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xviii Preface

P R E F A C E

Financial Accounting, 11e: Tackling the 
What, Why, and How of Accounting

Th e eleventh edition of Financial Accounting guides you through the what, why, and how of 
 fi nancial accounting in today’s business world. Th rough a solid presentation of concepts and pro-
cedures blended with a wealth of real company examples and solved exercises, you can ensure your 
success! 

Financial Accounting, 11e continues to build a stronger foundation with its new what, why, how 
framework. At the beginning of each learning objective, you are shown what each section will teach 
you, why it is important, and how to use the related accounting practices or methods.  

L O  3
   Counting Inventory and Calculating 

Cost of Goods Sold
WHAT  Calculate cost of goods sold using the results of an inventory count and understand the 

impact of errors in ending inventory on reported cost of goods sold.
WHY  A physical inventory count checks the accuracy of accounting records and allows a business 

to follow up on unexplained differences. 
HOW  Conduct a physical quantity count of inventory, assign each type of merchandise a unit cost, 

multiply the quantity by its unit cost, and (for perpetual systems) compare to the recorded 
inventory balance.

CHE-ALBRECHT-09-0516-007.indd   280 11/20/09   11:47:08 AM

Praised for their emphasis on decision-making and the real-world, the authors continue to pres-
ent features that encourage critical thinking, highlight ethical considerations, and consider global 
implications by showcasing real companies. Emphasizing the relevancy of accounting to the business 
world, this edition is designed to address your diverse learning styles and career needs.

By combining the pedagogical features that help you grasp the numbers with the many opportu-
nities for critical thinking and applying the knowledge you have learned, you will leave your course 
ready to compete in the business world!

WHAT
Students like you have told us they benefi t from a structured, clear presentation of material. Too 
much information at once or an ill-defi ned learning path can get you off  track. If information is 
instead provided in digestible chunks and the organization sets the expectation for what you should 
learn in each section, you’ll be able to absorb more information. 

Streamlined Presentation for superior readability Th is textbook has always engaged its readers with 
a lively and accessible writing style, and in this edition, the authors have carefully edited the text to 
further enhance the presentation of the material. Th is edition now provides you with a more concise 
explanation of accounting principles without sacrifi cing topical coverage or quantity of examples.

Visual Presentation In addition to tightening the writing style, the book has been redesigned to 
make your job of navigating through the content even easier. Th e clean, fresh design allows you to 
focus on the most important elements and color-coded exhibit references make fl ipping through the 
text to fi nd information a breeze.

Learning Objective Framework Now in an easy to read what, why, how format, learning objectives 
strategically guide you through mastering the chapter material while reinforcing the relevance and 

NEW

NEW

NEW



application of these fundamental concepts. With each learning objective, you understand exactly 
what you are expected to learn from each section.

A Review of Learning Objectives Th is review is located at 
the end of the chapter to give you a big-picture glance at the 
chapter’s topics. Th is gives you a valuable starting point for 
your study and review.

Caution Boxes Caution boxes highlight important points 
to consider when contemplating more complex concepts and 
emphasize the typical pitfalls associated with those types of 
decisions.

WHY
Understanding why a fi nancial accounting concept is important, why it’s necessary, and why it’s 
done the way it is allows you to be fully engaged with the topic.  Instead of memorizing equations, 
this textbook will challenge you to think conceptually and consider how accounting relates to the 
business world.

Relevancy in Today’s Business World Th is text off ers multiple features to relate core accounting 
concepts to real life. Its unique and realistic approach provides a solid framework for understanding 
how an organization performs its primary business activities and accounting’s role in those func-
tions. Every chapter begins with a Setting the Stage narrative that provides a real business example 
as a jumping off  point for the rest of the chapter concepts. 

Updated Real Company Examples Real company data and examples are interspersed throughout 
the chapters. Wal-Mart serves as the fl agship company for this edition, with the 10K fi nancial in-
formation and notes to the fi nancial statements available in Appendix A. Assignable Real Company 
Analysis questions appear in the end of chapter as well.

FYI FYI boxes point out interesting facts about the current business environment that relate to 
the topics being discussed. 

Ethics and Critical Thinking Skills Th e need for you to be able to analyze business situations and 
make informed, ethical decisions is essential in today’s world. Ethical considerations are  woven 
throughout the text and in the end-of-chapter materials.  Ethics 
and Judgment Call questions train you to respond to various 
business situations and provide your recommendation, en-
couraging independent decision making. In addition, Chapter 
5 is solely devoted to the importance of ethical behavior. 

Stop and Think Th ese reminders provide thought-provoking 
real business issues and ask you to analyze the situation and 
comment with your evaluation. 

International Feature As businesses increasingly operate in a global economy, new International 
boxes have been included in this edition to compare U.S. accounting standards with practices 
abroad and highlight shifts in ideology. 

NEW

C A U T I O N

“Prepaid Expenses” is a tricky name for an asset. Assets are 
 reported in the balance sheet. Don’t make the mistake of including 
Prepaid Expenses with the expenses on the income statement.

C

“Pre

CHE-ALBRECHT-09-0516-004.indd   132 11/18/09   8:22:06 PM

Who bears the risks associated with a defi ned contribution 
plan—the employer or the employee? Which party bears the 
risks associated with a defi ned benefi t plan?

S T O P  &  T H I N K
Who

CHE-ALBRECHT-09-0516-008.indd   337 11/20/09   1:35:23 AM
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xx Preface

I N T E R N AT I O N A L

The FASB-IASB Teamwork on Stock Option 
Accounting

The FASB has long stated that the fair value 
of executive stock options should be re-
ported as part of compensation expense. 

Many business executives vehemently have dis-
agreed, arguing that because the granting of the 
options does not involve any cash outfl ow from 
the company, the options cannot possibly be an 
expense. When the FASB proposed the expens-
ing of stock options in 1994, the U.S. business 
community went berserk. The FASB was even 
burned in effi gy during a protest in Silicon Valley. 
So the FASB backed down and said that the value 
of stock options did not have to be reported as 
an expense in the income statement.

A few years later, the International Account-
ing Standards Board (IASB) took up the exact 
same issue and came to the exact same con-
clusion reached initially by the FASB: executive 
stock options are a form of compensation and 
should be reported as an expense in the income 
statement. In 2004, the IASB adopted its fi nal 
rule requiring the expensing of stock options. Be-
cause the granting of employee stock options is 
much less common outside the United States, 
the IASB did not experience nearly as much busi-
ness community opposition to its stock option 
expensing proposal as did the FASB.

By using the IASB standard as a shield, the 
FASB was able to get its desired accounting 
treatment accepted in the United States as well.
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HOW
After you have learned the conceptual meaning behind a topic and have seen how it relates to the real 
world, you need to be able to complete calculations and apply what you have learned in a practical 
sense. Th e actual repetition and practice of accounting closes the gap, solidifying your knowledge of 
accounting principles.

Remember This Th ese summary boxes at the conclusion of each section provide an eff ective check-
point to ensure understanding. Summaries use bulleted lists to focus on key information and lead 
into a Do Th is exercise (where applicable). 

Do This Th is edition now directly connects concepts with application by including brief solved 
exercises at the end of relevant sections. You are asked to work out a problem and check your work 
against the solution. Th is provides you with an eff ective framework to apply to similar exercises or 
problems in homework assignments. 

D O  T H I S . . .D O  T H

Review the notes to Wal-Mart’s fi nancial statements in Appendix A and answer the following questions:

 1 Read Wal-Mart’s note on revenue recognition. When does the company recognize sales revenue?
 2 When does Wal-Mart recognize revenue on its Sam’s Club memberships?

 S O L U T I O N …

 1 Wal-Mart recognizes revenue when it sells the merchandise to the customer.
 2 Revenue on Sam’s Club memberships is recognized over the term of the membership, which is 12 months.

The notes to the fi nancial statements

 Contain additional information not included in the fi nancial statements themselves
 Explain the company’s accounting assumptions and practices
  Provide details of fi nancial statement summary numbers and additional disclosure 
about complex events
 Report supplementary information required by the SEC or the FASB

R E M E M B E R  T H I S

Th
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NEW



Th is text’s superior end-of-chapter materials are the best tools to help you understand the what of 
accounting. Practice and application are key to your success in accounting!

End-of-Chapter Content
Th e end-of-chapter material is consistent with the what, why, how framework—further tightening 
the connection between concepts and practice. 

WHAT  Each question lists which learning objective(s) it covers to help you navigate and to show the 
relevance of practicing that concept. 

WHY  An entire section of questions called Analytical Assignments incorporate the real world, eth-
ics, and international considerations. 

HOW  Exercises and problems help you practice your accounting skills in various ways.

Pedagogical EOC
Practice Exercises Practice Excercises off er quick concept checks ideal for in-class practice or 
quick reviews before exams.

L O  2

P E  3 - 8

Understanding Credits
Below is a list of accounts. For each account, indicate whether a credit increases or decreases the 
account balance.

Account Credit

0. Cash Decreases
1. Accounts Receivable
2. Capital Stock
3. Equipment
4. Inventory
5. Accounts Payable
6. Building
7. Notes Payable
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Exercises & Problems Exercises and Problems delve deeper into concepts, testing your retention 
of critical topics and procedures. Assignments utilizing Excel or Klooster & Allen General Ledger 
software are marked with an icon.

L O  4

P  6 - 4 4

Accounting for Accounts Receivable
Assume that Dominum Company had the following balances in its receivable accounts on Decem-
ber 31, 2011:

Accounts receivable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $640,000
Allowance for bad debts  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,600 (credit balance)
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Cumulative Spreadsheet Projects Cumulative Spreadsheet Projects allow you to build your 
spreadsheet profi ciency with assignments that progress in diffi  culty as they move through the text. 

Analytical Assignments

Discussion Questions Discussion Questions ask you how you would tackle a particular situa-
tion—giving you real-world practice. 

Judgment Call Questions Judgment Call Questions get you to go beyond memorization to criti-
cally analyze a situation and provide your recommended course of action.

Real Company Analysis Questions Real Company Analysis Questions ask you to review real 
companies’ fi nancial information to answer questions and make decisions.
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A A  5 - 2 3

R e a l  C o m p a n y 

A n a l y s i s

Wal-Mart
Locate the 2009 Form 10-K for Wal-Mart in Appendix A and consider the following questions:
 1.  With respect to the report of the external auditors to “the Board of Directors and Share-

holders of Wal-Mart Stores, Inc.”:
  a. Who is Wal-Mart’s external auditor?
  b.  How long after the end of Wal-Mart’s fi scal year did the external auditor complete 

the audit?
 2. With respect to the report of management concerning the fi nancial statements:
  a.  Who is responsible for the fi nancial statements?
  b.   After reading the paragraph on internal control, indicate whether you agree or dis-

agree with the following statement: “Th e purpose of an internal control system is to 
ensure that all transactions are always recorded and that all assets are always com-
pletely safeguarded.”

  c.   After looking at the description of the members of the audit committee (in the sec-
ond paragraph), do you think that any members of the Walton family are members 
of that committee?
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International Questions International Questions ask you to review the fi nancial information or 
philosophy of an international company.

Ethics Questions Ethics Questions direct you to read a situation, consider the ethical implications, 
and make decisions based on your analysis. 

A A  3 - 5 8

E t h i c s

Should You Go the Extra Mile?
You work in a small convenience store. Th e store is very low-tech; you ring up the sales on an old-
style cash register that merely records the amount of the sale. Th e store owner uses this cash register 
tape at the end of each day to verify that the correct amount of cash is in the cash register drawer. 
On a day-to-day basis, no other fi nancial information is collected about store operations.

Since you started studying accounting, you see many ways that store operations could be im-
proved through the gathering and use of fi nancial information. Even though you are not an expert, 
you are quite certain that you could help the store owner set up an improved information system. 
However, you also know that this will take extra eff ort on your part, with no real possibility of 
receiving an increase in pay.

Should you say anything to the store owner, or should you just keep quiet and save yourself 
the trouble?
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Delivering a Flexible Presentation to Fit 
Your Needs
Always a hallmark of this text, expanded coverage within each chapter, in addition to solid basic cov-
erage of essential accounting concepts, allows you to learn more complex concepts. 

New to this edition, the corresponding Expanded Materials questions in the end of chapter, 
which provide a variety of related assignments, have been placed together in one section for ease of 
use so that you can test your comprehension of the additional material.

bank reconciliation, 237
foreign currency transaction, 240
NSF (not suffi cient funds) check, 235

 61.  What are the major reasons that the balance of a bank statement is usually diff erent from 
the cash book balance (Cash per the general ledger)?

 62.  Why don’t the additions and deductions from the bank balance on a bank reconciliation 
require adjustment by the company?

 63.  Do all transactions by U.S. companies with foreign parties require special accounting 
procedures by the U.S. companies? Explain.

K e y  T e r m s  &  C o n c e p t s

D i s c u s s i o n  Q u e s t i o n s
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Even More Tools to Succeed!

C e n g a g e N O W
ISBN: 0538736895
Description:
Ensure that you have the understanding you need of the accounting procedures and concepts you 
need to know with CengageNOW. Th is integrated, online course management and learning system 
combines the best of current technology to allow you access to all of the text’s available resources in 
one place. Detailed feedback accompanies your homework assignments and helps you from getting 
stuck when you need it the most. A personalized study plan is available so that you can focus in 
on your personal areas of weakness. You can also track your progress with the detailed gradebook 
included. To purchase this resource and for more information please visit www.cengagebrain.com. 

K l o o s t e r  &  A l l e n :  G e n e r a l  L e d g e r  S o f t w a r e
ISBN: 0538750839
Description:
Prepared by Dale Klooster and Warren Allen, this best-selling, educational, general ledger package 
introduces you to the world of computerized accounting through a more intuitive, user-friendly 
system than the commercial software you’ll use in the future. In addition, you will have access to 
general ledger fi les with information based on problems from the textbook and practice sets. Th is 
context allows you to see the diff erence between manual and computerized accounting systems 
fi rsthand, while alleviating the stress of an empty screen. Also, the program is enhanced with a 
problem checker that enables you to determine if your entries are correct and emulates commercial 
general ledger packages more closely than other educational packages. Problems that can be used 
with Klooster/Allen are highlighted by an icon. 

W o r k i n g  P a p e r s
ISBN: 0538750197
Description:
Verifi ed to ensure accuracy and quality consistent with the text, the working papers for the prob-
lems are provided together in one convenient resource. 
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 More Online  Resources to Help You Earn the Grade You  Deserve! xxv

M O R E  O N L I N E 

 R E S O U R C E S  T O  H E L P 

Y O U  E A R N  T H E  G R A D E 

Y O U   D E S E R V E !

F l a s h c a r d s :
Interactive fl ashcards are provided for you to help you study key 
concepts and terms. Set them to start the term and provide the 
defi nition or have the defi nition provided and guess the term. 
Depending on the way you learn, use these fl ashcards to get the 
grade you want. 

K e y  T e r m s : 
Key terms and defi nitions are listed chapter by chapter in an easy 
list so that you can quickly locate the important terms for each 
chapter.  

I n t e r a c t i v e  Q u i z : 
Take the interactive quiz for each chapter to test your knowledge 
along the way. After reading the chapter, you can quiz yourself to 

see how well you know the concepts before taking a test or quiz 
in class. 

F i n a l  E x a m : 
Before taking your fi nal exam in this class, make sure you are 
prepared by fi rst taking the provided online exam that tests you 
on content from all of the chapters. 

S t u d e n t  S p r e a d s h e e t  T e m p l a t e s :
Th ese templates are provided for selected long or complicated 
end-of-chapter exercises and problems and assist you in setting 
up and working these problems. Problems that can be solved 
 using these templates are designated by an icon.
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    Accounting 
Information:
Users and Uses
After studying this chapter, you should be able to:

1

L O 1  Describe the purpose of accounting, and 
explain its role in business and society. Accounting is the 
recording of the day-to-day fi nancial activities of a company 
and the organization of that information into summary reports 
used by people inside and outside the company to make 
decisions.

L O 2  Identify the primary users of accounting 
information. Among the users of accounting information 
are lenders, investors, company management, suppliers, 
customers, employees, competitors, government agencies, 
politicians, and the press.

L O 3  Describe the environment of accounting, 
including the effects of generally accepted accounting 
principles, international business, ethical consider-
ations, and technology. The practice of accounting involves 
adherence to the established national and (increasingly) 
international accounting rules as well as the use of judgment. 
Because accounting data are typically captured and sum-
marized by computer systems, the practice of accounting 
requires familiarity with information technology.

L O 4  Analyze the reasons for studying account-
ing. Every job requires you to prepare, use, respond to, or 
be evaluated using accounting data. Those people who better 
understand accounting are better able to function in any 
organization.



 Accounting Information: Users and Uses Chapter 1 3

S E T T I N G  T H E  S TA G E

Suddenly, homeowners who had planned on using the increasing 
equity in their homes to help them make their mortgage payments found 
their equity vanishing. They could not make their mortgage payments. 
Banks found themselves with repossessed homes that were worth less 
than the mortgages on those homes and investment banks were hold-
ing mortgage-backed investment securities that were now insolvent. 
Four of the biggest investment banks in the world were soon out of the 
investment banking business—Lehman Brothers (founded in 1850), 
Goldman Sachs (founded in 1869), Bear Sterns (founded in 1923), 
and Morgan Stanley (founded in 1935) all collapsed or stopped doing 
investment banking within six months of each other in 2008.

American Insurance Group, Inc. (AIG) was also heavily in-
vested in these subprime mortgages because of the potential for 
such high returns. On March 2, 2009, AIG reported the largest quar-
terly loss in history—$61.7 billion, virtually all of it related to the 
subprime credit crisis. Rather than let AIG (at the time the 18th larg-
est company in the world) collapse, the U.S. government invested 
billions of dollars into the company, reasoning that AIG’s collapse 
would have long-term ramifi cations for the global economy. As of 
March 2009, the U.S. government (and the taxpayers) owned 80% 
of AIG. 

D
uring the last half of 2008, a series of events began that 
resulted in an economic crisis that has been felt around the 
world. The Dow Jones Industrial Average (a common mea-
sure of U.S. stock market performance) dropped 42% in 

value from July of 2008 to March of 2009. Over the same time period, 
the major index on the London Stock Exchange dropped 36% in value, 
and the major stock index in Japan dropped 47%. What brought about 
this sudden and major drop in the value of these major stock markets? 
A combination of factors really. 

In the United States, a run up in housing prices resulted in every-
one wanting to get into the real estate business. Banks, assuming that 
housing prices would continue to rise and that any increased equity in 
a home would reduce their potential exposure to credit losses, began 
providing loans to individuals who, in hindsight, were not creditworthy 
(these loans would come to be called subprime mortgages). Banks 
then combined those subprime mortgages into packages (or port-
folios) and began selling those portfolios to investors—who also as-
sumed that housing prices would continue to rise. Investment banks, 
attracted by these high-return mortgage-backed securities, invested 
heavily in these subprime loan portfolios. And then housing prices 
began to level off and even fall. 

In this textbook, you will begin your study of accounting. You will learn to speak and understand accounting, “the language of business.” Without 
an understanding of accounting, business investments, taxes, and money management will be like a foreign language to you. In brief, an under-
standing of accounting facilitates the interpretation of fi nancial information, which allows for better economic decisions.

The major objectives of this text are to provide you with a basic understanding of the language of accounting and with the ability to interpret 
and use fi nancial information prepared using accounting techniques and procedures. With the knowledge you obtain from this exposure to ac-
counting, you will be able to “read” the fi nancial statements of companies, understand the information that is being conveyed, and use accounting 
information to make good business decisions. Also, through discussion of the business environment in which accounting is used, you will increase 
your understanding of general business concepts such as corporations, leases, annuities, leverage, investments, and so forth.

You will become convinced that accounting is not “bean counting.” Time after time, you will see that accountants must exercise judgment 
about how to best summarize and report the results of business transactions. This judgment was at the heart of the diffi culties of Lehman Broth-
ers, Goldman Sachs, Bear Sterns, and Morgan Stanley. As a result, you will gain a respect for the complexity of accounting and develop a healthy 
skepticism about the precision of any fi nancial reports you see.

Finally, you will see the power of accounting. Financial statements are not just paper reports that get fi led away and forgotten. As an exam-
ple, the $61.7 billion loss reported by AIG resulted in stock markets suffering signifi cant declines around the world, with the Dow Jones Industrial 
Average reaching its lowest point in 12 years. You will see that fi nancial statement numbers and, indirectly, the accountants who prepare them 
determine who receives loans and who doesn’t, which companies attract investors and which don’t, which managers receive salary bonuses and 
which don’t, and which companies are praised in the fi nancial press and which aren’t.

So, let’s get started.



4 Part 1  Financial Reporting and the Accounting Cycle

L O  1   What’s the Purpose of Accounting?
WHAT Describe the purpose of accounting and explain its role in business and society.
WHY To understand how accounting impacts business and society.
HOW Use accounting information to make better business decisions.

Imagine a long-distance telephone company with no system in place to document who calls whom 
and how long they talk. Or a manager of a 300-unit apartment complex who has forgotten to write 
down which tenants have and have not paid this month’s rent. Or an accounting professor who, 
the day before fi nal grades are due, loses the only copy of the disk containing the spreadsheet of 
all the homework, quiz, and exam scores. Each of these scenarios illustrates a problem with book-
keeping, the least glamorous aspect of accounting. Bookkeeping is the preservation of a systematic, 
quantitative record of an activity. Bookkeeping systems can be very primitive—cutting notches in a 
stick to tally how many sheep you have or moving beads on a string to track the score in a billiards 
game. But the importance of routine bookkeeping cannot be overstated; without bookkeeping, 
business is impossible.

Rudimentary bookkeeping is ancient, probably predating both language and money. Th e mod-
ern system of double-entry bookkeeping still in use today (described in Chapter 3) was developed 
in the 1300s–1400s in Italy. Th e key development in accounting in the last 500 years has been the 
use of the bookkeeping data not just to keep track of things, but to evaluate the performance and 
health of a business.

