables, net of provision for bad and doubtful debts, and

anticipated future sales returns of £102 in 2011 and £83 in 2010........ 1,386 1,337
Financial assets —Marketable SeCUrities............ccovvviiiiiiiiiiiic 9 18
Cash and cash equIValENtS ..........ccccciiiiiiic 1,369 1,736
Total CUMENT ASSELS ...viiiiiiii e £3,171 £3,520

THE McGRAW-HILL COMPANIES, INC.

(Amounts in millions) 2011 2010
Cash and equivalents ...... $ 944 $1,526
Short-term investments 29 22
Accounts receivable, net of allowance for doubtful accounts and

sales returns of $242 in 2011 and $275iN 2010 ....ccceovevecvreeeeee 1,045 973
INVENTOMIES ..ttt 263 275
Deferred INCOME TAXES .. ceiuvviiiiiiie ittt 260 281
Prepaid and other CUrrent assetS.........oovieiiiieeiiiiiiiie e 138 298
TOtal CUITENT SSEES ....vivviviieiciecicieie ettt $2,679 $3,375

Required:

a. Do you notice anything unusual about the data presented for Pearson? Comment
specifically about some of the difficulties you would expect to encounter when
comparing financial statement data of a U.S.-based company to data of a non—

U.S.-based company.

b. Review the current asset data presented for each company. Comment briefly
about your first impressions concerning the relative composition of current

assets within each company.

c. Pearson’s revenues are derived from educational publishing (68%) including
Prentice Hall and Addison-Wesley, business and technology publishing (7%),
FT (Financial Times) Group (7%), and Penguin books (18%). McGraw-Hill’s
revenues are derived from educational publishing (37%), S&P credit ratings
(28%), S&P capital 1Q and research indexes (22%), and C&C (commodities and
commercial, 13%), including J.D. Power & Associates and other professional
media outlets. How can these data help you make sense of your observations in

part b?
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Answers to Self-Study Material

Matching I: 1.s,2.m,3.1,4.d,5.j,6.h,7.b,8.1,9.¢, 10. e
Matching II: 1.1, 2. f,3.q,4.d,5.m, 6. h, 7.k, 8. p,9.b, 10. n
Multiple choice: 1.d,2.¢c,3.b,4.a,5.b,6.d,7.d,8.d,9.d, 10. a
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of property, plant, and equipment, and other noncurrent assets on the consolidated balance sheets of
afn r,%
Campbell Soup Company, on page 712 of the appendix, appears straightforward. However, several

chapter is to show you how to make sense of the noncurrent assets section of any balance sheet.

The primary issues related to the accounting for noncurrent assets are:
1. Accounting for the acquisition of assets.

2. Accounting for the use (depreciation) of assets.

3.  Accounting for maintenance and repair costs.
4.

Accounting for the disposition of assets.

LEARNING OBJECTIVES (LO)

After studying this chapter you should understand and be able to

plant, and equipment.

LO 6-3 Describe alternative methods of calculating depreciation for financial accounting

balance sheet.
LO 6-4 Describe the accounting treatment of repair and maintenance expenditures.

LO 6-5 Explain why depreciation for income tax purposes is an important concern of

LO 6-6 Describe the effect on the financial statements of the disposition of noncurrent
assets, either by sale or abandonment.

LO 6-7 Describe the difference between an operating lease and a capital lease.

Noncurrent assets include land, buildings, and equipment (less accumulated depreciation); intangible

assets such as leaseholds, patents, trademarks, and goodwill; and natural resources. The presentation

business and accounting matters are involved in understanding this presentation. The objective of this

LO 6-1 Explain how the cost of land, buildings, and equipment is reported on the balance sheet.

LO 6-2 Discuss how the terms capitalize and expense are used with respect to property,

purposes and compare the relative effects of each on the income statement and the

taxpayers and how tax depreciation differs from financial accounting depreciation.
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LO 6-8 Explain the similarities in the financial statement effects of buying an asset compared
to using a capital lease to acquire the rights to an asset.

LO 6-9 Discuss the meaning of various intangible assets, how their values are measured,
and how their costs are reflected in the income statement.

LO 6-10 Explain the role of time value of money concepts in financial reporting and their
usefulness in decision making.

Exhibit 6-1 on the next page highlights the balance sheet accounts covered in
detail in this chapter and shows the income statement and statement of cash flows
components affected by these accounts.

Land

Land owned and used in the operations of the firm is shown on the balance sheet at LO 1

its original cost. All ordinary and necessary costs the firm incurs to get the land ready  Explain how the cost of
for its intended use are considered part of the original cost. These costs include the land is reported on the
purchase price of the land, title fees, legal fees, and other costs related to the acquisi-  balance sheet.

tion. If a firm purchases land with a building on it and razes the building so that a new

one can be built to the firm’s specifications, then the costs of the land, old building,

and razing (less any salvage proceeds) all become part of the cost of the land and are

capitalized (see Business in Practice—Capitalizing versus Expensing) because all of

these costs were incurred to get the land ready for its intended use.

1. What does it mean to capitalize an expenditure? What Does
It Mean?
Answer on

page 231

Land acquired for investment purposes or for some potential future but undefined
use is classified as a separate noncurrent and nonoperating asset. This asset is reported
at its original cost. A land development company would treat land under development
as inventory, and all development costs would be included in the asset carrying value.
As lots are sold, the costs are transferred from inventory to cost of goods sold.

Because land is not “used up,” no accounting depreciation is associated with land.

When land is sold, the difference between the selling price and cost will be a gain
or loss to be reported in the income statement of the period in which the sale occurred.
For example, if a parcel of land on which Cruisers, Inc., had once operated a plant is
sold this year for a price of $140,000 and the land had cost $6,000 when it was acquired
35 years earlier, the effect of this transaction on the financial statements would be:

Balance Sheet Income Statement
Assets = Liabilities + Stockholders’ equity «Net income = Revenues — Expenses
Cash Gain on
+ 140,000 Sale of Land
Land + 134,000
— 6,000
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Exhibiiccs - swweobwdd

Financial Statements—

The Big Picture Current Assets Chapter  Current Liabilities Chapter
Cash and cash equivalents 59 Short-term debt 7
Short-term marketable Current maturities of

securities 5 long-term debt 7
Accounts receivable 59 Accounts payable 7
Notes receivable 5 Unearned revenue or
Inventories 5,9 deferred credits 7
Prepaid expenses 5 Payroll taxes and other

Noncurrent Assets withholdings 7

6 Other accrued liabilities 7
6 Noncurrent Liabilities

Long-term debt 7

6 Deferred tax liabilities 7

6 Other long-term liabilities 7
6 Stockholders’ Equity

6 Common stock 8

Preferred stock 8

Additional paid-in capital 8

Retained earnings 8

Treasury stock 8

Accumulated other
comprehensive income (loss) 8

Noncontrolling interest 8
Sales 59 Operating Activities
Cost of goods sold 59 Net income 5,6,7,8 9
Gross profit (or gross margin) 59 Depreciation expense 6, 9
Selling, general, and (Gains) losses on sale of assets 6, 9
administrative expenses 56,9 (|ncrease) decrease in
Income from operations 9 current assets 5,9
Gains (losses) on sale Increase (decrease) in
of assets 6, 9 current liabilities 7,9
Interest income 59 Investing Activities
Interest expense 7,9 Proceeds from sale of property,
Income tax expense 7,9 plant, and equipment 6, 9
Unusual items 9 Purchase of property, plant,
Net income 5,6,7,8 9 and equipment 6,9
Earnings per share 9 Financing Activities

Proceeds from long-term debt* 7, 9
Repayment of long-term debt* 7, 9
Issuance of common stock

and/or preferred stock 8,9
Purchase of treasury stock 8,9
Payment of dividends 8, 9

Other affected financial statement components.
*May include short-term debt items as well.
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An expenditure involves using an asset (usually cash) or incurring a liability to acquire goods,
services, or other economic benefits. Whenever a firm buys something, it has made an expen-
diture. All expenditures must be accounted for as either assets (capitalizing an expenditure) or
expenses (expensing an expenditure). Although this jargon applies to any expenditure, it is most
prevalent in discussions about property, plant, and equipment.

Expenditures should be capitalized if the item acquired will have an economic benefit to the
entity that extends beyond the end of the current fiscal year. However, expenditures for preven-
tive maintenance and normal repairs, even though they are needed to maintain the usefulness
of the asset over a number of years, are expensed as incurred. The capitalize versus expense
issue is resolved by applying the matching concept, under which costs incurred in generating
revenues are subtracted from revenues in the period in which the revenues are earned.

When an expenditure is capitalized, plant assets increase. If the asset is depreciable—and
all plant assets except land are depreciable—depreciation expense is recognized over the es-
timated useful life of the asset. If the expenditure is expensed, then the full cost is reflected in
the current period’s income statement. There is a broad gray area between expenditures that
are clearly assets and those that are obviously expenses. This gray area leads to differences of
opinion that have a direct impact on the net income reported across fiscal periods.

The materiality concept (see Chapter 2) is often applied to the issue of accounting for capi-
tal expenditures. Generally speaking, most accountants will expense items that are not material.
Thus, the cost of a $25 wastebasket may be expensed, rather than capitalized and depreciated,
even though the wastebasket clearly has a useful life of many years and should theoretically be
accounted for as a capital asset.

Another factor that influences the capitalize versus expense decision is the potential income
tax reduction in the current year that results from expensing. Although depreciation would be
claimed (and income taxes reduced) over the life of a capitalized expenditure, many managers
prefer the immediate income tax reduction that results from expensing.

This capitalize versus expense issue is another area in which accountants’ judgments can
have a significant effect on an entity’s financial position and results of operations. Explanations
in this text will reflect sound accounting theory. However, recognize that in practice there may
be some deviation from theory.

The entry for this transaction is:

Dr. Cash...... ... 140,000
Cr. Land. ... 6,000
Cr. GainonSaleofland.......................... 134,000

Because land is carried on the books at original cost, the unrealized holding gain that
had gradually occurred was ignored from an accounting perspective by Cruisers, Inc.,
until it sold the land (and realized the gain). Thus, the financial statements for each
of the years between purchase and sale would not have reflected the increasing value
of the land. Instead, the entire $134,000 gain will be reported in this year’s income
statement. The gain will not be included with operating income; it will be highlighted
in the income statement as a nonrecurring, nonoperating item (usually reported as an
element of “other income or expense”), so financial statement users will not be led to
expect a similar gain in future years.

The original cost valuation of land (and all other categories of noncurrent assets
discussed in this chapter) is often criticized for understating asset values on the balance
sheet and for failing to provide proper matching on the income statement. Cruisers, Inc.,
management would have known that its land was appreciating in value over time, but this

LO 2

Discuss how the terms
capitalize and expense
are used with respect
to property, plant, and
equipment.
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appreciation would not have been reflected on the balance sheet. The accounting profes-
sion defends the cost principle based on its reliability, consistency, and conservatism.
To record land at fair value would involve appraisals or other subjective estimates of
value that could not be verified until an exchange transaction (sale) occurred. Although
approximate fair value would be more relevant than original cost for decision makers,
original cost is the basis for accounting for noncurrent assets. You should be aware of this
important limitation of the noncurrent asset information shown in balance sheets.

What Does
It Mean?
Answer on
page 231

LO 1

Explain how the cost
of buildings and equip-
ment is reported on the
balance sheet.

2. What does it mean to state that balance sheet values do not represent current fair
values of long-lived assets?

Buildings and Equipment
Cost of Assets Acquired

Buildings and equipment are recorded at their original cost, which is the purchase
price plus all the ordinary and necessary costs incurred to get the building or equip-
ment ready to use in the operations of the firm. “Construction in Progress,” or some
similar description, is often used to accumulate the costs of facilities that are being
constructed to the firm’s specifications until the completed assets are placed in service.
Interest costs associated with loans used to finance the construction of a building are
capitalized until the building is put into operation. Installation and shakedown costs
(costs associated with adjusting and preparing the equipment to be used in production)
incurred for a new piece of equipment should be capitalized. If a piece of equipment
is made by a firm’s own employees, all of the material, labor, and overhead costs that
would ordinarily be recorded as inventory costs (were the machine being made for an
outside customer) should be capitalized as equipment costs. Such costs are capitalized
because they are directly related to assets that will be used by the firm over several
accounting periods and are not related only to current period earnings.

the IFRS

Approach

One of the principal differences between U.S. GAAP and IFRS lies in the balance sheet valuation
of noncurrent assets and liabilities. Under U.S. GAAP, most of a firm’s noncurrent assets (i.e.,
property, plant, and equipment) are recorded at original cost. Once recorded, except in rare
instances, original cost remains the amount associated with any given noncurrent asset and is
likewise the amount used as the base on which depreciation expense is calculated.

International standards focus, instead, on fair value, which may be more than or less than
original cost at any point in time. Under IFRS, most noncurrent assets must be revalued on a
regular basis, perhaps annually. Revaluation may be applied to an entire class of assets or to
individual asset categories. Revaluation increases are recorded as increases in the noncurrent
asset’s carrying value (on the debit side of the entry) and as increases in “Accumulated other
comprehensive income (loss)” within stockholders’ equity (on the credit side). Revaluation de-
creases are recorded in just the opposite manner, as reductions both in “Accumulated other
comprehensive income (loss)” and in the relevant noncurrent asset’s carrying value. Not surpris-
ingly, significant disclosures are required under IFRS concerning any such revaluations.
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Situation:

Cruisers, Inc., acquired a parcel of land, along with a building and some production
equipment, from a bankrupt competitor for $200,000 in cash. Current fair values
reported by an independent appraiser were land, $20,000; building, $170,000; and
equipment, $60,000.

Allocation of Acquisition Cost:

Appraised Percent

Asset Fair Value of Total* Cost Allocation

land . ...l $ 20,000 8% $200,000 X 8% = $ 16,000

Building. ............ 170,000 68% $200,000 X 68% = 136,000

Equipment. . ......... 60,000 _24% $200,000 X 24% = 48,000
$250,000 m% $200,000

*$20,000/$250,000 = 8%; $170,000/$250,000 = 68%; $60,000/$250,000 = 24%.

Effect of the Acquisition on the Financial Statements:

Balance Sheet Income Statement

Assets = Liabilities + Stockholders’ equity «Net income = Revenues — Expenses

Land
+ 16,000

Building
+136,000

Equipment
+48,000

Cash
—200,000

Entry to Record the Acquisition:

Dr. Land. . ... 16,000
Dr. Building ...... .. 136,000
Dr. Equipment ........ ... 48,000
Cr. Cash ... e 200,000

Original cost is not usually difficult to determine, but when two or more noncur-
rent assets are acquired in a single transaction for a lump-sum purchase price, the
cost of each asset acquired must be measured and recorded separately. In such cases,
an allocation of the “basket” purchase price is made to the individual assets acquired
based on relative appraisal values on the date of acquisition. Exhibit 6-2 illustrates this
allocation process and the related accounting.

Depreciation for Financial Accounting Purposes

In financial accounting, depreciation is an application of the matching concept. The origi-
nal cost of noncurrent assets represents the prepaid cost of economic benefits that will be
received in future years. To the extent that an asset is “used up” in the operations of the
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entity, a portion of the asset’s cost should be subtracted from the revenues that were gen-
erated through the use of the asset. Thus, the depreciation process involves an allocation
of the cost of an asset to the years in which the benefits of the asset are expected to be
received. Depreciation is not an attempt to recognize a loss in fair value or any difference
between the original cost and replacement cost of an asset. In fact, the fair value of non-
current assets may actually increase as they are used—but appreciation is not presently re-
corded (as discussed in the land section of this chapter). Depreciation expense is recorded
in each fiscal period, and its effect on the financial statements is shown below:

Balance Sheet Income Statement
Assets = Liabilities + Stockholders’ equity «Net income = Revenues — Expenses
—Accumulated —Depreciation
Depreciation Expense

The adjusting entry to record depreciation is:

Dr. Depreciation EXpense . .............iiiiiiineienn... XX
Cr. Accumulated Depreciation. . ...................... XX

Accumulated depreciation is another contra asset, and the balance in this account is the
cumulative total of all the depreciation expense that has been recorded over the life of
the asset up to the balance sheet date. It is classified with the related asset on the balance
sheet as a subtraction from the cost of the asset. The difference between the cost of an
asset and the accumulated depreciation on that asset is the net book value (carrying
value) of the asset. The balance sheet presentation of a building asset and its related
Accumulated Depreciation account (using assumed amounts) looks like this:

BUilding . . . oo $100,000
Less: Accumulated depreciation. .. ........... .. ...... (15,000)
Net book value of building . ......................... $ 85,000

or, as more commonly reported, like this:
Building, less accumulated depreciation of $15,000........... $85,000

With either presentation, the user can determine how much of the cost has been rec-
ognized as expense since the asset was acquired—which would not be possible if the
Building account was directly reduced for the amount depreciated each year. This is
why a contra asset account is used for accumulated depreciation.

Note that cash is not involved in the depreciation expense entry. The entity’s Cash
account was affected when the asset was purchased or as it is being paid for if a li-
ability was incurred when the asset was acquired. The fact that depreciation expense
does not affect cash is important in understanding the statement of cash flows, which
identifies the sources and uses of a firm’s cash during a fiscal period.

There are several alternative methods of calculating depreciation expense for financial
accounting purposes. Each involves spreading the amount to be depreciated, which is the
asset’s cost minus its estimated salvage value, over the asset’s estimated useful life to the
entity. The depreciation method selected does not affect the total depreciation expense to
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Straight-line depreciation Accelerated depreciation Exhibit 6-3
Depreciation Expense
£ £ Patterns
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be recognized over the life of the asset; however, different methods result in different pat-
terns of depreciation expense by fiscal period. There are two broad categories of deprecia-
tion calculation methods: the straight-line methods and accelerated methods. Depreciation
expense patterns resulting from these alternatives are illustrated in Exhibit 6-3.
3. What does it mean to say that depreciation expense does not affect cash? What Does
It Mean?
Answer on
page 231

Accelerated depreciation methods result in greater depreciation expense and lower
net income than straight-line depreciation during the early years of the asset’s life. During
the later years of the asset’s life, annual depreciation expense using accelerated methods
is less than it would be using straight-line depreciation, and net income is higher.
Which method is used, and why? For reporting to stockholders, most firms use the Lo 3
straight-line depreciation method because in the early years of an asset’s life it results  Describe alternative
in lower depreciation expense and hence higher reported net income than accelerated  methods of calculating
depreciation. In later years, when accelerated depreciation is less than straight-line  depreciation for financial
depreciation, total depreciation expense using the straight-line method will still be less  accounting purposes
than under an accelerated method if the amount invested in new assets has grown each  and compare the rela-
year. Such a regular increase in depreciable assets is not unusual for firms that are grow- tive effects of each on
ing, assuming that prices of new and replacement equipment are rising. the income statement
The specific depreciation calculation methods are and the balance sheet.

Straight-line
Straight-line.
Units-of-production.

Accelerated

Declining-balance.

Sum-of-the-years’-digits.
The straight-line, units-of-production, and declining-balance depreciation calculation
methods are illustrated in Exhibit 6-4 on the next page.!

!'The sum-of-the-years’-digits method is not illustrated because it is seldom used in practice.
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Exhibit 6-4 Assumptions:
’?Ae;;rr]ecgatlon Calculation Cruisers, Inc., purchased a molding machine at the beginning of 2013 at a cost of
ethods

$22,000. The machine is estimated to have a useful life to Cruisers, Inc., of five years
and an estimated salvage value of $2,000. It is estimated that the machine will pro-
duce 200 boat hulls before it wears out.
a. Straight-line depreciation:
Cost — Estimated salvage value
Estimated useful life
_ $22,000 — $2,000
5 years

= $4,000
Alternatively, a straight-line depreciation rate could be determined and multiplied by
the amount to be depreciated:

Annual depreciation expense =

ight-i it =1 _1_ o0
Straight-line depreciation rate [femnyears 5 20%

Annual depreciation expense = 20% X $20,000 = $4,000

b. Units-of-production depreciation:
Cost — Estimated salvage value

Depreciation expense per unit produced = Estimated total units 1o be made

200 hulls
= $100
Each year’s depreciation expense would be $100 multiplied by the number of hulls
produced.

c. Declining-balance depreciation:

Annual depreciation expense = Double the straight-line depreciation rate
X Asset’s net book value at beginning of year

Straight-line depreciation rate = 1 1 20%

Life inyears 5
Double the straight-line depreciation rate is 40%.

Net Book Depreciation Net Book
Value at Beginning Expense Accumulated Value at End
of Year Factor for the Year Depreciation of Year
2013 $22,000 X 0.4 = $8,800 $ 8,800 $13,200
2014 13,200 X 0.4 = 5,280 14,080 7,920
2015 7,920 X 0.4 = 3,168 17,248 4,752
2016 4,752 X 0.4 = 1,901 19,149 2,851
2017 2,851 X 0.4 = 851* 20,000 2,000
Recap of depreciation expense by year and method:
Straight-Line Declining Balance
2013 ...... $ 4,000 $ 8,800
2014 ... ... 4,000 5,280
2015 ...... 4,000 3,168
2016 ...... 4,000 1,901
2017 ...... 4,000 851
Total. ... ... $20,000 $20,000

*Depreciation expense at the end of the asset’s life is equal to an amount that will cause the net book value to
equal the asset’s estimated salvage value.

Note that the total depreciation expense for the five years is the same for both methods; it is the pattern of
the expense that differs. Because depreciation is an expense, the effect on operating income of the alternative
methods will be opposite; 2013 operating income will be higher if the straight-line method is used and lower if
the declining-balance method is used.
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Depreciation calculations using the straight-line, units-of-production, and sum-
of-the-years’-digits methods involve determining the amount to be depreciated by
subtracting the estimated salvage value from the cost of the asset. Salvage value is
considered in the declining-balance method only near the end of the asset’s life when
salvage value becomes the target for net book value.

The declining-balance calculation illustrated in Exhibit 6-4 is known as double-
declining balance because the depreciation rate used is double the straight-line rate.
In some instances the rate used is 1.5 times the straight-line rate; this is referred to as
150% declining-balance depreciation. Whatever rate is used, a constant percentage is
applied each year to the declining balance of the net book value.

Although many firms will use a single depreciation method for all of their de-
preciable assets, the consistency concept is applied to the depreciation method used
for a particular asset acquired in a particular year. Thus, it is possible for a firm to
use an accelerated depreciation method for some of its assets and the straight-line
method for other assets. Differences can even occur between similar assets pur-
chased in the same or different years. To make sense of the income statement and
balance sheet, it is necessary to find out from the notes to the financial statements
which depreciation methods are used (see page 715 of Campbell’s annual report in
the appendix).

Table 6-1 summarizes the depreciation methods used for stockholder reporting
purposes by 500 large firms.

The estimates made of useful life and salvage value are educated guesses to be
sure, but accountants, frequently working with engineers, can estimate these fac-
tors with great accuracy. A firm’s experience and equipment replacement practices
are considered in the estimating process. For income tax purposes (see Business in
Practice—Depreciation for Income Tax Purposes), the useful life of various depre-
ciable assets is determined by the Internal Revenue Code, which also specifies that
salvage values are to be ignored.

In practice, a number of technical accounting challenges must be considered in
calculating depreciation. These include part-year depreciation for assets acquired or
disposed of during a year, changes in estimated salvage value andor useful life after
the asset has been depreciated for some time, asset improvements (or betterments),
and asset grouping to facilitate the depreciation calculation. These are beyond the
scope of this text; your task is to understand the alternative calculation methods and
the different effect of each on both depreciation expense in the income statement and
accumulated depreciation (and net book value) on the balance sheet.

Number of
Methods Companies
Straight-line. .. ... 492
Declining-balance ... ....... ... . ... ... ... ... ... 10
Sum-of-the-years’-digits . . . ...................... 2
Accelerated method—not specified . ............... 13
Units of production . .......... ... ... o ... 15
Group/CompoSsite . . . v vt 4

Source: Accounting Trends and Techniques, Table 3-4, copyright © 2011 by American Institute of Certified Public
Accountants, Inc. Reprinted with permission.
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the IFRS

International financial reporting standards provide that Property, Plant and Equipment (P,P&E)
should be recognized as an asset when it is probable that (1) future economic benefits associ-
ated with the asset will flow to the entity and (2) the cost of the asset can be measured reliably.
When the cost model is used, each element of P,P&E that is significant in relation to the total
balance sheet valuation must be depreciated separately. The depreciation method for each ele-
ment should reflect the pattern in which the asset’s economic benefits are likely to be consumed

Approach by the entity. When the initial measurement of cost is based on U.S. GAAP, revaluation should
be carried out regularly so that asset carrying amounts do not differ materially from fair values
at the balance sheet date.

What Does 4. What does it mean to use an accelerated depreciation method?
It Mean? 5. What does it mean to refer to the tax benefit of depreciation expense?
Answers on
page 231
Repair and Maintenance Expenditures
LO 4 Routine repair costs and preventive maintenance expenditures are clearly expenses

Describe the account-
ing treatment of repair
and maintenance
expenditures.

of the period in which they are incurred. There is a gray area with respect to some
maintenance expenditures, however, and accountants’ judgments may differ. If a
maintenance expenditure will extend the useful life and/or increase the salvage value
of an asset beyond that used in the original depreciation calculation, it is appropriate
that the expenditure be capitalized and that the remaining depreciable cost of the
asset be depreciated over the asset’s remaining useful life.

In practice, most accountants decide in favor of expensing rather than capitalizing
for several reasons. Revising the depreciation calculation data is frequently time-
consuming with little perceived benefit. Because depreciation involves estimates of
useful life and salvage value to begin with, revising those estimates without over-
whelming evidence that they are significantly in error is an exercise of question-
able value. For income tax purposes, most taxpayers would rather have a deductible
expense now (expensing) rather than later (capitalizing and depreciating).

Because of the possibility that net income could be affected either favorably or un-
favorably by inconsistent judgments about the accounting for repair and maintenance
expenditures, auditors (internal and external) and the Internal Revenue Service usually
look closely at these expenditures when they are reviewing a firm’s reported results.

What Does
It Mean?
Answer on
page 231

6. What does it mean to prefer expensing repair and maintenance expenditures
rather than capitalizing them?
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Depreciation is a deductible expense for income tax purposes. Although depreciation expense does
not directly affect cash, it does reduce taxable income. Therefore, most firms would like their deduct-
ible depreciation expense to be as large an amount as possible because this means lower taxable
income and lower taxes payable. The Internal Revenue Code has permitted taxpayers to use an ac-
celerated depreciation calculation method for many years. Estimated useful life is generally the most
significant factor (other than calculation method) affecting the amount of depreciation expense, and
for many years this was a contentious issue between taxpayers and the Internal Revenue Service.

In 1981, the Internal Revenue Code was amended to permit use of the Accelerated Cost
Recovery System (ACRS), frequently pronounced “acres,” for depreciable assets placed in
service after 1980. The ACRS rules simplified the determination of useful life and allowed rapid
write-off patterns similar to the declining-balance methods, so most firms started using ACRS
for tax purposes. Unlike the LIFO inventory cost flow assumption (which, if selected, must be
used for both financial reporting and income tax determination purposes), there is no require-
ment that “book” (financial statement) and tax depreciation calculation methods be the same.
Most firms continued to use straight-line depreciation for book purposes.

ACRS used relatively short, and arbitrary, useful lives, and ignored salvage value. The intent
was more to permit relatively quick “cost recovery” and thus encourage investment than it was to
recognize traditional depreciation expense. For example, ACRS permitted the write-off of most
machinery and equipment over three to five years.