Th is use of bookkeeping data as an evaluation tool may seem obvious to you, but it is a 
step that is often not taken. Let’s consider a bookkeeping system with which most of us are 
familiar—a checking account. Your checking account involves (or should involve) careful record-
ing of the dates and amounts of all checks written and all deposits made, the maintenance of a 
running account total, and reconciliations with the monthly bank statement. Now, assume that 
you have a perfect checking account bookkeeping system. Will the system answer the following 
questions?

• Are you spending more for groceries this year than you did last year?
• What proportion of your monthly expenditures is fi xed, meaning that you can’t change 

it except through a drastic change in lifestyle?
• You plan to study abroad next year; will you be able to save enough between now and 

then to pay for it?
In order to answer these kinds of questions, each check must be analyzed to determine the type 

of expenditure, your checks must then be coded by type of expenditure, the data must be boiled 
down into summary reports, and past data must be used to forecast future patterns. How many of 
us use our checking account data like this? Not many. We do the bookkeeping (usually), but we 
don’t structure the information to be used for evaluation.

In summary, an accounting system is used by a business to 
1. analyze transactions, 
2. handle routine bookkeeping tasks, and 
3. structure information so it can be used to evaluate the performance and health of the 

business.
Exhibit 1.1 illustrates the three functions of the accounting system.

bookkeeping The preservation of a 
systematic, quantitative record of an 
activity.

accounting system The procedures 
and processes used by a business to 
analyze transactions, handle routine 
bookkeeping tasks, and structure 
information so it can be used to 
 evaluate the performance and 
health of the business.
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Accounting is formally defi ned as a system for providing “quantitative information, pri-
marily fi nancial in nature, about economic entities that is intended to be useful in making 
economic decisions.”1 The key components of this defi nition are:

• Quantitative. Accounting relates to numbers. This is a strength because numbers 
can be easily tabulated and summarized. It is a weakness because some important 
business events, such as a toxic waste spill and the associated lawsuits and coun-
tersuits, cannot be easily described by one or two numbers.

• Financial. The health and performance of a business are affected by and refl ected 
in many dimensions—fi nancial, personal relationships, community and environmental 
impact, and public image. Accounting focuses on just the fi nancial dimension.

• Useful. The practice of accounting is supported by a long tradition of theory. U.S. 
accounting rules have a theoretical conceptual framework. Some people actually 
make a living as accounting theorists. However, in spite of its theoretical beauty, 
accounting exists only because it is useful.

• Decisions. Although accounting is the structured reporting of what has already occurred, 
this past information can only be useful if it impacts decisions about the future.

Making good decisions is critical for success in any business. When an important decision 
must be made, it is essential to use a rational decision-making process. Th e process is basically the 
same no matter how complex the issue. First, the issue or question must be clearly identifi ed. Next, 
the facts surrounding the situation must be gathered and analyzed. Th en, several alternative courses 
of action should be identifi ed and considered before a decision is reached. Exhibit 1.2 summarizes 
this decision-making process.

1 Statement of the Accounting Principles Board No. 4, “Basic Concepts and Accounting Principles Underlying Financial Statements of Business Enter-
prises,” New York: American Institute of Certifi ed Public Accountants, 1970, par. 40.

accounting A system for providing 
quantitative, fi nancial information 
about economic entities that is useful 
for making sound economic deci-
sions. Accounting provides the means 
of recording and communicating 
business activities and the results of 
those activities.

E X H I B I T  1 . 1  F u n c t i o n s  o f  a n  A c c o u n t i n g  S y s t e m

Analyze business events
to determine if information
should be captured by the
accounting system

Analysis Bookkeeping Evaluation

Day-to-day keeping
track of things

Use summary information
to evaluate the financial
health and performance
of the business

E X H I B I T  1 . 2  T h e  D e c i s i o n - M a k i n g  P r o c e s s

2
Step

4
Step

3
Step

1
Step

Gather
information.

Select the
option that
will most
likely result
in the desired
objective.

Identify
alternatives.

Identify
the issue.
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One must be careful to make a distinction between a good decision and a good outcome. 
Often, factors outside the decision maker’s control affect the outcome of a decision. The 
decision-making process does not guarantee a certain result; it only ensures that a good 
decision is made. The outcome always has an element of chance. Part of business is learn-
ing how to protect yourself against bad outcomes. The fi rst step in achieving a favorable 
outcome begins with making a good decision.

Accounting plays a vital role in the decision-making process. An accounting system provides 
information that can be used to make knowledgeable fi nancial decisions. Th e information  supplied 
by accounting is in the form of quantitative data, primarily fi nancial in nature, and relates to specifi c 
economic entities. An economic entity may be an individual, a business enterprise, or a nonprofi t 
organization. A business, such as a grocery store or a car dealership, is operated with the objective of 
making a profi t for its owners. Th e goal of a nonprofi t organization, such as a city government or a 
university, is to provide services in an eff ective and effi  cient manner. Every entity, regardless of its size 
or purpose, must have a way to keep track of its economic activities and measure how well it is ac-
complishing its goals. Accounting provides the means for tracking activities and measuring results.

The Relationship of Accounting to Business
Business is the general term applied to the activities involved in the production and distribution of 
goods and services. Accounting is used to record and report the fi nancial eff ects of business activities 
and, as mentioned earlier, is called the “language of business.”  Without accounting information, many 
important fi nancial decisions would be made blindly. Investors, for example, would have no way to dis-
tinguish between a profi table company and one that is on the verge of failure; bankers could not evalu-
ate the riskiness of potential loans; corporate managers would have no basis for controlling costs, setting 
prices, or investing the company’s resources; and governments would have no basis for taxing income.

All business enterprises have some activities in common. As shown in Exhibit 1.3, one com-
mon activity is the acquisition of monetary resources. Th ese resources, often referred to as “capital,” 
come from three sources: 

1. investors (owners), 
2. creditors (lenders), and 
3. the business itself in the form of earnings that have been retained. 

Once resources are obtained, they are used to buy land, buildings, and equipment; purchase mate-
rials and supplies; pay employees; and meet any other operating expenses involved in the produc-
tion and marketing of goods or services. When the product or service is sold, additional monetary 
resources (revenues) are generated. Th ese resources can be used to pay loans or taxes, and buy new 
materials, equipment, and other items needed to continue business operations. In addition, some 
of the resources may be distributed to owners as a return on their investment. Wal-Mart, for ex-
ample, uses the earnings from its operations to open new stores and purchase inventory for those 
new stores. Once the new stores are opened, they produce more funds that can then be used to 
open more stores. Wal-Mart also distributes many of its resources back to its owners. Owners also 
receive a return on their investment through increases in the value of the stock.

Accountants play two roles with regard to these activities. 

• Measuring and reporting. Accountants measure and communicate (report) the 
results of business activities—in other words, accountants keep score. To measure 
these results accurately, accountants follow a standard set of procedures referred to 
as the accounting cycle. The cycle includes several steps, which involve analyzing, 
recording, classifying, summarizing, and reporting the transactions of a business.

• Advising. Accountants advise managers on how to structure these activities so as 
to achieve the goals of the business, such as generating a profi t, minimizing costs, 
providing effi cient services, etc.

business An organization operated 
with the objective of making a profi t 
from the sale of goods or services.

nonprofi t organization An entity 
without a profi t objective, oriented 
toward providing services effi ciently 
and effectively.

accounting cycle The procedure for 
analyzing, recording, classifying, sum-
marizing, and reporting the transac-
tions of a business.
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E X H I B I T  1 . 3  A c t i v i t i e s  C o m m o n  t o  B u s i n e s s  O r g a n i z a t i o n s

contribute

used to

Buy land, buildings, and
equipment

Pay other
operating expenses

Business earnings

Loans from creditorsInvestments by owners

Pay a return to owners
on their investments Pay loans Pay taxes

Monetary resources
(capital)

Produce and market
goods and services

used to

Monetary resources (revenues) from sale of
goods and services 

results in

Purchase materials and
supplies Pay employees

Continue business activity (buy
materials, pay wages, etc.)

  Accounting is designed to accumulate, measure, and communicate fi nancial informa-
tion about businesses and other organizations.
  Accounting provides information for making informed decisions about how to best 
use available resources.
 Accounting is often called the “language of business.”

R E M E M B E R  T H I S

A

L O  2   Who Uses Accounting Information?
WHAT Identify the primary users of accounting information.
WHY To understand the variety of ways in which accounting information is used.
HOW  Consider internal and external stakeholders who would benefi t from having accounting 

information.

Th e accounting system generates output in the form of fi nancial reports. As shown in Exhibit 1.4, 
there are two major categories of reports: internal and external. Internal reports are used by those 
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who direct the day-to-day operations of a business enterprise. Th ese individuals are collectively 
referred to as “management,” and the related area of accounting is called management accounting. 
Management accounting focuses on the information needed for planning, implementing plans, 
and controlling costs. Managers and executives who work inside a company have access to spe-
cialized management accounting information that is not available to outsiders. For example, the 
management of McDonald’s Corporation has detailed management accounting data on exactly 
how much it costs to produce each food and drink item on the menu. Further, if Burger King or 
Wendy’s starts a local burger price war in, say, Missouri, McDonald’s managers can request daily 
sales summaries for each store in the area to measure the impact.

Other examples of decisions made using management accounting information are whether 
to produce a product internally or purchase it from an outside supplier, what prices to charge, 
and which costs seem excessive. Consider companies that produce computers. Most comput-
ers are shipped with an operating system already installed. More than 90% of computers have 
Microsoft’s Windows pre-installed. Th e computer makers must decide whether to develop their 
own operating system or pay Microsoft a licensing fee to use Windows. Most computer manufac-
turers have determined it is cost-eff ective to license from Microsoft. Companies like Sears often 
use products produced by outside suppliers rather than manufacture the products themselves. 
Th e products are then labeled with brand names like “Kenmore” and sold to customers. Th ese 
are just two examples of decisions that must be made by management given available fi nancial 
information.

External fi nancial reports, included in the fi rm’s annual report, are used by individuals and 
organizations that have an economic interest in the business but are not part of its  management. 

management accounting The area 
of accounting concerned with provid-
ing internal fi nancial reports to assist 
management in making decisions.

annual report A document that sum-
marizes the results of operations and 
fi nancial status of a company for the 
past year and outlines future plans.

E X H I B I T  1 . 4  O u t p u t  o f  t h e  A c c o u n t i n g  C y c l e

Other external reports:

Special reports required by regulatory
agencies, such as the SEC.
Example: registration statements

Income tax forms required by the
IRS and state and local governments.
Example: corporate tax returns

General-purpose financial
statements for use by creditors,
investors, and other external users.

Examples: ● balance sheet
 ● income statement
 ● statement of cash flows

Financial reports for internal use
by company management.

Examples: ● budgets
 ● cost analyses
 ● divisional performance
    reports

Internal Reporting
(Management Accounting)

External Reporting
(Financial Accounting)

The 
Accounting

Cycle
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 Information is provided to these “external users” in the form of general-purpose fi nancial 
 statements and special reports required by government agencies. Th e general-purpose information 
provided by fi nancial accounting is summarized in three primary fi nancial statements: balance 
sheet, income statement, and statement of cash fl ows (discussed in Chapter 2).

fi nancial statements Reports such 
as the balance sheet, income state-
ment, and statement of cash fl ows, 
which summarize the fi nancial status 
and results of operations of a busi-
ness entity.

fi nancial accounting The area of 
accounting concerned with reporting 
fi nancial information to interested 
external parties.

• The balance sheet. Reports the resources of a company (the assets), the compa-
ny’s obligations (the liabilities), and the owners’ equity, which represents the differ-
ence between what is owned (assets) and what is owed (liabilities).

• The income statement. Reports the amount of net income earned by a company 
during a period.

• The statement of cash fl ows. Reports the amount of cash collected and paid out by 
a company in the following three types of activities: operating, investing, and fi nancing.

Examples of external users of the information contained in these three fi nancial statements, 
along with other available information, are described in the following paragraphs.

Lenders
Lenders (creditors) are interested in one thing—being repaid, with interest. If you were to approach 
a bank for a large loan, the bank would ask you for the following types of information in order to 
evaluate whether you would be able to repay the loan:

• A listing of your assets and liabilities
• Payroll stubs, tax returns, and other evidence of your income
• Details about any monthly payments (car, rent, credit cards, etc.) you are obligated to make
• Copies of recent bank statements to document the fl ow of cash into and out of your account
In essence, the bank would be asking you for a balance sheet, an income statement, and a 

statement of cash fl ows. Similarly, banks use companies’ fi nancial statements in making decisions 
about commercial loans. Th e fi nancial statements are useful because they help the lender predict 
the future ability of the borrower to repay the loan.

In the case of Wal-Mart, a review of its balance sheet indicates that the company has several 
formal lenders. In addition, Wal-Mart reports a balance in its “accounts payable” account. Th is 
amount represents amounts owed to vendors from whom Wal-Mart has purchased on credit. Con-
sidering Wal-Mart’s reputation, this “lending” is very low risk.

Investors
Investors want information to help them estimate how much cash they can expect to receive in the 
future if they invest in a business now. Financial statements, coupled with knowledge of business 
plans, market forecasts, and the character of management, can aid investors in assessing future cash 
fl ows. Many companies have broad ownership with a few individuals owning a large portion of the 
company’s stock. At Wal-Mart, the Walton family (the founders of Wal-Mart) owns 1,711,263,357 
shares (43.3% of total shares outstanding).

Obviously, millions of Americans invest in McDonald’s, Wal-Mart, General Electric, and 
other public companies without ever seeing the fi nancial statements of these companies. Investors 
can feel justifi ably safe in doing this because large companies are followed by armies of fi nancial 
analysts who would quickly blow the whistle if they found information suggesting that investors in 
these companies were at serious risk. But what about investing in a smaller company, one that the 
fi nancial press doesn’t follow, or in a local family business that is seeking outside investors for the 
fi rst time? In such cases, investing without looking at the fi nancial statements is like jumping off  
the high dive without looking fi rst to see if there is any water in the pool.
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Management
In addition to using management accounting information available only to those within the fi rm, 
managers of a company can use the general fi nancial accounting information that is also made available 
to outsiders. Company goals are often stated in terms of fi nancial accounting numbers, such as a target 
of sales growth in excess of 5%. Also, reported “net income” is frequently used in calculating manage-
ment bonuses. Finally, managers of a company can analyze the general-purpose fi nancial statements 
(using techniques introduced in Chapter 6 and discussed in detail in Chapter 14) in order to pinpoint 
areas of weakness about which more detailed management accounting information can be sought.

Other Users of Financial Information
Th ere are many other external users of fi nancial information, including suppliers, customers, em-
ployees, competitors, government agencies, and the press. Th ese are described below.

Suppliers and Customers In some settings, suppliers and customers are interested in the staying 
power of a company. On the supplier side, if Boeing receives an order from an airline for 30 new 
747s over the next 10 years, Boeing wants to know whether the airline will be around in the future 
to take delivery of and pay for the planes. On the customer side, a homeowner who has founda-
tion repair work done wants to know whether the company making the repairs will be around long 
enough to honor its 50-year guarantee. Financial statements provide information that suppliers and 
customers can use to assess the long-run prospects of a company.

Employees Employees are interested in fi nancial accounting information for a variety of rea-
sons. As mentioned earlier, fi nancial statement data are used in determining employee bonuses. 
In addition, fi nancial accounting information can help an employee evaluate the likelihood that 
the employer will be able to fulfi ll its long-run promises, such as pensions and retiree health-care 
benefi ts. Financial statements are also important in contract negotiations between labor unions and 
management.

Competitors If you were a manager at PepsiCo, would you be interested in knowing the relative 
profi tability of Coca-Cola’s operations in the United States, Brazil, Japan, and France? Of course 
you would, because that information could help you identify strategic opportunities for marketing 
eff orts where potential profi ts are high or where your competitor is weak. Similarly, Wal-Mart can 
use information in fi nancial statements to track its competitors and identify new opportunities to 
grow and use its market share in retail to increase its revenues in other ventures.

Government Agencies Federal and state government 
agencies use fi nancial accounting information fre-
quently. For example, to make sure that investors have 
suffi  cient information to make informed investment 
decisions, the Securities and Exchange Commission 
monitors the fi nancial accounting disclosures of com-
panies (both U.S. and foreign) whose stocks trade on 
U.S. stock exchanges. Th e International Trade Com-
mission uses fi nancial accounting information to de-
termine whether the importation of Ecuadorian roses 
or Chinese textiles is harming U.S. companies through 
unfair trade practices. Th e Justice Department uses 
fi nancial statement data to evaluate whether com-
panies (such as ExxonMobil) are earning excessive 
monopolistic profi ts. In ExxonMobil’s case, from 2007 
to 2008, it reported profi ts of $85.8 billion. During 
that same period, Microsoft, one of America’s most ad-
mired companies, generated profi ts of $31.7 billion.

Competitors, like PepsiCo, might use fi nancial accounting information 
from Coca-Cola to identify new international markets.
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The Press Financial statements are a great place for a reporter to fi nd background information to 
fl esh out a story about a company. For example, a story about Wal-Mart can be enhanced by using 
the sales data shown in its annual report. In addition, a surprising accounting announcement, such 
as a large drop in reported profi ts, is a trigger for an investigative reporter to write about what is 
going on in a company.

In summary, who uses fi nancial accounting information? Everyone does, or at least every-
one should. External fi nancial reports come within the area of accounting referred to as fi nancial 
 accounting. Most of the data needed to prepare both internal and external reports are provided by 
the same accounting system. A major diff erence between management and fi nancial accounting 
is the types of fi nancial reports prepared. Internal reports are tailored to meet the needs of man-
agement and may vary considerably among businesses. General-purpose fi nancial statements and 
other external reports, however, follow certain standards or guidelines and are thus more uniform 
among companies. Th e fi rst 14 chapters of Accounting: Concepts and Applications focus on  fi nancial 
accounting, specifi cally on the primary fi nancial statements. Chapters 15 through 24 focus on 
management accounting.

  Management accounting focuses on providing reports for INTERNAL use by man-
agement to assist in making operating decisions and in planning and controlling a 
company’s activities.
 Financial accounting provides information to meet the needs of EXTERNAL users.
  The three general-purpose fi nancial statements are the balance sheet, the income 
statement, and the statement of cash fl ows.
  The fi nancial statements are used by interested external parties such as investors, 
creditors, suppliers, customers, competitors, the government, and the press.

R E M E M B E R  T H I S

M

L 0  3
   Within What Kind of Environment 

Does Accounting Operate?
WHAT  Describe the environment of accounting, including the effects of generally accepted account-

ing principles, international business, ethical considerations, and technology.
WHY  To understand the national and international accounting rules and the importance of judgment 

in decision making.
HOW  Adhere to established standards and use judgment when considering ethical dilemmas and 

interpreting information gathered using technology.

Accounting functions in a dynamic environment. Changes in technology as well as economic 
and political factors can signifi cantly infl uence accounting practice. For example, the downfall of 
Enron and WorldCom and the resulting demise of Arthur Andersen have signifi cantly changed 
the way accounting is done. As a result of these scandals, the U.S. government has taken a more 
active role in the development of accounting rules and oversight of the accounting industry. Four 
particularly important factors that infl uence the environment in which accounting operates are the 
development of “generally accepted accounting principles” (GAAP), international business, ethical 
considerations, and technology.
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The Signifi cance and Development 
of Accounting Standards
Consider this situation. A company decides to pay its managers partly in cash and partly in the form 
of options to buy the company’s stock. Th e options would be very valuable if the company’s stock 
price were to increase but would be worthless if the company’s stock price were to decline. Because the 
company gives these potentially valuable options to employees, cash salaries don’t need to be as high.

Should the value of the options be reported as salary expense or not? (You’ll learn the answer to 
this surprisingly explosive question in Chapter 11.) One alternative is to let each company decide 
for itself. Users then must be careful about comparing the fi nancial statements of two companies 
that have accounted for the same thing diff erently. Another alternative is to have one standard ac-
counting treatment. Who sets the standard?

Th ere are many situations in business, such as the option compensation case just described, in 
which reasonable people can disagree about how certain items should be handled for accounting 
purposes. And, since fi nancial accounting information is designed to be used by people outside a 
company, it is important that outsiders understand the rules and assumptions used by the company 
in constructing its fi nancial statements. Th is would be extremely diffi  cult and costly for outsiders to 
fi nd out if every company formulated its own set of accounting rules. Accordingly, in most coun-
tries in the world, a committee or board establishes the accounting rules for that country.

The Financial Accounting Standards Board
In the United States, accounting standards for publicly listed companies are set by the Financial 
Accounting Standards Board (FASB). Th e FASB is based in Norwalk, Connecticut, and its fi ve 
full-time members are selected from a variety of backgrounds—professional accounting, business, 
government, and academia. Note that the FASB is not a government agency; the FASB is a pri-
vate body established and supported by fees received from companies that are audited by public 
 accounting fi rms. Th erefore, it has no legal power to enforce the accounting standards it sets.

Th e FASB gets its authority to establish rules from the Securities and Exchange Commission 
(discussed later). Th e FASB maintains its infl uence as the accounting standard setter for the United 
States (and signifi cantly infl uences accounting standards around the world) by carefully protecting 
its prestige and reputation for setting good standards. In doing so, the FASB must walk a fi ne line 
between constant improvement of accounting practices to provide more full and fair information 
for external users and practical constraints on fi nancial disclosure to appease businesses that are re-
luctant to disclose too much information to outsiders. To balance these opposing forces, the FASB 
seeks consensus by requesting written comments and sponsoring public hearings on all its proposed 
standards. Th e end result of this public process is a set of accounting rules described as generally 
accepted accounting principles (GAAP).

As you study this text, you will be intrigued by the interesting conceptual issues the FASB 
must wrestle with in setting accounting standards. Th e FASB has deliberated over the correct way 

to compute motion picture profi ts, the appropriate treatment of 
the cost of dismantling a nuclear power plant, and the best ap-
proach for refl ecting the impact of changes in foreign currency 
exchange rates.  And since U.S. companies are always suspicious 
that any change in the accounting rules will make them look 
worse on paper, almost all FASB decisions are made in the midst 
of controversy.

Other Organizations
In addition to the FASB, several other organizations, like the ones discussed on the following page, 
aff ect accounting standards and are important in other ways to the practice of accounting. 

Financial Accounting Standards 
Board (FASB) The private organiza-
tion responsible for establishing the 
standards for fi nancial accounting and 
reporting in the United States.

generally accepted accounting 
principles (GAAP) Authoritative 
guidelines that defi ne accounting 
practice at a particular time.

Why is it important for the FASB to remain completely indepen-
dent?

S T O P  &  T H I N K
Why
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Securities and Exchange Commission In response to the stock market crash of 1929, Congress 
created the Securities and Exchange Commission (SEC) to regulate U.S. stock exchanges. Part 
of the SEC’s job is to make sure that investors are provided with full and fair information about 
publicly traded companies. Th e SEC is not charged with protecting investors from losing money; 
instead, the SEC seeks to create a fair information environment in which investors can buy and sell 
stocks without fear that companies are hiding or manipulating fi nancial data.

As part of its regulatory role, Congress gave the SEC specifi c legal authority to establish ac-
counting standards for companies soliciting investment funds from the American public. Gener-
ally, the SEC refrains from exercising this authority and allows the FASB to set U.S. accounting 
standards. However, because of the accounting scandals of the early 2000s, the SEC was given 
more responsibility and authority to monitor fi nancial reporting. Congress provided this additional 
authority with the Sarbanes-Oxley Act (SOX). Th is act created, among other things, the Public 
Company Accounting Oversight Board (PCAOB). Th e act also required the SEC to implement 
many changes in the way corporations are governed.

While the FASB is charged with creating the rules that dictate fi nancial reporting practices, 
the SEC is always looming in the background, legally authorized to take over the setting of U.S. 
accounting standards should the FASB lose its credibility with the public.

American Institute of Certifi ed Public Accountants Th e label “CPA” has two diff erent uses: 
there are individuals who are CPAs and there are CPA fi rms. A certifi ed public accountant (CPA)
is someone who has taken a minimum number of college-level accounting classes, has passed the 
CPA exam administered by the American Institute of Certifi ed Public Accountants (AICPA), and 
has met other requirements set by his or her state. In essence, the CPA label guarantees that the 
person has received substantial accounting training.

Th e second use of the label “CPA” is in association with a CPA fi rm. A CPA fi rm is a company that 
performs accounting services, just as a law fi rm performs legal services. Obviously, a CPA fi rm employs a 
large number of accountants, not all of whom have received the training necessary to be certifi ed public 
accountants. CPA fi rms help companies establish accounting systems, formulate business plans, redesign 
their operating procedures, and just about anything else you can 
think of. A good way to think of a CPA fi rm is as a freelance busi-
ness-advising fi rm with a particular strength in accounting issues.

CPA fi rms are also hired to perform independent audits of 
the fi nancial statements of a company. Th e important role of 
the independent audit in ensuring the reliability of the fi nan-
cial statements is discussed in Chapter 5.

Internal Revenue Service Financial accounting reports are de-
signed to provide information about the economic performance 
and health of a company. Income tax rules are designed to tax income when the tax can be paid and to 
provide concrete rules to minimize arguing between taxpayers and the Internal Revenue Service (IRS). 
Financial accounting and tax accounting involve diff erent sets of rules because they are designed for 
diff erent purposes. Th erefore, companies must maintain two sets of books—one set from which the 
fi nancial statements can be prepared and the other set to comply with income tax regulations. Th ere is 
nothing shady or underhanded about this. Individuals studying accounting often confuse fi nancial ac-
counting standards and income tax regulations. Keep in mind that what is done for accounting purposes 
is not necessarily accounted for in the same way for tax purposes.

International Business
As consumers, we are familiar with the wide array of products from other countries, such as elec-
tronics from Japan and clothing made in China. On the other hand, many U.S. companies have 
operating divisions in foreign countries. Other American companies are located totally within the 
United States but have extensive transactions with foreign companies. Th e economic environment 
of today’s business is truly based on a global economy. As an example, in 2008 over 57% of IBM’s 
sales were to individuals and companies located outside the United States.

Securities and Exchange Com-
mission (SEC) The government body 
responsible for regulating the fi nancial 
reporting practices of most publicly 
owned corporations in connection with 
the buying and selling of stocks and 
bonds.

certifi ed public accountant (CPA) 
A special designation given to an 
accountant who has passed a national 
uniform examination and has met 
other certifying requirements.

American Institute of Certifi ed 
Public Accountants (AICPA) The 
national organization of CPAs in the 
United States.

Internal Revenue Service (IRS) A 
government agency that prescribes 
the rules and regulations that govern 
the collection of tax revenues in the 
United States.

F Y I
Besides CPAs, other accounting-related certifi cations also 
exist. Examples include the Certifi ed Management Accountant 
(CMA), Certifi ed Internal Auditor (CIA), and the Certifi ed Fraud 
Examiner (CFE).
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Accounting practices among countries vary widely. Th e international nature of business re-
quires companies to be able to make their fi nancial statements understandable to users all over 
the world. Th e signifi cant diff erences in accounting standards that exist throughout the world 
complicate both the preparation of fi nancial statements and the understanding of these fi nancial 
statements by users.

In an attempt to harmonize confl icting national standards, the International Accounting Stan-
dards Board (IASB) was formed in 1973 to develop worldwide accounting standards.  Th e 14 
Board members of the IASB come from many countries and represent a variety of professional 
backgrounds. As of April 2008, the 14 Board members included individuals from the United 
States, the United Kingdom, France, Sweden, China, Australia, South Africa, and Japan.  Like the 
FASB, the IASB develops proposals, circulates them among interested organizations, receives feed-
back, and then issues a fi nal pronouncement.

Th roughout this book, we will include specifi c coverage of the areas in which signifi cant 
 diff erences exist in accounting practices around the world. Th e good news is that the demands 
of international fi nancial statement users are forcing accountants around the world to harmo-
nize  diff ering accounting standards. Accordingly, the diff erences that currently exist will gradually 
 diminish over time.

Ethics in Accounting
Another environmental factor aff ecting accounting, and business in general, is the growing con-
cern over ethics. Th e accounting scandals of the early 2000s involving companies like Enron, 
WorldCom, and Tyco (to name a few) resulted from the undetected falsifi cation of fi nancial 
reports by upper management (with the help of the company’s internal accountants). Account-
ing rules and the resulting information are designed to capture and refl ect the underlying perfor-
mance of a company. When management is tempted to use accounting numbers to misrepresent 
a company’s performance, accountants (both inside and outside the company) are perceived 
by the public as being responsible for ensuring that the misrepresentation does not occur. Th e 
public’s confi dence in the accounting profession was weakened when these scandals came to 
light with the common denominator being that accounting information was used to mislead 
the public.

International Financial Reporting 
Standards (IFRSs) A general term 
that describes an international set 
of generally accepted accounting 
standards.

International Accounting Stan-
dards Board (IASB) A committee 
formed to develop worldwide account-
ing standards.

The accounting standards produced by the 
IASB are referred to as International Fi-
nancial Reporting Standards (IFRSs). 

IFRSs are envisioned to be a set of standards 
that can be used by all companies regardless 
of where they are based. In 2008, the SEC be-
gan allowing non-U.S. companies with shares 
trading on U.S. stock exchanges to issue their 
fi nancial reports using IASB standards. Before 
this change, all non-U.S. companies wishing to 
have their shares traded in the United States 
were required to provide fi nancial statements in 

accordance with U.S. GAAP. With the new SEC 
rule, the number of non-U.S. companies listed on 
U.S. stock exchanges may increase dramatical-
ly. The SEC is now considering whether to allow 
U.S. companies to use IASB standards, rather 
than FASB standards, in the fi nancial reports 
that they provide to their U.S. shareholders. If 
this happens, the FASB may cease to exist. So, 
pay attention because the next few years will be 
momentous ones in terms of the history of ac-
counting standard setting. 

I N T E R N AT I O N A L
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As mentioned previously, the SEC has taken action to restore public confi dence in the ac-
counting profession. Th e creation of the PCAOB is an example of the SEC’s intent to ensure 
the quality of reported fi nancial information. In addition, other organizations (like the Auditing 
Standards Board and the major stock exchanges) have taken measures to increase the public’s con-
fi dence and to restore the image of the accounting professional as ethical and competent. Don’t let 
yourself naively think that ethical dilemmas in business are rare. Such issues occur quite frequently. 
To help prepare you to enter the business world and to recognize and deal with ethical issues, we 
have included at least one accounting-related ethics case at the end of each chapter. Ethics is an 
important topic that should be considered carefully, with the ultimate goal of improving individual 
and collective behavior in society.

Technology
Few developments have changed the way business is conducted as much as computers have. Con-
sider being able to use your desktop computer to track the status of a package shipped from Los 
Angeles to New York. Companies like UPS and FedEx incorporate this type of technology as an 
integral part of their business. Financial institutions use computer technology to wire billions of 
dollars each day to locations around the world.

So how have computers changed the way accounting is done? Th at question can be addressed 
on several levels. First, computer technology allows companies to easily gather vast amounts of 
information about individual transactions. For example, information relating to the customer, the 
salesperson, the product being sold, and the method of payment can be easily gathered for each 
transaction using computer technology.

Second, computer technology allows large amounts of data to be compiled quickly and accu-
rately, thereby signifi cantly reducing the likelihood of errors. As you will soon discover, a large part 
of the mechanics of accounting involves moving numbers to and from various accounting records 
as well as adding and subtracting a lot of fi gures. Computers have made this process virtually invis-
ible. What once occupied a large part of an accountant’s time can now be done in an instant.

Th ird, in the precomputer world of limited analytical capacity, it was essential for lenders and 
investors to receive condensed summaries of a company’s fi nancial activities. Now, lenders and 
investors have the ability to receive and process gigabytes of information, so why should the report 
of Wal-Mart’s fi nancial performance be restricted to three short fi nancial statements? Why can’t 
Wal-Mart provide access to much more detailed information online? In fact, why can’t Wal-Mart 
allow investors to directly tap into its own internal accounting database? Information technology 
has made this type of information acquisition and analysis possible; the question accountants face 
now is how much information companies should be required to make available to outsiders. Ten 
years ago, the only way you could get a copy of Wal-Mart’s fi nancial statements was to call or write 
to receive paper copies in the mail. Now you can download those summary fi nancial statements 
from Wal-Mart’s Web site. How will you get fi nancial information 10 years from now? No one 
knows, but the rapid advances in information technology guarantee that it will be diff erent from 
anything we are familiar with now.

Finally and most importantly, although technology has changed the way certain aspects of 
accounting are carried out, on a fundamental level the mechanics of accounting are still the same 
as they were 500 years ago. People are still required to analyze complex business transactions and 
input the results of that analysis into the computer. Technology has not replaced judgment.

So, if you are asking “Why do I need to understand accounting? Can’t computers just do it?” 
the answer is a resounding “No!” You need to know what the computer is doing if you are to un-
derstand and interpret the information resulting from the accounting process. You need to under-
stand that since judgment was required when the various pieces of information were put into the 
accounting systems, judgment will be required to appropriately use that information. We have in-
cluded numerous end-of-chapter opportunities for you to experience how technology helps in the 
accounting process. Th ese opportunities will illustrate the important role that technology can play 
in the accounting process as well as emphasize the critical role that the accountant plays as well.
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You may still be asking, “But why do I need to study accounting?” Even if you have no desire to 
be an accountant, at some point in your life you will need fi nancial information to make certain 
decisions, such as whether to buy or lease an automobile, how to budget your monthly income, 
where to invest your savings, or how to fi nance your (or your child’s) college education. You can 
make each of these decisions without using fi nancial information and then hope everything turns 
out okay, but that would be bad decision making. As noted in the discussion of Exhibit 1.2, a good 
decision does not guarantee a good outcome, but a bad decision guarantees one of two things—a 
bad outcome or a lucky outcome. And you cannot count on lucky outcomes time after time. On a 
personal level, each of us needs to understand how to collect and use accounting information.

Odds are that each of you will have the responsibility of providing some form of income for 
yourself and your family. Would you prefer to work for a company that is doing well and has a 
promising future or one that is on the brink of bankruptcy? Of course we all want to work for 
companies that are doing well. But how would you know? Accounting information will allow you 
to evaluate your employer’s short- and long-term potential.

When you graduate and secure employment, it is almost certain that accounting information will play 
some role in your job. Whether your responsibilities include sales (where you will need information about 
product availability and costs), production (where you will need information regarding the costs of materials, 
labor, and overhead), quality control (where you will need information relating to variances between ex-
pected and actual production), or human resources (where you will need information relating to the costs of 
employees), you will use accounting information. Th e more you know about where accounting information 
comes from, how it is accumulated, and how it is best used, the better you will be able to perform your job.

Everyone is aff ected by accounting information. Saying 
you don’t need to know accounting doesn’t change the fact that 
you are aff ected by accounting information. Ignoring the value 
of that information simply puts you at a disadvantage. Th ose 
who recognize the value of accounting information and learn 
how to use it to make better decisions will have a competitive 
advantage over those who don’t. It’s as simple as that.

  The rules governing fi nancial accounting are called generally accepted accounting 
principles (GAAP).
  In the United States, GAAP is set by a private, nongovernmental group called the 
Financial Accounting Standards Board (FASB).
  Worldwide GAAP is set by the International Accounting Standards Board (IASB) based 
in London.
  Other U.S. organizations that are important to the practice of accounting are the 
SEC, the AICPA, and the IRS.
  Because the practice of accounting requires professional judgment, accountants are 
frequently faced with ethical dilemmas.
  Technology has changed the way accounting information is collected, analyzed, and 
used. However, computers have not replaced the accountant nor eliminated the need 
for qualifi ed decision makers.

R E M E M B E R  T H I S

T

L O  4   So, Why Should I Study Accounting?
WHAT Analyze the reasons for studying accounting.
WHY To better function in an organization.
HOW Prepare, use, respond to, or be evaluated using accounting data in your future job.

F Y I
The AICPA provides a Web site that introduces students to 
career opportunities in accounting. The Web site is http://www
.startheregoplaces.com.

http://www.startheregoplaces.com
http://www.startheregoplaces.com
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 Everyone is affected by accounting.
  Each individual needs some accounting skills in order to organize his or her personal 
fi nances.
  Each person in a business, charity, or other organization can use accounting informa-
tion to make better decisions.

R E M E M B E R  T H I S

E

T H E  S E C R E T S  TO  D O I N G  W E L L 

I N  A N  A C C O U N T I N G  C L A S S

Step one in succeeding in an accounting class is to stay current with your studies and 

with your assignments. Many of the concepts in accounting are new, and some time is 

required between the introduction of a new concept and the mastery of that concept. 

Some students try to “cram” all their accounting study into a short period of time right 

before an exam, and they almost always fi nd, through sad experience, that the cram-

ming strategy doesn’t work in accounting. 

Second, don’t be too concerned with all the new and unfamiliar terms you see in the 

fi rst chapters of the book. Learning a “new language” takes time. Be patient. Before too 

long, you will be speaking the “language of business” (accounting) quite fl uently.

Third, realize that many of the concepts in accounting build on one another. As a result, 

missing class or skipping a couple of homework assignments can be catastrophic. An 

initial concept must be understood before a subsequent concept can be attempted. For 

example, imagine trying to learn to do algebra after having skipped the lessons on addi-

tion and subtraction. Similarly, jumping into Chapter 6 in this book is a diffi cult feat if you 

don’t understand the material covered in Chapter 3.

The fourth step in having a good experience in your accounting class is to make sure you 

understand the big picture. We have included learning objectives to cover each major point in 

the chapter. The introductions associated with each learning objective should help you under-

stand WHY you are studying the issue in addition to HOW to do accounting. In most cases, 

when you understand the “why” of something, you fi nd it much easier to grasp the “how.”

Finally, if you need help, don’t delay in fi nding it. Your instructor is a valuable resource and 

you should take advantage of his or her offi ce hours. In addition, many students fi nd that 

accounting study groups are benefi cial. A well-organized study group is an example of the 

classic economic concept of specialization and trade; group members can rotate in taking 

the lead in studying diffi cult concepts and then explaining them to the rest of the group.

Good luck, and enjoy the ride!
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L O 1  Describe the purpose of accounting, and explain its role in business and society.

•  Accounting is a service activity designed to accumulate, measure, and communicate fi nancial information about 
 businesses and other organizations.

• Accounting provides information for making informed decisions about how to best use available resources.
• Accounting is often called the “language of business.”

L O 2  Identify the primary users of accounting information.

Managerial Accounting Financial Accounting

Focus Internal reporting External reporting

Reports Budgets, cost analyses, 
performance reports

Balance sheet, income statement,
statement of cash fl ows

Users Company management Investors, creditors, suppliers, 
customers, employees, 
competitors, the government, 
the press

L O 3   Describe the environment of accounting, including the effects of generally accepted 
 accounting principles, international business, ethical considerations, and technology.

• Generally accepted accounting principles (GAAP)
 • Set by the FASB in the United States
 • Set by the IASB worldwide
• Other U.S. organizations important to the practice of accounting:
 • SEC—regulates U.S. stock exchanges and requires fi nancial disclosures by companies listed on those exchanges
 • AICPA—national association of professional accountants in the United States
 • IRS—government agency responsible for tax accounting rules
• Do accountants need ethics? 
 •  Yes, because they are called on to make accounting judgments and estimates that impact the reported performance 

of a company.
• Do accountants use computers? 
 •  Yes, computers have changed the way accounting information is collected, analyzed, and used. However, computers 

have not replaced the accountant nor eliminated the need for qualifi ed decision makers.

L O 4  Analyze the reasons for studying accounting.

• Everyone is affected by accounting.
• Each individual needs some accounting skills in order to organize his or her personal fi nances.
• Each person in a business, charity, or other organization can use accounting information to make better decisions.

K e y  T e r m s  &  C o n c e p t s

accounting, 5
accounting cycle, 6
accounting system, 4
American Institute of Certifi ed Public 

Accountants (AICPA), 13
annual report, 8
bookkeeping, 4
business, 6

certifi ed public accountant (CPA), 13
fi nancial accounting, 9
Financial Accounting Standards 

Board (FASB), 12
fi nancial statements, 9
generally accepted accounting 

principles (GAAP), 12
Internal Revenue Service (IRS), 13

International Accounting Standards 
Board (IASB), 14

International Financial Reporting 
Standards (IFRSs), 14

management accounting, 8
nonprofi t organization, 6
Securities and Exchange Commission 

(SEC), 13
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  P U T  I T  O N  PA P E R

D i s c u s s i o n  Q u e s t i o n s

1. What are the three functions of an accounting system?
2.  What are the essential elements in decision making, and 

how does accounting fi t into the process?
3.  What types of personal decisions have required you to 

use accounting information?
4. What does the term “business” mean to you?
5.  Why is accounting often referred to as the “language of 

business”?
6.  In what ways are the needs of internal and external users 

of accounting information the same? In what ways are 
they diff erent?

7.  What are generally accepted accounting principles 
(GAAP)? Who currently develops and issues GAAP? 
What is the purpose of GAAP?

8.  Why is it important for fi nancial statements and other 
external reports to be based on generally accepted 
 accounting principles?

 9.  What are the respective roles of the Securities and 
Exchange Commission (SEC) and the Internal Revenue 
Service (IRS) in the setting of accounting standards?

10.  For you as a potential investor, what is the problem 
with diff erent countries having diff erent accounting 
standards? For you as the president of a multinational 
company, what is the problem with diff erent countries 
having diff erent accounting standards?

11.  Ethical considerations aff ect all society. Why are ethical 
considerations especially important for accountants?

12.  Given signifi cant technological advances, can we expect 
to see less demand for accountants and accounting-type 
services?

13.  Other than that it is a requirement for your major or 
that your mom or dad is making you, why should you 
study accounting?

P r a c t i c e  E x e r c i s e s

The Role and Importance of Accounting
Assume that you are applying for a part-time job as an accounting clerk in a retail clothing estab-
lishment. During the interview, the store manager asks how you expect to contribute to the busi-
ness. How would you respond?

Bookkeeping Is Everywhere
Describe how bookkeeping is applied in each of the following settings:
 a. Your college English class
 b. Th e National Basketball Association
 c. A hospital emergency room
 d. Jury selection for a major murder trial
 e. Four college roommates on a weekend skiing trip

Accounting Information and Decision Making
You are the owner of Automated Systems, Inc., which sells Apple computers and related data pro-
cessing equipment. You are currently trying to decide whether to continue selling the Apple com-
puter line or to distribute Windows-based computers instead. What information do you need to 
consider in order to determine how successful your business is or will be? What information would 
help you decide whether to sell the Apple or the Windows-based personal computer line? Use your 
imagination and general knowledge of business activity.

L O  1

P E  1 - 1

L O  1

P E  1 - 2

L O  1

P E  1 - 3
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L O  1

P E  1 - 4

L O  2

P E  1 - 5

L O  2

P E  1 - 6

L O  2

P E  1 - 7

L O  2

P E  1 - 8

L O  2

P E  1 - 9

L O  2

P E  1 - 1 0

Allocation of Limited Resources
Assume you are a small business owner trying to increase your company’s profi ts. How can ac-
counting information help you effi  ciently allocate your limited resources to maximize your business 
profi t?

Users of Financial Information
Why might each of the following individuals or groups be interested in a fi rm’s fi nancial state-
ments?
 a. Th e current stockholders of the fi rm
 b. Th e creditors of the fi rm
 c. Th e management of the fi rm
 d. Th e prospective stockholders of the fi rm
 e. Th e IRS
 f. Th e SEC
 g. Th e fi rm’s major labor union

Structuring Information for Use in Evaluation
You work in a small convenience store. Th e store is very low-tech; you ring up the sales on an 
old-style cash register that merely records the amount of the sale. Th e store owner uses this cash 
register tape at the end of each day to verify that the correct amount of cash is in the cash register 
drawer.