In the Tax Reform Act of 1986 Congress changed the original ACRS provisions. The system
has since been referred to as the Modified Accelerated Cost Recovery System (MACRS).
Recovery periods were lengthened, additional categories for classifying assets were created,
and the method of calculating the depreciation deduction was specified. Cost recovery periods
are specified based on the type of asset and its class life, as defined in the Internal Revenue
Code. Most machinery and equipment is depreciated using the double-declining-balance
method, but the 150% declining-balance method is required for some longer-lived assets, and
the straight-line method is specified for buildings.

In addition to the MACRS rules, small businesses benefit from a special relief provision that
allows certain depreciable assets to be treated as immediate expense deductions as they are
purchased. An annual election can be made to expense as much as $125,000 (for the 2012
tax year) of the cost of qualifying depreciable property purchased for use in a trade or business,
subject to certain limitations and phaseouts.* The immediate deduction promotes administrative
convenience by eliminating the need for extensive depreciation schedules for small purchases.

The use of ACRS for book depreciation was discouraged because of the arbitrarily short
lives involved. MACRS lives are closer to actual useful lives, but basing depreciation expense for
financial accounting purposes on tax law provisions, which are subject to frequent change, is not
appropriate. Yet many small to medium-size business organizations yield to the temptation to do
s0. Such decisions are based on the inescapable fact that tax depreciation schedules must be
maintained to satisfy Internal Revenue Service rules, and therefore the need to keep separate
schedules for financial reporting is avoided.

*The maximum amount allowed to be expensed under this provision of the tax law will be reduced to $25,000
for years beginning after 2012.

Disposal of Depreciable Assets

When a depreciable asset is sold or scrapped, both the asset and its related accumu-
lated depreciation account must be removed from the books. For example, scrapping a
fully depreciated piece of equipment, for which no salvage value had been estimated,

would produce the following financial statement effects:

LOS5

Explain why depre-
ciation for income
tax purposes is an
important concern
of taxpayers and
how tax depre-
ciation differs from
financial accounting
depreciation.
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Balance Sheet Income Statement

Assets = Liabilities + Stockholders’ equity «Net income = Revenues — Expenses

— Equipment

+ Accumulated
Depreciation

The entry would be:

LO 6 Dr. Accumulated Depreciation .................. XX

Describe the effect Cr. Equipment ........................... XX

on the financial state- . .

ments of the disposi- Note that this entry does not affect total assets or any other parts of the financial statements.
tion of noncurrent When the asset being disposed of has a positive net book value, either because a
assets, sither by sale or salvage value was estimated or because it has not reached the end of its estimated use-
abandonment. ful life to the firm, a gain or loss on the disposal will result unless the asset is sold for

a price that is equal to the net book value. For example, if equipment that cost $6,000
new has a net book value equal to its estimated salvage value of $900 and is sold for
$1,200, the following financial statement effects would occur:

Balance Sheet Income Statement
Assets = Liabilities + Stockholders’ equity «Net income = Revenues — Expenses
Cash Gain on
+ 1,200 Sale of Equipment

+ 300

Accumulated
Depreciation
+ 5,100
Equipment
— 6,000

Here is the entry to record the sale of equipment:

Dr. Cash....... . e 1,200
Dr. Accumulated Depreciation . ... .............c..oueenn.. 5,100
Cr. Equipment . ... ... .. 6,000

Cr. Gain on Sale of Equipment . ....................... 300

Sold equipment.

*Net book value
900
Accumulated depreciation = 5,100

Cost — Accumulated depreciation

6,000 — Accumulated depreciation

Alternatively, assume that the equipment had to be scrapped without receiving any
proceeds. The effect of this entry on the financial statements looks like this:

Balance Sheet Income Statement

Assets = Liabilities + Stockholders’ equity «Net income = Revenues — Expenses
Accumulated Loss on
Depreciation Disposal of
+ 5,100 Equipment

) — 900
Equipment
— 6,000
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You will have no difficulty with the preceding material if you can learn to apply the following
formula:

Sales price (of the fixed asset)
— Net book value (original cost — accumulated depreciation)
= Gain (if the difference is positive) or loss (if negative)

The entry would be:

Dr. Accumulated Depreciation ................ ... ... 5,100
Dr. Loss on Disposal of Equipment ..................... 900
Cr. Equipment ........ .. ... i
Scrapped equipment.

6,000

The gain or loss on the disposal of a depreciable asset is, in effect, a correction of the
total depreciation expense that has been recorded over the life of the asset. If salvage
value and useful life estimates had been correct, the net book value of the asset would
be equal to the proceeds (if any) received from its sale or disposal. Depreciation ex-
pense is never adjusted retroactively, so the significance of these gains or losses gives
the financial statement user a basis for judging the accuracy of the accountant’s esti-
mates of salvage value and useful life. Gains or losses on the disposal of depreciable
assets are not part of the operating income of the entity. If significant, they will be
reported separately as elements of other income or expense. If not material, they will
be reported with miscellaneous other income.

Assets Acquired by Capital Lease

Many firms will lease, or rent, assets rather than purchase them. An operating lease is
an agreement for the use of an asset that does not involve any attributes of ownership.
For example, the renter (lessee) of a car from Hertz or Avis (the lessor) must return the

Study
Suggestion

LO 7

Describe the difference
between an operat-
ing lease and a capital
lease.

Focus on the “Big Picture”

A number of technical financial accounting topics are presented in this text at an overview level
to provide a basic, user-oriented exposure to the key financial statement accounts and captions
that you are likely to encounter at some point in your life as an investor, creditor, or employee of
a large, publicly traded company. In this chapter, the accounting for assets acquired by capital
lease and for goodwill represent two such examples. Likewise, brief references were made to
the “Accumulated other comprehensive income (loss)” caption, which is reported as an element
of stockholders’ equity on the balance sheet; this important topic is described in Chapter 8.
The authors believe that for students to understand “what the numbers mean,” an exposure to
these (and similar) types of accounts and captions is not only appropriate but essential, as they
represent key components of the modern-day language of accounting and financial reporting.
Your attention should be focused on understanding the essential nature of any such “technical”
topics as you encounter them, specifically as to how they relate to the “big picture” financial
statement model (A = L + SE, and NI = R — E) that you learned in Chapter 2.

Study
Suggestion
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LO 8

Explain the similarities
in the financial state-
ment effects of buying
an asset compared to
using a capital lease to
acquire the rights to an
asset.
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car at the end of the lease term. Therefore, assets rented under an operating lease are
not reflected on the lessee’s balance sheet, and the rent expense involved is reported
in the income statement as an operating expense.

A capital lease (or financing lease) results in the lessee (renter) assuming virtu-
ally all of the benefits and risks of ownership of the leased asset. For example, the les-
see of a car from an automobile dealership may sign a noncancelable lease agreement
with a term of five years requiring monthly payments sufficient to cover the cost of
the car, plus interest and administrative costs. A lease is a capital lease if it has any of
the following characteristics:

1. It transfers ownership of the asset to the lessee.

2. It permits the lessee to purchase the asset for a nominal sum (a bargain purchase
price) at the end of the lease period.

3. The lease term is at least 75 percent of the economic life of the asset.

4. The present value of the lease payments is at least 90 percent of the fair value
of the asset. (Please refer to the appendix at the end of this chapter if you are not
familiar with the present value concept.)

The economic impact of a capital lease isn’t really any different from buying the asset
outright and signing a note payable that will be paid off, with interest, over the life of
the asset. Therefore, it is appropriate that the asset and related liability be reflected in
the lessee’s balance sheet. In the lessee’s income statement, the cost of the leased asset
will be reflected as depreciation expense, rather than rent expense, and the financing
cost will be shown as interest expense.

Prior to a FASB standard issued in 1976, many companies did not record assets
acquired under a capital lease because they did not want to reflect the related lease
liability in their balance sheet. This practice is known as off-balance-sheet financing
and is deemed inappropriate because the full disclosure concept would be violated
were it to be allowed.

Assets acquired by capital lease now are included with purchased assets on the
balance sheet. The amount recorded as the cost of the asset involved in a capital lease,
and as the related lease liability, is the present value of the lease payments to be made,
based on the interest rate used by the lessor to determine the periodic lease payments.
Here are the effects of capital lease transactions on the financial statements using the
horizontal model:

Balance Sheet Income Statement

Assets = Liabilities + Stockholders’ equity «Net income = Revenues — Expenses

1. Date of acquisition:
+ Equipment + Capital
Lease Liability

2. Annual depreciation expense:

— Accumulated — Depreciation
Depreciation Expense

3. Annual lease payments: — Interest

— Cash — Capital Expense

Lease Liability
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The entries to record capital lease transactions are as follows:

1. Date of acquisition.
Dr. Equipment. .. ... ... ... ... . .. XX
Cr. Capital Lease Liability .. ...................... XX

2. Annual depreciation expense.
Dr. Depreciation Expense. .............. ... ... ... XX
Cr. Accumulated Depreciation . ................... XX

3. Annual lease payments.
Dr. InterestExpense.......... ..., XX
Dr. Capital Lease Liability. .. ............ ... ... ..... XX
Cr. Cash ... ... XX

The first entry shows the asset acquisition and the related financial obligation that has
been incurred. The second shows depreciation expense in the same way it is recorded
for purchased assets. The third shows the lease payment effect on cash, reflects the
interest expense for the period on the amount that has been borrowed (in effect) from
the lessor, and reduces the lease liability by what is really a payment on the principal
of a loan from the lessor.

To illustrate the equivalence of capital lease payments and a long-term loan, as-
sume that a firm purchased a computer system at a cost of $217,765 and borrowed the
money by giving a note payable that had an annual interest rate of 10 percent and that
required payments of $50,000 per year for six years. Using the horizontal model, the
following is the effect on the financial statements:

Balance Sheet Income Statement

Assets = Liabilities + Stockholders’ equity «Net income = Revenues — Expenses

Equipment Note
+ 217,765 Payable
+ 217,765

The purchase would be recorded using the following entry:

Dr. Equipment .. ... ... ...t 217,765
Cr. NotePayable ............ ... ..., 217,765

Each year the firm will accrue and pay interest expense on the note, and make princi-
pal payments, as shown in the following table:

Principal

Balance at Payment Applied to Principal

Beginning Interest at Principal ($50,000 — Balance at

Year of Year 10% Interest) End of Year
1. $217,765 $21,776 $28,224 $189,541
2. 189,541 18,954 31,046 158,495
3. 158,495 15,849 34,151 124,344
4. 124,344 12,434 37,566 86,778
5. 86,778 8,677 41,323 45,455
6... 45,455 4,545 45,455 -0-

After six years, the note will have been fully paid.
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If the firm were to lease the computer system and agree to make annual lease
payments of $50,000 for six years instead of borrowing the money and buying the
computer system outright, the financial statements should reflect the transaction in es-
sentially the same way. This will happen because the present value of all of the lease
payments (which include principal and interest) is $217,765. (Referring to Table 6-5
in the appendix to this chapter, in the 10% column and six-period row, the factor is
4.3553. This factor multiplied by the $50,000 annual lease payment is $217,765.)
Using the horizontal model, the following is the effect on the financial statements:

Balance Sheet Income Statement

Assets = Liabilities + Stockholders’ equity «Net income = Revenues — Expenses

Equipment  Capital

+ 217,765 Lease
Liability
+ 217,765

The entry at the beginning of the lease will be:

Dr. Equipment. .. ... ... ... ... .. .. 217,765
Cr. Capital Lease Liability ..................... 217,765

Each year the principal portion of the lease payment will reduce the capital lease liabil-
ity, and the interest portion will be recognized as an expense. In addition, the equipment
will be depreciated each year. Thus, liabilities on the balance sheet and expenses in the
income statement will be the same as under the borrow and purchase alternative.

Again, the significance of capital lease accounting is that the economic impact of
capital leasing isn’t really any different from buying the asset outright; the impact on
the financial statements shouldn’t differ either.

What Does

It Mean?
Answer on

page 232

LO9

Discuss the meaning
of various intangible
assets, how their val-
ues are measured, and
how their costs are
reflected in the income
statement.

7. What does it mean to acquire an asset with a capital lease?

Intangible Assets

Intangible assets are long-lived assets that differ from property, plant, and equipment
that have been purchased outright or acquired under a capital lease—either because
the asset is represented by a contractual right or because the asset results from a
purchase transaction but is not physically identifiable. Examples of the first type of
intangible asset are leaseholds, licenses, franchises, brand names, customer lists/rela-
tionships, patents, copyrights, and trademarks; the second type of intangible asset is
known as goodwill.

Just as the cost of plant and equipment is transferred to expense over time
through accounting depreciation, the cost of most intangibles is also expensed over
time. Amortization, which means spreading an amount over time, is the term used
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to describe the process of allocating the cost of an intangible asset from the balance
sheet to the income statement as an expense. The cost of tangible assets is depreciated;
the cost of intangible assets is amortized. The terms are different, but the process is
the same. Most intangibles are amortized on a straight-line basis based on the useful
life to the entity. Although the Accumulated Amortization account is sometimes used,
amortization expense is usually recorded as a direct reduction in the carrying value of
the related intangible asset. Thus, the effect of periodic amortization on the financial
statements would be as follows:

Balance Sheet Income Statement
Assets = Liabilities + Stockholders’ equity «Net income = Revenues — Expenses
— Intangible — Amortization
Asset Expense
The entry would be:
Dr. Amortization Expense. . ........ ... ... ... ... XX
Cr. Intangible Asset . ........ ... ... . ... .. XX

Amortization expense is usually included with depreciation expense in the income
statement. Note that neither depreciation expense nor amortization expense involves a
cash disbursement; cash is disbursed when the asset is acquired or, if a loan is used to
finance the acquisition, when the loan payments are made.

Leasehold Improvements

When the tenant of an office building makes modifications to the office space, such as
having private offices constructed, the cost of these modifications is a capital expen-
diture to be amortized over their useful life to the tenant or over the life of the lease,
whichever is shorter. The concept is the same as that applying to buildings or equip-
ment, but the terminology is different. Entities that use rented facilities extensively,
such as smaller shops or retail store chains that operate in shopping malls, may have
a significant amount of leasehold improvements.

Patents, Trademarks, and Copyrights

A patent is a monopoly license granted by the government giving the owner control
of the use or sale of an invention for a period of 20 years. A trademark (or trade
name), when registered with the Federal Trade Commission, can be used only by the
entity that owns it or by another entity that has secured permission from the owner. A
trademark has an unlimited life, but it can be terminated by lack of use. A copyright
is a protection granted to writers and artists that is designed to prevent unauthorized
copying of printed or recorded material. A copyright is granted for a period of time
equal to the life of the writer or artist, plus 70 years.

To the extent that an entity has incurred some cost in obtaining a patent, trade-
mark, or copyright, that cost should be capitalized and amortized over its estimated
remaining useful life to the entity or its statutory life, whichever is shorter. The cost of
developing a patent, trademark, or copyright is not usually significant. Most intangible
assets in this category arise when one firm purchases a patent, trademark, or copyright
from another entity. An intangible that becomes very valuable because of the success
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of a product (like “Coke”) cannot be assigned a value and recorded as an asset while
it continues to be owned by the entity that created it. In some cases a firm will include
a caption for trademarks, or another intangible asset, on its balance sheet and report
a nominal cost of $1 just to communicate to financial statement users that it has this
type of asset.

License fees or royalties earned from an intangible asset owned by a firm are
reported as operating revenues in the income statement. Likewise, license fees or roy-
alty expenses incurred by a firm using an intangible asset owned by another entity are
operating expenses.

Goodwill

Goodwill results from the purchase of one firm by another for a price that is greater
than the fair value of the net assets acquired. (Recall from Chapter 2 that net assets
means total assets minus total liabilities.) Why would one firm be willing to pay more
for a business than the fair value of the inventory, plant, and equipment, and other
assets being acquired? Because the purchasing firm does not see the transaction as
the purchase of assets but instead evaluates the transaction as the purchase of profits.
The purchaser will be willing to pay such an amount because the profits expected to
be earned from the investment will generate an adequate return on the investment. If
the firm being purchased has been able to earn a greater than average rate of return on
its invested net assets, the owners of that firm will be able to command a price for the
firm that is greater than the fair value of its net assets. This greater than average return
may result from excellent management, a great location, unusual customer loyalty, a
unique product or service, or a combination of these and other factors.

When one firm purchases another, the purchase price is first assigned to the net as-
sets acquired, which includes physical assets and intangible assets. The cost recorded
for these net assets is their fair value, usually determined by appraisal. This cost then
becomes the basis for depreciating or amortizing the assets, or for determining cost
of goods sold if inventory is involved. To the extent that the total price exceeds the
fair value of the net assets acquired, the excess is recorded as goodwill. For example,
assume that Cruisers, Inc., purchased a business by paying $1,000,000 in cash and as-
suming a note payable liability of $100,000. The fair value of the net assets acquired
was $700,000, assigned as follows: Inventory, $250,000; Land, $150,000; Buildings,
$400,000; and Notes Payable, $100,000. Here is the effect of this transaction on the
financial statements:

Balance Sheet Income Statement

Assets = Liabilities + Stockholders’ equity «Net income = Revenues — Expenses

Inventory Notes
+ 250,000 Payable
+ 100,000

Land

+ 150,000
Buildings
+ 400,000

Goodwill
+ 300,000

Cash
- 1,000,000




Chapter 6 Accounting for and Presentation of Property, Plant, and Equipment, and Other Noncurrent Assets

The entry would be:

Dr. Inventory ...... ... . 250,000

Dr. Land. ... ..ot 150,000

Dr. BUildiNgS . ..o ittt 400,000

Dr. GoOodWill. . ..ot 300,000
Cr. NotesPayable............ ... ... ... ... ... 100,000
Cr. Cash. ...t 1,000,000

Goodwill is an intangible asset and is not amortized. Instead goodwill must be tested
annually for impairment. If the book value of goodwill does not exceed its fair value,
goodwill is not considered impaired. However, if the book value of goodwill does
exceed its fair value, an impairment loss is recorded equal to that excess. Although
the details of this test are more appropriate for an advanced accounting course, the
financial statement effects of an impairment loss are straightforward. In the preced-
ing Cruisers, Inc., example, assume that three years after the business was acquired,
the fair value of the resulting goodwill of $300,000 was determined to be only
$180,000. Here would be the effects on the financial statements of the impairment
loss adjustment:

Balance Sheet Income Statement
Assets = Liabilities + Stockholders’ equity «Net income = Revenues — Expenses
Goodwill Goodwill
— 120,000 Impairment
Loss
— 120,000

The entry for the impairment loss would be:

Dr. Goodwill impairmentloss ........................ 120,000
Cr. GoodWill ...ttt 120,000

Goodwill impairment loss is generally reported as a separate line item within oper-
ating income on the income statement. Once goodwill is considered to be impaired
and has been written down to its impaired fair value, no subsequent upward adjust-
ments are permitted for recoveries of fair value. In the preceding example, $180,000
would become the new book value for goodwill, and this amount would be com-
pared to the fair value of goodwill in future years to determine if further impairment
has occurred.

The prior examples provide a basic illustration of the recording of goodwill and
subsequent impairment losses, if any, by an acquiring firm. One way of describing
goodwill is to say that—in theory at least—it is the present value of the greater than
average earnings on the net assets of the acquired firm, discounted for the period they
are expected to last, at the acquiring firm’s desired return on investment. In fact, when
analysts at the acquiring firm are calculating the price to offer for the firm to be ac-
quired, they use a lot of present value analysis.

Some critics suggest that goodwill is a fictitious asset that should be written off
immediately against the firm’s retained earnings. Others point out that it is at best a
“different” asset that must be evaluated carefully when it is encountered. However,
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if goodwill is included in the assets used in the return on investment calculation, the
ROI measure will reflect management’s ability to earn a return on this asset.

What Does
It Mean?
Answer on
page 232

8. What does it mean when goodwill results from the acquisition of another firm?

Natural Resources

Accounting for natural resource assets, such as coal deposits, crude oil reserves, tim-
ber, and mineral deposits, parallels that for depreciable assets. Depletion, rather than
depreciation, is the term for the using up of natural resources, but the concepts are
exactly the same, even though depletion usually involves considerably more complex
estimates.

For example, when a firm pays for the right to drill for oil or mine for coal, the
cost of that right and the costs of developing the well or mine are capitalized. The
cost is then reflected in the income statement as Depletion Expense, which is matched
with the revenue resulting from the sale of the natural resource. Depletion usually is
recognized on a straight-line basis, based on geological and engineering estimates of
the quantity of the natural resource to be recovered. Thus, if $100 million was the cost
of a mine that held an estimated 20 million tons of coal, the depletion cost would be
$5 per ton. In most cases the cost of the asset is credited, or reduced directly, in the
Depletion Expense entry instead of using an Accumulated Depletion account.

In practice, estimating depletion expense is very complex. Depletion expense
allowed for federal income tax purposes frequently differs from that recognized for
financial accounting purposes because, from time to time, tax laws have been used to
provide special incentives to develop natural resources.

Other Noncurrent Assets

Long-term investments, notes receivable that mature more than a year after the bal-
ance sheet date, long-term deferred income tax assets, and other noncurrent assets are
included in this category. At such time as they become current (receivable within one
year), they will be reclassified to the current asset section of the balance sheet. The
explanatory notes accompanying the financial statements will include appropriate
explanations about these assets if they are significant.

Demonstration Problem

Visit the text website at www.mhhe.convimarshall10e to view a
demonstration problem for this chapter.
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Summary

This chapter has discussed the accounting for and presentation of the following bal-

ance sheet noncurrent asset and related income statement accounts:

Balance Sheet

Income Statement

Assets = Liabilities + Stockholders’ equity

«Net income = Revenues — Expenses

Land

Purchased
Buildings/
Equipment

Leased Capital
Buildings/ Lease
Equipment  Liability

(Accumulated
Depreciation)

Natural
Resources

Intangible
Assets

Gain on or Loss on
sale* sale”

Repair and
Maintenance
Expense

Interest
Expense

Depreciation
Expense

Depletion
Expense

Amortization
Expense

*For any noncurrent asset.

Property, plant, and equipment owned by the entity are reported on the balance
sheet at their original cost, less (for depreciable assets) accumulated depreciation.

Expenditures representing the cost of acquiring an asset that will benefit the entity
for more than the current fiscal period are capitalized. Routine repair and maintenance
costs are expensed in the fiscal period in which they are incurred.

Accounting depreciation is the process of spreading the cost of an asset to the
fiscal periods in which the asset is used. Depreciation does not affect cash, nor is it an
attempt to recognize a loss in the market value of an asset.

Depreciation expense can be calculated several ways. The calculations result in a
depreciation expense pattern that is straight-line or accelerated. Straight-line methods
are usually used for book purposes, and accelerated methods (based on the Modified
Accelerated Cost Recovery System specified in the Internal Revenue Code) are usu-
ally used for income tax purposes.

When a depreciable asset is disposed of, both the asset and its related accumulated
depreciation are removed from the accounts. A gain or loss normally results, depend-
ing on the relationship of any cash (and/or other assets) received in the transaction to
the net book value of the asset disposed of.

When the use of an asset is acquired in a capital lease transaction, the asset and
related lease liability are reported on the balance sheet. The cost of the asset is the
present value of the lease payments, calculated using the interest rate used by the les-
sor to determine the periodic lease payments. The asset is depreciated, and interest
expense related to the lease is recorded.

Intangible assets are represented by a contractual right or are not physically
identifiable. The cost of most intangible assets is spread over the useful life to the
entity of the intangible asset and is called amortization expense. Intangible assets
include leasehold improvements, patents, trademarks, copyrights, and goodwill.
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Goodwill is not amortized but is tested annually for impairment. The cost of natural
resources is recognized as depletion expense, which is allocated to the natural re-
sources recovered.

Refer to the Campbell Soup Company balance sheet and related notes in
the appendix, and to other financial statements you may have, and observe how
information about property, plant, and equipment, and other noncurrent assets is
presented.

Appendlx TO CHAPTER SIX

Time Value of Money

Two financial behaviors learned early in life are that money saved or invested at
compound interest can yield large returns, and that given the choice of paying a bill
sooner or later it can be financially beneficial to pay later. The first of these situations
involves future value and the second is an application of present value; both are time
value of money applications.

Future Value

Future value refers to the amount accumulated when interest on an investment is
compounded for a given number of periods. Compounding refers to the practice of
calculating interest for a period on the sum of the principal and interest accumulated at
the beginning of the period (thus, interest is earned on interest). For example, if $1,000
is invested in a savings account earning interest at the rate of 10% compounded annu-
ally, and if the account is left alone for four years, the results shown in the following
table will occur:

Principal at Interest Principal at

Year Beginning of Year Earned at 10% End of Year
T $1,000 $100 $1,100
2 1,100 110 1,210
3. 1,210 121 1,331
4. 1,331 133 1,464

This is a familiar concept. This process can be illustrated on a time line as follows:

Today 1 year 2 years 3 years 4 years
\ | | | |
[ [ [ [ [

$1,000 » invested at 10% has a future value of > $1,464

There is a formula for calculating future value, and many computer program packages
and business calculators include a future value function. Table 6-2 presents future
value factors for a range of interest rates and compounding periods. Note in Table 6-2



Chapter 6 Accounting for and Presentation of Property, Plant, and Equipment, and Other Noncurrent Assets

Factors for Calculating the Future Value of $1

No. of Interest Rate
Periods 2% 8% 10% 12% 14% 16%
1 1.020 1.040 1.060 1.080 1.100 1.120 1.140 1.160
2 1.040 1.082 1.124 1.166 1.210 1.254 1.300 1.346
3 1.061 1.125 1.191 1.260 1.331 1.405 1.482 1.561
4 1.082 1.170 1.262 1.360 1.464 1.574 1.689 1.811
B 1.104 1.217 1.338 1.469 1.611 1.762 1.925 2.100
10 1.219 1.480 1.791 2.159 2.594 3.106 3.707 4.411
15 1.346 1.801 2.397 3.172 4177 5.474 7.138 9.266
20 1.486 2191 3.207 4.661 6.727 9.646 13.743 19.461
30 1.811 3.243 5.743 10.0683 17.449 29.960 50.950 85.850
40 2.208 4.801 10.286 21.725 45.259 93.051 188.884 378.721
50 2.692 7.107 18.420 46.902  117.391  289.002 700.233 1670.704

Factors for Calculating the Future Value of an Annuity of $1 in Arrears

Table 6-2

18%

1.180
1.392
1.643
1.939
2.288
5.234
11.974
27.393
143.371
750.378
3927.357

Table 6-3
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20%

1.200
1.440
1.728
2.074
2.488
6.192
15.407
38.338
237.376
1469.772
9100.438

No. of Interest Rate
Periods 8% 10% 12% 14% 16% 18% 20%
1 1.000 1.000 1.000 1.000 1.000 1.000 1.000 1.000 1.000 1.000
2 2.020 2.040 2.060 2.080 2.100 2.120 2.140 2.160 2.180 2.200
8 3.060 3.122 3.184 3.246 813510 3.374 3.440 3.506 3.572 3.640
4 4112 4.246 4.375 4.506 4.641 4.779 4.921 5.066 5.215 5.368
5 5.204 5.416 5.637 5.867 6.105 6.353 6.610 6.877 7.154 7.442
10 10.950 12.006 13.181 14.487 15.937 17.549 19.337 21.321 23.521 25.959
15 17.293 20.024 23.276 27.152 31.772 37.280 43.842 51.660 60.965 72.035
20 24.297 29.778 36.786 45.762 57.275 72.052 91.025 115.380 146.628 186.688
30 40.568 56.085 79.0568 113.283 164.494 241.333 356.787 530.312 790.948 1181.882
40 60.402 95.026 154.762 259.057  442.593 767.091 1342.025 2360.757 4163.213 7343.858
50 84.579 162.667 290.336 573.770 1163.909 2400.018 4994.521 10435.649 21813.094 45497.191

that the factor for 10% and four periods is 1.464. This factor is multiplied by the be-
ginning principal to get the future value. The future value of $1,000 at 10% for four
periods is $1,464, as shown in the time line illustration.