In addition to verifying the cash amount, how else could the information on the cash register 
tape be used to evaluate the store’s operation? What additional bookkeeping procedures would be 
necessary to make these additional uses possible?

Investing in the Stock Market
Assume your grandparents have just given you $20,000 on the condition that you invest the money 
in the stock market. As you contemplate making your investment choices, what accounting infor-
mation do you want to help identify companies that will have high future rates of return?

Management versus Financial Accounting
Contrast management and fi nancial accounting with respect to the following:
 • Overall purpose
 • Type of fi nancial reports used (i.e., external, internal, or both)
 • Users of the information
Also, in what ways are these two fi elds of accounting similar?

The Role of the SEC
It is not often that the federal government has allowed the private sector to govern itself, but that is 
exactly what has happened with the fi eld of accounting. Th e SEC has delegated the responsibility 
of rule making to the FASB, a group of fi ve individuals who are hired full time to discuss issues, 
research areas of interest, and determine what GAAP is and will be. What are the advantages of 
 allowing the private sector to determine accounting standards? Identify any advantages that the 
SEC might gain if it established the rules that govern the practice of accounting.

Why Two Sets of Books?
Th is coming April, you will be faced with preparing your fi rst tax return since mom and dad said 
“you are now on your own.” As you review the IRS regulations, you notice several diff erences 
from what you learned in your accounting class. It appears that businesses must keep two sets 
of books: one for the IRS and one in accordance with GAAP. Why aren’t GAAP and IRS rules 
the same?
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L O  2

P E  1 - 1 1

L O  3

P E  1 - 1 2

L O  3

P E  1 - 1 3

L O  3

P E  1 - 1 4

L O  4

P E  1 - 1 5

A A  1 - 1 6

D i s c u s s i o n

A A  1 - 1 7

D i s c u s s i o n

Career Opportunities in Accounting
You are scheduled to graduate from college with a degree in accounting and your mother would like 
to know what you plan to do with the rest of your life. She assumes that your only option is to be 
a bookkeeper like Bob Cratchit in the story A Christmas Carol. What can you tell Mom regarding 
the options available to you with your degree in accounting?

Differences in Accounting across Borders
In the United States, accounting for inventory is a diffi  cult issue. Inventory is comprised of those 
items either purchased or manufactured to be resold at a profi t. Numerous methods are available 
to account for inventory for fi nancial reporting purposes. A very commonly used method—called 
LIFO (last-in, fi rst-out)—minimizes a company’s tax obligation. In the United Kingdom, however, 
LIFO is not permitted for tax purposes and thus is not used very often for fi nancial reporting. In 
Turkey, the use of LIFO is severely restricted, and in Russia, LIFO is a foreign term. Diff erent ac-
counting methods are available for numerous other issues in accounting. Identify some major prob-
lems associated with comparing the fi nancial statements of companies from diff erent countries.

Ethics in Accounting
Th e text has pointed out that ethics is an important topic, especially for CPAs. Derek Bok, former 
law professor and president of Harvard University, has suggested that colleges and universities have 
a special opportunity and obligation to train students to be more thoughtful and perceptive about 
moral and ethical issues. Other individuals have concluded that it is not possible to “teach” ethics. 
What do you think? Can ethics be taught? If you agree that colleges and universities can teach eth-
ics, how might the ethical dimensions of accounting be presented to students?

Challenges to the Accounting Profession
As the business world continues to change the way in which business is conducted, accountants are 
faced with the challenge of accounting for these changes. Who, for example, could have anticipated 
the risks associated with asbestos? Or the decline of communism? Or the increasingly litigious envi-
ronment in the United States? Each of these events, and many more, has infl uenced business—which 
has, in turn, infl uenced accounting. From your general understanding of accounting and the current 
business environment, what are some of the challenges you see facing the accounting profession?

Why Do I Need to Know Accounting?
One of your college friends recently graduated from school with a major in music (specifi cally 
piano). He has told you that he is going to start his own piano instructional business. He plans to 
operate the business from home. You ask him how he is going to account for his business, and his 
reply is, “I graduated in music, not accounting. I am going to teach music, not number crunching. 
I didn’t need accounting in college and I don’t need it now!” Is your friend right? What fi nancial 
information might he fi nd useful in operating his business?

To Lend or Not To Lend—That Is the Question
Sam Love is vice president and chief lending offi  cer of the Meeker First National Bank. Recently, 
Bill McCarthy, a new farmer, moved to town. Sam has not dealt with Bill previously and knows 
little about the Mountain Meadow Ranch that Bill operates. Bill would like to borrow $100,000 
to purchase some equipment and yearling steers for his ranch. What information does Sam need to 
help make the lending decision? What type of information should Bill collect and analyze before 
even requesting the loan?

Information Needs to Remain Competitive
In 2008, Intel owned the microprocessor industry with a market share of 80.3%. Its nearest com-
petition was Advanced Micro Devices (AMD) with a market share of 19.2%. What type of infor-
mation, accounting or otherwise, do you think the management of AMD may want and need as 
they try to compete with Intel and other companies?
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A A  1 - 1 8

D i s c u s s i o n

A A  1 - 1 9

J u d g m e n t  C a l l

A A  1 - 2 0

R e a l  C o m p a n y 

A n a l y s i s

A A  1 - 2 1

R e a l  C o m p a n y 

A n a l y s i s

We Don’t Have Time for Good Accounting!
Your sister and her business partner have just launched their own software company. Th ey have 
developed software that compresses and packages email text and voice messages, allowing email and 
phone messages to be safely transmitted over a wireless network even while fl ying in a commercial 
airliner. Orders for the software have been pouring in, and your sister and her business partner esti-
mate that they will make at least $10 million within the next three months. You suggest to your sister 
that she hire an accountant and begin to set up an accounting system within her new company. Your 
sister replies that accounting systems are for old-fashioned companies such as General Electric and 
Procter & Gamble; she wants to focus her time on hiring new software developers and on working 
on ideas for her company’s next generation of software products. Is your sister correct? Explain.

You Decide: How much education is necessary for an accountant?
You are at your family reunion when some relatives start asking you about your studies and plans 
after school. Upon learning your intentions to be an accountant, everyone was alarmed that it took 
fi ve to six years to get a master’s degree in accounting. Your uncle says, “All you have to do is go 
to a computer store and pick up a copy of QuickBooks. Computers do everything these days. Th e 
computer will do all the work and you can collect a paycheck!” Is fi ve to six years too much time 
and eff ort to prepare to be an accountant, or is it necessary?

Wal-Mart
In Appendix A at the back of this text is Wal-Mart’s Form 10-K for the year ended January 31, 
2009. Review the Form 10-K and identify its major areas. How many pages of the Form 10-K are 
devoted to a narrative of the prior three years’ performance? How many pages focus on explain-
ing technical accounting and business-related issues and procedures? In your opinion, given your 
limited knowledge of accounting, what is the most interesting part of the Form 10-K? What is the 
least interesting?

General Electric
Below is a condensed listing of the assets and liabilities of General Electric as of December 31, 
2008. All amounts are in millions of U.S. dollars.

Assets Liabilities

Cash $  48,187 Payables $544,581
Loans receivable 365,168 Dividends payable 3,340
Inventories 13,674 Deferred income taxes 4,584
Property & equipment 78,530 Other liabilities 131,652
Other assets   292,210                

Total assets $797,769 Total liabilities $684,157

 1.  Among its assets, General Electric lists more than $365 billion in loans receivable. Th is 
represents loans that General Electric has made and expects to collect in the future. Th is is 
exactly the kind of asset reported among the assets of banks. Given what you know about 
General Electric’s business, how do you think the company acquired these loans receiv-
able?

 2.  Th e diff erence between the reported amount of General Electric’s assets and liabilities is 
$113.612 billion ($797.769 – $684.157). What does this diff erence represent?

A n a l y t i c a l  A s s i g n m e n t s
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A A  1 - 2 2

I n t e r n a t i o n a l

A A  1 - 2 3

E t h i c s

Should the SEC Choose the FASB or the IASB?
Congress gave the SEC the legal authority to set accounting standards in the United States. His-
torically, the SEC has allowed the FASB to set those standards. Now the SEC is allowing non-U.S. 
companies to list on U.S. stock exchanges using IASB accounting standards. As a result, the num-
ber of foreign companies listing their shares on U.S. stock exchanges is increasing. However, the 
SEC still requires U.S. companies to use accounting standards developed by the FASB. Do you 
think the SEC should allow U.S. companies to use IASB accounting standards? Explain.

Disagreement with the Boss
You recently graduated with your degree in accounting and have accepted an entry-level accounting 
position with BigTec, Inc. One of your fi rst responsibilities is to review expense reports submitted 
by various executives. Th e expense reports include such items as receipts for taking clients to din-
ner and hotel receipts for business travel. In conducting this review, you note that your boss has 
submitted for reimbursement several items that are clearly outside the established guidelines of the 
corporation. In questioning your boss about the items, he told you to process the items and not 
worry about them. What would you do? 
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    Financial 
Statements
An Overview
After studying this chapter, you should be able to:

2

L O 1  Understand the basic elements, uses, and 
limitations of the balance sheet. The balance sheet re-
ports a company’s fi nancial position at a point in time and lists 
the company’s resources (assets), obligations (liabilities), and 
net ownership interest (owners’ equity).

L O 2  Understand the basic elements and uses of 
the income statement. The income statement describes 
a company’s fi nancial performance for a period of time. A 
company’s expenses are subtracted from its revenues in 
computing net income.

L O 3  Understand the categories and uses of the 
statement of cash fl ows and see how the primary 
fi nancial statements tie together. The statement of cash 
fl ows details how a company obtained and spent cash during 
a period of time. All of a company’s cash transactions are cat-
egorized as either operating, investing, or fi nancing activities.

L O 4  Recognize the need for fi nancial statement 
notes and identify the types of information included 

in the notes. The notes to the fi nancial statements provide 
information on the accounting assumptions used in preparing 
the statements and also provide supplemental information not 
included in the statements themselves.

L O 5  Describe the purpose of an audit report and 
the incentives the auditor has to perform a good audit. 
An audit performed by accountants from outside the company 
increases the reliance that users can place on the information 
in the company’s fi nancial statements. The audit fi rm does a 
thorough and fair audit in order to protect its reputation and 
to reduce the risk of a costly lawsuit.

L O 6  Explain the fundamental concepts and 
assumptions that underlie fi nancial accounting. The 
fi nancial statements are prepared for the business itself, 
excluding items related strictly to the personal affairs of the 
owner or owners. The dollar amounts recorded in the fi nancial 
statements come from market transactions and are assumed 
to be a fair refl ection of the underlying value of the items 
exchanged.
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S E T T I N G  T H E  S TA G E

spent more on capital expenditures than any other U.S. company, av-
eraging nearly $600 million per year. In November 1986, Safeway was 
acquired by Kohlberg, Kravis, Roberts & Co. (KKR) for $5.3 billion 
in what was then the second-largest debt-fi nanced buyout of all time.

So, how is Safeway doing today? In the 2008 Fortune 500
survey, Safeway, with 2007 sales of $42.3 billion, ranks as the 
fourth-largest food and drug chain in the United States, behind CVS 
Caremark ($76.3 billion in sales), Kroger ($70.2 billion in sales), and 
Walgreens ($53.8 billion in sales). Sales volume isn’t the only fi nan-
cial measure that can be used to evaluate a company. For example, 
Safeway reported net income in 2007 of $888.4 million, compared 
to net income reported by CVS Caremark ($2,637.0 million), Kroger 
($1,180.5 million), and Walgreens ($2,041.3 million). Also, Safeway’s 
cash income (“cash from operations”) was $2,190.5 million.

C
harles Merrill, perhaps best known as the founder of 
 Merrill Lynch brokerage fi rm, was also instrumental in 
the consolidation of several grocery store chains in the 
western United States to form one big holding company 

called Safeway. Safeway was quite successful and expanded to be-
come the largest supermarket chain in the United States.

However, by 1980, the company faced a host of problems: an 
overall decrease in the size of the grocery market due to an increased 
tendency to eat at fast-food restaurants; union contracts that resulted in 
higher labor costs for Safeway than many of its competitors; high corpo-
rate overhead; and stores that were too small and too close together.

In order to address these issues, Safeway eliminated 2,000 offi ce 
and warehouse jobs and embarked upon an impressive program of new 
construction and remodeling. During much of the early 1980s, Safeway 

To adequately answer the question of how Safeway is doing today, one must have a working knowledge of fi nancial statements. In this chapter, 
you will learn that the fi nancial statements are summary reports that show how a business is doing and what its successes and failures are. The 
fi nancial statements covered in this chapter are the same as those used every day by millions of business owners, investors, and creditors to 
evaluate how well or poorly organizations are doing.

Hopefully, you will come away from this chapter convinced that the purpose of accounting is not to fi ll out dull reports that are then fi led away 
in dusty cabinets, but rather to prepare summary fi nancial performance measures to be used as the basis for thousands of economic decisions 
every day.

The Financial Statements
Th e job of a mortgage loan offi  cer is to evaluate each mortgage applicant to determine the likeli-
hood that he or she will repay the mortgage loan. A key piece of evidence in the loan application 
is the applicant’s fi nancial information. A loan offi  cer uses this information to evaluate whether 
an applicant will generate enough income to make the monthly mortgage payments as well as the 
required payments on other obligations. In fact, it is diffi  cult to imagine how a loan offi  cer could 
make an informed decision without this fi nancial information. While this clearly helps the mort-
gage lender make a better decision, the applicant also benefi ts from disclosing this information. If 
no fi nancial disclosures were provided, lenders would be forced to make loan decisions in the ab-
sence of reliable fi nancial information about applicants. With greater uncertainty about applicants’ 
ability to repay loans, a lender’s risk would increase, causing the lender to raise the interest rate 
charged on loans. Th us, disclosure of fi nancial information allows a lender to make better lending 
decisions and also allows an applicant to reduce the lender’s uncertainty, leading to a lower interest 
rate on the loan.

Th e fi nancial statements prepared by companies yield the same benefi ts as the fi nancial disclo-
sures provided by mortgage applicants. Financial statement information provides potential lenders 
and investors with a reliable basis for evaluating the past performance and future prospects of a 
company. Because fi nancial statements are used by so many diff erent groups (investors, creditors, 
managers, etc.), they are sometimes called general-purpose fi nancial statements. Th e three primary 
fi nancial statements are the balance sheet, the income statement, and the statement of cash fl ows. 
Th ese statements provide answers to the following questions:
1. What is the company’s current fi nancial status?
2. What were the company’s operating results for the period?
3. How did the company obtain and use cash during the period?

primary fi nancial statements The 
balance sheet, income statement, and 
statement of cash fl ows, used by ex-
ternal groups to assess a company’s 
economic standing.
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In the movie Th e Princess Bride, the hero, Westley, was “mostly dead all day” until being revived by a 
miracle pill. Westley was immediately challenged to come up with a plan to stop the imminent mar-
riage of his true love, Buttercup, to the evil Prince Humperdinck. In formulating his plan, Westley’s 
fi rst question to his conspirators was “What are our liabilities?” followed by “What are our assets?” 
In essence, the recently revived hero was saying, “Let me see a balance sheet.” Similarly, the fi rst ques-
tions asked about any business by potential investors and creditors are “What are the resources of the 
business?” and “What are its existing obligations?” Th e balance sheet answers these questions.

Th e three categories of the balance sheet are assets, liabilities, and owners’ equity.

Assets Assets are economic resources that are owned or controlled1 by a company. Exhibit 2.1 
contains a list of common assets along with a brief explanation of each asset.

1 An example of an asset that a company technically does not own, but does economically control, is a building that the  company uses under a long-term, 
noncancelable lease agreement.

assets Economic resources that are 
owned or controlled by a company.

The balance sheet (or statement of fi nancial position) reports the resources of a 
company (assets), the company’s obligations (liabilities), and the difference between what 
is owned (assets) and what is owed (liabilities), called owners’ equity.

The income statement (or statement of earnings) reports the amount of net in-
come earned by a company during a period, with annual and quarterly income statements 
being the most common. (Net income is discussed later in the chapter.) The income state-
ment represents the accountant’s best effort at measuring the economic performance of 
a company.

The statement of cash fl ows reports the amount of cash collected and paid out by 
a company in the following types of activities: operating, investing, and fi nancing.

balance sheet (statement of 
fi nancial position) The fi nancial 
statement that reports a company’s 
assets, liabilities, and owners’ equity 
at a particular date.

income statement (statement of 
earnings) The fi nancial statement 
that reports the amount of net income 
earned by a company during a period.

statement of cash fl ows The fi nan-
cial statement that reports the amount 
of cash collected and paid out by a 
company during a period of time. For illustrative purposes, we will reference Wal-Mart’s fi nancial statements, which can be 

found in Appendix A, in this chapter and throughout the rest of the book.

L O  1   The Balance Sheet
WHAT Understand the basic elements, uses, and limitations of the balance sheet.
WHY To gain insight into a company’s resources and how those resources were fi nanced.
HOW Analyze the balance sheet to determine assets, liabilities, and owners’ equity.

E X H I B I T  2 . 1  C o m m o n  A s s e t s

Common Assets

Asset Defi nition Example
Cash Coins, currency, checks. The amount in a company’s checking account. 

Accounts Receivable Amounts owed to a company that 
sold goods or services to a customer 
on credit.

If you have a balance on your credit card, the credit 
card company classifi es the amount you owe them 
as an account receivable.

Inventory Items that are purchased or manufactured 
by a company and are resold. 

The items you see on the shelves in Wal-Mart are 
considered by Wal-Mart as inventory. 

Buildings Structures used in the operations of a 
 business. 

The physical store itself is classifi ed by Wal-Mart as 
a building.
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To be summarized and aggregated on a balance sheet, each asset must be assigned a dollar 
amount. A balance sheet wouldn’t be very useful with the following asset listing: one bank account, 
two warehouses full of goods, three trucks, and four customers who owe us money. As emphasized 
throughout this text, the monetary measurement and valuation of assets is an area in which ac-
countants must exercise considerable professional judgment.

Liabilities Liabilities are obligations to pay cash, transfer other assets, or provide services to 
 someone else. Your personal liabilities might include unpaid phone bills, the remaining balance 
on an automobile loan, or an obligation to complete work for which you have already been paid. 
Exhibit 2.2 includes a listing of some of the more common liabilities.

Like assets, liabilities must be measured in dollars or whatever currency is being used (monetary 
amounts). And, as with assets, quantifying the amount of a liability can require extensive judgment. 
For example, consider the diffi  culties of a company attempting to quantify its obligation to clean 
up a toxic waste site when the cleanup will take years to complete; the extent of the environmental 
damage is still in dispute; and legal responsibility for the toxic mess is still being debated in the 
courts. Properly valuing a company’s liabilities is one of the biggest (if not the biggest) challenges 
that an accountant faces.

Owners’ Equity Th e remaining claim against the assets of a business, after the liabilities have been 
deducted, is owners’ equity. Th us, owners’ equity is a residual amount; it represents the net assets 
(total assets minus total liabilities) available after all obligations have been satisfi ed. Exhibit 2.3 
contains a listing of common sources of owners’ equity.

liabilities Obligations to pay cash, 
transfer other assets, or provide 
services to someone else.

owners’ equity The ownership 
interest in the net assets of an entity; 
equals total assets minus total li-
abilities.

net assets The owners’ equity of a 
business; equal to total assets minus 
total liabilities.

E X H I B I T  2 . 2  C o m m o n  L i a b i l i t i e s

Common Liabilities

Liability Defi nition Example
Accounts Payable Amount owed as a result of the purchase of 

goods and services on credit.
The amount owed by a company for inventory that was 
purchased on credit and has not been paid for yet.

Taxes Payable Amount owed to federal and state governments 
resulting from the application of tax laws.

Corporate income tax or employment taxes owed but 
not yet paid.

Mortgage Payable Amount owed relating to the purchase of 
property.

The loan associated with the purchase of a home or 
building.

Unearned Revenue Amount owed in services or product (not money) 
to a customer who paid in advance.

Magazines a company owes a customer who bought a 
12-month magazine subscription. 

E X H I B I T  2 . 3  S o u r c e s  o f  O w n e r s ’  E q u i t y 

Sources of Owners’ Equity

Owners’ Equity Defi nition Example
Capital Stock The amount given by shareholders to obtain 

shares of stock from a company.
A company sells shares of stock to the public. The 
amount the company receives is Capital Stock. 

Retained Earnings Earnings that are retained in the business. If a company reports net income for the year of 
$100,000 and reinvests the entire amount in the 
business (doesn’t distribute dividends to its owners), 
retained earnings is $100,000.
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Obviously, if there are no liabilities (an unlikely situation, except at the start of a busi-
ness), then the total assets are exactly equal to the owners’ claims against those assets—the 
owners’ equity.

In order to get a business started, investors transfer resources, usually cash, to the business in 
return for part ownership. Ownership of a company can be restricted to one person (a sole propri-
etorship), to a small group (a partnership), or to a diverse group of owners who often don’t even 
know one another (a corporation). When owners initially invest money in a corporation, they 
receive evidence of their ownership in the form of shares of stock, represented by stock certifi cates. 
Th ese shares of stock may then be privately traded among existing owners of the corporation, pri-
vately sold to new owners, or traded publicly on an organized stock exchange like the New York 
Stock Exchange (NYSE) (where Safeway’s shares are traded) or the NASDAQ exchange (where 
Apple’s shares are traded). Th e owners of a corporation are called stockholders or shareholders, 
and the owners’ equity section of a corporate balance sheet is sometimes referred to as stockhold-
ers’ equity.