Future Value of an Annuity

Sometimes a savings or investment pattern involves adding an amount equal to the
initial investment on a regular basis. This is called an annuity. When the investment
is made at the end of each compounding period, a usual practice, the annuity is in
arrears. The future value of an annuity is simply the sum of the future value of each
individual investment. Table 6-3 presents the future value factors for a range of inter-
est rates and compounding periods for an annuity in arrears. Note that the factor for
an annuity in arrears at 10% for two periods is 2.100. This is the future value of an
amount invested at the end of the first period after one more period, plus the amount of
the investment at the end of the second period. What is the future value of an annuity
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in arrears of $200 invested at 12% (at the end of each year) for 10 years? How does
this compare to the future value of a single amount of $200 invested for 10 years?

Present Value

Whereas future value focuses on the value at some point in the future of an amount
invested today, present value focuses on the value today of an amount to be paid or
received at some point in the future. Present value is another application of compound
interest that is of great significance in accounting and business practice. Organiza-
tions and individuals are frequently confronted with the choice of paying for a pur-
chase today or at a later date. Intuition suggests that all other things being equal, it
would be better to pay later because in the meantime the cash not spent today could
be invested to earn interest. This reflects the fact that money has value over time. Of
course other things aren’t always equal, and sometimes the choice is between paying
one amount—say $1,000—today and a larger amount—say $1,100—a year later. Or
in the opposite case, the choice may be between receiving $1,000 today or $1,100 a
year from now. Present value analysis is used to determine which of these alternatives
is financially preferable.

Present value concepts are well established in financial reporting, having been
used traditionally in the valuation of assets and liabilities that characteristically in-
volve far-distant cash flows. In 2000, the Financial Accounting Standards Board ex-
tended its Conceptual Framework project to embrace the present value concept more
formally as a fundamental accounting measurement technique.” Per the FASB,

The objective of using present value in an accounting measurement is to capture, to the
extent possible, the economic difference between sets of estimated future cash flows.
Without present value, a $1,000 cash flow due tomorrow and a $1,000 cash flow due in
10 years appear the same. Because present value distinguishes between cash flows that
otherwise might appear similar, a measurement based on the present value of estimated
future cash flows provides more relevant information than a measurement based on the
undiscounted sum of those cash flows.?

Present value analysis involves looking at the same compound interest concept
from the opposite perspective. Using data in the compound interest table developed
earlier, you can say that the present value of $1,464 to be received four years from
now, assuming an interest rate of 10% compounded annually, is $1,000. On a time-line
representation, the direction of the arrow indicating the time perspective is reversed:

Tod‘ay 1 y‘ear 2 y?ars 3 y?ars 4 y?ars
[ [ [ [ [

$1,000 == is the present value at 10% of - $1,464

If someone owed you $1,464 to be paid four years from now, and if you were to agree
with your debtor that 10% was a fair interest rate for that period, you would both be
satisfied to settle the debt for $1,000 today. Alternatively, if you owed $1,464 payable

2 See FASB,Statement of Financial Accounting Concepts No. 7, “Using Cash Flow Information and
Present Value in Accounting Measurements” (Stamford, CT, 2000). Copyright © the Financial Accounting
Standards Board, High Ridge Park, Stamford, CT 06905, U.S.A. Excerpted with permission. Copies of the
complete document are available from the FASB.

3 FASB, Statement of Financial Accounting Concepts No. 7, “Highlights” (Stamford, CT, 2000). The
FASB cautions that highlights are best understood in the context of the full statement.
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Most undergraduate and graduate business students will be encouraged by their faculty mem-
bers to purchase and use a financial calculator, such as the Texas Instruments BAIl Plus or the
Hewlett-Packard 10BIlI+ or 12c, to solve present value problems. Such calculators are a viable
alternative to using the present value tables provided in this text. If you recently acquired a fi-
nancial calculator and are having trouble getting started, several online tutorials are available to
assist you. A quick Google search for “financial calculators” will yield some interesting results,
including a number of proprietary financial calculator models that have been developed to solve
a variety of common business problems. Although the use of a financial calculator may make
your job as a student easier, it is important to learn the basics of present value analysis in the
“old-fashioned” way by referring to present value tables. This will help you appreciate the impact
that the selected interest rate, compounding frequency, and number of years have on present
value calculations.

Understanding Present Value Tables

Take a moment now to glance at Tables 6-4 and 6-5 and learn how they are constructed. Notice
that for any given number of periods, the factors shown in the annuity table represent cumulative
totals of the factors shown in the present value of $1 table. Check this out by adding together
the single amount factors for periods 1, 2, and 3 in the 4% column of Table 6-4 and comparing
your result to the annuity factor shown for three periods at 4% in Table 6-5. In both cases, your
answer should be 2.7751. Notice also (by scanning across the tables) that for any given number
of periods, the higher the discount (interest) rate, the lower the present value. This makes sense
when you remember that present values operate in a manner opposite to future values. The
higher the interest rate, the greater the future value—and the lower the present value. Now scan
down Table 6-4 and notice that for any given interest rate, the present value of $1 decreases as
more periods are added. The same effects are also present in Table 6-5 but cannot be visualized
because the annuity factors represent cumulative totals; yet for each additional period, a smaller
amount is added to the previous annuity factor.

four years from now, both you and your creditor would be satisfied to settle the debt
for $1,000 today (still assuming agreement on the 10% interest rate). That is because
$1,000 invested at 10% interest compounded annually will grow to $1,464 in four
years. Stated differently, the future value of $1,000 at 10% interest in four years is
$1,464, and the present value of $1,464 in four years at 10% is $1,000.

Present value analysis involves determining the present amount that is equivalent
to an amount to be paid or received in the future, recognizing that money has value
over time. The time value of money is represented by the interest that can be earned
on money over an investment period. In present value analysis, discount rate is a
term frequently used for interest rate. In our example, the present value of $1,464,
discounted at 10% for four years, is $1,000. Thus, the time value of money in this ex-
ample is represented by the $464 in interest that is being charged to the borrower for
the use of money over the four-year period.

Present value analysis does not directly recognize the effects of inflation, although
inflationary expectations will influence the discount rate used in the present value
calculation. Generally, the higher the inflationary expectations, the higher the discount
rate used in present value analysis.

Study
Suggestion
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Present Value of an Annuity

The preceding example deals with the present value of a single amount to be received
or paid in the future. Some transactions involve receiving or paying the same amount
each period for a number of periods. This sort of receipt or payment pattern is referred
to as an annuity. The present value of an annuity is simply the sum of the present value
of each of the annuity payment amounts.

There are formulas and computer program functions for calculating the present
value of a single amount and the present value of an annuity (see Business in Prac-
tice—Using Financial Calculators). In all cases, the amount to be received or paid in
the future, the discount rate, and the number of years (or other time periods) are used
in the present value calculation. Table 6-4 presents factors for calculating the present

Table 6-4 Factors for Calculating the Present Value of $1

Discount Rate
No. of

Periods 2% 4% 6% 8% 10% 12% 14% 16% 18%

1 0.980 0.9615 0.9434 0.9259 0.9091 0.8929 0.8772 0.8621 0.8475 0.8333
2 0.961 0.9246  0.8900 0.8573 0.8264 0.7972 0.7695 0.7432 0.7182 0.6944
3 0.942 0.8890 0.8396 0.7938 0.7513 0.7118 0.6750 0.6407 0.6086 0.5787
4 0.924  0.8548 0.7921 0.7350 0.6830 0.6355 0.5921 0.5523 0.5158 0.4823
5 0.906  0.8219 0.7473 0.6806 0.6209 0.5674 0.5194 0.4761 0.4371 0.4019
6 0.888  0.7903 0.7050 0.6302 0.5645 0.5066 0.4556 0.4104 0.3704 0.3349
7 0.871 0.7599  0.6651 0.5835 0.5132 0.4523 0.3996 0.3538 0.3139 0.2791
8 0.863  0.7307 0.6274 0.5408 0.4665 0.4039 0.3506 0.3050 0.2660 0.2326
9 0.837  0.7026  0.5919 0.5002 0.4241 0.3606 0.3075 0.2630 0.2255 0.1938
10 0.820 0.6756  0.5584 0.4632 0.3855 0.3220 0.2697 0.2267 0.1911 0.1615
1 0.804  0.6496 0.5268 0.4289 0.3505 0.2875 0.2366 0.1954 0.1619 0.1346
12 0.788  0.6246  0.4970 0.3971 0.3186 0.2567 0.2076 0.1685 0.1372 0.1122
13 0.773  0.6006  0.4688 0.3677 0.2897 0.2292 0.1821 0.1452 0.1163 0.0935
14 0.768  0.5775 0.4423 0.3405 0.2633 0.2046 0.1697 0.1252 0.0985 0.0779
15 0.743  0.5553 0.4173 0.3152 0.2394 0.1827 0.1401 0.1079 0.0835 0.0649
16 0.728  0.5339 0.3936 0.2919 0.2176 0.1631 0.1229 0.0930 0.0708 0.0541
17 0.714 05134 0.3714 0.2708 0.1978 0.1456 0.1078 0.0802 0.0600 0.0451
18 0.700  0.4936 0.3503 0.2502 0.1799 0.1300 0.0946 0.0691 0.0508 0.0376
19 0.686  0.4746  0.3305 0.2317 0.1635 0.1161 0.0829 0.0596 0.0431 0.0313
20 0.673  0.4564 0.3118 0.2145 0.1486 0.1037 0.0728 0.0514 0.0365 0.0261
21 0.660  0.4388 0.2942 0.1987 0.1351 0.0926 0.0638 0.0443 0.0309 0.0217
22 0.647  0.4220 0.2775 0.1839 0.1228 0.0826 0.0560 0.0382 0.0262 0.0181
23 0.634  0.4057 0.2618 0.1708 0.1117 0.0738 0.0491 0.0329 0.0222 0.0151
24 0.622  0.3901  0.2470 0.1577 0.1015 0.0659 0.0431 0.0284 0.0188 0.0126
25 0.610  0.3751  0.2330 0.1460 0.0923 0.0588 0.0378 0.0245 0.0160 0.0105
30 0.652  0.3083 0.1741 0.0994 0.0573 0.0334 0.0196 0.0116 0.0070 0.0042
35 0.500  0.2534  0.1301 0.0676 0.0356 0.0189 0.0102 0.0055 0.0030 0.0017
40 0.453  0.2083 0.0972 0.0460 0.0221 0.0107 0.0053 0.0026 0.0013 0.0007
45 0.410  0.1712 0.0727 0.0313 0.0137 0.0061 0.0027 0.0013 0.0006 0.0003

[&)]
(@)

0.372  0.1407 0.0543  0.0213 0.0085 0.0035 0.0014 0.0006 0.0003 0.0001
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Factors for Calculating the Present Value of an Annuity of $1 Table 6-5

Discount Rate
No. of

Periods 2% 4% 6% 8% 10% 12% 14% 16% 20%

1 0.980 0.9615 0.9434 0.9259 0.9091 0.8929 0.8772 0.8621 0.8475 0.8333

2 1.942 1.8861 1.8334 1.7833 1.7355 1.6901 1.6467 1.6052 1.5656 1.6278

3 2.884 27751 2.6730 2.5771 2.4869 2.4018 2.3216 2.2459 2.1743 2.1065

4 3.808 3.6299  3.4651 3.3121 3.1699 3.0373 2.9137 2.7982 2.6901 2.6887

5 4713  4.4518 4.2124 3.9927 3.7908 3.6048 3.4331 3.2743 3.1272 2.9906

6 5.601 52421 49173 4.6229 4.3558 41114 3.8887 3.6847 3.4976 3.3255

7 6.472 6.0021  5.5824 5.2064 4.8684 4.5638 4.2883 4.0386 3.81156 3.6046

8 7.325 6.7327  6.2098 5.7466 5.3349 4.9676 4.6389 4.3436 4.0776 3.8372

© 8.162 7.4353 6.8017 6.2469 5.7590 5.3282 4.9464 4.6065 4.3030 4.0310
10 8.983 8.1109  7.3601 6.7101 6.1446 5.6502 5.2161 4.8332 4.4941 4.1925
11 9.787  8.7605  7.8869 7.1390 6.4951 5.9377 5.4527 5.0286 4.6560 4.3271
12 10.575 9.3851 8.3838 7.5361 6.8137 6.1944 5.6603 5.1971 4.7932 4.4392
13 11.348 9.9856 8.8527 7.9038 7.1034 6.4235 5.8424 5.3423 4.9095 4.6327
14 12106 10.5631 9.2950 8.2442 7.3667 6.6282 6.0021 5.4675 5.0081 4.6106
15 12.849 11.1184 09.7122 8.5595 7.6061 6.8109 6.1422 5.5755 5.0916 4.6755
16 13.578 11.6523 10.1059 8.8514 7.8237 6.9740 6.2651 5.6685 5.1624 4.7296
17 14292 121657 10.4773  9.1216 8.0216 7.1196 6.3729 5.7487 5.2223 4.7746
18 14.992 12.6593 10.8276  9.3719 8.2014 7.2497 6.4674 5.8178 5.2732 4.8122
19 16.678 13.1339 11.1581  9.6036 8.3649 7.3658 6.5504 5.8775 5.3162 4.8435
20 16.3561 13.5003 11.4699 9.8181 8.5136 7.4694 6.6231 5.9288 5.3527 4.8696
21 17.011  14.0292 11.7641 10.0168  8.6487 7.5620 6.6870 5.9731 5.3837 4.8913
22 17.658 14.4511 12.0416 10.2007  8.7715 7.6446 6.7429 6.0113 5.4099 4.9094
23 18.292 14.8568 12.3034 10.3711 8.8832 7.7184 6.7921 6.0442 5.4321 4.9245
24 18.914 15.2470 12.5504 10.5288  8.9847 7.7843 6.8351 6.0726 5.4509 4.9371
25 19.623 156.6221 12.7834 10.6748  9.0770 7.8431 6.8729 6.0971 5.4669 4.9476
30 22.396 17.2920 13.7648 11.2578  9.4269 8.0652 7.0027 6.1772 5.5168 4.9789
35 24.999 18.6646 14.4982 11.6546  9.6442 8.1755 7.0700 6.2153 5.5386 4.9915
40 27.355 19.7928 15.0463 11.9246  9.7791 8.2438 7.1050 6.2335 5.5482 4.9966
45 29.490 20.7200 15.4558 12.1084  9.8628 8.2825 7.1232 6.2421 5.5623 4.9986
50 31.424 21.4822 15.7619 12.2335  9.9148 8.3045 7.1327 6.2463 5.5641 4.9995

value of $1 (single amount), and Table 6-5 gives the factors for the present value of an
annuity of $1 for several discount rates and number of periods.

To find the present value of any amount, the appropriate factor from the table is
multiplied by the amount to be received or paid in the future. Using the data from
the initial example just described, we can calculate the present value of $1,464 to be
received four years from now, based on a discount rate of 10%:

$1,464 X 0.6830 (from the 10% column, four-period row
of Table 6-4) = $1,000 (rounded)
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What is the present value of a lottery prize of $1,000,000, payable in 20 annual install-
ments of $50,000 each, assuming a discount (interest) rate of 12%? Here is the time
line representation of this situation:

Today
[ | | | | | | | | | | | | | | | | |

[ | | | | | | | | | | | | | | | | | | | |
$50,000 per year

The present value of this annuity is calculated by multiplying the annuity amount
($50,000) by the annuity factor from Table 6-5. The solution is:

Today 20 years
1 | | | | | | | | | | | | | | | | | | |
[ [ [ [ [ [ [ [ [ [ [ [ [ [ [ [ [ [ [ [ [
$50,000 per year
X_7.4694 (Table 6-5, 12%, 20 periods)
$373,470 =«

Although the answer of $373,470 shouldn’t make the winner feel less fortunate, she
certainly has not become an instant millionaire in present value terms. The lottery
authority needs to deposit only $373,470 today in an account earning 12% interest to
be able to pay the winner $50,000 per year for 20 years beginning a year from now.
What is the present value of the same lottery prize assuming that 8% was the appropri-
ate discount rate? What if a 16% interest rate was used? (Take a moment to calculate
these amounts.) Imagine how the wife of The Born Loser comic strip character must
have felt upon learning that he had won a million dollars—payable at $1 per year for
a million years! As these examples point out, the present value of future cash flows is
directly affected by both the chosen discount rate and the relevant time frame.

Let’s look at another example. Assume you have accepted a job from a company
willing to pay you a signing bonus, and you must now choose between three alterna-
tive payment plans. The plan A bonus is $3,000 payable today. The plan B bonus is
$4,000 payable three years from today. The plan C bonus is three annual payments of
$1,225 each (an annuity) with the first payment to be made one year from today. As-
suming a discount rate of 8%, which bonus should you accept? The solution requires
calculation of the present value of each bonus. Here is the timeline approach:

Today 1 year 2 years 3 years
| | | |

Plan A:
$3,000

$4,000
Plan B: (Table 6-4, 8%, three periods) X 0.7938
$3,175 =
Plan C: $1,225 per year for three years

X 2.5771 (Table 6-5, 8%, three periods)
==

A
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Bonus plan B has the highest present value and for that reason would be the plan
selected based on present value analysis.

Impact of Compounding Frequency

The frequency with which interest is compounded affects both future value and pres-
ent value. You would prefer to have the interest on your savings account compounded
monthly, weekly, or even daily, rather than annually, because you will earn more
interest the more frequently compounding occurs. This is recognized in present value
calculations by converting the annual discount rate to a discount rate per compound-
ing period by dividing the annual rate by the number of compounding periods per
year. Likewise, the number of periods is adjusted by multiplying the number of years
involved by the number of compounding periods per year. For example, the present
value of $1,000 to be received or paid six years from now, at a discount rate of 16%
compounded annually, is $410.40 (the factor 0.4104 from the 16% column, six-period
row of Table 6-4, multiplied by $1,000). If interest were compounded quarterly, or
four times per year, the present value calculation uses the factor from the 4% column
(16% per year/four periods per year), and the 24-period row (six years X four periods
per year), which is 0.3901. Thus, the present value of $1,000 to be received or paid in
six years, compounding interest quarterly, is $390.10. Here is the time-line approach:

Today 16% compounded annually 6 years
} i i i i i |
0 1 2 3 4 5 6
6 periods
$1,000
(Table 6-4, 16%, six periods) X 0.4104
$410.40 =
Tod‘ay‘ [ I I Y N N 16\% c‘omp‘oun(‘ied t‘]uart‘erly‘ [ I I R N N \6 y(‘:ars
1 [ [ [ [ [ T [ [ [ [ [ [ [ [ [ 1
01 2 3 4 5 6 7 8 9 1011 12 13 14 15 16 17 18 19 20 21 22 23 24
24 periods
$1,000
(Table 6-4, 4%, 24 periods) X 0.3901
$390.10 =

You can make sense of the fact that the present value of a single amount is lower
the more frequent the compounding by visualizing what you could do with either
$410.40 or $390.10 if you were to receive the amount today rather than receiving
$1,000 in six years. Each amount could be invested at 16%, but interest would
compound on the $410.40 only once a year, while interest on the $390.10 would
compound every three months. Even though you start with different amounts, you’ll
still have $1,000 after six years. Test your comprehension of this calculation pro-
cess by verifying that the present value of an annual annuity of $100 for 10 years,
discounted at an annual rate of 16%, is $483.32, and that the present value of $50
paid every six months for 10 years, discounted at the same annual rate (which is an
8% semiannual rate), is $490.91. The present value of an annuity is greater the more
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frequent the compounding because the annuity amount is paid or received sooner
than when the compounding period is longer.

Many of these ideas may seem complicated to you now, but your common
sense will affirm the results of present value analysis. Remember that $1 in your
hands today is worth more than $1 to be received tomorrow or a year from today.
This explains why firms are interested in speeding up the collection of accounts
receivable and other cash inflows. Of course, the opposite logic applies to cash
payments, which explains why firms will defer the payment of accounts payable
whenever possible. The prevailing attitude is “We’re better off with the cash in
our hands than in the hands of our customers or suppliers.” Several applications
of present value analysis to business transactions will be illustrated in subsequent
chapters. By making the initial investment of time now, you will understand these
ideas more quickly later.

What Does
It Mean?
Answers on
page 232

9. What does it mean to say that money has value over time?
10. What does it mean to talk about the present value of an amount of money to be
received or spent in the future?
11. What does it mean to receive an annuity?

Key Terms and Concepts

Accelerated Cost Recovery System (ACRS) (p. 211) The method prescribed in the Internal
Revenue Code for calculating the depreciation deduction; applicable to the years 1981-1986.

accelerated depreciation method (p. 207) A depreciation calculation method that results in
greater depreciation expense in the early periods of an asset’s life than in the later periods of its
life.

amortization (p. 216) The process of spreading the cost of an intangible asset over its useful
life.

annuity (p. 223) The receipt or payment of a constant amount over fixed periods of time, such as
monthly, semiannually, or annually.

capital lease (p. 214) A lease, usually long-term, that has the effect of financing the acquisition
of an asset. Sometimes called a financing lease.

capitalizing (p. 203) To record an expenditure as an asset as opposed to expensing the
expenditure.

copyright (p. 217) An amortizable intangible asset represented by the legally granted protection
against unauthorized copying of a creative work.

declining-balance depreciation method (p. 208) An accelerated depreciation method in which
the declining net book value of the asset is multiplied by a constant rate.

depletion (p. 220) The accounting process recognizing that the cost of a natural resource asset is
used up as the natural resource is consumed.

discount rate (p. 225) The interest rate used in a present value calculation.

expensing (p. 203) To record an expenditure as an expense, as opposed to capitalizing the
expenditure.
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future value (p. 222) The amount that a present investment will be worth at some point in the future,
assuming a specified interest rate and the reinvestment of interest in each period that it is earned.

goodwill (p. 218) A nonamortizable intangible asset arising from the purchase of a business for
more than the fair value of the net assets acquired. Goodwill is the present value of the expected
earnings of the acquired business in excess of the earnings that would represent an average return
on investment, discounted at the investor’s required rate of return for the expected duration of the
excess earnings.

intangible asset (p. 216) A long-lived asset represented by a contractual right, or an asset that is
not physically identifiable.

leasehold improvement (p. 217) An amortizable intangible asset represented by the cost of
improvements made to a leasehold by the lessee.

Modified Accelerated Cost Recovery System (MACRS) (p. 211) The method prescribed in the
Internal Revenue Code for calculating the depreciation deduction; applicable to years after 1986.

net book value (p. 206) The difference between the cost of an asset and the accumulated
depreciation related to the asset. Sometimes called carrying value.

operating lease (p. 213) A lease that does not involve any attributes of ownership.

patent (p. 217) An amortizable intangible asset represented by a government-sanctioned
monopoly over the use of a product or process.

present value (p. 214) The value now of an amount to be received or paid at some future date,
recognizing an interest (or discount) rate for the period from the present to the future date.

proceeds (p. 213) The amount of cash (or equivalent value) received in a transaction.

straight-line depreciation method (p. 207) Calculation of periodic depreciation expense by
dividing the amount to be depreciated by the number of periods over which the asset is to be
depreciated.

trademark (p. 217) An amortizable intangible asset represented by a right to the exclusive use of
an identifying mark.

units-of-production depreciation method (p. 208) A depreciation method based on periodic use
and life expressed in terms of asset utilization.

231

1. It means that the expenditure is recorded as an asset rather than an expense. If
the asset is a depreciable asset, depreciation expense will be recognized over the
useful life—to the entity—of the asset.

2. It means that the assets are reported at their original cost, less accumulated depre-
ciation, if applicable. These net book values are likely to be less than fair values.

3. It means that cash is not paid out for depreciation expense. Depreciation expense
results from spreading the cost of an asset to expense over the useful life—to the
entity—of the asset. Cash is reduced when the asset is purchased or when pay-
ments are made on a loan that was obtained when the asset was purchased.

4. It means that relative to straight-line depreciation, more depreciation expense is
recognized in the early years of an asset’s life and less is recognized in the later
years of an asset’s life.

5. It means that because depreciation expense is deducted to arrive at taxable in-
come, income taxes are lowered by the tax rate multiplied by the amount of de-
preciation expense claimed for income tax purposes.

6. It means that, relative to a practice of capitalizing these expenditures, taxable
income of the current year will be lower and less time will be spent making de-
preciation expense calculations than if the expenditures were capitalized.

ANSWERS TO

What Does
It Mean?
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7.

10.

11.

It means that rather than paying cash for the asset when it is acquired, or
instead of borrowing funds to pay for the asset, the entity agrees to make pay-
ments to the lessor, or a finance company, of specified amounts over a speci-
fied period. The agreement is called a lease, but it is really an installment loan
agreement.

It means that the acquiring firm paid more than the fair value of the net assets
acquired because of the potential for earning an above-average return on its
investment.

It means that money could be invested to earn a return—as interest income—if it
were invested for a period of time.

It means that the future amount has a value today that is equal to the amount that
would have to be invested at a given rate of return to grow to the future amount.
Present value is less than future value.

It means that the same amount will be received each period for a number of
periods. For example, large lottery winnings are frequently received as an
annuity—that is, equal amounts over 20 years.

Self-Study Material

Visit the text website at www.mhhe.com/marshall10e to take an online
self-study quiz for this chapter.

Matching Following are a number of the key terms and concepts introduced in
the chapter, along with a list of corresponding definitions. Match the appropriate
letter for the key term or concept to each definition provided (items 1-15). Note
that not all key terms and concepts will be used. Answers are provided at the end
of this chapter.

. e

Operating lease
j-  Capital lease

Leasehold improvement

a. Capitalize k.  Present value
b.  Depletion 1. Discount rate
c. Net book value m. Annuity
d. Depreciation n. Intangible asset
e.  Units-of-production depreciation o. Leasehold
f.  Straight-line depreciation p. Patent
g. Declining-balance depreciation q. Trademark
h. Modified Accelerated Cost Recov- 1. Goodwill
ery System (MACRS) s.  Amortization
t.
u.

Copyright

1. The receipt or payment of a constant amount over some period of time.
2. The process of spreading the cost of an intangible asset over its useful life.

3. An intangible asset represented by the legally granted protection against
unauthorized copying of a creative work.
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10.

11.

12.
13.

14.

15.

The value now of an amount to be received or paid at some future point,
recognizing an interest (or discount) rate for the period.

An accelerated depreciation method in which the amount to be depreciated
is multiplied by a rate that declines each year.

The accounting process recognizing that the cost of a natural resource asset
is used up as the natural resource is consumed.

An intangible asset arising from the purchase of a business for more than
the fair value of the net assets acquired.

A depreciation method based on periodic use and life expressed in terms of
asset utilization.

An intangible asset represented by the right to use property that is not
owned.

The difference between the cost of an asset and the accumulated deprecia-
tion related to the asset.

An intangible asset represented by a government-sanctioned monopoly
over the use of a product or process.

The interest rate used in a present value calculation.

An accelerated depreciation method prescribed in the Internal Revenue
Code and used for income tax purposes.

A lease that has the effect of financing the acquisition of an asset; a
“financing lease.”

Calculation of periodic depreciation expense by dividing the amount to
be depreciated by the number of periods over which the asset is to be
depreciated.

Multiple Choice For each of the following questions, circle the best response. An-
swers are provided at the end of this chapter.

1. The Buildings account should be increased (debited) for the purchase or con-
struction price of the building, plus

a. any ordinary and necessary costs incurred to get the building ready for use.

b. any interest costs incurred on amounts borrowed to finance the building dur-
ing its construction.

c. any installation and inspection costs incurred to get the building ready for
use.

d. any material, labor, and overhead costs incurred by an entity in the construc-
tion of its own building.

e. all of the above.

2. A firm wishing to minimize the amount reported for taxable income and maxi-
mize the amount reported as net income in the year in which a new long-term
asset is placed in service would

a. use straight-line depreciation for both book and tax purposes.

b. use an accelerated depreciation method for both book and tax purposes.

c. use straight-line depreciation on the books and an accelerated method for tax
purposes.

d. use an accelerated depreciation method on the books and straight-line depre-
ciation for tax purposes.

233



234

Part 1 Financial Accounting

3.

The entry to record depreciation on long-term assets
a. decreases total assets and increases net income.
b. decreases current assets and increases net income.
c. decreases total assets and decreases net income.
d. increases total assets and increases net income.
e. increases total assets and decreases net income.

Which depreciation method results in equal depreciation expense amounts for
each year of an asset’s useful life?

a. Units-of-production.

b. Straight-line.

c. Double-declining-balance.
d. MACRS.

Expenditures incurred on long-term assets after they have been placed in service
are either capitalized or expensed. Which of the following statements concern-
ing such expenditures is true?

a. Capitalized amounts represent future economic benefits that extend beyond
one year.

b. Expensed amounts benefit no more than three future years.

c. Capitalized amounts decrease net income for the entire amount in the year of
the expenditure.

d. Expensed amounts are added to the net book value of the related asset.
e. Immaterial amounts should always be capitalized.

Depreciation on assets such as equipment and machinery is recorded because of
the

cost principle.

matching principle.

unit of measurement assumption.
conservatism constraint.

8 A0 8

. going concern concept.

All of the following are examples of intangible assets except
a. leaseholds.

b. goodwill.

c. trademarks.

d. oil reserves.

e. patents.

With some simple adjustments, an annuity table for present values can be used
to compute the present value of a series of future payments, even if

a. the amounts involved vary from year to year.

b. the payment periods are quarterly rather than yearly.

c. the payment periods are interrupted for a few years and later continued.
d. the amounts involved are paid at different times during different years.

The lessee’s entry to record a periodic cash lease payment on a capital lease
results in

a. an increase in total liabilities and an increase in net income.
b. an increase in total liabilities and a decrease in net income.
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c. a decrease in total liabilities and a decrease in net income.
d. a decrease in total liabilities and an increase in net income.
10. If you were to win $1,000,000 in a lottery today, which of the following pay-
ment patterns would you find most attractive?
a. $1 per year for 1 million years.
b. $200,000 per year for 5 years.
c¢. $50,000 per year for 20 years.
d. $25,000 per quarter for 10 years.
e. $2,000 per week for 500 weeks.

Mini-Exercises

All applicable Mini-Exercises are available with McGraw-Hill’s Connect™
Accounting.

Basket purchase allocation Minott Jewelers, Ltd., purchased store fixtures,
display cases, and a maximum-security commercial safe for a lump-sum price of

$14,000 from a bankrupt competitor. Appraised values were as follows: store fix-
tures, $6,000; display cases, $9,000; commercial safe, $5,000.

Required:

‘What cost should be recorded for the commercial safe?

Capitalizing versus expensing Riley Holdings Corp. incurred the following
expenditures: $3,100 cost to replace the transmission in a company-owned vehicle;
$16,400 cost of annual property insurance on the company’s production facilities;
$13,800 cost to develop and register a design patent; $62,200 cost to add a security
and monitoring system to the company’s distribution center; $400 cost to repair paint
damage on a company-owned vehicle caused by normal wear and tear.

Required:
Which, if any, of these expenditures should be capitalized?

Depreciation calculation methods Gandolfi Construction Co. purchased a used
CAT 336DL earth mover at a cost of $325,000 in January 2013. The company’s esti-
mated useful life of this heavy equipment is 10 years, and the estimated salvage value
is $75,000.

Required:

a. Using straight-line depreciation, calculate the depreciation expense to be recog-
nized for 2013, the first year of the equipment’s life, and calculate the equipment’s
net book value at December 31, 2015, after the third year of the equipment’s life.

b. Using declining-balance depreciation at twice the straight-line rate, calculate the
depreciation expense for the third year of the equipment’s life.

Effect of depreciation on ROl Refer to the information presented in Mini-
Exercise 6.3. Assume that Gandolfi Construction Co. calculated depreciation expense
for the CAT 336DL earth mover on the straight-line method and reported $480,000
of net income for the year ended December 31, 2013. The company’s average total
assets for 2013 were $3,000,000.
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Required:
a. Calculate Gandolfi’s ROI for the year ended December 31, 2013.

b. Calculate what Gandolfi’s ROI would have been for the year ended December 31,

2013, had the company used the double-declining-balance depreciation method
for the CAT 336DL earth mover.

Goodwill Raider Co. recently acquired all of Lost Arc, Inc.’s net assets in a busi-
ness acquisition. The cash purchase price was $6.3 million. Lost Arc, Inc.’s assets and
liabilities had the following appraised values immediately prior to the acquisition:
land, $1.2 million; buildings, $2.9 million; inventory, $1.7 million; long-term notes
payable, for which Raider Co. assumes payment responsibilities, $1.0 million.

Required:
How much goodwill will result from this transaction?

Present value calculations Congratulations! You have just won $500 million in
the largest Powerball jackpot payoff ever! You will receive payments of $25,000,000
per year for the next 20 years.

Required:
Using a present value table, your calculator, or a computer program present value func-
tion, calculate the present value of your lottery winnings, assuming an interest rate of 8%.

Exercises

All applicable Exercises are available with McGraw-Hill’s Connect™
Accounting.

Basket purchase allocation Dorsey Co. has expanded its operations by purchas-
ing a parcel of land with a building on it from Bibb Co. for $90,000. The appraised
value of the land is $20,000, and the appraised value of the building is $80,000.

Required:

a. Assuming that the building is to be used in Dorsey Co.’s business activities, what
cost should be recorded for the land?

b. Explain why, for income tax purposes, management of Dorsey Co. would want as
little of the purchase price as possible allocated to land.

c. Assuming that the building is razed at a cost of $10,000 so the land can be used
for employee parking, what cost should Dorsey Co. record for the land?

d. Explain why Dorsey Co. allocated the cost of assets acquired based on appraised

values at the purchase date rather than on the original cost of the land and building
to Bibb Co.

Basket purchase allocation Crow Co. purchased some of the machinery of Hare,
Inc., a bankrupt competitor, at a liquidation sale for a total cost of $50,400. Crow’s cost
of moving and installing the machinery totaled $4,800. The following data are available:
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Hare’s Net Book Value List Price of Appraiser’s Estimate
Item on the Date of Sale Same Item If New of Fair Value
Punch press $30,240 $54,000 $36,000
Lathe 24,192 27,000 18,000
Welder 6,048 9,000 6,000

Required:
a. Calculate the amount that should be recorded by Crow Co. as the cost of each
piece of equipment.

b. Which of the following alternatives should be used as the depreciable life for
Crow Co.’s depreciation calculation? Explain your answer.

The remaining useful life to Hare, Inc.
The life of a new machine.
The useful life of the asset to Crow Co.

Capitalizing versus expensing For each of the following expenditures, indicate
the type of account (asset or expense) in which the expenditure should be recorded.
Explain your answers.

a. $15,000 annual cost of routine repair and maintenance expenditures for a fleet of
delivery vehicles.

b. $6,000,000 cost to develop a coal mine, from which an estimated 1 million tons
of coal can be extracted.

c.  $124,000 cost to replace the roof on a building.

d. $70,000 cost of a radio and television advertising campaign to introduce a new
product line.

e. $4,000 cost of grading and leveling land so that a building can be constructed.

Capitalizing versus expensing For each of the following expenditures, indicate
the type of account (asset or expense) in which the expenditure should be recorded.
Explain your answers.

a.  $800 for repairing damage that resulted from the careless unloading of a new machine.
$7,200 cost of designing and registering a trademark.

$3,700 in legal fees incurred to perform a title search for the acquisition of land.
$1,200 cost of patching a leak in the roof of a building.

$95,000 cost of salaries paid to the research and development staff.

P o

Effect of depreciation on ROI Alpha, Inc., and Beta Co. are sheet metal processors
that supply component parts for consumer product manufacturers. Alpha, Inc., has
been in business since 1980 and is operating in its original plant facilities. Much of
its equipment was acquired in the 1980s. Beta Co. was started two years ago and
acquired its building and equipment then. Each firm has about the same sales revenue,
and material and labor costs are about the same for each firm. What would you expect
Alpha’s ROI to be relative to the ROI of Beta Co.? Explain your answer. What are the
implications of this ROI difference for a firm seeking to enter an established industry?
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Financial statement effects of depreciation—straight-line versus acceler-
ated methods Assume that a company chooses an accelerated method of calculat-
ing depreciation expense for financial statement reporting purposes for an asset with
a five-year life.

Required:

State the effect (higher, lower, no effect) of accelerated depreciation relative to
straight-line depreciation on

a. Depreciation expense in the first year.
b. The asset’s net book value after two years.
c. Cash flows from operations (excluding income taxes).

Depreciation calculation methods Millco, Inc., acquired a machine that cost
$400,000 early in 2013. The machine is expected to last for eight years, and its
estimated salvage value at the end of its life is $60,000.

Required:

a. Using straight-line depreciation, calculate the depreciation expense to be recog-
nized in the first year of the machine’s life and calculate the accumulated depre-
ciation after the fifth year of the machine’s life.

b. Using declining-balance depreciation at twice the straight-line rate, calculate the
depreciation expense for the third year of the machine’s life.

c.  What will be the net book value of the machine at the end of its eighth year of use
before it is disposed of, under each depreciation method?

Depreciation calculation methods Kleener Co. acquired a new delivery truck at
the beginning of its current fiscal year. The truck cost $52,000 and has an estimated
useful life of four years and an estimated salvage value of $8,000.

Required:

a. Calculate depreciation expense for each year of the truck’s life using
1. Straight-line depreciation.

2. Double-declining-balance depreciation.

b. Calculate the truck’s net book value at the end of its third year of use under each
depreciation method.

c. Assume that Kleener Co. had no more use for the truck after the end of the third
year and that at the beginning of the fourth year it had an offer from a buyer who
was willing to pay $12,400 for the truck. Should the depreciation method used by
Kleener Co. affect the decision to sell the truck?

Present value calculations Using a present value table, your calculator, or a
computer program present value function, calculate the present value of

a. A car down payment of $3,000 that will be required in two years, assuming an
interest rate of 10%.

b. A lottery prize of $6 million to be paid at the rate of $300,000 per year for
20 years, assuming an interest rate of 10%.

¢. The same annual amount as in part b, but assuming an interest rate of 14%.

d. A capital lease obligation that calls for the payment of $8,000 per year for
10 years, assuming a discount rate of 8%.
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Present value calculations—effects of compounding frequency, discount
rates, and time periods Using a present value table, your calculator, or a com-
puter program present value function, verify that the present value of $100,000 to be
received in five years at an interest rate of 16%, compounded annually, is $47,610.
Calculate the present value of $100,000 for each of the following items (parts a—f)
using these facts, except

a. Interest is compounded semiannually.

b. Interest is compounded quarterly.

c. A discount rate of 12% is used.

d. A discount rate of 20% is used.

e. The cash will be received in three years.

f. The cash will be received in seven years.

Goodwill effect on ROl Assume that fast-food restaurants generally provide an
ROI of 15%, but that such a restaurant near a college campus has an ROI of 18%
because its relatively large volume of business generates an above-average turnover
(sales/assets). The replacement value of the restaurant’s plant and equipment is
$200,000. If you were to invest that amount in a restaurant elsewhere in town, you
could expect a 15% ROI.

Required:

a. Would you be willing to pay more than $200,000 for the restaurant near the cam-
pus? Explain your answer.

b. If you purchased the restaurant near the campus for $240,000 and the fair value
of the assets you acquired was $200,000, what balance sheet accounts would be
used to record the cost of the restaurant?

Goodwill—effect on ROI and operating income Goodwill arises when one
firm acquires the net assets of another firm and pays more for those net assets than
their current fair value. Suppose that Target Co. had operating income of $180,000
and net assets with a fair value of $600,000. Takeover Co. pays $900,000 for Target
Co.’s net assets and business activities.

Required:

a. How much goodwill will result from this transaction?

b. Calculate the ROI for Target Co. based on its present operating income and the
fair value of its net assets.

c. Calculate the ROI that Takeover Co. will earn if the operating income of the
acquired net assets continues to be $180,000.

d. What reasons can you think of to explain why Takeover Co. is willing to pay
$300,000 more than fair value for the net assets acquired from Target Co.?

Transaction analysis—various accounts Prepare an answer sheet with the col-
umn headings that follow. For each of the following transactions or adjustments, in-
dicate the effect of the transaction or adjustment on assets, liabilities, and net income
by entering for each account affected the account name and amount and indicating
whether it is an addition (+) or a subtraction (—). Transaction a has been done as an
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illustration. Net income is not affected by every transaction. In some cases, only one
column may be affected because all of the specific accounts affected by the transac-
tion are included in that category.

Assets Liabilities Net Income
a. Recorded $200 Accumulated Depreciation
of depreciation Depreciation Expense
expense. —200 —200

b. Sold land that had originally cost $9,000 for $14,000 in cash.

¢. Acquired a new machine under a capital lease. The present value of future lease
payments, discounted at 10%, was $12,000.

d. Recorded the first annual payment of $2,000 for the leased machine (in part c).
e. Recorded a $6,000 payment for the cost of developing and registering a trademark.

f. Recognized periodic amortization for the trademark (in part e) using a 40-year
useful life.

g. Sold used production equipment for $16,000 in cash. The equipment originally
cost $40,000, and the accumulated depreciation account has an unadjusted bal-
ance of $22,000. It was determined that a $1,000 year-to-date depreciation entry
must be recorded before the sale transaction can be recorded. Record the adjust-
ment and the sale.

Transaction analysis—various accounts Prepare an answer sheet with the fol-
lowing column headings. For each of the following transactions or adjustments, in-
dicate the effect of the transaction or adjustment on assets, liabilities, and net income
by entering for each account affected the account name and amount and indicating
whether it is an addition (+) or a subtraction (—). Transaction a has been done as an
illustration. Net income is not affected by every transaction. In some cases, only one
column may be affected because all of the specific accounts affected by the transac-
tion are included in that category.

Assets Liabilities Net Income
a. Recorded $200 Accumulated Depreciation
of depreciation Depreciation Expense
expense. —200 —200

b. Sold land that had originally cost $39,000 for $34,200 in cash.

c. Recorded a $204,000 payment for the cost of developing and registering a patent.

d. Recognized periodic amortization for the patent (in part ¢) using the maximum
statutory useful life.

e. Capitalized $9,600 of cash expenditures made to extend the useful life of produc-
tion equipment.

f. Expensed $5,400 of cash expenditures incurred for routine maintenance of pro-
duction equipment.

g. Sold a used machine for $27,000 in cash. The machine originally cost $90,000
and had been depreciated for the first two years of its five-year useful life using
the double-declining-balance method. (Hint: You must compute the balance of the
accumulated depreciation account before you can record the sale.)
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h. Purchased a business for $960,000 in cash. The fair values of the net assets acquired
were as follows: Land, $120,000; Buildings, $600,000; Equipment, $300,000; and
Long-Term Debt, $210,000.

Problems

All applicable Problems are available with McGraw-Hill’s Connect™
Accounting.

Capitalizing versus expensing—effect on ROl and operating income During
the first month of its current fiscal year, Green Co. incurred repair costs of $20,000
on a machine that had five years of remaining depreciable life. The repair cost was
inappropriately capitalized. Green Co. reported operating income of $160,000 for the
current year.

Required:

a. Assuming that Green Co. took a full year’s straight-line depreciation expense in
the current year, calculate the operating income that should have been reported
for the current year.

b. Assume that Green Co.’s total assets at the end of the prior year and at the end
of the current year were $940,000 and $1,020,000, respectively. Calculate ROI
(based on operating income) for the current year using the originally reported
data and then using corrected data.

c¢. Explain the effect on ROI of subsequent years if the error is not corrected.

Capitalizing versus expensing—effect on ROl Early in January 2013, Tellco,
Inc., acquired a new machine and incurred $300,000 of interest, installation, and
overhead costs that should have been capitalized but were expensed. The company
earned net operating income of $3,000,000 on average total assets of $24,000,000
for 2013. Assume that the total cost of the new machine will be depreciated over
10 years using the straight-line method.

Required:

a. Calculate the ROI for Tellco, Inc., for 2013.

b. Calculate the ROI for Tellco, Inc., for 2013, assuming that the $300,000
had been capitalized and depreciated over 10 years using the straight-line
method. (Hint: There is an effect on net operating income and average
assets.)

c. Given your answers to a and b, why would the company want to account for
this expenditure as an expense?

d. Assuming that the $300,000 is capitalized, what will be the effect on ROI for
2014 and subsequent years, compared to expensing the interest, installation, and
overhead costs in 20137 Explain your answer.

Depreciation calculation methods—partial year Freedom Co. purchased a
new machine on July 2, 2013, at a total installed cost of $44,000. The machine has an
estimated life of five years and an estimated salvage value of $6,000.
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Required:

a. Calculate the depreciation expense for each year of the asset’s life using:
1. Straight-line depreciation.
2. Double-declining-balance depreciation.
3. 150% declining-balance depreciation.

b. How much depreciation expense should be recorded by Freedom Co. for its fiscal
year ended December 31, 2013, under each of the three methods? (Note: The
machine will have been used for one-half of its first year of life.)

c. Calculate the accumulated depreciation and net book value of the machine at
December 31, 2014, under each of the three methods.

Partial-year depreciation calculations—straight-line and double-declining-
balance methods Porter, Inc., acquired a machine that cost $360,000 on October 1,
2013. The machine is expected to have a four-year useful life and an estimated salvage
value of $40,000 at the end of its life. Porter, Inc., uses the calendar year for financial
reporting. Depreciation expense for one-fourth of a year was recorded in 2013.

Required:

a. Using the straight-line depreciation method, calculate the depreciation expense
to be recognized in the income statement for the year ended December 31,
2015, and the balance of the Accumulated Depreciation account as of
December 31, 2015. (Note: This is the third calendar year in which the asset
has been used.)

b. Using the double-declining-balance depreciation method, calculate the deprecia-
tion expense for the year ended December 31, 2015, and the net book value of
the machine at that date.

Identify depreciation methods used Grove Co. acquired a production machine
on January 1, 2013, at a cost of $240,000. The machine is expected to have a
four-year useful life, with a salvage value of $40,000. The machine is capable of
producing 50,000 units of product in its lifetime. Actual production was as follows:
11,000 units in 2013; 16,000 units in 2014; 14,000 units in 2015; and 9,000 units
in 2016.

Following is the comparative balance sheet presentation of the net book value of
the production machine at December 31 for each year of the asset’s life, using three
alternative depreciation methods (items a—c):

Production Machine, Net of Accumulated Depreciation

At December 31

Depreciation

Method? 2016 2015 2014 2013
a. 40,000 76,000 132,000 196,000
b. 40,000 40,000 60,000 120,000

C. 40,000 90,000 140,000 190,000
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Required:

Identify the depreciation method used for each of the preceding comparative balance
sheet presentations (items a—c). If a declining-balance method is used, be sure to
indicate the percentage (150% or 200%). (Hint: Read the balance sheet from right
to left to determine how much has been depreciated each year. Remember that
December 31, 2013, is the end of the first year.)

Identify depreciation methods used Moyle Co. acquired a machine on
January 1, 2013, at a cost of $800,000. The machine is expected to have a five-year
useful life, with a salvage value of $50,000. The machine is capable of producing
300,000 units of product in its lifetime. Actual production was as follows: 60,000
units in 2013; 40,000 units in 2014; 80,000 units in 2015; 50,000 units in 2016; and
70,000 units in 2017.

Required:

Identify the depreciation method that would result in each of the following annual
credit amount patterns to accumulated depreciation. If a declining-balance method
is used, indicate the percentage (150% or 200%). (Hint: What do the amounts shown
for each year represent?)

320,000 12/31/13 150,000 12/31/13
192,000 12/31/14 150,000 12/31/14
115,200 12/31/15 150,000 12/31/15
69,120 12/31/16 150,000 12/31/16
41,472 12/31/17 150,000 12/31/17
b d@.
150,000 12/31/13 240,000 12/31/13
100,000 12/31/14 168,000 12/31/14
200,000 12/31/15 117,600 12/31/15
125,000 12/31/16 82,320 12/31/16
175,000 12/31/17 57,624 12/31/17

Determine depreciation method used and date of asset acquisition;
record disposal of asset The balance sheets of Tully Corp. showed the following
at December 31, 2014, and 2013:

December 31, 2014 December 31, 2013

Machine, less accumulated depreciation
of $80,000 at December 31, 2014, and
$50,000 at December 31, 2013. $60,000 $90,000
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Required:

a. If there have not been any purchases, sales, or other transactions affecting this
machine account since the machine was first acquired, what is the amount of
depreciation expense for 20147

b. Assume the same facts as in part a, and assume that the estimated useful life of
the machine is four years and the estimated salvage value is $20,000. Determine

1. What the original cost of the machine was.
2. What depreciation method is apparently being used. Explain your answer.
3. When the machine was acquired.

¢. Assume that the machine is sold on December 31, 2014, for $47,200. Use the hori-
zontal model (or write the journal entry) to show the effect of the sale of the machine.

Determine depreciation method used and date of asset acquisition;
record disposal of asset The balance sheets of HiROE, Inc., showed the
following at December 31, 2014, and 2013:

December 31, 2014 December 31, 2013
Machine, less accumulated depreciation
of $425,250 at December 31, 2014, and
$303,750 at December 31, 2013. $546,750 $668,250

Required:

a. If there have not been any purchases, sales, or other transactions affecting this
equipment account since the equipment was first acquired, what is the amount
of the depreciation expense for 20147

b. Assume the same facts as in part a, and assume that the estimated useful life of
the equipment to HiROE, Inc., is eight years and that there is no estimated sal-
vage value. Determine:

1. What the original cost of the equipment was.
2. What depreciation method is apparently being used. Explain your answer.
3. When the equipment was acquired.

c. Assume that this equipment account represents the cost of 10 identical
machines. Calculate the gain or loss on the sale of one of the machines on

January 2, 2015, for $60,750. Use the horizontal model (or write the journal
entry) to show the effect of the sale of the machine.

Accounting for capital leases On January 1, 2013, Carey, Inc., entered into a
noncancelable lease agreement, agreeing to pay $3,500 at the end of each year for
four years to acquire a new computer system having a market value of $10,200. The
expected useful life of the computer system is also four years, and the computer will
be depreciated on a straight-line basis with no salvage value. The interest rate used by
the lessor to determine the annual payments was 14%. Under the terms of the lease,
Carey, Inc., has an option to purchase the computer for $1 on January 1, 2017.

Required:
a. Explain why Carey, Inc., should account for this lease as a capital lease rather

than an operating lease. (Hint: Determine which of the four criteria for capital-
izing a lease have been met.)
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b. Show in a horizontal model or write the entry that Carey, Inc., should make on
January 1, 2013. Round your answer to the nearest $10. (Hint: First determine
the present value of future lease payments using Table 6-5.)

c. Show in a horizontal model or write the entry that Carey, Inc., should make
on December 31, 2013, to record the first annual lease payment of $3,500. Do
not round your answers. (Hint: Based on your answer to part b, determine the
appropriate amounts for interest and principal.)

d. What expenses (include amounts) should be recognized for this lease on the
income statement for the year ended December 31, 2013?

e. Explain why the accounting for an asset acquired under a capital lease isn’t
really any different than the accounting for an asset that was purchased with
money borrowed on a long-term loan.

Accounting for capital leases versus purchased assets Ambrose Co. has
the option of purchasing a new delivery truck for $42,300 in cash or leasing the
truck for $9,150 per year, payable at the end of each year for six years. The truck
also has a useful life of six years and will be depreciated on a straight-line basis
with no salvage value. The interest rate used by the lessor to determine the annual
payments was 8%.

Required:

a. Assume that Ambrose Co. purchased the delivery truck and signed a six-year,
8% note payable for $42,300 in satisfaction of the purchase price. Show in a
horizontal model or write the entry that Ambrose should make to record the
purchase transaction.

b. Assume instead that Ambrose Co. agreed to the terms of the lease. Show
in a horizontal model or write the entry that Ambrose should make to
record the capital lease transaction. Round your answer up to the nearest
$1. (Hint: First determine the present value of future lease payments using
Table 6-5.)

c. Show in a horizontal model or write the entry that Ambrose Co. should make
at the end of the year to record the first annual lease payment of $9,150. Do
not round your answers.(Hint: Based on your answer to part b, determine the
appropriate amounts for interest and principal.)

d. What expenses (include amounts) should Ambrose Co. recognize on the income
statement for the first year of the lease?

e. How much would the annual payments be for the note payable signed by

Ambrose Co. in part a?(Hint: Use the present value of an annuity factor from
Table 6-5.)

Present value calculation—capital lease Renter Co. acquired the use of a
machine by agreeing to pay the manufacturer of the machine $1,500 per year for
10 years. At the time the lease was signed, the interest rate for a 10-year loan was 12%.

Required:

a. Use the appropriate factor from Table 6-5 to calculate the amount that
Renter Co. could have paid at the beginning of the lease to buy the machine
outright.
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b. What causes the difference between the amount you calculated in part a and the
total of $15,000 ($1,500 per year for 10 years) that Renter Co. will pay under
the terms of the lease?

c¢.  What is the appropriate amount of cost to be reported in Renter Co.’s balance
sheet (at the time the lease was signed) with respect to this asset?

Present value calculations Using a present value table, your calculator, or a
computer program present value function, answer the following questions:

Required:
a. What is the present value of nine annual cash payments of $12,000, to be paid at
the end of each year using an interest rate of 6%?

b. What is the present value of $45,000 to be paid at the end of 20 years, using an
interest rate of 18%?

c¢. How much cash must be deposited in a savings account as a single amount in
order to accumulate $900,000 at the end of 12 years, assuming that the account
will earn 10% interest?

d. How much cash must be deposited in a savings account (as a single amount)
in order to accumulate $150,000 at the end of seven years, assuming that the
account will earn 12% interest?

e. Assume that a machine was purchased for $180,000. Cash of $60,000 was paid,
and a four-year, 8% note payable was signed for the balance.

1. Use the horizontal model, or write the journal entry, to show the purchase of
the machine as described.

2. How much is the equal annual payment of principal and interest due at the
end of each year? Round your answer to the nearest $1.

3. What is the total amount of interest expense that will be reported over the
life of the note? Round your answer to the nearest $1.

4. Use the horizontal model, or write the journal entries, to show the equal
annual payments of principal and interest due at the end of each year.

Cases

All applicable Cases are available with McGraw-Hill’s Connect™
Accounting.

Focus company—property, plant, and equipment disclosures In Exer-
cise 1.1, you were asked to obtain the most recent annual report of a company that you
were interested in reviewing throughout this term.

Required:

Please review the note disclosures provided in your focus company’s annual report
and discuss what you’ve learned about how your company’s

a. Property, plant, and equipment is
1. Depreciated.
2. Accounted for and presented.
b. Other noncurrent assets are described and reported.
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Financial statement effects of depreciation methods Answer the follow-
ing questions using data from the Campbell Soup Company annual report in the
appendix:

Required:

a. Find the discussion of Property, Plant, and Equipment and depreciation methods
used by Campbell’s on page 715. Explain why the particular method is used for
the purpose described. What method do you think the company uses for income
tax purposes?

b. Calculate the ratio of the depreciation and amortization expense for 2011 reported
on page 713 in the Consolidated Statements of Cash Flows to the total cost (not
net book value) of plant assets reported in the schedule shown on page 747.

c. Based on the ratio calculated in part b and the depreciation method being used by
Campbell’s, what is the average useful life being used for its depreciation calculation?

d. Assume that the use of an accelerated depreciation method would have resulted
in 25% more accumulated depreciation than reported at July 31, 2011, and that
Campbell’s Retained Earnings account would have been affected by the entire
difference. By what percentage would this have reduced the retained earnings
amount reported at July 31, 20117

Capstone analytical review of Chapters 5-6. Analyzing accounts receiv-
able, property, plant, and equipment, and other related accounts (Note:
Please refer to Case 4.30 on pages 145—146 for the financial statement data needed
for the analysis of this case. You should also review the solution to Case 4.30, pro-
vided by your instructor, before attempting to complete this case.)