Owners’ equity increases when owners make additional investments in a business or when 
the business generates profi ts that are retained in the business. Owners’ equity decreases when the 
owners take back part of their investment. If the business is a corporation, distributions to the 
owners (stockholders) are called dividends. Owners’ equity also decreases if operations generate 
a loss instead of a profi t. In the extreme, very poor performance can result in the loss of all the 
assets originally invested by the owners. For a corporation, the amount of accumulated earnings 
of the business that have not been distributed to owners is called retained earnings. Th e portion 
of owners’ equity contributed by owners in exchange for shares of stock is called capital stock. 
Th e amount of retained earnings plus the amount of capital stock equals the corporation’s total 
owners’ equity.

Accounting Equation
Th e balance sheet presents information based on the basic accounting equation:

Assets = Liabilities + Owners' Equity

In fact, the name balance sheet comes from the fact that a proper balance sheet must always 
balance—total assets must equal the total of liabilities and owners’ equity. Th e accounting equa-
tion is not some miraculous coincidence; it is true by defi nition. Liabilities and owners’ equity 
are just the methods used to fi nance the purchase of assets; that is, they are the claims (credi-
tors’ claims and owners’ claims) against the assets. Th ey can also be thought of as the sources 
of the funds used to purchase the assets. So, another way to view the accounting equation is 
that the total amount of the assets is equal to the total amount of fi nancing needed to buy the 
assets. Th e total resources, therefore, equal the claims against those resources. Th is is illustrated 
in Exhibit 2.4.

Th e accounting equation is presented here merely to give you a glimpse of double-entry 
 accounting. Chapter 3 gives an in-depth discussion of the equation elements and the mechanics of 
double-entry accounting.

The Format of a Balance Sheet A balance sheet adapted from Safeway’s 2008 balance sheet is 
shown in Exhibit 2.5 (page 30). Note that a balance sheet is presented for a particular date because 
it reports a company’s fi nancial position at a point in time.

As illustrated, the balance sheet is divided: assets, liabilities, and owners’ equity. Th e asset sec-
tion identifi es the types of assets owned by Safeway (like cash) and the monetary amounts associ-
ated with those assets. Th e liability section defi nes the extent and nature of Safeway’s debts (like 
income taxes not yet paid).

Owners’ equity completes the balance sheet. Th is section identifi es the portion of Safeway’s 
resources that were contributed by owners, either in exchange for shares of stock or as undistrib-
uted earnings since Safeway’s inception. Together with liabilities, owners’ equity indicates how a 

stockholders (shareholders) The 
owners of a corporation.

stockholders’ equity The owners’ equity 
section of a corporate balance sheet.

dividends Distributions to the owners 
(stockholders) of a corporation.

retained earnings The amount of ac-
cumulated earnings of the business that 
have not been distributed to owners.

capital stock The portion of 
stockholders’ equity that represents 
investment by owners in exchange for 
shares of stock. Also referred to as 
paid-in capital.

accounting equation An algebraic 
equation that expresses the relation-
ship between assets (resources), 
liabilities (obligations), and owners’ 
equity (net assets, or the residual 
interest in a business after all liabilities 
have been met): Assets = Liabilities + 
Owners’ Equity.

double-entry accounting A system 
of recording transactions in a way that 
maintains the equality of the account-
ing equation.
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company is fi nanced (whether by borrowing or by owner contributions and operating profi ts). You 
can see that Safeway has been fi nanced primarily through liabilities. Because total liabilities are over 
61% of Safeway’s total assets, we can say that most of Safeway’s assets are fi nanced using some form 
of liabilities.

Classifi ed and Comparative Balance Sheets Imagine that two people each owe you $10,000. 
You ask to see the balance sheets of each. Borrower A has assets of $10,000 in the form of cash. 
Borrower B has assets of $10,000 in the form of undeveloped land. If you need to collect the loan 
in the next two weeks, which borrower would be more likely to pay you back? Borrower A, whose 
assets are liquid, meaning that they are in the form of cash or can be easily converted into cash, 
would be more likely to repay you quickly. Assets like undeveloped land, which takes time and ef-
fort to convert into cash, are called illiquid. Th is illustration shows that not all assets are the same. 
For some purposes, it is very important to distinguish between current assets, which are generally 
more liquid, and long-term assets. A balance sheet that distinguishes between current and long-
term assets is called a classifi ed balance sheet.

In the balance sheet in Exhibit 2.5 (page 30), Safeway’s assets are classifi ed as current, or 
short term, and long term. Current assets include cash and other assets that are expected to be 
converted to cash within a year. Th ey generally are listed in decreasing order of liquidity; cash is 
fi rst, followed by the other current assets, like accounts receivable. A company needs long-term 
assets, like land, buildings, and equipment, in order to operate its business over an extended 
period of time.

Like assets, liabilities usually are classifi ed as either current liabilities (obligations expected to 
be satisfi ed within a year) or long-term liabilities. Accounts payable, for example, usually would be 
paid within 30 to 60 days, whereas a mortgage may remain on the books for 20 to 30 years before 
it is fully paid.

Safeway’s balance sheet in Exhibit 2.5 includes fi nancial information for both the current year 
and the preceding year. Most companies prepare such comparative fi nancial statements so that 
readers can identify any signifi cant changes in particular items. For example, notice that Safeway’s 
total assets decreased by $166.3 million ($17,484.7 − $17,651.0) from 2007 to 2008. In addition, 
notice that Safeway’s total liabilities decreased by $250.7 million. Even though the company’s assets 
decreased, its liabilities decreased by a larger amount, and the fact that the company reported net 
income of $965.3 million confi rms that the company is having success.

classifi ed balance sheet A balance 
sheet in which assets and liabilities 
are subdivided into current and long-
term categories.

current assets Cash and other as-
sets that can be easily converted to 
cash within a year.

liquidity The ability of a company to 
pay its debts in the short run.

long-term assets Assets that a 
company needs in order to operate 
its business over an extended period 
of time.

current liabilities Liabilities expected 
to be satisfi ed within a year or the 
current operating cycle, whichever is 
longer.

long-term liabilities Liabilities that 
are not expected to be satisfi ed within 
a year.

comparative fi nancial statements 
Financial statements in which data 
for two or more years are shown 
together.

E X H I B I T  2 . 4  E l e m e n t s  o f  t h e  A c c o u n t i n g  E q u a t i o n

Creditors’
claims
against

resources

Decreased by distributions
to owners (dividends) and

unprofitable operations

Increased by investments
by owners and profitable

operations

Resources

Sources of funding

�

�

�

�Assets Liabilities Owners’ Equity

Owners’
claims
against

resources



30 Part 1  Financial Reporting and the Accounting Cycle

Limitations of a Balance Sheet Although the balance sheet is useful in showing the fi nancial 
status of a company, it has limitations. Primarily, it does not refl ect the current value or worth 
of a company. Refer to the balance sheet numbers for Wal-Mart in the appendix. If the balance 
sheet were perfect, meaning that it included all economic assets reported at their current market 

E X H I B I T  2 . 5  C l a s s i f i e d  B a l a n c e  S h e e t s  f o r  S a f e w a y

Safeway Inc.
Comparative Balance Sheet
Year-End 2008 and 2007

(amounts in millions)

 2008 2007

ASSETS
Current assets:
 Cash and equivalents
 Receivables
 Merchandise inventories, net of LIFO reserve of $98.3 and $63.4
 Prepaid expenses and other current assets
  Total current assets

Property, plant & equipment:
 Land
 Plant and equipment

 Less accumulated depreciation and amortization
  Total property, net
Goodwill
Other assets
 Total assets

$     382.8
515.1

2,591.4
       486.9
$  3,976.2

$  1,588.6
  18,103.7
$19,692.3
   (9,049.2)
$10,643.1

2,390.2
       475.2
$17,484.7

$     277.8
577.9

2,797.8
       354.0
$  4,007.5

$  1,597.1
  17,827.1
$19,424.2
   (8,802.2)
$10,622.0

2,406.3
       615.2
$17,651.0

LIABILITIES AND STOCKHOLDERS’ EQUITY
Current liabilities:
 Current portion of long-term debt
 Accounts payable
 Accrued salaries and wages
 Deferred income taxes
 Other accrued liabilities
  Total current liabilities
Long-term debt:
 Notes and debentures
 Obligations under capital leases
  Total long-term debt
Deferred income taxes
Pension and postretirement benefi t obligations
Accrued claims and other liabilities
 Total liabilities
Stockholders’ equity:
  Common stock: par value $0.01 per share; 1,500 shares authorized; 590.7 and 

 589.3 shares outstanding
 Additional capital stock
 Treasury stock at cost; 161.8 and 149.2 shares
 Accumulated other comprehensive (loss) income
Retained earnings
 Total stockholders’ equity
Total liabilities and stockholders’ equity

$     799.0
2,448.5

450.3
107.2

       694.2
$  4,499.2

$  4,184.2
       516.6
$  4,700.8

249.6
597.2

       651.7
$10,698.5

$         5.9
4,128.3
(4,776.8)

(228.7)
    7,657.5
$  6,786.2
$17,484.7

$     997.4
2,825.4

506.7
88.0

       718.9
$  5,136.4

$  4,093.5
       564.2
$  4,657.7

254.7
236.7

       663.7
$10,949.2

$          5.9
4,038.2
(4,418.0)

246.2
    6,829.5
$  6,701.8
$17,651.0
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values, then the amount of owners’ equity would be equal to the market value of the company. 
In the case of Wal-Mart, the value of the company would be $65.3 billion, which is the amount 
of assets that would remain after all the liabilities were repaid. Th e actual market value of Wal-
Mart on April 9, 2009, however, was almost $200 billion. How could the balance sheet be so 
wrong?

Th e discrepancy between recorded balance sheet value and actual market value is the result of 
the following factors:
1. Accountants record many assets at their purchase cost, not at their current market value. 

Market value is the price that would have to be paid to buy the same asset today. For ex-
ample, if land was obtained ten years ago, it would still be reported on the balance sheet at its 
original cost, even though its market value may have increased dramatically.

2. Not all economic assets are included in the balance sheet. For example, some of the most im-
portant economic assets of Wal-Mart are its distribution channels, its name recognition, and 
its reputation for low prices. Th ese intangible factors are all very valuable economic assets. 
In fact, they are by far the most valuable assets Wal-Mart has. Nevertheless, these important 
economic assets are outside the normal accounting process.
Because the balance sheet can underreport the value of some long-term assets, and not re-

port other important economic assets, the accounting book value of a company (measured by the 
amount of owners’ equity) is usually less than the company’s market value, measured by the market 
price per share times the number of shares of stock. Th is is illustrated in Exhibit 2.6 using data for 
the ten largest companies (in terms of market value) in the United States.

Despite its defi ciencies, the balance sheet is a useful source of information regarding the fi nan-
cial position of a business. A lender would never loan a company money without knowing what 
assets the company has and what other loans the company is already obligated to repay. An investor 
shouldn’t pay money in exchange for ownership in a company without knowing something about 
the company’s existing resources and obligations. When a balance sheet is classifi ed, and when 
comparative data are provided, the balance sheet provides an informative picture of a company’s 
fi nancial position.

market value The value of a com-
pany as measured by the number of 
shares of stock outstanding multiplied 
by the current market price of the 
stock; the current value of a business.

book value The value of a com-
pany as measured by the amount 
of owners’ equity; that is, assets 
less liabilities.

E X H I B I T  2 . 6   B o o k  V a l u e  a n d  M a r k e t  V a l u e  f o r  t h e  T e n 
L a r g e s t  U . S .  F i r m s

OILOIL
OIL 3xconcentrate

5L

24Total
Toothpaste

Dentist’s No.1 Brand

Book Value and Market Value for the Ten Largest U.S. Firms

Rank Company Book Value* Market Value*
1 ExxonMobil $113.0 $455.93
2 General Electric 113.6 365.58
3 Microsoft 36.3 259.76
4 AT&T 96.3 227.31
5 Procter & Gamble 69.5 213.70
6 Wal-Mart Stores 65.3 208.73
7 Berkshire Hathaway 113.6 206.98
8 Johnson & Johnson 42.5 181.62
9 Chevron 86.6 175.48

10 Bank of America 177.1 169.12

* Accounting book value and market value are in billions of dollars.

Source: Fortune 2008 listing. Market values are as of March 28, 2008. Accounting book values are 

for the end of the immediately preceding fi scal year.
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L O  2   The Income Statement
WHAT Understand the basic elements and uses of the income statement.
WHY To measure a company’s long-term economic performance.
HOW Analyze an income statement to determine revenues, expenses, and net income (or net loss).

D O  T H I S . . .D O  T H

Review Wal-Mart’s balance sheet in Appendix A and answer the following questions:

1 What is the amount of Wal-Mart’s total reported assets?
2 What is the amount of Wal-Mart’s total reported liabilities?
3 Are Wal-Mart’s assets fi nanced more through liabilities or through owners’ equity?
4 What is Wal-Mart’s largest reported asset?
5 What is Wal-Mart’s largest reported current liability and what does that amount represent?

 S O L U T I O N …

1 Wal-Mart’s total reported assets on January 31, 2009, were $163,429 million.
2  Wal-Mart’s total reported liabilities on January 31, 2009, were $98,144 million ($163,429 in assets less $65,285 in 

shareholders’ equity).
3 Wal-Mart’s assets are fi nanced primarily using liabilities.
4  Wal-Mart’s largest reported asset category was Property and Equipment. Buildings and equipment make up the 

largest asset within that category.
5  Wal-Mart’s largest current liability is Accounts Payable with a balance of $28,849 million. Th is balance represents 

the amount owed to suppliers who have sold Wal-Mart inventory for resale in Wal-Mart stores.

 Balance sheet—a summary of the fi nancial position of a company at a particular date
 Asset—economic resource owned or controlled by a company
 Liability—economic obligation to deliver assets or provide a service
  Equity—equal to total assets minus total liabilities; represents the book value of the 
owners’ assets after the liability obligations have been satisfi ed; stems from direct 
owner investment and past profi ts retained in the business

 Accounting equation—Assets = Liabilities + Owners’ Equity
  Format—in the balance sheet, assets and liabilities are typically separated into 
current and long-term items with data for both the current and the preceding year 
reported for comparison

  Limitations—the balance sheet refl ects assets acquired at their historical cost, thus 
frequently ignoring changes in value and gradual development of intangible assets

R E M E M B E R  T H I S

B

Almost every day, Th e Wall Street Journal includes articles detailing the income forecasts of many 
publicly traded companies. Th e stock prices of companies go up or down depending on whether 
information disclosed about a company has a positive or negative impact on the fi rm’s expected 
earnings. For example, on March 6, 2009, the following events occurred:
• Wells Fargo’s stock price rose 6% on news that the bank will cut its quarterly dividend by 

85% to 5 cents from 34 cents in order to save $5 billion annually.
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• Ann Taylor Stores’ stock price fell by $2.13 (38.45%) per share. Th e women’s clothing 
company reported a wider-than-expected fourth-quarter loss of $375.6 million. Sales also 
dropped to $484.4 million from $600.8 million.
Investors fi nd this information about revenue and income numbers useful in evaluating the 

health and performance of a business. Net income is reported in the income statement. Th e income 
statement shows the results of a company’s operations for a period of time (a month, a quarter, or a 
year). Th e income statement summarizes the revenues generated and the costs incurred (expenses) 
to generate those revenues. Th e “bottom line” of an income statement is net income (or net loss), 
the diff erence between revenues and expenses. To help you understand an income statement, we 
must fi rst defi ne its elements—revenues, expenses, and net income (or net loss).

Revenues Revenue is the amount of assets created through the sale of goods and services. Th ink of 
revenue as another way for a company to acquire assets. Just as assets can be acquired by borrowing or 
by owners’ investment, assets can also be acquired by providing a product or service for which custom-
ers are willing to pay. Manufacturing and merchandising companies receive revenues from the sale of 
merchandise. For example, Safeway’s revenue is the cash that customers pay in exchange for groceries. 
A service enterprise generates revenues from the fees it charges for the services it performs. Compa-
nies might also earn revenues from other activities, such as charging interest or collecting rent. When 
goods are sold or services performed, the resulting revenue is in the form of cash or accounts receivable 
(a promise from the buyer to pay for the goods or services by a specifi ed date in the future). Revenues 
thus generally represent an increase in total assets. Th ese new assets are not tied to any liability obliga-
tion; therefore, the assets belong to the owners and thus represent an increase in owners’ equity.

Expenses Expenses are the amount of assets consumed through business operations. Expenses are 
the costs incurred in normal business operations to generate revenues. Employee salaries and utilities 
used during a period are two common examples of expenses. 
For Safeway, the primary expense is the wholesale cost of 
the groceries that it sells to its customers at retail. Just as 
revenues represent an increase in assets and equity, expenses 
generally represent a decrease in assets and in equity.

Net Income (or Net Loss) Net income, sometimes called 
earnings or profi t, is an overall measure of a company’s per-
formance. Net income refl ects the company’s accomplish-
ments (revenues) in relation to its eff orts (expenses) during 
a particular period of time:

Revenues − Expenses = Net Income

If revenues exceed expenses, the result is called net income. If expenses exceed revenues, the dif-
ference is called net loss. Because net income results in an increase in resources from operations, 
owners’ equity is also increased; a net loss decreases owners’ equity. Exhibit 2.7 (page 34) lists the 
ten U.S. companies with the highest net incomes in 2007.

It is important to note the diff erence between revenues and net income. Both concepts rep-
resent an increase in the net assets (assets – liabilities) of a fi rm. However, revenues represent total 
resource increases; expenses are subtracted from revenues to derive net income or net loss. Th us, 
whereas revenue is a “gross” concept, income (or loss) is a “net” concept.

It is also important to note the diff erence between revenues and assets. Revenues are one activ-
ity of a company that generates assets. For example, selling a product (which is revenue) results in 
an asset (either cash or an accounts receivable). Assets can also be generated by other activities. For 
example, borrowing money from a bank would not be considered a revenue-generating activity, but 
it would result in an asset—cash. To summarize, activities involving revenue result in assets, but 
assets can result from many diff erent activities.

The Format of an Income Statement Comparative income statements for Safeway are presented 
in Exhibit 2.8 (page 34). In contrast to the balance sheet, which is “as of” a particular date, the 
income  statement refers to the “year ended.” Remember, the income statement covers a period of 

revenue Increase in a company’s 
assets from the sale of goods or 
services.

expenses Costs incurred in the 
normal course of business to 
generate revenues.

net income (net loss) An overall 
measure of the performance of a 
company; equal to revenues minus 
expenses for the period.

C A U T I O N

In considering revenues and expenses, remember that not all in-
fl ows of assets are revenues; nor are all outfl ows of assets con-
sidered to be expenses. For example, cash may be received by 
borrowing from a bank, which is an increase in a liability, not a 
revenue. Similarly, cash may be paid for supplies, which is an 
exchange of one asset for another asset, not an expense. The 
details of properly identifying revenues and expenses will be 
discussed further in Chapter 3.

C

In co
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E X H I B I T  2 . 7   T o p  T e n  U . S .  C o m p a n i e s ,  R a n k e d  b y 
N e t  I n c o m e

Top Ten U.S. Companies, Ranked by Net Income

Rank Company Name Net Income*
1 ExxonMobil $60,610
2 General Electric 22,208
3 Chevron 18,688
4 J.P. Morgan Chase 15,365
5 Bank of America 14,982
6 Microsoft 14,065
7 Berkshire Hathaway 13,213
8 Wal-Mart 12,731
9 AT&T 11,951

10 ConcocoPhillips 11,891

* Net income is in millions of dollars.

Source: Fortune 500 listing, 2007.

E X H I B I T  2 . 8   A d a p t e d  C o m p a r a t i v e  I n c o m e  S t a t e m e n t s 
f o r  S a f e w a y

Safeway, Inc.
Comparative Income Statement
For Years Ended 2008 and 2007

(amounts in millions)

 2008 2007

Sales $ 44,104.0 $ 42,286.0

Cost of goods sold   (31,589.2)   (30,133.1)

Gross profi t $ 12,514.8 $ 12,152.9

Operating and administrative expense   (10,662.1)   (10,380.8)

Operating profi t $   1,852.7 $   1,772.1 

Interest expense (358.7) (388.9)

Other income, net           10.6           20.4

Income from continuing operations before income taxes $   1,504.6 $   1,403.6 

Income taxes        (539.3)        (515.2)

Net income $      965.3  $      888.4  

BASIC EARNINGS PER SHARE: $          2.23 $          2.02
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time; the balance sheet is a report at a point in time. Th e multistep format illustrated here high-
lights several profi t measurements including gross profi t, operating income, and net income.

Th e income statement usually shows two main categories, revenues and expenses, although 
several subcategories may also be presented (as illustrated). Revenues are listed fi rst. Typical operat-
ing expenses for most businesses are employee salaries, utilities, and advertising. For Safeway, as 
with any retail fi rm, the largest expense is for cost of goods sold. Th e diff erence between sales and 
cost of goods sold represents the diff erence between the retail price Safeway receives from a grocery 
sale and the wholesale cost of the groceries that are sold. Th is diff erence is called gross profi t or 
gross margin: 

Sales − Cost of Goods Sold = Gross Profi t (Gross Margin)

Expenses are sometimes divided into operating and nonoperating categories. Th e primary non-
operating expenses are interest and income taxes. Th ese expenses are called nonoperating because 
they have no connection with the specifi c nature of the operation of the business. For example, 
Safeway and Wal-Mart deal with interest and income taxes in a similar way, even though the two 
companies operate using diff erent strategies.

Two other items that frequently appear in the income statement are gains and losses. Gains 
and losses refer to money made or lost on activities outside the normal business of a company. For 
example, when Safeway receives cash for selling groceries, it is called revenue. But when Safeway 
makes money by selling an old delivery truck, the amount is called a gain, not revenue, because 
Safeway is not in the business of selling trucks.

One fi nal bit of information required on the income statements of corporations is earnings 
(loss) per share (EPS). Th is EPS amount is computed by dividing the net income (earnings or loss) 
for the current period by the number of shares of stock outstanding during the period:

Net Income/Outstanding Number of Shares of Stock = Earnings (Loss) per Share

Earnings per share information tells the owner of a single share of stock how much of the net in-
come for the year belongs to him or her. Often, two EPS fi gures are disclosed—basic and diluted. 
Basic EPS is based on historical transactions and involves di-
viding net income by actual average shares outstanding during 
the period. Diluted EPS is a bit more complicated and involves 
estimating what EPS would be if certain stock transactions (to 
be discussed later) had occurred.