You have been approached by Gary Gerrard, President and CEO of Gerrard Con-
struction Co., who would like your advice on a number of business and accounting
related matters.

Your conversation with Mr. Gerrard, which took place in February 2014, pro-
ceeded as follows:

Mzr: Gerrard: “The accounts receivable shown on the balance sheet for 2013 are
nearly $10 million and the funny thing is, we just collected a bunch of the big
accounts in early December but had to reinvest most of that money in new equip-
ment. At one point last year, more than $20 million of accounts were outstanding! I
had to put some pressure on our regular clients who keep falling behind. Normally,
I don’t bother with collections, but this is our main source of cash flows. My
daughter Anna deals with collections and she’s just too nice to people. I keep tell-
ing her that the money is better off in our hands than in someone else’s! Can you
have a look at our books? Some of these clients are really getting on my nerves.”

Your reply: “That does seem like a big problem. I'll look at your accounts
receivable details and get back to you with some of my ideas and maybe some
questions you can help me with. What else did you want to ask me about?”

Mr. Gerrard: “The other major problem is with our long-term asset manage-
ment. We don’t have much in the way of buildings, just this office you’re sitting
in and the service garage where we keep most of the earthmoving equipment.
That’s where the expense of running this business comes in. I've always said
that Id rather see a dozen guys standing around leaning against shovels than

to see one piece of equipment sit idle for even an hour of daylight! There is

Case 6.34
LO 3

Gampblli

Case 6.35
LO 3,6
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nothing complicated about doing ‘dirt work,” but we’ve got one piece of equip-
ment that would cost over $2 million to replace at today’s prices. And that’s just
it—either you spend a fortune on maintenance or else you’re constantly in the
market for the latest and greatest new ‘Cat.’”

Your reply: “So how can I help?”

Mr. Gerrard: “Now that you know a little about our business, I’'ll have my son
Nathan show you the equipment records. He’s our business manager. We’ve got
to sell and replace some of our light-duty trucks. We need to get a handle on the
value of some of the older equipment. What the books say, and what it’s really
worth, are two different things. I'd like to know what the accounting conse-
quences of selling various pieces of equipment would be because I don’t want to
be selling anything at a loss.”

Your reply: “Thanks, Gary. I’ll have a chat with Anna and Nathan and get back
to you.”
After your discussion with Anna, you analyzed the accounts receivable details and
prepared the following aging schedule:

Number of Days Number of Accounts Total Amount
Outstanding Outstanding Outstanding
0-30 20 $2,240,000
31-60 9 1,600,000
61-120 6 1,320,000
121-180 4 1,080,000
>180 11 3,560,000

You’ve noted that Gerrard Construction Co. has not written off any accounts receiv-
able as uncollectible during the past several years. The Allowance for Bad Debts ac-
count is included in the chart of accounts but has never been used. No cash discounts
have been offered to customers, and the company does not employ a collection
agency. Reminder invoices are sent to customers with outstanding balances at the end
of every quarter.

After your discussion with Nathan, you analyzed the equipment records related
to the three items that the company wishes to sell at this time:

Estimated
Item Date of Accumulated Book Market
Description Purchase Cost Depreciation Value Value
2003 Ford F550 Mar 2003 $ 57,200 $ 38,600 $ 18,600 $ 14,000
2005 Cat DR9 June 2005 510,000 272,100 237,900 295,000
2007 Cat 345B LIl Sept 2007 422,700 226,500 196,200 160,000

Nathan explained that Gerrard Construction Co. uses the units-of-production depre-
ciation method and estimates usage on the basis of hours in service for earthmoving
equipment and miles driven for all on-road vehicles. You have recalculated the an-
nual depreciation adjustments through December 31, 2013, and are satisfied that the
company has made the proper entries. The estimated market values were recently
obtained through the services of a qualified, independent appraiser whom you had
recommended to Nathan.
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Required:

a.

b.

Explain what Mr. Gerrard meant when he said, “I keep telling her that the money
is better off in our hands than in someone else’s!”

What is your overall reaction concerning Gerrard Construction Co.’s management
of accounts receivable? What suggestions would you make to Mr. Gerrard that
may prove helpful in the collection process?

What accounting advice would you give concerning the accounts receivable bal-
ance of $9,800,000 at December 31, 2013?

What impact (increase, decrease, or no effect) would any necessary adjustment(s)
have on the company’s working capital and current ratio? (Note that these items
were computed in part g of C4.30 and do not need to be recomputed now.)

Explain what Mr. Gerrard meant when he said, “We need to get a handle on the
value of some of the older equipment. What the books say, and what it’s really
worth, are two different things.”

Use the horizontal model, or write the journal entries, to show the effect of selling
each of the three assets for their respective estimated market values. Partial-year
depreciation adjustments for 2014 can be ignored.

Explain to Mr. Gerrard why his statement that “I don’t want to be selling anything
at a loss” does not make economic sense.

Answers to Self-Study Material

Matching: 1. m, 2.s,3. u,4.k,5.g,6.b,7.1,8.¢,9.0,10.¢c, 11. p, 12. 1, 13. h,
14.3,15.f

Multiple choice: 1.e,2.¢,3.¢c,4.b,5.a2,6.b,7.d,8.b,9.¢, 10. b
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Liabilities are obligations of the entity or, as defined by the FASB, “probable future sacrifices of
economic benefits arising from present obligations of a particular entity to transfer assets or pro-
vide services to other entities in the future as a result of past transactions or events.”" Note that
liabilities are recorded only for present obligations that are the result of past transactions or events
that will require the probable future sacrifice of resources. Thus, the following items would not yet
be recorded as liabilities: (1) negotiations for the possible purchase of inventory, (2) increases in
the replacement cost of assets due to inflation, and (3) contingent losses on unsettled lawsuits
against the entity unless the loss becomes probable and can be reasonably estimated.

Most liabilities that meet the above definition arise because credit has been obtained in the
form of a loan (notes payable) or in the normal course of business—for example, when a supplier
ships merchandise before payment is made (accounts payable) or when an employee works one
week not expecting to be paid until the next week (wages payable). As has been illustrated in
previous chapters, many liabilities are recorded in the accrual process that matches revenues and
expenses. The term accrued expenses is used on some balance sheets to describe these liabili-
ties, but this is shorthand for liabilities resulting from the accrual of expenses. If you keep in mind
that revenues and expenses are reported only on the income statement, you will not be confused
by this mixing of terms. Current liabilities are those that must be paid or otherwise satisfied within
a year of the balance sheet date; noncurrent liabilities are those that will be paid or satisfied more

than a year after the balance sheet date. Liability captions usually seen in a balance sheet are:

Current Liabilities:

Accounts Payable

Short-Term Debt (Notes Payable)
Current Maturities of Long-Term Debt
Unearned Revenue or Deferred Credits
Other Accrued Liabilities

'FASB, Statement of Financial Accounting Concepts No. 6, “Elements of Financial Statements” (Stamford,
CT, 1985), para. 35. Copyright © by the Financial Accounting Standards Board, High Ridge Park, Stamford, CT
06905, U.S.A. Quoted with permission. Copies of the complete document are available from the FASB.
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Noncurrent Liabilities:

Long-Term Debt (Bonds Payable)
Deferred Tax Liabilities

Noncontrolling (Minority) Interest in Subsidiaries

The order in which liabilities are presented within the current and noncurrent categories is a func-
tion of liquidity (how soon the debt becomes due) and management preference.

Review the liabilities section of the Campbell Soup Company consolidated balance sheets
on page 712 of the annual report in the appendix. Note that most of these captions have to do
with debt, accrued liabilities, and income taxes. The business and accounting practices relating to
these items make up a major part of this chapter. Some of the most significant and controversial
issues that the FASB has addressed in recent years, including accounting for income taxes, ac-
counting for pensions, and consolidation of subsidiaries, relate to the liability section of the bal-
ance sheet. A principal reason for the interest generated by these topics is that the recognition of
a liability usually involves recognizing an expense as well. Expenses reduce net income, and lower

net income means lower ROI. Keep these relationships in mind as you study this chapter.

After studying this chapter you should understand and be able to

LO 7-1 Show the financial statement presentation of short-term debt and current maturities
of long-term debt.

LO 7-2 llustrate the difference between interest calculated on a straight basis and on a
discount basis.

LO 7-3 Discuss what unearned revenues are and how they are presented in the balance sheet.
LO 7-4 Describe the accounting for an employer’s liability for payroll and payroll taxes.

LO 7-5 Discuss the importance of making estimates for certain accrued liabilities and show
how these items are presented in the balance sheet.

LO 7-6 Explain what financial leverage is and how it is provided by long-term debt.

LO 7-7 Describe the different characteristics of a bond, which is the formal document
representing most long-term debt.

LO 7-8 Describe why bond discount or premium arises and how it is accounted for.
LO 7-9 Explain what deferred tax liabilities are and why they arise.

LO 7-10 Explain what noncontrolling interest is, why it arises, and what it means in the
balance sheet.

Exhibit 7-1 on the next page highlights the balance sheet accounts covered in detail
in this chapter and shows the income statement and statement of cash flows components
affected by these accounts.

Gy
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Exhibltizi -  BalanceSheet

Financial Statements—

The Big Picture Current Assets Chapter Current Liabilities Chapter
Cash and cash equivalents 59 7
Short-term marketable

securities 5 7
Accounts receivable 5,9 7
Notes receivable 5
Inventories 59 7
Prepaid expenses 5

Noncurrent Assets 7
Land 6 7
Buildings and equipment 6 Noncurrent Liabilities
Assets acquired by v

capital lease 6 7
Intangible assets 6 v
Natural resources 6 Stockholders’ Equity
Other noncurrent assets 6 Common stock 8

Preferred stock 8
Additional paid-in capital 8
Retained earnings 8
Treasury stock 8
Accumulated other
comprehensive income (l0ss) 8
Noncontrolling interest 8
[y —————T—
Sales 8,9 Operating Activities
Cost of goods sold 8 9 Net income 56,7,8 9
Gross profit (or gross margin) 59 Depreciation expense 6, 9
Selling, general, and (Gains) losses on sale of assets 6, 9
administrative expenses 5, 6,9 (Increase) decrease in
Income from operations 9 current assets 8, 9
Gains (losses) on sale Increase (decrease) in

of assets 6, 9 current liabilities 7,9
Interest income 5, 9 Investing Activities
Interest expense 7,9 Proceeds from sale of property,
Income tax expense 7,9 plant, and equipment 6,9
Unusual items 9 Purchase of property, plant,

Net income 5,6,7, 89 and equipment 6.9
Earnings per share 9 Financing Activities

Proceeds from long-term debt* 7, 9
Repayment of long-term debt* 7,9
Issuance of common stock

and/or preferred stock 8,9
Purchase of treasury stock 8,9
Payment of dividends 8,9

Other affected financial statement components.
*May include short-term debt items as well.
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Current Liabilities
Short-Term Debt

Most firms experience seasonal fluctuations during the year in the demand for their
products or services. For instance, a firm like Cruisers, Inc., a manufacturer of small
boats, is likely to have greater demand for its product during the spring and early
summer than in the winter. To use its production facilities most efficiently, Cruisers,
Inc., will plan to produce boats on a level basis throughout the year. This means that
during the fall and winter seasons, its inventory of boats will be increased in order
to have enough product on hand to meet spring and summer demand. To finance
this inventory increase and keep its payments to suppliers and employees current,
Cruisers, Inc., will obtain a working capital loan from its bank. This type of short-
term loan is made with the expectation that it will be repaid from the collection of
accounts receivable that will be generated by the sale of inventory. The short-term
loan usually has a maturity date specifying when the loan is to be repaid. Some-
times a firm will negotiate a revolving line of credit with its bank. The credit line
represents a predetermined maximum loan amount, but the firm has flexibility in the
timing and amount borrowed. There may be a specified repayment schedule or an
agreement that all amounts borrowed will be repaid by a particular date. Whatever
the specific loan arrangement may be, the borrowing has the following effect on the
financial statements:

Balance Sheet Income Statement

Assets = Liabilities + Stockholders’ equity «Net income = Revenues — Expenses

+ Cash + Short-Term
Debt

The entry to record the loan is:

Dr. Cash ... XX

Borrowed money from bank.

The short-term debt resulting from this type of transaction is sometimes called a note
payable. The note is a formal promise to pay a stated amount at a stated date, usually
with interest at a stated rate and sometimes secured by collateral.

Interest expense is associated with almost any borrowing, and it is appropriate to
record interest expense for each fiscal period during which the money is borrowed.
The alternative methods of calculating interest are explained in Business in Practice—
Interest Calculation Methods.

Prime rate is the term frequently used to express the interest rate on short-term
loans. The prime rate is established by the lender, presumably for its most credit-
worthy borrowers, but is in reality just a benchmark rate. The prime rate is raised or
lowered by the lender in response to credit market forces. The borrower’s rate may be
expressed as “prime plus 1,” for example, which means that the interest rate for the
borrower will be the prime rate plus 1 percent. It is quite possible for the interest rate
to change during the term of the loan, in which case a separate calculation of interest
is made for each period having a different rate.
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¥ Lenders calculate interest on either a straight (interest-bearing, or simple interest) basis or on a
discount (non-interest-bearing) basis. The straight calculation involves charging interest on the
money actually available to the borrower for the length of time it was borrowed. Interest on a
discount loan is based on the principal amount of the loan, but the interest is subtracted from
the principal at the beginning of the loan, and only the difference is made available to the bor-
rower. In effect, the borrower pays the interest in advance. Assume that $1,000 is borrowed for
one year at an interest rate of 12 percent.

LO 2

llustrate the
difference between
interest calculated
on a straight basis
and on a discount
basis.

Straight Interest
The interest calculation—straight basis is made as follows:

Interest = Principal X Rate X Time (in years)
= $1,000 X 0.12 X 1
= $120

At the maturity date of the note, the borrower will repay the principal of $1,000 plus the
interest owed of $120. The borrower’s effective interest rate—the annual percentage rate
(APR)—is 12 percent:

APR = Interest paid/[Money available to use X Time (in years)]
= $120/ $1,000 X 1
=12%

This is another application of the present value concept described in Chapter 6. The
amount of the liability on the date the money is borrowed is the present value of the amount to
be repaid in the future, calculated at the effective interest rate —which is the rate of return desired
by the lender. To illustrate, the amount to be repaid in one year is $1,120, the sum of the $1,000
principal plus the $120 of interest. From Table 6-4, the factor in the 12% column and one-period
row is 0.8929; $1,120 X 0.8929 = $1,000 (rounded). These relationships are illustrated on the
following time line:

1/1/13 12/31/13
[ |
[ |
$1,000 Interest = $1,000 X 0.12 X 1 year = $120 $1,120
Principal Principal
borrowed and interest
repaid

For a loan on which interest is calculated on a straight basis, interest is accrued
each period. Here is the effect of this accrual on the financial statements:

Balance Sheet

Income Statement

Assets = Liabilities + Stockholders’ equity

«<Net income = Revenues — Expenses

+ Interest
Payable

— Interest
Expense
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Discount

The interest calculation—discount basis is made as just illustrated except that the interest
amount is subtracted from the loan principal, and the borrower receives the difference. In this
case, the loan proceeds would be $880 ($1,000 — $120). At the maturity of the note, the bor-
rower will pay just the principal of $1,000 because the interest of $120 has already been paid—it
was subtracted from the principal amount when the loan was obtained. These relationships are
illustrated on the following time line:

1/1/13 12/31/13
[ |
[ |
$880 Interest = $1,000 X 0.12 X 1 year = $120 $1,000
Proceeds Principal
repaid

Because the full principal amount is not available to the borrower, the effective interest rate (APR)
on a discount basis is much higher than the rate used in the lending agreement to calculate the
interest:

APR = Interest paid/[Money available to use X Time (in years)]
$120/ $880 X 1
= 13.6%

Applying present value analysis, the carrying value of the liability on the date the money is
borrowed represents the amount to be repaid, $1,000, multiplied by the present value factor for
13.6% for one year. The factor is 0.8803 and although it is not explicitly shown in Table 6-4, it
can be derived approximately by interpolating between the factors for 12% and 14%.

An installment loan is repaid periodically over the life of the loan, so only about half of the
proceeds (on average) are available for use throughout the life of the loan. Thus, the effective
interest rate is about twice that of a term loan requiring a lump-sum repayment of principal at
the maturity date.

In the final analysis, it isn’'t important whether interest is calculated using the straight
method or the discount method, or whether an installment loan or term loan is arranged;
what is important is the APR, or effective interest rate. The borrower’s objective is to keep
the APR (which must be disclosed in accordance with federal truth in lending laws) to a
minimum.

The entry to record accrued interest is as follows:

Dr. Interest EXpense . ........ ... XX
Cr. InterestPayable......... ... .. ... ..., XX
Accrued interest for period.

Interest Payable is a current liability because it will be paid within a year of the
balance sheet date. It may be disclosed in a separate caption or included with other
accrued liabilities in the current liability section of the balance sheet.

For a loan on which interest is calculated on a discount basis, the amount of cash
proceeds represents the initial carrying value of the liability. Using the data from the
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discount example in the Business in Practice box, the effect on the financial statements

of the borrower is:

Balance Sheet

Income Statement

Assets = Liabilities + Stockholders’ equity

«Net income = Revenues — Expenses

Cash Short-Term
+ 880 Debt
+ 1,000

Discount on
Short-term Debt
— 120

The entry to record the proceeds of a discounted note is:

Dr. Cash ... . e 880
Dr. Discount on Short-Term Debt.......................... 120
Cr. Short-TermDebt......... ... ... ... . ... ..., 1,000

The Discount on Short-Term Debt account is a contra liability, classified as a reduc-
tion of Short-Term Debt on the balance sheet. As interest expense is incurred, the
Discount on Short-Term Debt is amortized as follows:

Balance Sheet

Income Statement

Assets = Liabilities + Stockholders’ equity

«Net income = Revenues — Expenses

+ Discount on — Interest
Short-Term Debt Expense
The entry is:
Dr. Interest EXpense ... ........ .ttt XX
Cr. Discount on Short-Term Debt. . .................... XX

The amortization of the discount to interest expense affects neither cash nor interest
payable. Net income decreases as interest expense is recorded, and the carrying value
of short-term debt increases as the discount is amortized.

What Does
It Mean?
Answer on
page 277

1. What does it mean to borrow money on a discount basis?

Current Maturities of Long-Term Debt

When funds are borrowed on a long-term basis (a topic to be discussed later in this
chapter), it is not unusual for principal repayments to be required on an installment
basis; every year a portion of the debt matures and is to be repaid by the borrower.
Any portion of a long-term borrowing (e.g., Notes Payable or Bonds Payable) that is
to be repaid within a year of the balance sheet date is reclassified from the noncurrent
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liability section of the balance sheet to the Current Maturities of Long-Term Debt
account. These amounts are reported in the current liability section but separately from
short-term debt because the liability arose from a long-term borrowing transaction.
Interest payable on long-term debt is classified with other interest payable and may be
combined with other accrued liabilities for reporting purposes.

Accounts Payable

Amounts owed to suppliers for goods and services that have been provided to the
entity on credit are the principal components of accounts payable. Unlike accounts
receivable, which are reported net of estimated cash discounts expected to be taken,
accounts payable to suppliers that permit a cash discount for prompt payment are not
usually reduced by the amount of the cash discount expected to be taken. This treat-
ment is supported by the materiality concept because the amount involved is not likely
to have a significant effect on the financial position or results of the operations of the
firm. However, accounts payable for firms that record purchases net of anticipated
cash discounts will be reported at the amount expected to be paid.

Purchase transactions for which a cash discount is allowed are recorded using
either the gross or net method. The difference between the two is the timing of the
recognition of cash discounts. The gross method results in recognizing cash discounts
only when invoices are paid within the discount period. The net method recognizes
cash discounts when purchases are initially recorded, under the assumption that all
discounts will be taken; an expense is then recognized if a discount is not taken.

Unearned Revenue or Deferred Credits

Customers often pay for services or even products before the service or product is
delivered. An entity collecting cash in advance of earning the related revenue records
unearned revenue, or a deferred credit, which is included in current liabilities. Un-
earned revenues must then be allocated to the fiscal periods in which the services are
performed or the products are delivered, in accordance with the matching concept.
The accounting for revenue received in advance was discussed in the context of the
adjustments presented in Chapter 4. To illustrate, assume that a magazine publisher
requires a subscriber to pay in advance for a subscription. Here are the financial state-
ment effects of this transaction and the subsequent adjustment:

Balance Sheet Income Statement

Assets = Liabilities + Stockholders’ equity «Net income = Revenues — Expenses

Cash received with subscription:

+ Cash + Unearned
Subscription
Revenue

Adjustments in fiscal period in which revenue is
earned (magazines delivered):

— Unearned + Subscription
Subscription Revenue
Revenue

The entry to record this transaction is:

Dr. Cash ... . XX
Cr. Unearned Subscription Revenue. .. .................. XX
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The entry to record the adjustment for revenue earned during the fiscal period
would be:

Dr. Unearned Subscription Revenue ...................... XX
Cr. SubscriptionRevenue .. .......... .. ... ... . ... XX

As you think about this situation, you should understand that it is the oppo-
site of the prepaid expense/deferred charge transaction described in Chapter 5 (see
pages 174—175). In that kind of transaction, cash was paid in the current period, and
expense was recognized in subsequent periods. Unearned revenue/deferred credit
transactions involve the receipt of cash in the current period and the recognition of
revenue in subsequent periods.

Deposits received from customers are also accounted for as deferred credits. If the
deposit is an advance payment for a product or service, the deposit is transferred from
a liability account to a revenue account when the product or service is delivered. Or,
for example, if the deposit is received as security for a returnable container, when the
container is returned the refund of the customer’s deposit reduces (is a credit to) cash
and eliminates (is a debit to) the liability.

Unearned revenues/deferred credits are usually classified with other accrued li-
abilities in the current liability section of the balance sheet.

Payroll Taxes and Other Withholdings

The total wages earned by employees for a payroll period, including bonuses and
overtime pay, are referred to as their gross pay, which represents the employer’s
Wages Expense for the period. From this amount, several deductions are subtracted to
arrive at the net pay (take-home pay) that each employee will receive, which repre-
sents the employer’s Wages Payable (or Accrued Payroll). The largest deductions are
normally for federal and state income tax withholdings and FICA tax withholdings,
but employees frequently make voluntary contributions for hospitalization insurance,
contributory pension plans, union dues, the United Way, and a variety of other items.
Employers are responsible for remitting payment to the appropriate entities on behalf
of their employees for each amount withheld. Thus, a separate liability account (e.g.,
Federal Income Taxes Withheld) normally is used for each applicable item. Here is the
effect of this transaction on the financial statements:

Balance Sheet Income Statement
Assets = Liabilities + Stockholders’ equity «Net income = Revenues — Expenses
+ Wages — Wages
payable Expense
+ Withholding
Liabilities

The entry to record a firm’s payroll obligation is:

Dr. Wages Expense (forgrosspay) ..............cooviunen.. XX
Cr. Wages Payable (or Accrued Payroll, for net pay) .. ..... XX
Cr. Withholding Liabilities (various descriptions) .......... XX



Chapter 7 Accounting for and Presentation of Liabilities

When the withholdings are paid, both cash and the appropriate withholding liability
are reduced.

Most employers are also subject to federal and state payroll taxes based on the
amount of compensation paid to their employees. These taxes, assessed directly
against the employer, include federal and state unemployment taxes and the employ-
er’s share of FICA tax. Employer taxes are appropriately recognized when compensa-
tion expense is accrued. This involves recognizing payroll tax expense and a related
liability. The effect of this transaction on the financial statements is:

Balance Sheet Income Statement
Assets = Liabilities + Stockholders’ equity «<Net income = Revenues — Expenses
+ Payroll Taxes — Payroll Tax
Payable Expense

The entry to record a firm’s payroll tax obligation is:

Dr. Payroll Tax EXpense . .. ..... ...t XX
Cr. Payroll Taxes Payable (or Accrued Payroll Taxes) . ..... XX

When the taxes are paid, both cash and the liability are reduced.

The liabilities for accrued payroll, payroll withholdings, and accrued payroll taxes
are usually classified with other accrued liabilities in the current liability section of the
balance sheet.

Other Accrued Liabilities

As just discussed, this caption normally includes the accrued payroll accounts as well
as most unearned revenue/deferred credit accounts. Accrued property taxes, accrued
interest (if not reported separately), estimated warranty liabilities, and other accrued
expenses such as advertising and insurance obligations are often included in this de-
scription. This is another application of the matching principle. Each of these items
represents an expense that has been incurred but not yet paid. The expense is recog-
nized and the liability is shown so that the financial statements present a more com-
plete summary of the results of operations (income statement) and financial position
(balance sheet) than would be presented without the accrual.

To illustrate the accrual of property taxes, assume that Cruisers, Inc., operates in a city
in which real estate tax bills for one year are not issued until April of the following year and
are payable in July. Thus, an adjustment must be made on December 31, 2013, to record
the estimated property tax expense for the year then ended. The effect of this adjustment
on the financial statements follows:

Balance Sheet Income Statement
Assets = Liabilities + Stockholders’ equity «Net income = Revenues — Expenses
+ Property — Property

Taxes Tax
Payable Expense

The entry is:

Dr. Property Taxes Expense . .. ..., XX
Cr. Property Taxes Payable. . . ........................ XX
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When the tax bill is received at some point in April 2014, the payable account must
be adjusted to reflect the amount actually owed in July. The adjustment also affects
the current year’s property tax expense account. The liability and expense amounts
reported in the previous year are not adjusted because the estimate was based on the
best information available at the time.

A firm’s estimated liability under product warranty or performance guarantees is
another example of an accrued liability. It is appropriate to recognize the estimated
warranty expense that will be incurred on a product in the same period in which the
revenue from the sale is recorded. Although the expense and liability must be esti-
mated, recent experience and statistical analysis can be used to develop accurate esti-
mates. The following financial statement effects occur in the fiscal periods in which
the product is sold and the warranty is honored:

Balance Sheet Income Statement

Assets = Liabilities + Stockholders’ equity «Net income = Revenues — Expenses

Fiscal period in which product is sold:

+ Estimated — Warranty
Warranty Expense
Liability

Fiscal period in which warranty is honored:

— Cash — Estimated
and/or  Warranty
Repair  Liability
Parts
Inventory

Here is the entry to accrue the estimated warranty liability in the fiscal period in
which the product is sold:

Dr. Warranty EXPENse. . . ... u ittt XX
Cr. Estimated Warranty Liability . ...................... XX

The entry to record actual warranty cost in the fiscal period in which the warranty
is honored is:

Dr. Estimated Warranty Liability ... ........... ... ... ....... XX
Cr. Cash (or Repair Parts Inventory) . .. ................. XX

The accrual for income taxes is usually shown separately because of its signifi-
cance. The current liability for income taxes is related to the long-term liability for
deferred taxes; both are discussed later in this chapter.