Like the balance sheet, the income statement usually 
shows the comparative results for two or more periods, allow-
ing investors and creditors to evaluate profi tability over time. 
For example, examination of Safeway’s comparative income 
statements in Exhibit 2.8 shows that net income in 2008 was 
$76.9 million higher ($965.3 − $888.4) than in 2007. Further 
analysis of the income statement is reinforced throughout the text.

The Statement of Retained Earnings In addition to an income statement, corporations some-
times prepare a statement of retained earnings. Th is statement identifi es changes in retained 
earnings from one accounting period to the next. Exhibit 2.9 (page 36) illustrates the statement of 
retained earnings for Safeway. Th e statement shows a beginning retained earnings balance, the net 
income for the period, a deduction for any dividends paid (which were $137.3 million), and an 
ending retained earnings balance.

Note how the accounting equation is aff ected by the elements reported in the statement of 
retained earnings. Net income results in an increase in net assets and a corresponding increase in 
Retained Earnings, which increases Owners’ Equity.

gross profi t (gross margin) The 
excess of net sales revenue over the 
cost of goods sold.

gains Money made on activities 
outside the normal operation of a 
company.

losses Money lost on activities 
outside the normal operation of a 
company.

earnings (loss) per share (EPS) 
The amount of net income (earnings) 
related to each share of stock; com-
puted by dividing net income by the 
number of shares of stock outstand-
ing during the period.

statement of retained earnings 
A report that shows the changes 
in retained earnings during a period 
of time.

comprehensive income A measure 
of the overall change in a company's 
wealth during a period; consists of net 
income plus changes in wealth result-
ing from changes in investment value 
and exchange rates.

F Y I
Recently, companies have been providing an additional measure 
of income—comprehensive income. Comprehensive income 
is the number used to refl ect an overall measure of the change 
in a company’s wealth during the period. The wealth of a com-
pany is affected in a variety of ways that have nothing to do with 
the business operations of the company.
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(↑)Assets = Liabilities + Owners’ Equity (↑)

Capital Stock  Retained Earnings (↑)

Dividends reduce net assets (e.g., cash) and similarly reduce Retained Earnings, which reduces 
Owners’ Equity.

(↓)Assets = Liabilities + Owners’ Equity (↓)

Capital Stock  Retained Earnings (↓)

It is important to understand exactly what Retained Earnings is and what it isn’t. Retained 
Earnings is the amount of a business’s earnings that have been retained in the business 
(hence, the name Retained Earnings). The earnings that have not been retained in the 
business have been distributed to owners in the form of a dividend. The earnings that 
have been retained have been reinvested back into the business to become inventory and 
equipment and to pay down debt. To see where a company has reinvested the earnings it 
has retained would require you to examine the assets on the fi rm’s balance sheet. Odds 
are that many of those assets will have been provided by the earnings that have been 
reinvested in the business.

Now, what isn’t Retained Earnings? Retained Earnings is not cash. Some of the earn-
ings that have been retained in a business may be retained in the form of cash, but it is 
more likely that the cash has been used to purchase other assets or to pay off liabilities. 
Don’t make the mistake of assuming that if a company has Retained Earnings, the com-
pany has cash. That is not true. To determine how much cash a company has, you would 
examine the balance in the company’s cash account—not the balance in the company’s 
retained earnings account.

E X H I B I T  2 . 9   I l l u s t r a t e d  S t a t e m e n t  o f  R e t a i n e d  E a r n i n g s 
f o r  S a f e w a y

Safeway, Inc.
Illustrated Statement of Retained Earnings

For the Year Ended January 3, 2009
(amounts in millions)

Retained earnings, December 30, 2007 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .. . . . . . $6,829.5

Plus net income for the year . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .      965.3

$7,794.8

Less dividends . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     (137.3)

Retained earnings, January 3, 2009 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $7,657.5

Corporations sometimes present a statement of stockholders’ equity instead of a statement of 
retained earnings. Th e statement of stockholders’ equity is more detailed and includes changes in 
capital stock as well as changes in retained earnings.
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D O  T H I S . . .D O  T H

Review Wal-Mart’s income statement in Appendix A and answer the following questions:

 1 What was Wal-Mart’s total revenue for the fi scal year ended January 31, 2009?
 2 What was Wal-Mart’s cost of sales for the fi scal year ended January 31, 2009?
 3 Did Wal-Mart’s cost of sales as a percentage of net sales increase or decrease from 2008 to 2009?
 4 How much were Wal-Mart’s total income taxes for the fi scal year ended January 31, 2009?

 S O L U T I O N …

 1 Wal-Mart’s total revenue for 2009 was $405,607 million.
 2 Wal-Mart’s cost of sales for 2009 was $306,158 million.
 3  Wal-Mart’s cost of sales as a percentage of net sales decreased slightly from 76.5% to 76.3% from 2008 to 2009. A 

small percentage decrease in a very large number can make a very big diff erence.
 4  Wal-Mart’s total income tax expense for the fi scal year ended January 31, 2009, was $7,145 million.

L O  3   The Statement of Cash Flows
WHAT  Understand the categories and uses of the statement of cash fl ows and see how the primary 

fi nancial statements tie together.
WHY To understand how cash is obtained and used by a company.
HOW  Analyze a statement of cash fl ows to determine how cash is used for operating, investing, 

and fi nancing activities.

Net income is the single best measure of a company’s economic performance. However, anyone who 
has paid rent or college tuition knows that bills must be paid with cash, not with “economic per-
formance.” Accordingly, in addition to net income, investors and creditors also desire to know how 
much actual cash a company’s operations generate during a period and how that cash is used. Th e 
statement of cash fl ows shows the cash infl ows (receipts) and cash outfl ows (payments) of an entity 
during a period of time. As shown in Exhibit 2.10 (page 38), companies receive cash primarily by

  Income statement—a report of a company’s performance for a particular period 
of time

  Revenue—an INCREASE in a company’s resources through a normal business 
transaction

  Expense—a DECREASE in a company’s resources through a normal business 
transaction

  Net income—equal to revenues minus expenses; represents the net amount of 
assets created through business operations during a particular period of time

  Format—usually several years of income statement data are reported side by 
side for comparison

  Retained earnings—the total earnings that have been retained in the company; equals 
beginning retained earnings plus net income minus dividends; accumulates each year

R E M E M B E R  T H I S

In
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• selling goods or providing services,
• selling other assets,
• borrowing, and
• receiving cash from investments by owners.
Companies use cash to
• pay current operating expenses such as wages, utilities, and taxes;
• purchase additional buildings, land, and otherwise expand operations;
• repay loans; and
• pay their owners a return on the investments that have been made.

In the statement of cash fl ows, individual cash fl ow items are classifi ed according to three main 
activities: operating, investing, and fi nancing.

Operating Activities Operating activities are those activities that are part of the 
day-to-day business of a company. Major operating cash infl ow results from selling goods 
or providing services, while major operating cash outfl ows include payments to purchase 
inventory and to pay wages, taxes, interest, utilities, rent, and similar expenses.

Investing Activities Investing activities are those activities associated with buying and 
selling long-term assets—primarily the purchase and sale of land, buildings, and equipment.

Financing Activities Financing activities are those activities whereby cash is obtained 
from or repaid to owners and creditors. For example, cash received from owners’ investments, 
cash proceeds from a loan, or cash payments to repay loans would all be fi nancing activities.

operating activities Activities that 
are part of the day-to-day business of 
a company.

investing activities Activities associ-
ated with buying and selling long-term 
assets.

fi nancing activities Activities 
whereby cash is obtained from or 
repaid to owners and creditors.

E X H I B I T  2 . 1 0  C a s h  F l o w s

Operating activities:
● Paying wages
● Paying utilities
● Paying taxes

Investing activities:

● Purchasing buildings
● Purchasing land

Financing activities:

● Repaying loans
● Distributions to
  owners

Investing activities:

● Selling buildings
● Selling land

Operating activities:

● Selling goods
● Providing services

Financing activities:

● Borrowing money
● Receiving investments
  from owners

Outflows of Cash
(Payments)

Inflows of Cash
(Receipts)

CASH
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Conceptually, the statement of cash fl ows is the easiest to prepare of the three primary fi nancial 
statements. Imagine examining every check and deposit slip you have written in the past year and sort-
ing them into three piles—operating, investing, and fi nancing. You would have to exercise some judg-
ment in deciding which pile some items go into (for example, is the payment of interest an operating 
or a fi nancing activity?). But overall, the three-way categorization of cash fl ows is not that diffi  cult. In 
essence, this is all that is involved in the preparation of a statement of cash fl ows. As you will see in 
Chapter 13, however, actual preparation of a statement of cash fl ows can sometimes be challenging.

Exhibit 2.11 contains the adapted statement of cash fl ows for Safeway for 2008 and 2007. As with 
balance sheets and income statements, companies usually provide comparative statements of cash fl ows.

E X H I B I T  2 . 1 1   A d a p t e d  S t a t e m e n t  o f  C a s h  F l o w s  f o r 
S a f e w a y  I n c .

Safeway, Inc. and Subsidiaries
Consolidated Statements of Cash Flows

For Year Ended December 2008 and 2007
(amounts in millions)

CASH FLOWS FROM OPERATING ACTIVITIES 2008 2007

Cash collected from customers $44,166.8 $42,169.3

Cash paid for

Inventory (31,759.7) (29,927.4)

Operating and administrative expenses (9,312.1) (9,252.1)

Interest (379.7) (406.3)

Taxes       (464.4)       (393.0)

NET CASH FLOWS FROM OPERATING ACTIVITIES 2,250.9 2,190.5

CASH FLOWS FROM INVESTING ACTIVITIES

Cash paid for property additions (1,595.7) (1,768.7)

Proceeds from sale of property 97.8 140.0 

Other         (48.1)         (57.7)

NET CASH FLOWS USED BY INVESTING ACTIVITIES (1,546.0) (1,686.4)

CASH FLOWS FROM FINANCING ACTIVITIES

Additions to short-term borrowings — 285.0 

Payments on short-term borrowings (95.0) (190.0)

Additions to long-term borrowings 2,130.0 1,864.6 

Payments on long-term borrowing (2,165.0) (2,220.9)

Purchase of treasury stock (359.5) (226.1)

Dividends paid (132.1) (111.5)

Other          21.7        156.0

NET CASH FLOWS USED BY FINANCING ACTIVITIES       (599.9)       (442.9)

INCREASE IN CASH FOR THE PERIOD $     105.0 $       61.2
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How can Safeway report such a small amount of income on the income statement and yet 
be generating over $2.25 billion in cash fl ow from operating activities? Th e simple answer is that 
Safeway reported a large number of noncash expenses on its 2008 income statement. Th is issue 
gets at the heart of accrual accounting, which is introduced in Chapter 4. Th e details relating to the 
statement of cash fl ows will be explored in Chapter 13.

How the Financial Statements Tie Together
Although we have introduced the primary fi nancial statements as if they were independent of 
one another, they are interrelated and tie together. In accounting language, they “articulate.” 
 Articulation refers to the relationship between an operating statement (the income statement 
or the statement of cash fl ows) and comparative balance sheets, whereby an item on the oper-
ating statement helps explain the change in an item on the balance sheet from one period to 
the next.

Exhibit 2.12 shows how the fi nancial statements tie together using Safeway’s fi nancial state-
ment numbers. Note that the beginning amount of cash from the 2007 balance sheet is added to 
the net increase or decrease in cash (from the statement of cash fl ows) to derive the cash balance 
as reported on the 2008 balance sheet. Similarly, the retained earnings balance as reported on the 
2008 balance sheet comes from the beginning retained earnings balance (2007 balance sheet) plus 
net income for the period (from the income statement) less dividends paid. As you study fi nancial 
statements, these relationships will become clearer and you will understand the concept of articula-
tion better.

articulation The interrelationships 
among the fi nancial statements.

E X H I B I T  2 . 1 2  H o w  t h e  F i n a n c i a l  S t a t e m e n t s  T i e  T o g e t h e r

Statement of Cash Flows, 12/31/08
Operating activities. . . . . . . . . . . .
Investing activities. . . . . . . . . . . . 
Financing activites. . . . . . . . . . . .
Net increase in cash. . . . . . . . . . .
Beginning cash. . . . . . . . . . . . . . .
Ending cash. . . . . . . . . . . . . . . . .

Income Statement, 12/31/08
Revenues. . . . . . . . . . . . . . . . . . .  
Expenses. . . . . . . . . . . . . . . . . . .
Net income. . . . . . . . . . . . . . . . . .   

Statement of
Retained Earnings, 12/31/08

Retained earnings, 12/31/07. . . .. 
Net income. . . . . . . . . . . . . . . . . .
Dividends. . . . . . . . . . . . . . . . . . .
Retained earnings, 12/31/08 . . . .

Balance Sheet, 12/31/07
(in millions)

Cash. . . . . . . . . . . . .
All other assets. . . . . .

Liabilities. . . . . . . . . . 
Capital stock . . . . . . .
Retained earnings . . .

Balance Sheet, 12/31/08
(in millions)

Cash. . . . . . . . . . . . .
All other assets. . . . .

Liabilities. . . . . . . . . .
Capital stock. . . . . . . .
Retained earnings. . . .

        $     277.8
 17,373.2

$10,949.2
 (127.7)
 6,829.5

$44,104.0
 43,138.7

$     965.3

  

$ 382.8
 17,101.9

$ 10,698.5
    (871.3)
 7,657.5

$  2,250.9
   (1,546.0)
      (599.9)
$ 105.0
 277.8
$ 328.8

$ 6,829.5
 965.3
 (137.3)

 $ 7,657.5
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L O  4   Notes to the Financial Statements
WHAT  Recognize the need for fi nancial statement notes and identify the types of information in-

cluded in the notes.
WHY  To better understand the many assumptions and complicated computations in primary fi nan-

cial statements.
HOW  Read the notes to the fi nancial statement and consider them in conjunction with the numbers 

to more effectively use the fi nancial statements.

While the three primary fi nancial statements contain a lot of information, they cannot possibly tell 
fi nancial statement users everything they want to know about a company.

Additional information is given in the notes to the fi nancial statements, which give informa-
tion about the assumptions and methods used in preparing the fi nancial statements and more detail 
about specifi c items. In a typical annual report, the notes go on for 20 pages or more, whereas the 
primary fi nancial statements fi ll only three pages. 

Financial statement notes fall into four general categories:
1. Summary of signifi cant accounting policies.
2. Additional information about the summary totals found in the fi nancial statements.
3. Disclosure of important information that is not recognized in the fi nancial statements.
4. Supplementary information required by the Financial Accounting Standards Board (FASB) 

or the Securities and Exchange Commission (SEC).

Summary of Signifi cant Accounting Policies
Accounting involves making assumptions, estimates, and judgments. In addition, in some settings, 
there is more than one acceptable method of accounting for certain items. For example, there are 

notes to the fi nancial statements 
Explanatory information considered 
an integral part of the fi nancial 
statements.

  Statement of cash fl ows—a report of a company’s cash infl ows and outfl ows catego-
rized into operating, investing, and fi nancing activities
  Operating activities—activities that are part of a company’s day-to-day business; 
examples include collecting cash from customers, paying employees, and purchasing 
inventory
  Investing activities—activities involving the purchase and sale of long-term assets 
such as buildings, trucks, and equipment
  Financing activities—activities surrounding acquiring the capital needed to purchase 
the company’s assets; examples include getting cash from loans, repaying loans, 
receiving invested cash from owners, and paying dividends
  Format—usually several years of cash fl ow data are reported side by side for com-
parison
  Articulation—the three primary fi nancial statements tie together as follows:

   The income statement explains the change in the retained earnings balance in the 
balance sheet

   The statement of cash fl ows explains the change in the cash balance in the balance 
sheet

R E M E M B E R  T H I S

S
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a variety of acceptable ways of estimating how much a building depreciates (wears out) in a year. 
In order for fi nancial statement users to properly interpret the three primary fi nancial statements, 
they must know what procedures were used in preparing those statements. Th is information about 
accounting policies and practices is given in the fi nancial statement notes.

Additional Information about Summary Totals
For a large company like Wal-Mart or Safeway, one summary number in the fi nancial statements 
represents literally thousands of individual items. For example, the $4,184.2 million in long-term 
notes and debentures included in Safeway’s 2008 balance sheet (see Exhibit 2.5) represents loans 
comprised of mortgages, commercial paper, unsecured bank borrowings, unsecured senior notes, 
unsecured senior debentures, and more. Th e balance sheet includes only one number, with the 
details in the notes.

Disclosure of Information Not Recognized
One way to report fi nancial information is to include the estimates and judgments in the fi nancial 
statements. Th is is called recognition. Th e key assumptions and estimates are then described in a 
note to the fi nancial statements. Another approach is to not include estimates and judgments in 
the fi nancial statements but instead to explain them in the notes to the fi nancial statements. Th is is 
called disclosure. Disclosure is the accepted way to convey information to users when the informa-
tion is too uncertain to be recognized. For example, Safeway is one of the defendants in a legal case 
relating to grocery store strikes that started on October 11, 2003. While several decisions have been 
reached, multiple appeals have made it impossible to summarize the complexity of the potential 
outcome in a number that can be reported on the fi nancial statements. Instead, Safeway describes 
the situation in the notes to the fi nancial statements included in Exhibit 2.13.

Supplementary Information
Th e FASB and SEC both require supplementary information that must be reported in the fi nancial 
statement notes. For example, the FASB requires the disclosure of quarterly fi nancial information 
and of business segment information. A sample of this type of disclosure can be seen in Wal-Mart’s 
Form 10-K in Appendix A. In the notes to its fi nancial statements, Wal-Mart reports that almost 
20% of its 2009 revenue was generated outside of the United States.

E X H I B I T  2 . 1 3  S a f e w a y ’ s  N o t e  D i s c l o s u r e

NOTE K: COMMITMENTS AND CONTINGENCIES

LEGAL MATTERS On February 2, 2004, the Attorney General for the State of California fi led an action in the United States District Court for the 
Central District of California, entitled State of California, ex rel. Bill Lockyer (now ex. rel. Jerry Brown) v. Safeway Inc. dba Vons, et al., against the 
Company; the Company’s subsidiary, The Vons Companies, Inc.; Albertsons, Inc; and Ralphs Grocery Company, a division of The Kroger Co. The 
complaint alleges that certain provisions of a Mutual Strike Assistance Agreement (“MSAA”) entered into by the defendants in connection with the 
Southern California grocery strike that began on October 11, 2003 constituted a violation of Section 1 of the Sherman Antitrust Act. The complaint 
seeks declaratory and injunctive relief. The Attorney General has also indicated that it will seek an order requiring the return of any funds received 
pursuant to the MSAA. Pursuant to the MSAA, the Company received $83.5 million of payments in 2004, which it recorded as reductions to cost 
of sales of $51.5 million and $32 million in the fourth quarter of 2003 and the fi rst quarter of 2004, respectively. Defendants’ motion for summary 
judgment based on the federal non-statutory labor exemption to the antitrust laws was denied by the court on May 25, 2005 and again on March 
6, 2008. The Attorney General’s motion for summary judgment arguing that the MSAA was a per se antitrust violation was denied by the court on 
 December 7, 2006. On March 27, 2008, pursuant to a stipulation of the parties, the court entered a fi nal judgment in favor of the defendants. 
 Under the stipulation and fi nal judgment, the court also found that the non-statutory labor exemption does not immunize the revenue sharing 
 provisions of the MSAA from the antitrust claims in the case. Both sides have appealed issues to the Ninth Circuit Court of Appeals. No date for 
argument of the appeal has been set.
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X B R L  R E P O R T I N G

The FASB and others are always trying to improve fi nancial reporting. One new ap-

proach to fi nancial reporting that has gained considerable momentum in both the United 

States and abroad is something known as XBRL reporting. It has been endorsed by 

the AICPA, several major U.S. companies, and several foreign countries. In fact, in May 

2008, the Securities and Exchange Commission passed a proposal that would require 

approximately 500 of the largest public companies in the United States to report their 

fi nancial results with digital tags known as XBRL reporting starting in 2009. (Other 

public companies would have one or two more years to comply, depending on their 

size.) While the details of XBRL are beyond the scope of this book, basically XBRL is an 

international information format that, instead of treating fi nancial information as a block 

of English text—as in a printed paper—provides a unique, electronically readable, digi-

tal tag for each individual disclosure item within business reports. For example, on an 

income statement, items like sales, cost of sales, gross margin, various expenses, and 

net income would all have their own unique tags. These tags are contained in commonly 

accepted dictionaries (called taxonomies) that have been developed and accepted for 

fi nancial reporting.

These digital tags, using XBL-based computer language, have several advantages 

over current English-based fi nancial reporting. First, they allow for automation of 

data collection. Second, and most importantly, XBRL improves the transparency and 

effi ciency of capital markets by allowing analysts and other users of fi nancial and 

business information to be able to easily compare the fi nancial reporting of various 

companies. Since gross margin, for example, would have a common tag across all 

companies, the gross margins of these companies could be easily compared by ana-

lysts and others.

The former chairman of the SEC, Christopher Cox, a major proponent of XBRL, was 

famous for saying that XBRL would “let the sunshine in [on fi nancial reporting] as never 

before.” Certainly, analysts will much more easily be able to compare fi nancial fi gures 

for specifi c companies over time and across industries. 

One of the problems with XBRL reporting is that the number and kinds of 

tags across different standard setters in the world (for example, the FASB 

and IASB) aren't the same. As a result of these and other problems, many 

people believe that the effective date of mandatory XBRL reporting will 

be delayed.
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D O  T H I S . . .D O  T H

Review the notes to Wal-Mart’s fi nancial statements in Appendix A and answer the following questions:

 1 Read Wal-Mart’s note on revenue recognition. When does the company recognize sales revenue?
 2 When does Wal-Mart recognize revenue on its Sam’s Club memberships?