What Does
It Mean?
Answer on
page 277

2. What does it mean to be concerned that an entity’s liabilities are not understated?
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Noncurrent Liabilities
Long-Term Debt

A corporation’s capital structure is the mix of debt and stockholders’ equity that is used
to finance the acquisition of the firm’s assets. For many nonfinancial firms, long-term
debt accounts for up to half of the firm’s capital structure. One of the advantages of
using debt is that interest expense is deductible in calculating taxable income, whereas
dividends (distributions of earnings to stockholders) are not tax deductible. Thus, debt
usually has a lower economic cost to the firm than stockholders’ equity. For example,
assume a firm has an average tax rate of 30 percent and issues long-term debt with an
interest rate of 10 percent. The firm’s after-tax cost of debt is only 7 percent, which is
probably less than the return sought by stockholders. Another reason for using debt is to
obtain favorable financial leverage. Financial leverage refers to the difference between
the rate of return earned on assets (ROI) and the rate of return earned on stockholders’
equity (ROE). This difference results from the fact that the interest cost of debt is usually
a fixed percentage, which is not a function of the return on assets. Thus, if the firm can
borrow money at an interest cost of 10 percent and use money to buy assets on which
it earns a return greater than 10 percent, the stockholders will have a greater return on
their equity (ROE) than if they had provided all of the funds themselves. In other words,
financial leverage relates to the use of borrowed money to enhance the return to stock-
holders. This is illustrated in Exhibit 7-2 on the next page.

This simplified illustration shows positive financial leverage. If a firm earns a
lower return on investment than the interest rate on borrowed funds, financial lever-
age will be negative and ROE will be less than ROI. Financial leverage adds risk to
the firm because if the firm does not earn enough to pay the interest on its debt, the
debtholders can ultimately force the firm into bankruptcy.

Financial leverage is discussed in greater detail in Chapter 11. For now you should
understand that the use of long-term debt with a fixed interest cost usually results in ROE
being different from ROIL. Whether financial leverage is good or bad for the stockholders
depends on the relationship between ROI and the interest rate on long-term debt.
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LO 6

Explain what financial
leverage is and how it is
provided by long-term
debt.

3. What does it mean to say that financial leverage has been used effectively?
4. What does it mean that the more financial leverage a firm has, the greater the risk
to stockholders and creditors?

Recall the discussion and illustration of capital lease liabilities in Chapter 6. Lease
payments that are due more than a year from the balance sheet date are included in
long-term debt and recorded at the present value of future lease payments.

Most long-term debt, however, is issued in the form of bonds. A bond or bond
payable is a formal document, usually issued in denominations of $1,000. Bond prices,
both when the bonds are issued and later when they are bought and sold in the market,
are expressed as a percentage of the bond’s face amount—the principal amount printed
on the face of the bond. A $1,000 face amount bond that has a market value of $1,000
is priced at 100. (This means 100 percent; usually the term percent is neither written nor
stated.) A $1,000 bond trading at 102.5 can be purchased for $1,025; such a bond priced
at 96 has a market value of $960. When a bond has a market value greater than its face

What Does
It Mean?
Answers on

page 277

LO 7

Describe the different
characteristics of a
bond, which is the
formal document repre-
senting most long-term
debt.
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Exhibit 7-2
Financial Leverage

Assumptions:

Two firms have the same assets and operating income. Current liabilities and income
taxes are ignored for simplification. The firm without financial leverage has, by defini-
tion, no long-term debt. The firm with financial leverage has a capital structure that is
40% long-term debt with an interest rate of 10% and 60% stockholders’ equity. Re-
turn on investment and return on equity follow for each firm.

Note that the return-on-investment calculation has been modified from the model
introduced in Chapter 3. ROl is based on income from operations and total assets
rather than net income and total assets. Income from operations (which is net income
before interest expense) is used because the interest expense reflects a financing
decision, not an operating result. Thus, ROl becomes an evaluation of the operating
activities of the firm.

Firm without Leverage Firm with Leverage

Balance Sheet: Balance Sheet:

Assets ......... ... $10,000 Assets............... $10,000

Liabilities. . . ............ $ 0 Liabilities (10% interest) . . $ 4,000

Stockholders’ equity. . . . .. 10,000  Stockholders’ equity . . . . 6,000

Total liabilities and Total liabilities and

stockholders’ equity . . . . . . $10,000  stockholders’ equity . ... $10,000
Income Statement: Income Statement:

Income from operations. .. $ 1,200  Income from operations. . $ 1,200

Interest expense .. ... ... 0 Interestexpense ....... 400

Netincome ............ $ 1,200 Netincome........... $ 800

ROI and ROE Calculations:
Return on investment (ROl = Income from operations / Assets)

ROI = $1,200 / $10,000 ROI = $1,200 / $10,000
=12% =12%
Return on equity (ROE = Net income / Stockholders’ equity)
ROE = $1,200 / $10,000 ROE = $800 / $6,000
=12% = 13.3%

Analysis:

In this case, ROl is the same for both firms because the operating results did not
differ—each firm was able to earn 12% on the assets it had available to use. What
differed was the way in which the assets were financed (capital structure). The firm
with financial leverage has a higher return on stockholders’ equity because it was
able to borrow money at a cost of 10% and use the money to buy assets on which
it earned 12%. Thus ROE will be higher than ROI for a firm with positive financial
leverage. The excess return on borrowed funds is the reward to stockholders for
taking the risk of borrowing money at a fixed cost.
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Bonds are long-term lending agreements between the issuing company (borrower) and the
bondholder (lender). Many bonds are traded in highly regulated public securities markets such
as the New York Bond Exchange. As with most lending arrangements, bonds essentially repre-
sent an exchange of cash flows between the parties—bondholders provide a lump sum of cash
in exchange for periodic (usually semiannual) fixed-rate interest payments throughout the term of
the bond and the return of principal at the bond’s maturity. Bond prices vary over time and are
influenced by the creditworthiness of the issuing company as well as broad economic factors
affecting the overall economy, especially interest rates. What happens to the value of a bond as
market interest rates rise? Recall from Chapter 6 that as interest (discount) rates increase, the
present value of the future cash flows decreases, which is to say that bond prices fall as market
interest rates rise. The opposite is true when market interest rates fall—bond prices rise.

To learn more about bonds, see www.investopedia.com/university/bonds for a tutorial
about bond markets, including how to read a bond table. For a more detailed analysis of the
bond market, including commentary from traders, academics, and other bond market experts,
visit www.investinginbonds.com.

You can get a fundamental understanding of the accounting for bonds payable, including the —_—
amortization of discount or premium, without fighting through the mechanics of present value
analysis as it relates to bond pricing: Just remember that present value analysis is necessary to
determine the amount of discount or premium when bonds are issued. Once the bond’s issue ;
price is determined (the bond may be priced at 96 or 102.5, for example), the difference between Study
the issue price and 100 must be amortized against interest expense over the life of the bond. g
Present value analysis is included in our examples to illustrate the appropriate conceptual basis SuggeStlon
for bond pricing, but it can be deemphasized when considering the accounting aspects of bonds.

amount, it is trading at a premium; the amount of the bond premium is the excess of
its market value over its face amount. A bond discount is the excess of the face amount
over market value. See the Business in Practice—Bond Market Basics box, including
the referenced websites, for a primer on the mechanics of bond pricing.

Accounting and financial reporting considerations for bonds can be classified into
three categories: the original issuance of bonds, the recognition of interest expense,
and the accounting for bond retirements or conversions.

Original issuance of bonds payable. If a bond is issued at its face amount, the
effect on the financial statements is straightforward:

Balance Sheet Income Statement

Assets = Liabilities + Stockholders’ equity «<Net income = Revenues — Expenses

+ Cash + Bonds
Payable

The journal entry is:

Dr. Cash . ... XX
Cr. BondsPayable........... ... ... . i XX
Issuance of bonds at face amount.
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As was the case with short-term notes payable, the bonds payable liability is reported
at the present value of amounts to be paid in the future with respect to the bonds, dis-
counted at the return on investment desired by the lender (bondholder). For example,
assume that a 10 percent bond with a 10-year maturity is issued to investors who de-
sire a 10 percent return on their investment. The issuer of the bonds provides two cash
flow components to the investors in the bonds: the annual interest payments and the
payment of principal at maturity. Note that the interest cash flow is an annuity because
the same amount is paid each period. Using present value factors from Tables 6-4 and
6-5, here are the present values:

Today 10 years
\ |
[ [
Interest paid annually = Stated rate X Face amount Maturity value
= 10% X $1,000 (face amount)
= $100 $1,000
(Table 6-5, (Table 6-4,
10%, 10 periods) X 6.1446 10%, 10 periods) X 0.3855
o AR

$614.46 =
385.50 =

$999.96 proceeds

The present value of the liability is the sum of the discounted principal and interest
payments. Except for a rounding difference in the present value factors, this sum is the
same as the face amount of the bonds.

Because of the mechanics involved in a bond issue, there is usually a time lag
between the establishment of the interest rate to be printed on the face of the bond
and the actual issue date. During this time lag, market interest rates will fluctuate and
the market rate on the issue date probably will differ from the stated rate (or coupon
rate) used to calculate interest payments to bondholders. This difference in interest
rates causes the proceeds (cash received) from the sale of the bonds to be more or less
than the face amount; the bonds are issued at a premium or discount, respectively. This
is illustrated in Exhibit 7-3.

What Does
It Mean?
Answer on
page 277

5. What does it mean to say that a bond is a fixed-income investment?

Recognition of interest expense on bonds payable. Because bond premium or
discount arises from a difference between the bond’s stated interest rate and the mar-
ket interest rate, it should follow that the premium or discount will affect the issuing
firm’s interest expense. Bond discount really represents additional interest expense to
be recognized over the life of the bonds. The interest that will be paid (based on the
stated rate) is less than the interest that would be paid if it were based on the market
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As already illustrated, the amount the investor is willing to pay for the bond is the
present value of the cash flows to be received from the investment, discounted at the
investor’s desired rate of return (market interest rate).

Assumptions:
Cruisers, Inc., issues a 10%, $1,000 bond when market interest rates are 12%. The
bond will mature in eight years. Interest is paid semiannually.

Required:
Calculate the proceeds (selling price) of the bond and the premium or discount to be
recognized.

Solution:

Note that the interest is an annuity because the same amount is paid each period.
Because the interest is paid semiannually, it is appropriate to recognize semiannual
compounding in the present value calculation. This is accomplished by using the
number of semiannual periods in the life of the bonds. Because the bonds mature

in eight years, there are 16 semiannual periods. However, the interest rate per semi-
annual period is half of the annual interest rate. To be consistent, the same approach
is used to calculate the present value of the principal. Thus, the solution uses fac-
tors from the 6% column (one-half the investors’ desired ROI) and the 16-period row
(twice the term of the bonds in years) of the present value tables. Using present value
factors from Tables 6-4 and 6-5, here are the present values:

Today 8 years
I s By B B B B D N N A R B

Interest paid semiannually = Stated rate/2 X Face amount Maturity value
= 5% X $1,000 (face amount)

= $50 $1,000

(Table 6-5, (Table 6-4,
6%, 16 periods) X 10.1059 6%, 16 periods) X 0.3936
—T

$505.30 ==
393.60 ==

$898.90 proceeds

The proceeds received by Cruisers, Inc., as well as the amount invested by the buyer
of the bond, are the sum of the present value of the interest payments and the pres-
ent value of the principal amount. Because this sum is less than the face amount, the
bond is priced at a discount.

This illustration demonstrates two important points about the process of calculat-
ing the proceeds from a bond issue:

1. The stated interest rate of the bond, adjusted for compounding frequency;, is used
to calculate the amount of interest paid each payment period; this is the annuity
amount ($50 in this case) used in the calculation of the present value of the interest.

2. The market interest rate (or the investors’ desired ROI), adjusted for the
compounding frequency, is the discount rate used in the present value calculations.

In this illustration, the market interest rate is higher than the bond’s stated interest
rate; thus, the investor would pay sufficiently less than the face amount of the bond,
such that the $50 to be received each six months and the $1,000 to be received at

maturity will provide a market rate of return.
(continued)

265

Exhibit 7-3

Bond Discount and
Premium

LO 8

Describe why bond
discount or premium
arises and how it is
accounted for.
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Exhibit 7-3

Part 1 Financial Accounting

The issuance of the $1,000 bond by Cruisers, Inc., will have the following effect
on the financial statements:

Balance Sheet Income Statement

Assets = Liabilities + Stockholders’ equity «Net income = Revenues — Expenses

Cash Bonds Payable
+ 898.90 + 1,000

Discount on
Bonds Payable
- 101.10

The entry to record the issuance of the bond is:

Dr. Cash. ... 898.90
Dr. Discount on Bonds Payable ........................ 101.10
Cr. BondsPayable............. ..., 1,000.00

Issued bond at a discount.

If the market rate is less than the stated interest rate on the bond, the opposite will be
true (the investor will be willing to pay a premium over the face amount of the bond). Use
the above model to prove to yourself that if the market interest rate is 12%, then a 13%
stated rate, $1,000 face amount, 10-year bond on which interest is paid semiannually
would be issued for $1,057.34 (the bond would be issued at a premium of $57.34).

This exhibit illustrates the fundamental reason for bonds being issued for a price
(or having a market value) that is different from the face amount. The actual premium or
discount is a function of the magnitude of the difference between the stated interest rate
of the bond and the market interest rate and the number of years to maturity. For any
given difference between the bond’s stated interest rate and the market interest rate, the
closer a bond is to maturity, the smaller the premium or discount will be.

rate at the date the bonds were issued. Bond discount is a deferred charge that is am-
ortized to interest expense over the life of the bond. The amortization increases interest
expense over the amount actually paid to bondholders. Bond discount is classified in
the balance sheet as a contra account to the Bonds Payable liability. Bond premium is
a deferred credit that is amortized to interest expense, and its effect is to reduce interest
expense below the amount actually paid to bondholders. Bond premium is classified
in the balance sheet as an addition to the Bonds Payable liability.

Whether a bond is issued at a premium or a discount, the bond’s carrying value
will converge to its face amount over the life of the bond as the premium or discount
is amortized:

Carrying value $

$1,050

Premium amortization
$1,000 (face)

Discount amortization

$950

0 (issuance) Time 20 years (maturity)
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The financial statement effects of recording the interest accrual, interest payment,
and discount or premium amortization are as follows:

Balance Sheet Income Statement

Assets = Liabilities + Stockholders’ equity «Net income = Revenues — Expenses

Interest accrual (each fiscal period, perhaps
monthly):

+ Interest — Interest

Payable Expense
Interest payment (periodically, perhaps
semiannually):
— Cash — Interest

Payable
Amortization (each time interest is accrued):

Discount

— Interest
Expense

+ Discount
on Bonds
Payable (An increase in interest expense)

Premium
+ Interest
Expense

— Premium
on Bonds
Payable (A decrease in interest expense)

These entries record the financial statement effects:

Dr. Interest EXpense . ........ ... ..t XX
Cr. InterestPayable.......... ... ... ... XX
Interest accrual (each fiscal period, perhaps monthly).

Dr. Interest Payable........ ... ... ... . .. . ... .. ... ... XX
Cr. Cash. ... . XX
Interest payment (periodically, perhaps semiannually).

Dr. Interest EXpense .. ....... ... . XX
Cr. Discounton Bonds Payable ....................... XX
Amortization of discount (each time interest is accrued).

Dr. PremiumonBondsPayable........................... XX
Cr. InterestExpense ........... ... i, XX
Amortization of premium (each time interest is accrued).

Discount or premium usually is amortized on a straight-line basis over the life of the
bonds because the amounts involved are often immaterial. However, it is more appro-
priate to use a compound interest method that results in amortization related to the car-
rying value (face amount plus unamortized premium or minus unamortized discount)
of the bonds. This is referred to as the effective interest method and is used when the
amount of discount or premium amortization is deemed material. When the effective
interest method is used, amortization is smallest in the first year of the bond’s life, and
it increases in each subsequent year.

Retirements and conversions of bonds payable. Bonds payable are reported on
the balance sheet at their carrying value. Sometimes this amount is referred to as the
book value of the bonds. As discount is amortized over the life of a bond, the carrying
value of the bond increases. At the maturity date, the bond’s carrying value is equal
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to its face amount because the bond discount has been fully amortized. Likewise, as
premium is amortized, the carrying value of the bond decreases until it equals the face
amount at maturity. Thus, when bonds are paid off (or retired) at maturity, the effect
on the financial statements is:

Balance Sheet Income Statement

Assets = Liabilities + Stockholders’ equity «Net income = Revenues — Expenses

+ Cash — Bonds
Payable

The entry is:

Dr. BondsPayable ........... ...t XX
Cr. Cash. ... XX

Most bonds are callable bonds; this means the issuer may pay off the bonds
before the scheduled maturity date. Bonds will be called if market interest rates have
dropped below the rate being paid on the bonds and the firm can save interest costs by
issuing new bonds at a lower rate. Likewise, if the firm has cash that will not be needed
in operations in the immediate future, it can redeem the bonds and save more interest
expense than could be earned (as interest income) by investing the excess cash. A call
premium usually is paid to bondholders if the bond is called; that is, bondholders re-
ceive more than the face amount of the bond because they must reinvest the proceeds,
usually at a lower interest rate than was being earned on the called bonds.

If the bonds are called or redeemed prior to maturity, it is appropriate to write off the
unamortized balance of premium or discount as part of the transaction. Because a call
premium usually is involved in an early retirement of bonds, a loss on the retirement usu-
ally will be recognized—although a gain on the retirement is also possible. Here are the
financial statement effects of recording an early retirement of $100,000 face amount bonds
having a book value of $95,000 by redeeming them for a total payment of $102,000:

Balance Sheet Income Statement
Assets = Liabilities + Stockholders’ equity «Net income = Revenues — Expenses
Cash Bonds Payable Loss on
— 102,000 — 100,000 Retirement
. of Bonds
Discount on — 7,000
Bonds Payable '
+ 5,000

The entry is:

Dr. BondsPayable ......... ... ... ... i 100,000

Dr. Loss on RetirementofBonds.......................... 7,000
Cr. Cash. ... .o 102,000
Cr. Discounton Bonds Payable ....................... 5,000

The gain or loss on the retirement of the bonds is reported as other income or expense
in the income statement. The gain or loss is not considered part of operating income or
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interest expense. The firm is willing to retire the bonds and recognize the loss because
it will save, in future interest expense, more than the loss incurred.

Additional bond terminology. A discussion of bonds involves quite a bit of spe-
cialized terminology and although you need not master it all to understand the finan-
cial statement impact of bond transactions, it is relevant to understanding bonds.

The contract between the issuer of the bonds and the bondholders is the bond
indenture, and it is frequently administered by a third party, the trustee of bonds—
often a bank trust department. Bonds are issued in one of two forms: registered bonds
and coupon bonds.

The name and address of the owner of a registered bond are known to the issuer,
and interest payments are mailed to the bondholder on a quarterly, semiannual, or an-
nual basis, as called for in the indenture. The owner of a coupon bond is not known to
the issuer; the bondholder receives interest by clipping a coupon on the interest pay-
ment date and depositing it in her or his bank account. The coupon is then sent to the
trustee and is honored as though it were a check. Coupon bonds are no longer issued
because federal income tax regulations have been changed to require interest payers
to report the names and Social Security numbers of payees, but coupon bonds issued
prior to that regulation are still outstanding.

Bonds are also classified according to the security, or collateral, that is pledged
by the issuer. Debenture bonds (or debentures) are bonds that are secured only by
the general credit of the issuer and, thus, are considered to be unsecured debt securi-
ties because they are not secured by specific assets. Mortgage bonds are secured by
a lien against real estate owned by the issuer. Collateral trust bonds are secured by
the pledge of securities or other intangible property. Details of bond categories would
be found in the notes to the financial statements.

Another classification of bonds relates to when the bonds mature. Term bonds
require a lump-sum repayment of the face amount of the bond at the maturity date.
Serial bonds are repaid in installments. The installments may or may not be equal
in amount; the first installment is usually scheduled for a date several years after the
issuance of the bonds. Convertible bonds may be converted into stock of the issuer
corporation at the option of the bondholder. The number of shares of stock into which
a bond is convertible is established when the bond is issued, but the conversion feature
may not become effective for several years. If the stock price has risen substantially
while the bonds have been outstanding, bondholders may elect to receive shares of
stock with the anticipation that the stock will be worth more than the face amount of
the bonds when the bonds mature.

The specific characteristics, the interest rate, and the maturity date usually are
included in a bond’s description. For example, you may hear or read about long-term
debt described as Cruisers, Inc.’s, 12 percent convertible debentures due in 2027, call-
able after 2014 at 102, or its 12.5 percent First Mortgage Serial Bonds with maturities
from 2013 to 2023.
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What does it mean when a bond is referred to as a debenture bond?

What does it mean when bond market values change in the opposite direction
from market interest rate changes?

8. What does it mean when a bond is issued at a premium?

&

What Does It
Mean?
Answers on

pages 277-278
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Explain what deferred
tax liabilities are and
why they arise.
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Deferred Tax Liabilities

Deferred tax liabilities are provided for temporary differences between income
tax and financial statement recognition of revenues and expenses. Deferred tax
liabilities are normally long-term and represent income taxes that are expected to
be paid more than a year after the balance sheet date. For many firms, deferred
income taxes are one of the most significant liabilities shown on the balance sheet.
These amounts arise from the accounting process of matching revenues and ex-
penses; a liability is recognized for the probable future tax consequences of events
that have taken place up to the balance sheet date. For example, some revenues
that have been earned and recognized for accounting (book) purposes during the
current fiscal year may not be taxable until the following year. Likewise, some
expenses (such as depreciation) may be deductible for tax purposes before they
are recorded in determining book income. These temporary differences between
book income and taxable income cause deferred tax liabilities that are postponed
until future years.

The most significant temporary difference item resulting in a deferred income
tax liability for most firms relates to depreciation expense. As previously explained,
a firm may use straight-line depreciation for financial reporting and use the Modi-
fied Accelerated Cost Recovery System (prescribed by the Internal Revenue Code)
for income tax determination. Thus, depreciation deductions for tax purposes are
taken earlier than depreciation expense is recognized for book purposes. Of course,
this temporary difference will eventually reverse; over the life of the asset, the same
total amount of book and tax depreciation will be reported. Although the calcula-
tions involved are complicated, the effect on the financial statements of accruing
income taxes when an increase in the deferred income tax liability is required is
straightforward:

Balance Sheet Income Statement
Assets = Liabilities + Stockholders’ equity «Net income = Revenues — Expenses
+ Income Taxes — Income Tax
Payable Expense

+ Deferred Tax
Liabilities

The entry is:

Dr. Income Tax Expense. ......... ... ... i XX
Cr. IncomeTaxes Payable............................ XX
Cr. Deferred Tax Liabilities. . .. ........................ XX

To accrue current and deferred income taxes.

If income tax rates do not decrease, the deferred income tax liability of most firms
will increase over time. As firms grow, more and more depreciable assets are acquired,
and price-level increases cause costs for (new) replacement assets to be higher than
the cost of (old) assets being replaced. Thus, the temporary difference between book
and tax depreciation grows each year because the excess of book depreciation over
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Current Noncurrent Current Noncurrent

Assets Assets i Liabilities
331 232 138 314

Source: Accounting Trends and Techniques, Tables 2-5, 2-10, 2-12, and 2-14, copyright © 2011, by American
Institute of Certified Public Accountants, Inc. Reprinted with permission.

income tax depreciation for older assets is more than offset by the excess of tax de-
preciation over book depreciation for newer assets. Accordingly, some accountants
have questioned the appropriateness of showing deferred taxes as a liability because
in the aggregate the balance of this account has grown larger and larger for many firms
and therefore never seems to actually become payable. They argue that deferred tax
liabilities—if recorded at all—should be recorded at the present value of future cash
flows discounted at an appropriate interest rate. Otherwise, the amounts shown on the
balance sheet will overstate the obligation to pay future taxes.

Most deferred income taxes result from the temporary difference between book
and tax depreciation expense, but there are other temporary differences as well. When
the temporary difference involves an expense that is recognized for financial account-
ing purposes before it is deductible for tax purposes, a deferred tax asset can arise. For
example, an estimated warranty liability is shown on the balance sheet and warranty
expense is reported in the income statement in the year the firm sells a warranted
product, but the tax deduction is not allowed until an actual warranty expenditure is
made. Because this temporary difference will cause taxable income to be lower in
future years, a deferred tax asset is reported. As illustrated in Table 7-1, the number
of companies reporting deferred tax assets now actually exceeds the number of com-
panies reporting deferred tax liabilities, although some companies may have both but
choose to offset one against the other for financial reporting purposes.

Accounting for deferred tax items is an extremely complex issue that has caused
a great deal of debate within the accounting profession. Major changes in accounting
for deferred income taxes have occurred in recent years as accounting standards have
evolved in response to the needs of financial statement users.
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Table 7-1

Reporting Frequency
of Deferred Income
Taxes by Category
for 500 Publicly
Owned Industrial
and Merchandising
Corporations—2010

9. What does it mean when a company has a deferred income tax liability?

Other Noncurrent Liabilities

Frequently included in this balance sheet category are obligations to pension plans
and other employee benefit plans, including deferred compensation and bonus plans.
Expenses of these plans are accrued and reflected in the income statement of the
fiscal period in which the benefit is earned by the employee. Because benefits are
frequently conditional upon continued employment, future salary levels, and other

What Does
It Mean?
Answer on
page 278
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LO 10

Explain what noncon-
trolling interest is, why
it arises, and what it
means in the balance
sheet.
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factors, actuaries and other experts estimate the expense to be reported in a given fiscal
period. The employer’s pension expense will also depend on the ROI earned on funds
invested in the pension or other benefit plan trust accounts over time. Because of the
many significant factors that must be estimated in the expense and liability calculations,
accounting for pension plans is a complex topic that has been controversial over the
years. In 2006, the FASB issued an accounting standard to increase the uniformity of
accounting for pensions. A significant provision of the standard requires the recognition
of the overfunded (asset) or underfunded (liability) status of a defined benefit pension
plan on the balance sheet. The funded status is measured as the difference between the
plan assets at fair value and the projected benefit obligation, which is the present value
of all future amounts expected to be paid to current plan participants and retirees.

An issue closely related to pensions is the accounting for postretirement benefit
plans other than pensions. These plans provide medical, hospitalization, life insur-
ance, and other benefits to retired employees. The 2006 standard that requires balance
sheet recognition of an asset (for overfunded) or liability (for underfunded) pension
plans applies to other postretirement benefit plans as well, although for pragmatic rea-
sons the reporting entity’s benefit obligation is measured in a different manner. Prior
standards for both pension and other postretirement plans had relegated information
about the overfunded or underfunded status of such plans to the notes to the financial
statements. The present standard is believed to provide a better matching of revenues
and expenses, a more appropriate balance sheet presentation, and more consistent and
understandable note disclosures.

Another item included with other long-term liabilities of some firms is the es-
timated liability under lawsuits in progress and product warranty programs. The li-
ability is reflected at its estimated amount, and the related expense is reported in the
income statement of the period in which the expense was incurred or the liability was
identified. Sometimes the term reserve is used to describe these items, as in “reserve
for product warranty claims.” However, the term reserve is misleading because this
amount refers to an estimated liability, not an amount of money that has been set aside
to meet the liability.