 S O L U T I O N …

 1 Wal-Mart recognizes revenue when it sells the merchandise to the customer.
 2 Revenue on Sam’s Club memberships is recognized over the term of the membership, which is 12 months.

L O  5   The External Audit
WHAT Describe the purpose of an audit report and the incentives the auditor has to perform a good audit.
WHY  To ensure that the fi nancial statements fairly present the fi nancial position of a company, the results 

of its operations and its cash fl ows.
HOW  Independent public accounting fi rms conduct audits using generally accepted auditing standards and 

issue an audit report at the conclusion of the audit.

The notes to the fi nancial statements

 Contain additional information not included in the fi nancial statements themselves
 Explain the company’s accounting assumptions and practices
  Provide details of fi nancial statement summary numbers and additional disclosure 
about complex events

 Report supplementary information required by the SEC or the FASB

R E M E M B E R  T H I S

Th

In the late 1980s, Safeway was bought out by Kohlberg, Kravis, Roberts & Co. (KKR) and began 
to issue shares of stock to the public. In April 1990, Safeway issued shares at a price of $11.25 per 
share. Th e $11.25 price implied that the market value of KKR’s initial investment had risen from 
$130 million to $731 million. Th e $11.25 price was determined by investment bankers and po-
tential investors after examining the fi nancial statements of Safeway. Now, consider the following 
questions:
• Who controlled the preparation of the Safeway fi nancial statements used by investors in ar-

riving at the $11.25 price?
 • Th e owners and managers of Safeway, led by KKR.
• Did KKR have any incentive to bias the reported fi nancial statement numbers?
 •  Absolutely. Th e better the numbers, the higher the stock off ering price and the more 

money raised by KKR.
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• Since KKR had control of the preparation of the fi nancial statements and stood to benefi t 
substantially if those statements looked overly favorable, how could the fi nancial statements 
be trusted?

 • Good question.
Th is situation illustrates a general truth: the owners and managers of a company have an incen-

tive to report the most favorable results possible. Poor reported fi nancial performance can make it 
harder to get loans, lower the amount that managers receive as salary bonuses, and lower the stock 
price when shares are issued to the public. With these incentives to stretch the truth, the fi nancial 
statements would not be reliable unless they were reviewed by an external party.

To provide this external review, a company’s fi nancial statements are often audited by an in-
dependent certifi ed public accountant (CPA). A CPA fi rm issues an audit report that expresses 
an opinion about whether the statements fairly present a company’s fi nancial position, operating 
results, and cash fl ows in accordance with generally accepted accounting principles. Note that 
the fi nancial statements are the responsibility of a company’s management and not of the CPA. 
Although not all company records have to be audited, audits are needed for many purposes. For 
example, a banker may not make a loan without fi rst receiving audited fi nancial statements from 
a prospective borrower. As another example, most securities cannot be sold to the general public 
until they are registered with the SEC. Audited fi nancial statements are required for this registra-
tion process.

Th ough an audit report does not guarantee accuracy, it does 
provide added assurance that the fi nancial statements are not mis-
leading since they have been examined by an independent profes-
sional. However, the CPA cannot examine every transaction upon 
which the summary fi gures in the fi nancial statements are based. 
Th e accuracy of the statements must remain the responsibility of 
the company’s management. An example of a typical audit report 
is found in Wal-Mart’s 2009 fi nancial statements included in Ap-
pendix A. Wal-Mart’s fi nancial statements were audited by Ernst & 
Young LLP, one of the large international audit fi rms.

One fi nal question:
• Who hires and pays Ernst & Young to do the audit of Wal-

Mart’s fi nancial statements?
 • Wal-Mart does.
At fi rst glance, this situation appears to be similar to allowing stu-
dents in an accounting class to choose and pay the graders of the 
examinations. However, two economic factors combine to allow us 
to trust the quality of the audit, even though the auditor was hired 
by the company being audited:
• Reputation. Ernst & Young, as one of the large accounting fi rms, has a reputation for doing 

high-quality audits (as do almost all independent auditors in the United States). It would be 
very reluctant to risk this reputation by signing off  on a questionable set of fi nancial state-
ments.

• Lawsuits. Auditors are sued all the time, even when they conduct a good audit. Investors 
who lose money claim that they lost the money by relying on bogus fi nancial statements that 
were certifi ed by an external auditor. If even honest auditors get sued, then an auditor who 
intentionally approves a false set of fi nancial statements is at great risk of losing a big lawsuit.
Th e business scandals of the early 2000s have reinforced the important role that auditors play 

in ensuring the integrity of fi nancial statements. We will discuss the role of auditing and auditors 
in greater detail in Chapter 5.

audit report A report issued by an 
independent CPA to evaluate whether 
a company’s fi nancial statements fairly 
report its fi nancial position, operating 
results, and cash fl ows in accordance 
with generally accepted accounting 
principles.

Audited fi nancial statements are required before a company can sell 
securities, like shares, stocks, and bonds, to the general public. 
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D O  T H I S . . .D O  T H

Review Wal-Mart’s audit report in Appendix A and answer the following questions:

1 Which independent fi rm provided the audit for Wal-Mart?
2  Wal-Mart has operations in 15 countries, over 2 million employees, and sales of over $400 billion. How long did it take 

from the end of Wal-Mart’s business year until the audit report was issued?

 S O L U T I O N …

1  Ernst & Young LLP, one of the large international accounting fi rms, has audited Wal-Mart’s fi nancial statements 
for many years.

2  Th e date of Ernst & Young’s audit report is March 27, 2009. Wal-Mart’s fi scal year ended on January 31, 2009. 
Ernst & Young was able to complete its audit in less than 60 days. Obviously, much audit work was conducted 
during the year to make this happen.

L O  6
   Fundamental Concepts and 

Assumptions
WHAT Explain the fundamental concepts and assumptions that underlie fi nancial accounting.
WHY  Users of fi nancial information must understand the concepts and assumptions underlying 

fi nancial accounting if they are to appropriately use the resulting fi nancial statements.
HOW  These concepts and assumptions are explained in the accounting literature and are funda-

mental to business activities.

  An audit report is issued by an independent CPA fi rm and verifi es that a set of 
fi nancial statements has been prepared in accordance with generally accepted 
 accounting principles.

  CPA fi rms have an economic incentive to perform good audits in order to preserve 
their reputations and avoid lawsuits.

R E M E M B E R  T H I S

A

Certain fundamental concepts and assumptions underlie fi nancial accounting practice and the 
resulting fi nancial statements. Th ese ideas are so fundamental to any economic activity that they 
usually are taken for granted in conducting business. Nevertheless, it is important to be aware of 
them because these assumptions, together with certain basic concepts and procedures, determine 
the rules and set the boundaries of accounting practice. Th ey indicate which events will be ac-
counted for and in what manner. In total, they provide the essential characteristics of the traditional 
accounting model.

The Separate Entity Concept
Because business involves the exchange of goods or services between entities, it follows that ac-
counting records should be kept for those entities. For accounting purposes, an entity is defi ned as 

accounting model The basic 
accounting assumptions, concepts, 
principles, and procedures that 
determine the manner of recording, 
measuring, and reporting a 
company’s transactions.

entity An organizational unit (a 
person, partnership, or corporation) 
for which accounting records are kept 
and about which accounting reports 
are prepared.
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the organizational unit for which accounting records are maintained—for example, IBM Corpo-
ration. It is a focal point for identifying, measuring, and communicating accounting data. In the 
separate entity concept, an entity is considered to be separate from its individual owners.

The Assumption of Arm’s-Length Transactions
Accounting is based on the recording of economic transactions. Viewed broadly, transactions in-
clude not only exchanges of economic resources between separate entities, but also events that have 
an economic impact on a business independently. Th e borrowing and lending of money and the 
sale and purchase of goods or services are examples of the former. Th e loss in value of equipment 
due to obsolescence or fi re is an example of the latter. Collectively, transactions provide the data 
that are included in accounting records and reports.

Accounting for economic transactions enables us to measure the success of an entity. However, the 
data for a transaction will not accurately represent that transaction if any bias is involved. Th erefore, 
unless there is evidence to the contrary, accountants assume arm’s-length transactions. Th at is, they 
make the assumption that both parties—for example, a buyer and a seller—are rational and free to act 
independently; each trying to make the best deal possible in establishing the terms of the transaction.

The Cost Principle
To further ensure objective measurements, accountants record transactions at historical cost, the 
amount originally paid or received for goods and services in arm’s-length transactions. Th e historical 
cost is assumed to represent the fair market value of the item at the date of the transaction because 
it refl ects the actual use of resources by independent parties. In accounting, this convention of re-
cording transactions at cost is often referred to as the cost 
principle.

Th e historical cost fi gure may be modifi ed in the fu-
ture to refl ect new information. While historical cost is 
a reliable number in that it results from an arm’s-length 
transaction, it may not always provide information that is 
as relevant as fi nancial statement users would like.

The Monetary Measurement Concept
Accountants do not record all the activities of economic entities. Th ey record only those that can be 
measured in monetary terms. Th us, the concept of monetary measurement becomes another im-
portant characteristic of the accounting model. For example, employee morale cannot be measured 
directly in monetary terms and is not reported in the accounting records. Wages paid or owed, 
however, are quantifi able in terms of money and are reported. In accounting, all transactions are 
recorded in monetary amounts, whether or not cash is involved. In the United States, the dollar is 
the unit of exchange and is thus the measuring unit for accounting purposes.

The Going Concern Assumption 
Th e Safeway balance sheet in Exhibit 2.5 was prepared under the assumption that Safeway would 
continue in business for the foreseeable future. Th is is called the going concern assumption. With-
out this assumption, preparation of the balance sheet would be much more diffi  cult. For example, 
the $2.6 billion inventory for Safeway in 2008 is reported at the cost originally paid to purchase the 
inventory. Th is is a reasonable fi gure because, in the normal course of business, Safeway can expect 
to sell the inventory for this amount, plus some profi t. But if it were assumed that Safeway would 
go out of business tomorrow, the inventory would suddenly be worth a lot less. Th e going concern 
assumption allows the accountant to record assets at what they are worth to a company in normal 
use, rather than what they would sell for in a liquidation sale.

separate entity concept The idea 
that the activities of an entity are 
to be separated from those of the 
individual owners.

transactions Exchange of goods or 
services between entities (whether 
individuals, businesses, or other 
organizations), as well as other events 
having an economic impact on a 
business.

arm’s-length transactions Business 
dealings between independent and 
rational parties who are looking out 
for their own interests.

historical cost The dollar amount 
originally exchanged in an arm’s-length 
transaction; assumed to refl ect the 
fair market value of an item at the 
transaction date.

cost principle The idea that transac-
tions are recorded at their historical 
costs or exchange prices at the 
transaction date.

monetary measurement The idea 
that money is the accounting unit of 
measurement and that only economic 
activities measurable in monetary terms 
are included in the accounting model.

going concern assumption The 
idea that an accounting entity will 
have a continuing existence for the 
foreseeable future.

C A U T I O N

When reading accounting reports, remember that many report-
ed values are historical costs, refl ecting exchange prices at 
various transaction dates.
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  Entity concept—Financial statements are prepared for a specifi c economic entity; the 
private affairs of the owners are not to be mixed in with the business transactions.

  Arm’s-length transaction—A market price accurately refl ects underlying value when 
the transaction occurs between two unrelated parties, each bargaining for his or 
her own interests.

  Cost principle—In general, fi nancial statement items are measured at their cost on 
the original transaction date.

  Monetary measurement concept—In order to be included in the fi nancial statements, 
the value of an item must be measurable in terms of dollars.

  Going concern assumption—When preparing the fi nancial statements, the accountant 
assumes that the business will survive for the foreseeable future. Without this 
assumption, balance sheet items would be recorded at emergency liquidation amounts.
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L O 1  Understand the basic elements, uses, and limitations of the balance sheet.

Creditors’
claims
against

resources

Resources

Sources of funding

�

�

�

�Assets Liabilities Owners’ Equity

Owners’
claims
against

resources

•  In the balance sheet, assets and liabilities are typically separated into current and long-term items with data for both the 
current and the preceding year reported for comparison.

•  The balance sheet refl ects assets acquired at their historical cost, thus frequently ignoring changes in value and gradual 
development of intangible assets.

L O 2  Understand the basic elements and uses of the income statement.

INCOME STATEMENT

REVENUE an INCREASE in a company’s resources through a normal business transaction

– EXPENSE a DECREASE in a company’s resources through a normal business transaction

= NET INCOME equal to revenues minus expenses and representing the net amount of assets 
created through business operations during a particular period of time

• Format—usually several years of income statement data are reported side by side for comparison.

48 Part 1  Financial Reporting and the Accounting Cycle
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STATEMENT OF RETAINED EARNINGS

RETAINED EARNINGS, BEGINNING cumulative retained earnings from all prior years

+ NET INCOME the net amount of assets created through business opera-
tions during the year; these assets belong to the owners

– DIVIDENDS amount of business profi ts (usually in the form of cash) 
paid out to the owners during the year

= RETAINED EARNINGS, ENDING as of the end of the year, the amount of the company’s 
assets that have come through owners’ reinvestment of 
their profi ts into the business

L O 3   Understand the categories and uses of the statement of cash fl ows and see how 
the primary fi nancial statements tie together.

STATEMENT OF CASH FLOWS

+ OPERATING ACTIVITIES activities that are part of a company’s day-to-day business; examples 
include collecting cash from customers, paying employees, and 
purchasing inventory

+ INVESTING ACTIVITIES activities involving the purchase and sale of long-term assets such as 
buildings, trucks, and equipment

+ FINANCING ACTIVITIES activities surrounding acquiring the capital needed to purchase the 
company’s assets; examples include getting cash from loans, repaying 
loans, receiving invested cash from owners, and paying dividends

= NET CHANGE IN CASH change in the cash balance from the beginning of the period to the 
end of the period

• Format—usually several years of cash fl ow data are reported side by side for comparison.
• Articulation—the three primary fi nancial statements tie together as follows:
 •  The income statement explains the change in the retained earnings balance in the balance sheet.
 •  The statement of cash fl ows explains the change in the cash balance in the balance sheet.

L O 4   Recognize the need for fi nancial statement notes and identify the types 
of information  included in the notes.

• The notes to the fi nancial statements contain additional information not included in the fi nancial statements themselves.
•  The notes explain the company’s accounting assumptions and practices, provide details of fi nancial statement summary 

numbers and additional disclosure about complex events, and report supplementary information required by the SEC or 
the FASB.

L O 5   Describe the purpose of an audit report and the incentives the auditor 
has to perform a good audit.

•  An audit report is issued by an independent CPA fi rm and verifi es that a set of fi nancial statements has been prepared in 
accordance with generally accepted accounting principles.

• CPA fi rms have an economic incentive to perform good audits in order to preserve their reputations and avoid lawsuits.
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L O 6  Explain the fundamental concepts and assumptions that underlie fi nancial accounting.

FUNDAMENTAL CONCEPT 
OR ASSUMPTION

DESCRIPTION

Entity concept Financial statements are prepared for a specifi c economic entity; the private 
affairs of the owners are not to be mixed in with the business transactions.

Arm’s-length transaction A market price accurately refl ects underlying value when the transaction 
occurs between two unrelated parties, each bargaining for his or her own 
interests.

Cost principle In general, fi nancial statement items are measured at their cost on the 
original transaction date.

Monetary measurement concept In order to be included in the fi nancial statements, the value of an item 
must be measurable in terms of dollars.

Going concern assumption When preparing the fi nancial statements, the accountant assumes that the 
business will survive for the foreseeable future. Without this assumption, 
balance sheet items would be recorded at emergency liquidation amounts.

K e y  T e r m s  &  C o n c e p t s

accounting equation, 28
accounting model, 46
arm’s-length transactions, 47
articulation, 40
assets, 26
audit report, 45
balance sheet (statement of fi nancial 

position), 26
book value, 31
capital stock, 28
classifi ed balance sheet, 29
comparative fi nancial statements, 29
comprehensive income, 35
cost principle, 47
current assets, 29
current liabilities, 29
dividends, 28

double-entry accounting, 28
earnings (loss) per share (EPS), 35
entity, 46
expenses, 33
fi nancing activities, 38
gains (losses), 35
going concern assumption, 47
gross profi t (gross margin), 35
historical cost, 47
income statement (statement of 

earnings), 26
investing activities, 38
liabilities, 27
liquidity, 29
long-term assets, 29
long-term liabilities, 29
market value, 31

monetary measurement, 47
net assets, 27
net income (net loss), 33
notes to the fi nancial 

statements, 41
operating activities, 38
owners’ equity, 27
primary fi nancial statements, 25
retained earnings, 28
revenue, 33
separate entity concept, 47
statement of cash fl ows, 26
statement of retained 

earnings, 35
stockholders (shareholders), 28
stockholders equity, 28
transactions, 47

R e v i e w  P r o b l e m

The Income Statement and the Balance Sheet
Shirley Baum manages Th e Copy Shop. She has come to you for help in preparing an income statement and a balance 
sheet for the year ended December 31, 2012. Several amounts, determined as of December 31, 2012, are presented below. 
No dividends were paid this year.

Capital stock (10,000 shares 
 outstanding)  . . . . . . . . . . . . . . . . . . . . . . . $ 40,000

Mortgage payable . . . . . . . . . . . . . $72,000
Accounts payable  . . . . . . . . . . . . . 6,000

Retained earnings (12/31/11)  . . . . . . . . . . . . 12,400 Land. . . . . . . . . . . . . . . . . . . . . . . 24,000
Advertising expense  . . . . . . . . . . . . . . . . . . . 2,000 Supplies . . . . . . . . . . . . . . . . . . . . 2,000
Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 17,000 Salary expense . . . . . . . . . . . . . . . 20,000
Rent expense  . . . . . . . . . . . . . . . . . . . . . . . . 2,400 Revenues  . . . . . . . . . . . . . . . . . . . 42,000
Building (net) . . . . . . . . . . . . . . . . . . . . . . . . . 100,000 Other expenses. . . . . . . . . . . . . . . 1,300
Interest expense . . . . . . . . . . . . . . . . . . . . . . 700 Accounts receivable  . . . . . . . . . . . 3,000
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Required:
 1. Prepare an income statement for the year ended December 31, 2012, including EPS.
 2. Determine the amount of retained earnings at December 31, 2012.
 3. Prepare a classifi ed balance sheet as of December 31, 2012.

Solution
1. Income Statement
Th e fi rst step in solving this problem is to separate the balance sheet items from the income statement items. Asset, li-
ability, and owners’ equity items refl ect the company’s fi nancial position and appear on the balance sheet; revenues and 
expenses are reported on the income statement.

Balance Sheet Items

Capital stock
Retained earnings
Cash
Building (net)
Mortgage payable
Accounts payable
Land
Supplies
Accounts receivable

After the items have been separated, the income statement and the balance sheet may be prepared using a proper format.

The Copy Shop
Income Statement

For the Year Ended December 31, 2012

Revenues  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $42,000
Expenses:

Advertising expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 2,000
Rent expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,400
Interest expense. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 700
Salary expense. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000
Other expenses  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .    1,300   26,400

Net income  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $15,600
EPS = $15,600 ÷ 10,000 shares = $1.56

2. Retained Earnings
Th e amount of retained earnings at December 31, 2012, may be calculated as follows:

Retained earnings (12/31/11)  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $12,400

Add: Net income for year . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15,600

Subtract: Dividends for year. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .            0

Retained earnings (12/31/12)  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $28,000

Since no dividends were paid during 2012, the ending balance in Retained Earnings is simply the beginning balance plus 
net income for the year.

Income Statement Items

Advertising expense
Rent expense
Interest expense
Salary expense
Revenues
Other expenses
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3. Balance Sheet

The Copy Shop
Balance Sheet

December 31, 2012

Assets Liabilities and Owners’ Equity

Current assets: Current liabilities:
Cash  . . . . . . . . . . . . . . . $ 17,000  Accounts payable  . . . . . . . . . . . . $  6,000
Accounts receivable  . . . . 3,000
Supplies. . . . . . . . . . . . .      2,000 $  22,000 Long-term liabilities:

 Mortgage payable  . . . . . . . . . . . .   72,000
Long-term assets: Total liabilities . . . . . . . . . . . . . . . . . $  78,000

Land  . . . . . . . . . . . . . . . $ 24,000
Building (net)  . . . . . . . . .  100,000   124,000 Owners’ equity:

 Capital stock . . . . . . . . . . . . . . . . $40,000
 Retained earnings  . . . . . . . . . . . .   28,000*     68,000

Total assets  . . . . . . . . . . . $146,000 Total liabilities and owners’ equity . . . $146,000

*See item 2 for calculation.

 P U T  I T  O N  PA P E R

D i s c u s s i o n  Q u e s t i o n s

 1.  As an external user of fi nancial statements, 
perhaps an investor or creditor, what type of 
 accounting information do you need?

 2. What is the major purpose of: 
  a. A balance sheet? 
  b. An income statement? 
  c. A statement of cash fl ows?
 3.  Assume you want to invest in the stock market 

and your friends tell you about a company’s stock 
that is “guaranteed” to have an annual growth 
rate of 150%. Should you trust your friends and 
invest immediately or should you research the 
company’s fi nancial statements before investing? 
Explain.

 4.  Why are classifi ed and comparative fi nancial 
statements generally presented in annual reports 
to shareholders?

 5.  Why are owners’ equity and liabilities considered 
the “sources” of assets?

 6.  Owners’ equity is not cash; it is not a liability; and 
it generally is not equal to the current worth of a 
business. What is the nature of owners’ equity?

  7.  What are the limitations of the balance 
sheet? Why is it important to be aware of 
them when evaluating a company’s growth 
potential?

  8.  Some people feel that the income statement is 
more important than the balance sheet. Do you 
agree? Why or why not?

  9.  How might an investor be misled by looking 
only at the “bottom line” (the net income or EPS 
number) on an income statement?