The last caption formerly seen in the long-term liability section of many bal-
ance sheets (in 2008 and previous years) was noncontrolling interest in subsidiaries
(frequently called minority interest). A subsidiary is a corporation that is more than
50 percent owned by the firm for which the financial statements have been prepared.
(See Business in Practice—Parent and Subsidiary Corporations in Chapter 2 for more
discussion about a subsidiary.) The financial statements of the parent company and
its subsidiaries are combined through a process known as consolidation. The result-
ing financial statements are referred to as the consolidated financial statements of
the parent and its subsidiary(ies). In consolidation, most of the assets and liabilities
of the parent and subsidiary are added together. Reciprocal amounts (such as a par-
ent’s account receivable from a subsidiary and the subsidiary’s account payable to the
parent) are eliminated, or offset. The parent’s investment in the subsidiary (an asset)
is offset against the stockholders’ equity of the subsidiary. Noncontrolling interest
arises if the subsidiary is not 100 percent owned by the parent company because the
parent’s investment will be less than the total stockholders’ equity of the subsidiary.
Noncontrolling interest is the equity of the other (minority) stockholders in the net as-
sets of the subsidiary. This amount does not represent what the parent company would
have to pay to acquire the rest of the stock of the subsidiary, nor is it a liability in the
true sense of the term. The noncontrolling interest reported on a consolidated balance
sheet is included because all of the subsidiary’s assets and liabilities (except those



Chapter 7 Accounting for and Presentation of Liabilities

eliminated to avoid double counting) have been added to the parent company’s assets
and liabilities, but only the parent company’s share of the subsidiary’s stockholders’
equity is represented in the consolidated stockholders’ equity total. To keep the bal-
ance sheet in balance, the noncontrolling stockholders’ portion of stockholders’ equity
of the subsidiary must be shown.

Although it was usually included with noncurrent liabilities in most consolidated
balance sheets in 2008 and previous years, some accountants believed that noncontrol-
ling (minority) interest should have been shown as a separate item between liabilities
and stockholders’ equity because this amount is not really a liability representing a
fixed claim against the consolidated entity. In December 2007, the FASB issued a
standard that took this position one step further by requiring that noncontrolling inter-
est be reported within equity, but separate from the parent company’s equity, in the
consolidated balance sheets of all reporting entities beginning in 2009. The financial
reporting and presentation issues concerning noncontrolling interest are discussed
further and illustrated in Chapters 8 and 9. For now, simply understand that this item
is no longer reported as a liability, although some financial analysts may continue to
treat it as though it were.

Contingent Liabilities

Contingencies are potential gains or losses, the determination of which depends on one
or more future events. Contingent liabilities are potential claims on a company’s re-
sources arising from such things as pending litigation, environmental hazards, casualty
losses to property, and product warranties, to name just a few. But when should a firm
recognize a loss and record the related liability on its books due to a mere contingency?
Only in cases where the following two conditions have been met: First, it must be
probable that the loss will be confirmed by a future transaction or event; and second,
the amount of the loss must be reasonably estimable. Using product warranties as an
example, you learned in this chapter that a firm’s annual warranty expense is normally
recorded based on estimates made by management. Why are contingent warranty claims
recorded as liabilities? Because it is probable that future warranty claims will have to be
paid, and the amount of such claims can be estimated with reasonable accuracy at the
time the original sales transaction (with the attached product warranty) is made.

Application of these conditions can become difficult in practice, especially with
respect to litigation and environmental contingencies, so the note disclosures in an-
nual reports must be carefully analyzed to determine the adequacy of management’s
estimates. The tobacco and firearms industries, for example, have been battling in-
creasingly complex litigation in recent years, the final outcome of which may not be
determinable for years or even decades to come.

Because of accounting conservatism, gain contingencies are not recognized in the
financial statements; companies may, however, disclose the nature of a gain contin-
gency in the notes to the financial statements (including estimated amounts), but only
where the gain is highly likely to occur.

Demonstration Problem

Visit the text website at www.mhhe.com/marshalli0e to view a
demonstration problem for this chapter.
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Summary

This chapter has discussed the accounting for and presentation of the following li-
abilities and related income statement accounts. Contra liabilities and reductions of
expense accounts are shown in parentheses:

Balance Sheet Income Statement

Assets = Liabilities + Stockholder’s equity «Net income = Revenues — Expenses

Current Liabilities

Short-Term Interest
Debt Expense
(Discount on Interest
Short-Term Debt) Expense

Current Maturities
of Long-Term Debt

Accounts

Payable

Unearned Revenue Revenue

Other Accrued Various

Liabilities Expenses
Long-Term Liabilities:

Bonds Interest

Payable Expense

(Discount on Interest

Bonds Payable) Expense

Premium on (Interest

Bonds Payable Expense)

Deferred Income Tax

Tax Liabilities Expense

Liabilities are obligations of the entity. Most liabilities arise because funds have
been borrowed or an obligation is recognized as a result of the accrual accounting
process. Current liabilities are those that are expected to be paid within a year of the
balance sheet date. Noncurrent, or long-term, liabilities are expected to be paid more
than a year after the balance sheet date.

Short-term debt, such as a bank loan, is obtained to provide cash for seasonal
buildup of inventory. The loan is expected to be repaid when the inventory is sold and
the accounts receivable from the sale are collected. The interest cost of short-term debt
sometimes is calculated on a discount basis.

Long-term debt principal payments that will be made within a year of the balance
sheet date are classified as a current liability.

Accounts payable represents amounts owed to suppliers of inventories and other
resources. Some accounts payable are subject to a cash discount if paid within a time
frame specified by the supplier. The internal control system of most entities will at-
tempt to encourage adherence to the policy of taking all cash discounts offered.

Unearned revenue, other deferred credits, and other accrued liabilities arise
primarily because of accrual accounting procedures that result in the recognition of
expenses/revenues in the fiscal period in which they are incurred/earned. Many of
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these liabilities are estimated because the actual liability isn’t known when the finan-
cial statements are prepared.

Long-term debt is a significant part of the capital structure of many firms. Funds
are borrowed, rather than invested by the owners, because the firm expects to take
advantage of the financial leverage associated with debt. If borrowed money can be
invested to earn a higher return (ROI) than the interest cost, the return on the stock-
holders’ investment (ROE) will be greater than ROI. However, the opposite is also
true. Leverage adds to the risk associated with an investment in an entity.

Long-term debt frequently is issued in the form of bonds payable. Bonds have
a stated interest rate (that is almost always a fixed percentage), a face amount or
principal, and a maturity date when the principal must be paid. Because the interest
rate on a bond is fixed, changes in the market rate of interest result in fluctuations
in the market value of the bond. As market interest rates rise, bond prices fall, and
vice versa. The market value of a bond is the present value of the interest payments
and maturity value, discounted at the market interest rate. When bonds are issued
and the market rate at the date of issue is different from the stated rate of the bond,
a premium or discount results. Both bond premium and discount are amortized to
interest expense over the life of the bond. Premium amortization reduces interest
expense below the amount of interest paid. Discount amortization increases interest
expense over the amount of interest paid. A bond sometimes is retired before its
maturity date because market interest rates have dropped significantly below the
stated interest rate of the bond. For the issuer, early retirement of bonds can result
in a gain but usually results in a loss.

Deferred income taxes result from temporary differences between book and tax-
able income. The most significant temporary difference is caused by the different
depreciation methods used for each purpose. The amount of deferred income tax li-
ability is the amount of income tax expected to be paid in future years, based on tax
rates expected to apply in future years multiplied by the total amount of temporary
differences.

Other long-term liabilities may relate to pension obligations, other postretirement
benefit plan obligations, warranty obligations, or estimated liabilities under lawsuits
in process. Noncontrolling interest, formerly reported as a long-term liability, is now
reported within equity but separate from the parent company’s equity, as discussed
further in Chapters 8 and 9.

Refer to the Campbell Soup Company balance sheet and related notes in the ap-
pendix, and to other financial statements you may have, and observe how information
about liabilities is presented.

Key Terms and Concepts

account payable (p. 257) A liability representing an amount payable to another entity, usually
because of the purchase of merchandise or a service on credit.

annual percentage rate (APR) (p. 254) The effective (true) annual interest rate on a loan.

bond or bond payable (p. 261) A long-term liability with a stated interest rate and maturity date,
usually issued in denominations of $1,000.

bond discount (p. 263) The excess of the face amount of a bond over the market value of a bond
(the proceeds of the issue).

bond indenture (p. 269) The formal agreement between the borrower and investor(s) in bonds.
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bond premium (p. 263) The excess of the market value of a bond (the proceeds of a bond issue)
over the face amount of the bond(s) issued.

book value (p. 267) The balance of the ledger account (including related contra accounts, if any),
for an asset, liability, or stockholders’ equity account. Sometimes referred to as carrying value.

call premium (p. 268) An amount paid in excess of the face amount of a bond when the bond is
repaid prior to its established maturity date.

callable bonds (p. 268) Bonds that can be redeemed by the issuer, at its option, prior to the
maturity date.

collateral trust bond (p. 269) A bond secured by the pledge of securities or other intangible
property.

consolidated financial statements (p. 272) Financial statements resulting from the combination
of parent and subsidiary company financial statements.

contingent liability (p. 273) A potential claim on a company’s resources (i.e., loss) that depends
on future events; must be probable and reasonably estimable to be recorded as a liability on the
balance sheet.

contra liability (p. 256) An account that normally has a debit balance that is subtracted from a
related liability on the balance sheet.

convertible bonds (p. 269) Bonds that can be converted to common stock of the issuer at the
bondholder’s option.

coupon bond (p. 269) A bond for which the owner’s name and address are not known by the
issuer and/or trustee. Interest is received by clipping interest coupons that are attached to the
bond and submitting them to the issuer.

coupon rate (p. 264) The rate used to calculate the interest payments on a bond. Sometimes
called stated rate.

current maturity of long-term debt (p. 257) Principal payments on long-term debt that are
scheduled to be paid within one year of the balance sheet date.

debenture bonds or debentures (p. 269) Bonds secured by the general credit of the issuer but
not secured by specific assets.

deferred credit (p. 257) An account with a credit balance that will be recognized as a revenue (or
as an expense reduction) in a future period. See unearned revenue.

deferred tax liability (p. 270) A long-term liability that arises because of temporary differences
between when an item (principally depreciation expense) is recognized for book and tax
purposes.

discount loan (p. 254) A loan on which interest is paid at the beginning of the loan period.

face amount (p. 261) The principal amount of a bond.

FICA tax (p. 258) Federal Insurance Contribution Act tax used to finance federal programs for
old age and disability benefits (Social Security) and health insurance (Medicare).

financial leverage (p. 261) The use of debt (with a fixed interest rate) that causes a difference
between return on investment and return on equity.

gross pay (p. 258) The total earnings of an employee for a payroll period.

interest calculation—discount basis (p. 255) Interest calculation in which the interest (called
discount) is subtracted from the principal to determine the amount of money (the proceeds) made
available to the borrower. Only the principal is repaid at the maturity date because the interest is,
in effect, prepaid.

interest calculation—straight basis (p. 254) Interest calculation in which the principal is the
amount of money made available to the borrower. Principal and interest are normally repaid
by the borrower at the maturity date, although interest may be paid on an interim basis as
well.

interpolating (p. 255) A mathematical term to describe the process of interpreting and relating
two factors from a (present value) table to approximate a third factor not shown in the table.
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long-term debt (p. 261) A liability that will be paid more than one year from the balance sheet
date.

maturity date (p. 253) The date when a loan is scheduled to be repaid.
minority interest (p. 272) Another term for noncontrolling interest.
mortgage bond (p. 269) A bond secured by a lien on real estate.

net pay (p. 258) Gross pay less payroll deductions; the amount the employer is obligated to pay
to the employee.

noncontrolling interest (p. 272) The portion of equity in a less than 100 percent
owned subsidiary not attributable, directly or indirectly, to the parent company; frequently
called minority interest. Reported within equity, but separate from the parent company’s
equity, in the consolidated balance sheet; previously reported as a liability by most
companies.

note payable (p. 253) A liability that arises from issuing a note; a formal promise to pay a stated
amount at a stated date, usually with interest at a stated rate and sometimes secured by collateral.
Can be short-term or long-term.

prime rate (p. 253) The interest rate charged by banks on loans to large and most creditworthy
customers; a benchmark interest rate.

proceeds (p. 255) The amount of cash received in a transaction.

registered bond (p. 269) A bond for which the owner’s name and address are recorded by the
issuer and/or trustee.

revolving line of credit (p. 253) A loan on which regular payments are to be made but which can
be quickly increased up to a predetermined limit as additional funds must be borrowed.

serial bond (p. 269) A bond that is to be repaid in installments.

stated rate (p. 264) The rate used to calculate the amount of interest payments on a bond.
Sometimes called coupon rate.

term bond (p. 269) A bond that is to be repaid in one lump sum at the maturity date.

trustee of bonds (p. 269) The agent who coordinates activities between the bond issuer and the
investors in bonds.

unearned revenue (p. 257) A liability arising from receipt of cash before the related revenue has
been earned. See deferred credit.

working capital loan (p. 253) A short-term loan that is expected to be repaid from collections of
accounts receivable.
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1. It means that interest on the loan is subtracted from the principal of the loan and
the difference is actually made available for the borrower’s use.

2. It means that if liabilities are understated, it is most likely that expenses are also
understated and net income is overstated.

3. It means that borrowed funds have been invested to earn a greater rate of return
than the interest rate being paid on the borrowed funds.

4. It means that if the firm cannot earn a greater rate of return than the interest rate
being paid on borrowed funds, its chances of not being able to repay the debt and
of going bankrupt are greater than if it had less financial leverage.

5. It means that the interest rate used to calculate interest payments on the bond is
fixed and does not change as market interest rates change.

6. It means that the bond is secured by the general credit of the issuer, not specific
assets.

ANSWERS TO

What Does
It Mean?
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7. It means that as market interest rates rise, the present value of the fixed interest
return on the bond falls, so the market value of the bond falls.

8. It means that the bond has been issued for more than its face amount because the
stated interest rate is greater than the market interest rate on the issue date.

9. It means that the firm’s deductions for income tax purposes have been greater
than expenses subtracted in arriving at net income for book purposes; so when
tax deductions become less than book expenses, more income tax will be payable
than income taxes based on book net income.

Self-Study Material

Visit the text website at www.mhhe.com/marshall10e to take an online
self-study quiz for this chapter.

Matching | Following are a number of the key terms and concepts introduced in the

chapter,

along with a list of corresponding definitions. Match the appropriate letter

for the key term or concept to each definition provided (items 1-10). Note that not all
key terms and concepts will be used. Answers are provided at the end of this chapter.

PR om0 0 op
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Working capital loan Mortgage bond
Maturity date Collateral trust bond
Revolving line of credit Serial bond

Straight interest Callable

Discount interest Call premium

Annual percentage rate (APR) Convertible bond
Prime rate Face amount of bond

Bond discount Stated interest rate

n2 B o P B~ Fe

Current maturities of
long-term debt

Bond premium

The interest rate used to calculate the amount of interest payable on a bond.
Sometimes called the coupon rate.

A loan on which regular payments are to be made but which can be increased
up to a predetermined limit as additional funds need to be borrowed.

A short-term loan that is expected to be repaid from collections of accounts
receivable.

The interest rate charged by banks on loans to large and most creditworthy
customers; a benchmark interest rate.

The date when a loan is scheduled to be repaid.
A bond secured by the pledge of securities or other intangible property.

Principal payments on long-term debt that are scheduled to be paid within
one year of the balance sheet date.

The principal amount of a bond.

An amount paid in excess of the face amount of a bond when the bond is
repaid prior to its established maturity date.

. Refers to the bond issuer’s right to redeem bonds prior to the established

maturity date, or to a corporation’s right to redeem its preferred stock.
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Matching Il Following are a number of the key terms and concepts introduced in
the chapter, along with a list of corresponding definitions. Match the appropriate let-
ter for the key term or concept to each definition provided (items 1-10). Note that
not all key terms and concepts will be used. Answers are provided at the end of this

chapter.

5@ om0 a0 o

10.

Accounts payable i.  Registered bonds
Unearned revenue j- Contra liability
Debenture bond k. Proceeds

Long-term debt I.  Carrying value
Leverage m. Coupon bond

Bond payable n. Deferred tax liabilities
Bond indenture 0. Consolidated financial
Trustee of bonds statements

A bond for which the owner’s name and address are recorded by the issuer
and/or trustee.

A liability arising from receipt of cash before the related revenue has been
earned.

The agent who coordinates activities between the bond issuer and the in-
vestor in bonds.

A long-term liability with a stated interest rate and maturity date, usually in
denominations of $1,000.

The amount of cash received in a transaction.

A bond for which the owner’s name and address are not known by the is-
suer and/or trustee. Interest is received by clipping and submitting to the
issuer interest coupons that are attached to the bond.

The use of borrowed money on which the interest cost is different from the
rate of return on the investment of the borrowed funds.

A long-term liability that arises because of timing differences in the recog-
nition of items (principally depreciation expense) for book purposes and
tax purposes.

An account that normally has a debit balance and that is subtracted from a
related liability on the balance sheet.

A bond secured by the general credit of the issuer and not secured by spe-
cific assets.

Multiple Choice For each of the following questions, circle the best response. An-
swers are provided at the end of this chapter.

1. All of the following are examples of “accrued expense” types of liabilities
except the liability for

a. short-term notes taken out at a bank during the year.

SISV IS

payroll taxes owed by the employer for the year.

property taxes owed to local governments for the year.

. salaries and wages owed to employees at the end of the year.
estimated product warranty costs on products sold during the year.
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2. When choosing between issuing common stock and issuing bonds, managers of
corporations should take into account

a. the tax advantages to the company of deducting the interest cost of bonds.

b. the demands placed on their company by stockholders who expect to be paid
quarterly dividends.

c. the risks associated with having to make fixed interest payments on bonds at
predetermined times.

d. the impact that the choice will have on their company’s financial leverage.
e. all of the above.

3. The recognition of liabilities often results in

the recognition of expenses.

a more conservative representation of financial position.

a decrease in net income.

a decrease in ROI.

8 RS &8

all of the above.
4. The Discount on Short-Term Debt account
a. is a contra liability account.
b. reduces the total amount of liabilities reported on the balance sheet.

c. is often netted against the liability account to which it relates for financial
reporting purposes.

d. is amortized to interest expense over the life of the liability to which it
relates.

e. all of the above.
5. Which of the following is not typically classified as a current liability?
a. Accounts Payable.
b. Notes Payable.
c. Bonds Payable.
d. Unearned Subscription Revenue.
e. Interest Payable
6. All of the following give rise to a liability except
. money borrowed from a bank.
. interest costs resulting from the passage of time.
employees working before being paid.
. products sold with warranties.

& A8 SR

negotiations to make a purchase on credit.

7. The carrying value of a bond in the liability section of the balance sheet will
a. increase over time as the Premium on Bonds Payable account is amortized.
b. increase over time as a bond issued at a discount reaches maturity.

¢. increase over time as a bond issued at par reaches maturity.

d

. decrease over time as the Discount on Bonds Payable account is
amortized.

e. increase over time as Interest Expense on the bond is accrued each year.

8. Kasap, Inc., has been authorized to issue $30 million of 14%, 20-year bonds
payable. Interest will be paid on a semiannual basis on June 30 and December 31
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each year. At the date the bonds were to be issued, the market rate of interest for
this quality of bond was 14.7%. On the basis of these facts, it might be expected
that

a.

b.

c.
d.

e.

Kasap, Inc., will not be able to sell the bonds because it offers less interest
than is paid on similar bonds in the market.

because of legal considerations, the bonds will be issued at par and investors
will be paid the 14.7% market rate of interest.

the bonds will be issued at a discount.
the bonds will be issued at a premium.
based on the facts presented, the issue price is indeterminable.

9. Evan and Michelle ask what should be done in their records in relation to the
$1,900 they owe (but have not paid) Greenview County for property taxes on
their farm at the end of 2013. You would respond by describing the journal entry
they should record, which includes a $1,900

a.
b.
c.

d.

e.

decrease (credit) to Cash.

increase (debit) to Cash.

decrease (debit) to Property Taxes Payable.

increase (debit) to Property Taxes Expense.

increase (credit) to Property Taxes Revenue.

10. The accounting for deferred income taxes is a controversial topic because

a.

b.

it is sometimes unclear whether deferred income taxes will ever have to be
paid by companies that continue to grow (in total assets).

estimating future tax rates that should be used in current calculations is dif-
ficult because changes in the tax code are difficult to project.

price-level increases have caused the replacement cost of assets to be higher
than the original costs of assets being replaced.

. new temporary differences originating on assets being purchased during the

current year are often larger in dollar amount than old temporary differences
reversing on assets purchased in prior years.

all of the above.

Mini-Exercises

All applicable Mini-Exercises are available with McGraw-Hill’s Connect™
Accounting.

Unearned revenues—rent On December 1, 2013, an advance rent payment of
$12,900, representing a three-month prepayment for the months of December, Janu-
ary, and February, was received in cash from the company’s tenant.

Required:
Use the horizontal model (or write the journal entries) to record the effects of the
following items:

a. The three months of rent collected in advance on December 1, 2013.

b. The adjustment that will be made at the end of each month to show the amount
of rent “earned” during the month.
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Other accrued liabilities—payroll For the payroll period ended on June 25, 2013,
gross pay was $14,300, net pay was $10,200, FICA tax withholdings were $1,000,
income tax withholdings were $2,500, and medical insurance contributions were
$600.

Required:
Use the horizontal model (or write the journal entry) to show the effects of the pay-
roll accrual on June 25, 2013.

Other accrued liabilities—warranties The balance of the Estimated Warranty
Liability account was $12,500 on January 1, 2013, and $17,200 on December 31,
2013. Based on an analysis of warranty claims during the past several years, this
year’s warranty provision was established at 1.5% of sales, and sales during the year
were $1,300,000.

Required:
a. What amount of warranty expense will appear on the income statement for the
year ended December 31, 20137

b. What were the actual costs of servicing products under warranty during the year?

Bonds payable—various issues On July 1, 2013, $6 million face amount of
7%, 10-year bonds were issued. The bonds pay interest on an annual basis on June
30 each year. The market interest rates were slightly higher than 7% when the bonds
were sold.

Required:
a. How much interest will be paid annually on these bonds?
b. Were the bonds issued at a premium or discount? Explain.

¢. Will the annual interest expense on these bonds be more than, equal to, or less
than the amount of interest paid each year? Explain your answer.

Exercises

All applicable Exercises are available with McGraw-Hill’s Connect™
Accounting.

Notes payable —discount basis On April 15, 2013, Powell, Inc., obtained a six-
month working capital loan from its bank. The face amount of the note signed by
the treasurer was $300,000. The interest rate charged by the bank was 9%. The bank
made the loan on a discount basis.

Required:

a. Calculate the loan proceeds made available to Powell and use the horizontal
model (or write the journal entry) to show the effect of signing the note and the
receipt of the cash proceeds on April 15, 2013.

b. Calculate the amount of interest expense applicable to this loan during the fiscal
year ended June 30, 2013.

c.  What is the amount of the current liability related to this loan to be shown in the
June 30, 2013, balance sheet?
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Notes payable—discount basis On August 1, 2013, Colombo Co.’s treasurer
signed a note promising to pay $120,000 on December 31, 2013. The proceeds of the
note were $114,000.

Required:

a. Calculate the discount rate used by the lender.

b. Calculate the effective interest rate (APR) on the loan.

c. Use the horizontal model (or write the journal entry) to show the effects of
1. Signing the note and the receipt of the cash proceeds on August 1, 2013.
2. Recording interest expense for the month of September.
3. Repaying the note on December 31, 2013.

Other accrued liabilities— payroll taxes At March 31, 2013, the end of the first
year of operations at Jaryd, Inc., the firm’s accountant neglected to accrue payroll
taxes of $4,800 that were applicable to payrolls for the year then ended.

Required:
a. Use the horizontal model (or write the journal entry) to show the effect of the
accrual that should have been made as of March 31, 2013.

b. Determine the income statement and balance sheet effects of not accruing pay-
roll taxes at March 31, 2013.

c. Assume that when the payroll taxes were paid in April 2013, the payroll tax
expense account was charged. Assume that at March 31, 2014, the accountant
again neglected to accrue the payroll tax liability, which was $5,000 at that date.
Determine the income statement and balance sheet effects of not accruing pay-
roll taxes at March 31, 2014.

Other accrued liabilities—real estate taxes Karysa Co. operates in a city in
which real estate tax bills for one year are issued in May of the subsequent year.
Thus, tax bills for 2013 are issued in May 2014 and are payable in July 2014.

Required:

a. Explain how the amount of tax expense for calendar 2013 and the amount of
taxes payable (if any) at December 31, 2013, can be determined.

b. Use the horizontal model (or write the journal entry) to show the effect of accru-
ing 2013 taxes of $6,400 at December 31, 2013.

c. Assume that the actual tax bill, received in May 2014, was for $6,800. Use the
horizontal model (or write the journal entry) to show the effects of the appropri-
ate adjustment to the amount previously accrued.

d. Karysa Co.’s real estate taxes have been increasing at the rate of 10% annually.
Determine the income statement and balance sheet effects of not accruing 2013
taxes at December 31, 2013 (assuming that taxes in b are not accrued).

Other accrued liabilities—warranties Kohl Co. provides warranties for many of
its products. The January 1, 2013, balance of the Estimated Warranty Liability account
was $70,400. Based on an analysis of warranty claims during the past several years,
this year’s warranty provision was established at 0.4% of sales. During 2013, the actual
cost of servicing products under warranty was $31,200, and sales were $7,200,000.

Exercise 7.6
LO 2
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LO5
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LO5
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Exercise 7.13
Lo 8

Part 1 Financial Accounting

Required:
a. What amount of Warranty Expense will appear on Kohl Co.’s income statement
for the year ended December 31, 2013?

b. What amount will be reported in the Estimated Warranty Liability account on
the December 31, 2013, balance sheet?

Other accrued liabilities—warranties Prist Co. had not provided a warranty on
its products, but competitive pressures forced management to add this feature at the
beginning of 2013. Based on an analysis of customer complaints made over the past
two years, the cost of a warranty program was estimated at 0.3% of sales. During
2013, sales totaled $3,450,000. Actual costs of servicing products under warranty
totaled $9,700.

Required:

a. Use the horizontal model (or a T-account of the Estimated Warranty Liability) to
show the effect of having the warranty program during 2013.

b. What type of accrual adjustment should be made at the end of 2013?

c. Describe how the amount of the accrual adjustment could be determined.

Unearned revenues—customer deposits Coolfroth Brewing Company
distributes its products in an aluminum keg. Customers are charged a deposit of $50
per keg; deposits are recorded in the Keg Deposits account.

Required:

a. Where on the balance sheet will the Keg Deposits account be found? Explain
your answer.

b. Use the horizontal model (or write the journal entry) to show the effect of giving
a keg deposit refund to a customer.

c. A keg use analyst who works for Coolfroth estimates that 200 kegs for which
deposits were received during the year will never be returned. What accounting,
if any, would be appropriate for the deposits associated with these kegs?

d. Describe the accounting that would be appropriate for the cost of the kegs that
are purchased and used by Coolfroth Brewing Company, including how to
account for unreturned kegs.

Unearned revenues—ticket sales Kirkland Theater sells season tickets for six
events at a price of $378. For the 2013 season, 1,200 season tickets were sold.

Required:

a. Use the horizontal model (or write the journal entry) to show the effect of the
sale of the season tickets.

b. Use the horizontal model (or write the journal entry) to show the effect of
presenting an event.

¢.  Where on the balance sheet would the account balance representing funds
received for performances not yet presented be classified?

Bonds payable—record issuance and premium amortization Kaye Co.
issued $1 million face amount of 11%, 20-year bonds on April 1, 2013. The bonds
pay interest on an annual basis on March 31 each year.
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Required:

a. Assume that market interest rates were slightly lower than 11% when the bonds
were sold. Would the proceeds from the bond issue have been more than, less
than, or equal to the face amount? Explain.

b. Independent of your answer to part a, assume that the proceeds were $1,080,000.
Use the horizontal model (or write the journal entry) to show the effect of issu-
ing the bonds.

c. Calculate the interest expense that Kaye Co. will show with respect to
these bonds in its income statement for the fiscal year ended September 30,
2013, assuming that the premium of $80,000 is amortized on a straight-line
basis.

Bonds payable—record issuance and discount amortization Coley Co.
issued $15 million face amount of 9%, 10-year bonds on June 1, 2013. The bonds
pay interest on an annual basis on May 31 each year.

Required:

a. Assume that the market interest rates were slightly higher than 9% when the
bonds were sold. Would the proceeds from the bond issue have been more than,
less than, or equal to the face amount? Explain.

b. Independent of your answer to part a, assume that the proceeds were
$14,820,000. Use the horizontal model (or write the journal entry) to show the
effect of issuing the bonds.

c. Calculate the interest expense that Coley Co. will show with respect to these bonds
in its income statement for the fiscal year ended September 30, 2013, assuming that
the discount of $180,000 is amortized on a straight-line basis.

Bonds payable—calculate market value On August 1, 2005, Bonnie purchased
$15,000 of Huber Co.’s 10%, 20-year bonds at face value. Huber Co. has paid the
semiannual interest due on the bonds regularly. On August 1, 2013, market rates of
interest had fallen to 8%, and Bonnie is considering selling the bonds.

Required:

Using the present value tables in Chapter 6, calculate the market value of Bonnie’s
bonds on August 1, 2013.

Bonds payable—calculate market value On March 1, 2008, Matt purchased
$189,000 of Lawson Co.’s 8%, 20-year bonds at face value. Lawson Co. has paid the
annual interest due on the bonds regularly. On March 1, 2013, market interest rates
had risen to 12%, and Matt is considering selling the bonds.

Required:

Using the present value tables in Chapter 6, calculate the market value of Matt’s
bonds on March 1, 2013.

Bonds payable—various issues Reynolds Co. issued $40 million face amount
of 11% bonds when market interest rates were 10.92% for bonds of similar risk and
other characteristics.
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Required:
a. How much interest will be paid annually on these bonds?
b. Were the bonds issued at a premium or discount? Explain your answer.

c. Will the annual interest expense on these bonds be more than, equal to, or less
than the amount of interest paid each year? Explain your answer.

Bonds payable—various issues Atom Endeavour Co. issued $500 million face
amount of 9% bonds when market interest rates were 9.14% for bonds of similar risk
and other characteristics.

Required:
a. How much interest will be paid annually on these bonds?
b. Were the bonds issued at a premium or discount? Explain your answer.

c. Will the annual interest expense on these bonds be more than, equal to, or less
than the amount of interest paid each year? Explain your answer.

Deferred income tax liability The difference between the amounts of book and
tax depreciation expense, as well as the desire to report income tax expense that
is related to book income before taxes, causes a long-term deferred income tax
liability to be reported on the balance sheet. The amount of this liability reported
on the balance sheets of many firms has been increasing over the years, creating the
impression that the liability will never be paid. Why has the amount of the deferred
income tax liability risen steadily for many firms?

Financial leverage A firm issues long-term debt with an effective interest rate
of 10%, and the proceeds of this debt issue can be invested to earn an ROI of 12%.
What effect will this financial leverage have on the firm’s ROE relative to having the
same amount of funds invested by the owners/stockholders?

Transaction analysis—various accounts Enter the following column headings
across the top of a sheet of paper:

Transaction/ Current Current Long-Term Net
Adjustment Assets Liabilities Debt Income

Enter the transaction/adjustment letter in the first column and show the effect, if any,
of each of the transactions/adjustments on the appropriate balance sheet category or
on the income statement by entering the amount and indicating whether it is an ad-
dition (+) or a subtraction (—). You may also write the journal entries to record each
transaction/adjustment.

a. Wages of $867 for the last three days of the fiscal period have not been accrued.

b. Interest of $170 on a bank loan has not been accrued.

c. Interest on bonds payable has not been accrued for the current month. The
company has outstanding $240,000 of 8.5% bonds.

d. The discount related to the bonds in part ¢ has not been amortized for the
current month. The current month amortization is $50.
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e. Product warranties were honored during the month; parts inventory items valued
at $830 were sent to customers making claims, and cash refunds of $410 were
also made.

f. During the fiscal period, advance payments from customers totaling $1,500 were
received and recorded as sales revenues. The items will not be delivered to the
customers until the next fiscal period. Record the appropriate adjustment.

Transaction analysis—various accounts Enter the following column headings
across the top of a sheet of paper:

Transaction/ Current Current Long-Term Net
Adjustment Assets Liabilities Debt Income

Enter the transaction/adjustment letter in the first column, and show the effect, if any,
of each of the transactions/adjustments on the appropriate balance sheet category or
on the income statement by entering the amount and indicating whether it is an ad-
dition (+) or a subtraction (—). You may also write the journal entries to record each
transaction/adjustment.

a. Wages of $1,325 accrued at the end of the prior fiscal period were paid this
fiscal period.

b. Real estate taxes of $3,550 applicable to the current period have not been accrued.

c. Interest on bonds payable has not been accrued for the current month. The
company has outstanding $420,000 of 7.5% bonds.

d. The premium related to the bonds in part ¢ has not been amortized for the
current month. The current-month amortization is $110.

e. Based on past experience with its warranty program, the estimated warranty
expense for the current period should be 0.2% of sales of $612,000.

f. Analysis of the company’s income taxes indicates that taxes currently payable
are $93,000 and that the deferred tax liability should be increased by $34,000.

Transaction analysis—various accounts Enter the following column headings
across the top of a sheet of paper:

Transaction/ Current Noncurrent Current Noncurrent  Stockholders’ Net
Adjustment Assets Assets Liabilities Liabilities Equity Income

Enter the transaction/adjustment letter in the first column and show the effect, if any,
of each transaction/adjustment on the appropriate balance sheet category or on net
income by entering for each category affected the account name and amount, and in-
dicating whether it is an addition (+) or a subtraction (-). Items that affect net income
should not also be shown as affecting stockholders’ equity. You may also write the
journal entries to record each transaction/adjustment.

a. Income tax expense of $700 for the current period is accrued. Of the accrual,
$200 represents deferred tax liabilities.

b. Bonds payable with a face amount of $5,000 are issued at a price of 99.

¢. Of the proceeds from the bonds in part b, $3,000 is used to purchase land for
future expansion.
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d. Because of warranty claims, finished goods inventory costing $64 is sent to
customers to replace defective products.

e. A three-month, 12% note payable with a face amount of $20,000 was signed.
The bank made the loan on a discount basis.

f. The next installment of a long-term serial bond requiring an annual principal
repayment of $35,000 will become due within the current year.

Transaction analysis—various accounts Enter the following column headings
across the top of a sheet of paper:

Transaction/ Current Noncurrent Current Noncurrent  Stockholders’ Net
Adjustment Assets Assets Liabilities Liabilities Equity Income

Enter the transaction/adjustment letter in the first column and show the effect, if any,
of each transaction/adjustment on the appropriate balance sheet category or on net
income by entering for each category affected the account name and amount, and in-
dicating whether it is an addition (+) or a subtraction (-). Items that affect net income
should not also be shown as affecting stockholders’ equity. You may also write the
journal entries to record each transaction/adjustment.

a. Recorded the financing (capital) lease of a truck. The present value of the lease
payments is $65,000; the total of the lease payments to be made is $78,000.

b. Recorded the company’s payroll for the month. Gross pay was $7,200, net pay was
$5,100, and various withholding liability accounts were credited for the difference.

c. Issued $21,000 of bonds payable at a price of 103.

Adjusted the estimated liability under a warranty program by reducing previ-
ously accrued warranty expense by $4,200.

e. Retired bonds payable with a carrying value of $12,000 by calling them at a
redemption value of 101.

f.  Accrued estimated health care costs for retirees; $18,000 is expected to be paid
within a year, and $155,000 is expected to be paid in more than a year.

Problems

All applicable Problems are available with McGraw-Hill’s Connect™
Accounting.

Unearned revenues—rent (Note: See Exercise 5.20 for the related prepaid ex-
pense accounting.) On November 1, 2013, Gordon Co. collected $37,800 in cash
from its tenant as an advance rent payment on its store location. The six-month lease
period ends on April 30, 2014, at which time the contract may be renewed.

Required:

a. Use the horizontal model (or write the journal entries) to record the effects of
the following items for Gordon Co.:
1. The six months of rent collected in advance on November 1, 2013.

2. The adjustment that will be made at the end of each month to show the
amount of rent “earned” during the month.
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b. Calculate the amount of unearned rent that should be shown on the December 31,
2013, balance sheet with respect to this lease.

c.  Suppose the advance collection received on November 1, 2013, covered an
18-month lease period at the same amount of rent per month. How should Gordon
Co. report the unearned rent amount on its December 31, 2013, balance sheet?

Unearned revenues—subscription fees Evans Ltd. publishes a monthly
newsletter for retail marketing managers and requires its subscribers to pay $75 in
advance for a one-year subscription. During the month of September 2013, Evans
Ltd. sold 200 one-year subscriptions and received payments in advance from all new
subscribers. Only 120 of the new subscribers paid their fees in time to receive the
September newsletter; the other subscriptions began with the October newsletter.

Required:
a. Use the horizontal model (or write the journal entries) to record the effects of
the following items:

1. Subscription fees received in advance during September 2013.
2. Subscription revenue earned during September 2013.

b. Calculate the amount of subscription revenue earned by Evans Ltd. during the
year ended December 31, 2013, for these 200 subscriptions.

Optional continuation of Problem 7.26—lifetime subscription offer (Note:
This is an analytical assignment involving the use of present value tables and
accounting estimates. Only the first sentence in Problem 7.26 applies to this
continuation of the problem.) Evans Ltd. is now considering the possibility of
offering a lifetime membership option to its subscribers. Under this proposal,
subscribers could receive the monthly newsletter throughout their lives by paying a
flat fee of $900. The one-year subscription rate of $75 would continue to apply to
new and existing subscribers who choose to subscribe on an annual basis. Assume
that the average age of Evans Ltd.’s current subscribers is 38 and their average life
expectancy is 78 years. Evans Ltd.’s average interest rate on long-term debt is 12%.
c¢. Using the information given, determine whether it would be profitable for
Evans Ltd. to sell lifetime subscriptions. (Hint: Calculate the present value of
a lifetime membership for an average subscriber using the appropriate table in
Chapter 6.)
d. What additional factors should Evans Ltd. consider in determining whether to offer
a lifetime membership option? Explain your answer as specifically as possible.

Other accrued liabilities—payroll The following summary data for the payroll
period ended on November 14, 2012, are available for Brac Construction Ltd.:

GrOSS PAY .+« v o v ettt e e $ 2
FICAtax withholdings . .. ... .. i ?
Income tax withholdings . .. ........ ... ... . 13,760
Medical insurance contributions. . . ......... ... . L. 1,120
UNiON dUES . . .t 640
Totaldeductions .. ... 21,640

289

Problem 7.26
LO 3

Problem 7.27
LO 4



290

Problem 7.28
LO 4

Problem 7.29
LO 7

Part 1 Financial Accounting

Required:
a. Calculate the missing amounts and then determine the FICA tax withholding
percentage.

b. Use the horizontal model (or write the journal entry) to show the effects of the
payroll accrual.

Other accrued liabilities —payroll and payroll taxes The following summary data
for the payroll period ended December 27, 2012, are available for Cayman Coating Co.:

GIOSS PAY .+« e v o ettt e e $86,000
FICA tax withholdings . .. ... o ?
Income tax withholdings . ... ........ ... ... .. . 10,320
Group hospitalization iNSUraNCe. . . . ... .ovvi i 1,270
Employee contributions to pensionplan . ................. ?
Total deductions . . ... .. 19,825
Netpay . ..o ?

Additional information

*  For employees, FICA tax rates for 2012 were 5.65% on the first $110,100
of each employee’s annual earnings and 1.45% on any earnings in excess of
$110,100. However, no employees had accumulated earnings for the year in
excess of the $110,100 limit.

*  For employers, FICA tax rates for 2012 were 7.65% on the first $110,100 of each
employee’s annual earnings and 1.45% on any earnings in excess of $110,100.

e The federal and state unemployment compensation tax rates are 0.6% and 5.4%,
respectively. These rates are levied against the employer for the first $7,000 of
each employee’s annual earnings. Only $9,000 of the gross pay amount for the
December 27, 2012, pay period was owed to employees who were still under the
annual limit.

Required:

Assuming that Cayman Coating Co.’s payroll for the last week of the year is to be
paid on January 3, 2013, use the horizontal model (or write the journal entry) to
record the effects of the December 27, 2012, entries for

a. Accrued payroll.

b. Accrued payroll taxes.

Bonds payable—convertible O’Kelley Co. has outstanding $2 million face
amount of 12% bonds that were issued on January 1, 2005, for $2 million. The
20-year bonds were issued in $1,000 denominations and mature on December 31,
2024. Each $1,000 bond is convertible at the bondholder’s option into five shares of
$10 par value common stock.

Required:

a. Under what circumstances would O’Kelley Co.’s bondholders consider convert-
ing the bonds?

b. Assume that the market price of O’Kelley Co.’s common stock is now $215 and
that a bondholder elects to convert 400 $1,000 bonds. Use the horizontal model
(or write the journal entry) to show the effect of the conversion on O’Kelley
Co.’s financial statements.
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Bonds payable—callable Hurley Co. has outstanding $30 million face amount of
15% bonds that were issued on January 1, 2001, for $29,250,000. The 20-year bonds
mature on December 31, 2020, and are callable at 102 (that is, they can be paid off at
any time by paying the bondholders 102% of the face amount).

Required:
a. Under what circumstances would Hurley Co. managers consider calling the
bonds?

b. Assume that the bonds are called on December 31, 2013. Use the horizontal
model (or write the journal entry) to show the effect of the retirement of the
bonds. (Hint: Calculate the amount paid to bondholders; then determine how
much of the bond discount would have been amortized prior to calling the
bonds; and then calculate the gain or loss on retirement.)

Bonds payable—calculate issue price and amortize discount On January
1, 2013, Drennen, Inc., issued $3 million face amount of 10-year, 14% stated rate
bonds when market interest rates were 12%. The bonds pay semiannual interest each
June 30 and December 31 and mature on December 31, 2022.

Required:

a. Using the present value tables in Chapter 6, calculate the proceeds (issue price)
of Drennen, Inc.’s, bonds on January 1, 2013, assuming that the bonds were sold
to provide a market rate of return to the investor.

b. Assume instead that the proceeds were $2,950,000. Use the horizontal model
(or write the journal entry) to record the payment of semiannual interest and the
related discount amortization on June 30, 2013, assuming that the discount of
$50,000 is amortized on a straight-line basis.

c. If the discount in part b were amortized using the compound interest method,
would interest expense for the year ended December 31, 2013, be more than,
less than, or equal to the interest expense reported using the straight-line method
of discount amortization? Explain.

Bonds payable—calculate issue price and amortize premium On January 1,
2013, Learned, Inc., issued $90 million face amount of 20-year, 14% stated rate
bonds when market interest rates were 16%. The bonds pay interest semiannually
each June 30 and December 31 and mature on December 31, 2032.

Required:

a. Using the present value tables in Chapter 6, calculate the proceeds (issue price)
of Learned, Inc.’s, bonds on January 1, 2013, assuming that the bonds were sold
to provide a market rate of return to the investor.

b. Assume instead that the proceeds were $93,000,000. Use the horizontal model
(or write the journal entry) to record the payment of semiannual interest and the
related premium amortization on June 30, 2013, assuming that the premium of
$3,000,000 is amortized on a straight-line basis.

c. If the premium in part b were amortized using the compound interest method,
would interest expense for the year ended December 31, 2013, be more than,
less than, or equal to the interest expense reported using the straight-line method
of premium amortization? Explain.
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d. In reality, the difference between the stated interest rate and the market rate
would be substantially less than 2%. The dramatic difference in this problem
was designed so that you could use present value tables to answer part a. What
causes the stated rate to be different from the market rate, and why is the differ-
ence likely to be much less than depicted in this problem?

Cases

All applicable Cases are available with McGraw-Hill’s Connect™
Accounting.

Focus company—noncurrent liability disclosures In Exercise 1.1, you were
asked to obtain the most recent annual report of a company that you were interested
in reviewing throughout this term.

Required:

Please review the note disclosures provided in your focus company’s annual report
and identify at least three items being reported as noncurrent liabilities. Discuss what
you’ve learned about these items and how they are presented on the balance sheet.

Other accrued liabilities—interest (Note: This is an analytical assignment
involving the interpretation of financial statement disclosures.) A review of the
accounting records at Corless Co. revealed the following information concerning
the company’s liabilities that were outstanding at December 31, 2014, and 2013,
respectively:

Year-End Year-End
Interest Interest
Debt (Thousands) 2014 Rate 2013 Rate
Short-term debt:
Working capital loans . ... ....... $250 8% $190 7%
Current maturities of
long-termdebt .............. 80 6% 80 6%
Long-term debt:
Debenture bonds due in 2031 .... 400 9% 400 9%
Serial bonds due in equal
annual installments . .......... 240 6% 320 6%
Required:

a. Corless Co. has not yet made an adjustment to accrue the interest expense related
to its working capital loans for the year ended December 31, 2014. Assume
that the amount of interest to be accrued can be accurately estimated using an
average-for-the-year interest rate applied to the average liability balance. Use
the horizontal model (or write the journal entry) to record the effect of the 2014
interest accrual for working capital loans.

b. Note that the dollar amount and interest rate of the current maturities of
long-term debt have not changed from 2013 to 2014. Does this mean that
the $80,000 amount owed at the end of 2013 still has not been paid as of
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December 31, 2014? (Hint: Explain your answer with reference to other
information provided in the problem.)

Assume that the debenture bonds were originally issued at their face amount.
However, the market rate of interest for bonds of similar risk has decreased
significantly in recent years and is 7% at December 31, 2014. If the debenture
bonds were both callable by Corless Co. and convertible by its bondholders,
which event is more likely to occur? Explain your answer.

Assume the same facts as in part ¢. Would the market value of Corless Co.’s
debenture bonds be more than or less than the $400,000 reported amount? Is
this good news or bad news to the management of Corless Co.?

When the Serial Bonds account decreased during the year, what other account
was affected, and how was it affected? Use the horizontal model (or write the
journal entry) to record the effect of this transaction.

Analysis of long-term debt Assume that Home and Office City, Inc., provided the
following comparative data concerning long-term debt in the notes to its 2014 annual
report (amounts in millions):

December December

31, 2014 31,2013

3%% Convertible Subordinated Notes, due October 1, 2015;

converted into shares of common stock of the Company at a

conversion price of $15.3611 per share in October 2013 ... ...... $ — $1,103
612% Senior Notes, due September 15, 2018; interest payable

semiannually on March 15 and September 15 beginning

N 2014 500 —
Commercial Paper; weighted average interest rate of 4.8% at

January 1, 2018 . ..o — 246
Capital Lease Obligations; payable in varying installments

through January 31,2041 . .. ... 216 180
Installment Notes Payable; interest imputed at rates between

5.2% and 10.0%; payable in varying installments

through 2032 . . ..o 45 27
Unsecured Bank Loan; floating interest rate averaging 6.05%

in fiscal 2014 and 5.90% in fiscal 2013; payable in

AUGUSE 2016, . o o 15 15
Variable-Rate Industrial Revenue Bonds; secured by letters of

credit or land; interest rates averaging 2.9% during fiscal 2014

and 3.8% during fiscal 2013; payable in varying installments

through 2024 . . . . 38 9
Total long-term debt. . ... .. oo $779 $1,580
Less currentinstallments . ......... ... . ﬁ 14
Long-term debt, excluding current installments . ................. $750 $1,566

Required:

a.

As indicated, Home and Office City’s 3%% Convertible Subordinated Notes
were converted into shares of common stock in October 2013. How many shares
of stock were issued in conversion of these notes?

Case 7.35
LOS5,7,8

293



294

Part 1 Financial Accounting

b.

Regarding the 6%2% Senior Notes, Home and Office City, Inc., also disclosed that
“The Company, at its option, may redeem all or any portion of the Senior Notes
by notice to the holder. The Senior Notes are redeemable at a redemption price,
plus accrued interest, equal to the greater of (1) 100% of the principal amount

of the Senior Notes to be redeemed or (2) the sum of the present values of the
remaining scheduled payments of principal and interest on the Senior Notes to
maturity.”

Redeemable fixed-rate notes, such as those described here, are similar to
callable term bonds. Thinking of the 6%2% Senior Notes on this basis, would
it have been possible for Home and Office City, Inc., to redeem (‘“call”) these
notes for an amount

1. Below face value (at a discount)?
2. Above face value (at a premium)?
3. Equal to face value (at par)?

What circumstances would have been most likely to prompt Home and Office
City to redeem these notes?

Recall from the discussion of Cash and Cash Equivalents in Chapter 5 that
commercial paper is like an IOU issued by a very creditworthy corporation.
Home and Office City’s note disclosures concerning commercial paper reveal
that “The company has a backup credit facility with a consortium of banks for
up to $800 million. The credit facility contains various restrictive covenants,
none of which is expected to materially impact the company’s liquidity or
capital resources.”

What do you think is meant by this statement?

What other information would you have wanted to know about Home and Office
City’s “Capital Lease Obligations” when making an assessment of the com-
pany’s overall liquidity and leverage?

Regarding the “Installment Notes Payable,” what is meant by “interest imputed
at rates between 5.2% and 10%”?

Why do you suppose that Home and Office City’s “Unsecured Bank Loan” was
immaterial in relation to the company’s total long-term debt?

Note that the “current installments” due on Home and Office City’s long-term
debt were immaterial in amount for both years presented. Based on the data pre-
sented in this case, explain why this is likely to change over the next five years.

Answers to Self-Study Material

Matching I: 1. q, 2. ¢, 3.
Matching II: 1.1, 2. b, 3. h,
Multiple choice: 1. a, 2.

a,4.g2,5.b,6.k,7.1,8.p,9.n, 10. m
4.1,5.k,6.m,7.¢e,8.n,9.j,10.c
4. e

e, 3. e, ,5.¢,6.e,7.b,8.¢,9.d,10. ¢
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Equity

Stockholders’ equity is the claim of the entity’s owners/stockholders to the assets shown in the
balance sheet. Another term for stockholders’ equity is net assets, which is assets minus liabili-
ties. Neither the liabilities nor the elements of stockholders’ equity are specifically identifiable with
particular assets, although certain assets may be pledged as collateral for some liabilities.

The specific terminology used to identify stockholders’ equity depends on the form of the en-
tity’s legal organization. For an individual proprietorship, the term proprietor’s capital, or capital,
perhaps combined with the owner’s name, is frequently used. For example, in the balance sheet of a
single proprietorship owned by Taneisha Ford, stockholders’ equity would be labeled Taneisha Ford,
Capital. For a partnership, partners’ capital is the term used, and sometimes the capital account
balance of each partner is shown on the balance sheet. In both proprietorships and partnerships, no
distinction is made between invested (or paid-in) capital and retained earnings (or earned capital).

Because the corporate form of organization is used for firms that account for most of the
business activity in our economy, this text focuses on corporate stockholders’ equity. As ex-
plained in Chapter 2, there are two principal components of corporate stockholders’ equity: paid-
in capital and retained earnings. The financial statements of many small businesses that use the
corporate form of organization are likely to show in stockholders’ equity only capital stock (which

f ‘% is paid-in capital) and retained earnings. However, as shown by the “shareowners’ equity” section
of the Consolidated Balance Sheets of Campbell Soup Company on page 712 of the appendix,
the stockholders’ equity section can become quite complex. The stockholders’ equity section of
the balance sheets in other annual reports that you have may appear equally complex. Stock-
holders’ equity captions usually seen in a balance sheet are:

1. Paid-in capital:

a. Preferred stock (sometimes issued)
b. Common stock (always issued)
c. Additional paid-in capital
2. Retained earnings (Accumulated deficit if negative)

3. Accumulated other comprehensive income (loss)

4. Less: Treasury stock
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August 31

2014 2013

Stockholders’ equity:
Paid-in capital:

Preferred stock, 6%, $100 par value, cumulative,
callable at $102, 5,000 shares authorized,
issued, and outstanding $ 500,000 $ 500,000

Common stock, $2 par value, 1,000,000 shares
authorized, 244,800 shares issued at August 31,
2014, and 200,000 shares issued at

August 31, 2013 489,600 400,000
Additional paid-in capital 3,322,400 2,820,000
Total paid-in capital $4,312,000 $3,720,000
Retained earnings 2,828,000 2,600,000
Accumulated other comprehensive income (loss) 50,000 (100,000)
Less: Common stock in treasury, at cost; 1,000
shares at August 31, 2014 (12,000) —
Total stockholders’ equity $7,178,000 $6,220,000

5. Noncontrolling interest (which is actually the equity interest held by nonowners of the
reporting entity)
The objective of this chapter is to permit you to make sense of the stockholders’ equity presenta-
tion of any balance sheet. You will also learn about many characteristics of stockholders’ equity
that are relevant to personal investment decisions. A brief overview of personal investing is pro-
vided as an appendix to this chapter. For the purposes of our discussion, the stockholders’ equity

section of the balance sheets of Racers, Inc., in Exhibit 8-1 will be explained.

After studying this chapter you should understand and be able to

LO 8-1 Describe the characteristics of common stock and show how common stock is
presented in the balance sheet.

LO 8-2 Explain what preferred stock is, discuss what its advantages and disadvantages to
the corporation are, and show how it is presented in the balance sheet.

LO 8-3 Describe the accounting for a cash dividend and explain the dates involved in
dividend transactions.

LO 8-4 Describe what stock dividends and stock splits are and discuss why each is used.

LO 8-5 Recognize what the components of accumulated other comprehensive income (loss)
are and explain why these items appear in stockholders’ equity.

LO 8-6  Explain what treasury stock is, discuss why it is acquired, and show how treasury
stock transactions affect stockholders’ equity.
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Exhibit 8-1
Stockholders’ Equity
Section of Racers,

Inc., Balance Sheets at
August 31, 2014, and
2013
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LO 1

Describe the character-
istics of common stock
and show how com-
mon stock is presented
in the balance sheet.

Part 1 Financial Accounting

LO 8-7  Show how stockholders’ equity transactions for the year are reported in the financial
statements.

LO 8-8 Discuss how the presence of a noncontrolling interest affects the presentation of
consolidated financial statements.

Exhibit 8-2 highlights the balance sheet accounts covered in detail in this chapter and shows
the income statement and statement of cash flows components affected by these accounts.

Paid-In Capital

The captions shown in the paid-in capital category of stockholders’ equity (common
stock, preferred stock, and additional paid-in capital) represent amounts invested in
the corporation by stockholders and are sometimes referred to as contributed capital.
On the other hand, the retained earnings (or earned capital) category of stockholders’
equity represents the entity’s cumulative earnings (net income over the life of the
entity) less any dividends paid. Naturally, stockholders are interested in the relation-
ship between paid-in capital and retained earnings. The higher the Retained Earnings
account balance relative to paid-in capital amounts, the better—because retained
earnings reflect, in part, management’s ability to earn a return on invested (paid-in)
amounts. However, a large retained earnings balance also may lead stockholders to
pressure management and the board of directors to pay higher dividends. Remember
to keep the distinction between paid-in capital and retained earnings in mind when
interpreting the stockholders’ equity section of any balance sheet.

Common Stock

As already explained, common stock (called capital stock at times, especially when no
other classes of stock are authorized) represents residual ownership. Common stockhold-
ers are the ultimate owners of the corporation; they have claim to all assets that remain
in the entity after all liabilities and preferred stock claims (described in the next section)
have been satisfied. In the case of bankruptcy or forced liquidation, this residual claim
may not have any value because the liabilities and preferred stock claims may exceed
the amount realized from the assets in liquidation. In this severe case, the liability of the
common stockholders is limited to the amount they have invested in the stock; common
stockholders cannot be forced by creditors