 10.  Why is it important to classify cash fl ows 
 according to operating, investing, and fi nancing 
activities?

 11.  You are thinking of investing in one of two 
companies. In one annual report, the auditor’s 
opinion states that the fi nancial statements were 
prepared in accordance with generally accepted 
accounting principles. Th e other makes no such 
claim. How important is that to you? Explain.

 12.  Some people think that auditors are responsible 
for ensuring the accuracy of fi nancial statements. 
Are they correct? Why or why not?
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Total Assets
Using the following information, compute total assets.

Equipment  . . . . . . . . . . . . . . . $15,000
Accounts payable  . . . . . . . . . . 1,800
Capital stock. . . . . . . . . . . . . . 2,800
Cash  . . . . . . . . . . . . . . . . . . . 1,400
Loan payable  . . . . . . . . . . . . . 13,000

Total Liabilities
Refer to the data in PE 2-1. Compute total liabilities.

Total Owners’ Equity
Refer to the data in PE 2-1. Compute total owners’ equity.

The Accounting Equation
For the following four cases, use the accounting equation to compute the missing quantity.

Assets Liabilities Owners’ Equity

Case A $10,000 $  4,000 A
Case B 8,000 B $3,500
Case C C 5,500 7,000
Case D 13,000 15,000 D

Balance Sheet
Using the data in PE 2-1, prepare a balance sheet.

Current Assets
Using the following information, compute total current assets.

Land. . . . . . . . . . . . . . . . . . . . . $8,000
Machinery. . . . . . . . . . . . . . . . . 1,700
Accounts payable  . . . . . . . . . . . 1,200
Cash  . . . . . . . . . . . . . . . . . . . . 950

Wages payable  . . . . . . . . . . . . $    900
Accounts receivable  . . . . . . . . 3,000
Retained earnings  . . . . . . . . . . 5,400
Inventory  . . . . . . . . . . . . . . . . 4,500

Buildings. . . . . . . . . . . . . . . . . . $9,500
Accounts receivable  . . . . . . . . . 1,400
Retained earnings  . . . . . . . . . . . 3,800
Inventory  . . . . . . . . . . . . . . . . . 3,300

 13.  What are the four general types of fi nancial 
statement notes typically included in annual reports 
to stockholders?

 14.  Explain why each of the following is important in ac-
counting:

  a. Th e separate entity concept
  b. Th e assumption of arm’s-length transactions

  c. Th e cost principle
  d. Th e monetary measurement concept
  e. Th e going concern assumption

P r a c t i c e  E x e r c i s e s
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Current Liabilities
Using the following information, compute total current liabilities.

Inventory  . . . . . . . . . . . . . . . . . . . $9,000
Loan payable (due

in 14 months)  . . . . . . . . . . . . . . 1,100
Capital stock. . . . . . . . . . . . . . . . . 1,750
Cash  . . . . . . . . . . . . . . . . . . . . . . 400

Book Value and Market Value of Equity
For the following four cases, compute (1) the book value of equity and (2) the market value of 
equity.

Assets Liabilities
Number of Shares of 
Stock Outstanding

Market Price 
per Share

Case A $ 10,000 $    4,000 1,000 $15
Case B 8,000 7,000 500 10
Case C 13,500 5,500 300 20
Case D 100,000 150,000 1,000 7

Total Revenues
Using the following information, compute total revenues. Caution: Not all of the items listed 
should be included in the computation of total revenues.

Cost of goods sold  . . . . . . . . . . . . . . $14,600 Wages payable  . . . . . . . . . . . . . $   325
Interest revenue  . . . . . . . . . . . . . . . . 700 Accounts receivable  . . . . . . . . . 1,050
Advertising expense  . . . . . . . . . . . . . 2,650 Retained earnings  . . . . . . . . . . . 5,800
Cash  . . . . . . . . . . . . . . . . . . . . . . . . 800 Consulting revenue  . . . . . . . . . . 1,900
Sales  . . . . . . . . . . . . . . . . . . . . . . . . 18,300

Total Expenses
Using the data in PE 2-9, compute total expenses. Caution: Not all of the items listed should be 
included in the computation of total expenses.

Computation of Net Income
For the following four cases, compute net income (or net loss). Caution: Not all of the items listed 
should be included in the computation of net income.

Case A Case B Case C Case D

Cost of goods sold $  60,000 $  30,000 $60,000 $110,000
Interest expense 18,000 47,000 25,000 31,000
Cash 3,000 4,500 2,100 6,000
Retained earnings 50,000 15,000 31,000 70,000
Sales 100,000 150,000 70,000 200,000
Accounts payable 12,000 20,000 5,000 38,000
Rent revenue 5,000 1,000 12,000 10,000
Machinery 175,000 60,000 50,000 185,000

Mortgage payable 
 (due in 30 years)  . . . . . . . . . . . . $10,000
Loan payable (due in 6 months)  . . . 250
Accounts payable  . . . . . . . . . . . . . 700
Retained earnings  . . . . . . . . . . . . . 5,000
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Income Statement
Using the following information, prepare an income statement.

Cost of goods sold  . . . . . . . . . . . . . $  7,300
Interest expense . . . . . . . . . . . . . . . 1,200
Wage expense  . . . . . . . . . . . . . . . . 900
Cash  . . . . . . . . . . . . . . . . . . . . . . . 600
Sales  . . . . . . . . . . . . . . . . . . . . . . . 12,000

Computation of Ending Retained Earnings
For the following four cases, compute the ending amount of retained earnings. Caution: Not all of 
the items listed should be included in the computation of ending retained earnings.

Case A Case B Case C Case D

Capital stock $ 60,000 $ 30,000 $60,000 $110,000
Long-term loan payable 18,000 47,000 25,000 31,000
Dividends 3,000 4,500 2,100 6,000
Retained earnings (beginning) 50,000 15,000 31,000 70,000
Inventory 100,000 150,000 70,000 200,000
Cash 12,000 20,000 5,000 38,000
Net income (loss) 5,000 1,000 12,000 (10,000)
Machinery 175,000 60,000 50,000 185,000

Expanded Accounting Equation
For the following four cases, use the expanded accounting equation to compute the missing 
 quantity.

Assets Liabilities Capital Stock Retained Earnings

Case A $34,000 $16,000 A $ 9,500
Case B 14,500 B $  5,300 3,100
Case C C 22,000 13,000 29,000
Case D 80,000 57,000 28,000 D

Computing Cash from Operating Activities
Using the following data, compute cash fl ow from operating activities.

Cash Infl ow (Outfl ow)

a. Cash received from sale of a building  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  5,600
b. Cash paid for interest  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (450)
c. Cash paid to repay a loan  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (1,000)
d. Cash collected from customers  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,000
e. Cash paid for dividends . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (780)
f. Cash paid for income taxes  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (1,320)
g. Cash received upon the issuance of new shares of stock . . . . . . . . . . . . . . . . . . 3,000
h. Cash received from tenants renting part of a building . . . . . . . . . . . . . . . . . . . . . 600
i. Cash paid to purchase land  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (12,000)

Accounts payable  . . . . . . . . . . $   400
Accounts receivable  . . . . . . . . 750
Retained earnings  . . . . . . . . . . 3,300
Income tax expense  . . . . . . . . 800
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Computing Cash from Investing Activities
Refer to the information in PE 2-15. Use that information to compute cash fl ow from investing 
activities.

Computing Cash from Financing Activities
Refer to the information in PE 2-15. Use that information to compute cash fl ow from fi nancing 
activities.

Preparing a Statement of Cash Flows
Refer to the information in PE 2-15. Use that information to prepare a complete statement of cash 
fl ows. Th e beginning cash balance for the year was $2,000.

Financial Statement Articulation
For the following four cases, use the principle of fi nancial statement articulation to compute the 
missing amounts.

Case A Case B Case C Case D

Dividends $  4,500 $  9,200 $  1,300 G
Cash, beginning 9,000 C 6,700 $ 41,000
Retained earnings, ending A 23,000 12,500 18,000
Net increase (decrease) in cash 5,800 11,000 E (9,200)
Net income (loss) 21,000 34,000 F (19,000)
Retained earnings, beginning 37,000 D 17,000 43,000
Cash, ending B 46,000 2,500 H

E x e r c i s e s

Classifi cation of Financial Statement Elements
Indicate for each of the following items whether it would appear on a balance sheet (BS) or an income 
statement (IS). If a balance sheet item, is it an asset (A), a liability (L), or an owners’ equity item (OE)?

 1. Accounts Payable
 2. Sales Revenue
 3. Accounts Receivable
 4. Advertising Expense
 5. Cash
 6. Supplies
 7. Consulting Revenue

  8. Land
  9. Capital Stock
 10. Rent Expense
 11. Equipment
 12. Interest Receivable
 13. Mortgage Payable
 14. Notes Payable

 15. Buildings
 16.  Salaries & Wages 

Expense
 17. Retained Earnings
 18. Utilities Expense

Accounting Equation
Compute the missing amounts for the following 3 companies.

Johnson 
Company

Best 
Company

Coury 
Company

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $23,000 $11,600 $34,000
Accounts receivable  . . . . . . . . . . . . . . . . . . . . . . 11,000 22,000 23,500
Land and buildings  . . . . . . . . . . . . . . . . . . . . . . . 97,000       ?      82,000
Accounts payable  . . . . . . . . . . . . . . . . . . . . . . . .       ?      7,000 32,000
Mortgage payable . . . . . . . . . . . . . . . . . . . . . . . . 75,000 38,000 64,500
Owners’ equity  . . . . . . . . . . . . . . . . . . . . . . . . . . 44,000 29,000         ?    
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Comprehensive Accounting Equation
Assuming no additional investments by or distributions to owners, compute the missing amounts 
for the 3 companies below.

Davis 
Company

Conaton 
Company

Seipke 
Company

Assets: January 1, 2012  . . . . . . . . . . . . . . . . . . . . . . . . . . . . $360 $  ?   $230
Liabilities: January 1, 2012  . . . . . . . . . . . . . . . . . . . . . . . . . . 280 460    ?    

Owners’ equity: January 1, 2012  . . . . . . . . . . . . . . . . . . . . . .     ?    620 150
Assets: December 31, 2012  . . . . . . . . . . . . . . . . . . . . . . . . . 380     ?    310
Liabilities: December 31, 2012  . . . . . . . . . . . . . . . . . . . . . . .     ?    520 90
Owners’ equity: December 31, 2012  . . . . . . . . . . . . . . . . . . .     ?    720    ?    
Revenues in 2012 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80     ?    400
Expenses in 2012 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100    116    ?    

Computing Elements of Owners’ Equity
From the information provided, determine:
1. Th e amount of retained earnings at December 31.
2. Th e amount of revenues for the period.

Totals January 1 December 31

Current assets  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 15,000 $ 25,000
All other assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 240,000 220,000
Liabilities  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 125,000 85,000
Capital stock. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 70,000       ?       
Retained earnings  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60,000       ?       

Additional data:
Expenses for the period were $55,000.
Dividends paid were $9,000.
Capital stock increased by $20,000 during the period.

Balance Sheet Relationships
Correct the following balance sheet.

Canfield Corporation
Balance Sheet

December 31, 2012

Assets Liabilities and Owners’ Equity

Cash  . . . . . . . . . . . . . . . . . . . . . $  55,000 Buildings. . . . . . . . . . . . . . . . . . . . . $325,000
Accounts payable  . . . . . . . . . . . . 65,000 Accounts receivable  . . . . . . . . . . . . 75,000
Interest receivable . . . . . . . . . . . . 20,000 Mortgage payable . . . . . . . . . . . . . . 150,000
Capital stock. . . . . . . . . . . . . . . . 200,000 Sales revenue . . . . . . . . . . . . . . . . . 350,000
Rent expense  . . . . . . . . . . . . . . . 60,000 Equipment  . . . . . . . . . . . . . . . . . . . 85,000
Retained earnings  . . . . . . . . . . . .   145,000 Utilities expense  . . . . . . . . . . . . . . .       5,000
 Total assets. . . . . . . . . . . . . . . $545,000  Total liabilities and owners’ equity  . $990,000
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Balance Sheet Preparation
From the following data, prepare a classifi ed balance sheet for Taylorsville Construction Company 
at December 31, 2012.

Accounts payable  . . . . . . . . . $  74,300
Accounts receivable  . . . . . . . 113,500
Buildings. . . . . . . . . . . . . . . . 512,000
Owners’ equity, 1/1/12 . . . . . 314,300
Cash  . . . . . . . . . . . . . . . . . . 153,600
Distributions to owners 
 during 2012  . . . . . . . . . . . 48,100

Income Statement Computations
Following are the operating data for a marketing fi rm for the year ended December 31, 2012.

Revenues  . . . . . . . . . . . . . . . . . $335,000
Supplies expense  . . . . . . . . . . . 95,000
Salaries expense. . . . . . . . . . . . 120,000
Rent expense  . . . . . . . . . . . . . . 10,000

For 2012, determine:
 1. Income before taxes.
 2. Income taxes.
 3. Net income.
 4. Earnings per share (EPS), assuming there are 25,000 shares of stock outstanding.

Income Statement Preparation
Th e following selected information is taken from the records of Pickard and Associates.

Accounts payable  . . . . . . . . . $ 143,000
Accounts receivable  . . . . . . . 95,000
Advertising expense  . . . . . . . 14,500
Cash  . . . . . . . . . . . . . . . . . . 63,000
Supplies expense  . . . . . . . . . 31,500
Rent expense  . . . . . . . . . . . . 12,000
Utilities expense  . . . . . . . . . . 2,500

 1.  Prepare an income statement for the year ended December 31, 2012. (Assume that 11,000 
shares of stock are outstanding.)

 2. Explain what the EPS ratio tells the reader about Pickard and Associates.

Income and Retained Earnings Relationships
Assume that retained earnings increased by $375,000 from December 31, 2011, to December 31, 
2012, for Jarvie Distribution Corporation. During the year, a cash dividend of $135,000 was paid.
 1. Compute the net income for the year.
 2.  Assume that the revenues for the year were $830,000. Compute the expenses incurred for 

the year.

Retained Earnings Computations
During 2012, Shadow Price Corporation had revenues of $520,000 and expenses, including in-
come taxes, of $390,000. On December 31, 2011, Shadow Price had assets of $700,000, liabilities 
of $210,000, and capital stock of $320,000. Shadow Price paid a cash dividend of $50,000 in 2012. 
No additional stock was issued. Compute the retained earnings on December 31, 2011, and 2012.

Supplies . . . . . . . . . . . . . . . . $    4,250
Land. . . . . . . . . . . . . . . . . . . 90,000
Mortgage payable . . . . . . . . . 423,400
Net income for 2012. . . . . . . 109,450
Owners’ equity, 12/31/12 . . .        ?       

Administrative expense  . . . . . . . $16,000
Income taxes (30% of income 
 before taxes) . . . . . . . . . . . . .      ?       

Income taxes (30% of 
 income before taxes) . . . . . $     ?       

Miscellaneous expense  . . . . .    5,100
Owners’ equity  . . . . . . . . . . . 215,000
Salaries expense. . . . . . . . . . 78,000
Fees (revenues). . . . . . . . . . . 476,000
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Preparation of Income Statement and Retained Earnings Statement
Prepare an income statement and a statement of retained earnings for Big Sky Corporation for the 
year ended June 30, 2012, based on the following information:

Capital stock (1,500 shares @ $100) . . . . . . . . . . . . . . . . . . . . . . . . . . . . $150,000
Retained earnings, July 1, 2011 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 76,800
Dividends  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,500
Ski rental revenue  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 77,900
Expenses:
 Rent expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 6,000
 Salaries expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 38,600
 Utilities expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,400
 Advertising expense. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7,500
 Miscellaneous expense. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7,700
 Income taxes. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .    2,100 64,300

Articulation: Relationships between a Balance Sheet and an Income Statement
Th e total assets and liabilities of Omni Company at January 1 and December 31, 2012, are pre-
sented below.

January 1 December 31

Assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $103,000 $167,000
Liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . 72,000 88,000

Determine the amount of net income or loss for 2012, applying each of the following assumptions 
concerning the additional issuance of stock and dividends paid by the fi rm. Each case is indepen-
dent of the others.
 1. Dividends of $12,100 were paid and no additional stock was issued during the year.
 2. Additional stock of $18,000 was issued and no dividends were paid during the year.
 3.  Additional stock of $72,000 was issued and dividends of $12,400 were paid during the year.

Cash Flow Computations
From the following selected data, compute:
 1. Net cash fl ow provided (used) by operating activities.
 2. Net cash fl ow provided (used) by investing activities.
 3. Net cash fl ow provided (used) by fi nancing activities.
 4. Net increase (decrease) in cash during the year.
 5. Th e cash balance at the end of the year.

Cash receipts from:
Customers  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 410,000
Investments by owners. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80,000
Sale of building  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 225,000
Proceeds from bank loan  . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000

Cash payments for:
Wages  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $164,000
Utilities  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9,000
Advertising  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15,000
Rent  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 56,000
Taxes  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 83,000
Dividends  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 45,000
Repayment of principal on loan . . . . . . . . . . . . . . . . . . . . . . . . 60,000
Purchase of land  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 289,000

Cash balance at beginning of year  . . . . . . . . . . . . . . . . . . . . . . . 417,000
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Cash Flow Classifi cations
For each of the following items, indicate whether it would be classifi ed and reported under the op-
erating activities (OA), investing activities (IA), or fi nancing activities (FA) section of a statement 
of cash fl ows:
 a.  Cash receipts from selling 

merchandise
 b. Cash payments for wages and salaries
 c. Cash proceeds from sale of stock
 d. Cash purchase of equipment
 e. Cash dividends paid
 f. Cash received from bank loan
 g. Cash payments for inventory
 h. Cash receipts from services rendered
 i. Cash payments for taxes
 j.  Cash proceeds from sale of property no longer needed as expansion site

Notes to Financial Statements
Refer to Wal-Mart's Form 10-K in Appendix A. How important are the notes to fi nancial state-
ments? What are the major types of notes that Wal-Mart includes in its Form 10-K?

The Cost Principle
On January 1, 2012, Peet Development Company paid $325,000 in cash for a parcel of land to 
be used as the new offi  ce building site. During March, the company petitioned the city council to 
rezone the area for professional offi  ce buildings. Th e city council refused, preferring to maintain 
the area as a residential zone. After nine months of negotiation, Peet Development convinced the 
council to rezone the property for commercial use, thus raising its value to $475,000.

For accounting purposes, what value should be used to record the transaction on January 1, 
2012? At what value would the property be reported at year-end, after the city council rezoning? 
Explain why accountants use historical costs to record transactions.

The Monetary Measurement Concept
Many successful companies, like Ford Motor Company, ExxonMobil, and Marriott Corporation, 
readily acknowledge the importance and value of their employees. In fact, the employees of a com-
pany are often viewed as the most valued asset of the company. Yet in the asset section of the balance 
sheets of these companies there is no mention of the asset Employees. What is the reason for this 
oversight and apparent inconsistency?

The Going Concern Assumption
Assume that you open an auto repair business. You purchase a building and buy new equipment. 
What diff erence does the going concern assumption make with regard to how you would account 
for these assets?
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Balance Sheet Classifi cations and Relationships
Shelley and Co. has the following balance sheet elements as of December 31, 2012.

Land. . . . . . . . . . . . . . . . . . . . . . . $247,000 Mortgage payable . . . . . . . . . . $365,000
Cash  . . . . . . . . . . . . . . . . . . . . . .        ?       Capital stock. . . . . . . . . . . . . . 300,000
Building  . . . . . . . . . . . . . . . . . . . . 330,000 Retained earnings  . . . . . . . . . . 218,000
Accounts payable  . . . . . . . . . . . . . 159,000 Inventory  . . . . . . . . . . . . . . . . 81,000
Notes payable (short-term). . . . . . . 86,000 Accounts receivable  . . . . . . . . 154,000
Equipment  . . . . . . . . . . . . . . . . . . 282,000

Required:
Compute the total amount of:
 1. Current assets.
 2. Long-term assets.
 3. Current liabilities.
 4. Long-term liabilities.
 5. Stockholders’ equity.

Preparation of a Classifi ed Balance Sheet
Following are the December 31, 2012, account balances for Siraco Company.

Cash  . . . . . . . . . . . . . . . . . . $  1,950
Accounts receivable  . . . . . . . 2,500
Supplies . . . . . . . . . . . . . . . . 1,800
Equipment  . . . . . . . . . . . . . . 11,275
Accounts payable  . . . . . . . . . 3,450
Wages payable  . . . . . . . . . . . 250
Dividends paid  . . . . . . . . . . . 1,500

Required:
 1. Prepare a classifi ed balance sheet as of December 31, 2012.
 2.  Interpretive Question: On the basis of its 2012 earnings, was this company’s decision to 

pay dividends of $1,500 a sound one?

Balance Sheet Preparation with a Missing Element
Th e following data are available for Schubert Products Inc. as of December 31, 2012.

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  7,500
Accounts payable  . . . . . . . . . . . . . . . . . . . . . . . 24,000
Capital stock. . . . . . . . . . . . . . . . . . . . . . . . . . . 42,000
Accounts receivable  . . . . . . . . . . . . . . . . . . . . . 20,000
Building  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 49,500
Supplies . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000
Retained earnings  . . . . . . . . . . . . . . . . . . . . . . .       ?      
Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000

Required:
 1. Prepare a balance sheet for Schubert Products Inc.
 2. Determine the amount of retained earnings at December 31, 2012.
 3.  Interpretive Question: In what way is a balance sheet a depiction of the basic accounting 

equation?

Capital stock. . . . . . . . . . . . . $    775
Retained earnings, 
 January 1, 2012  . . . . . . . . 12,000
Revenues  . . . . . . . . . . . . . . . 10,000
Miscellaneous expense  . . . . . 1,550
Supplies expense  . . . . . . . . . 3,700
Wages expense. . . . . . . . . . . 2,200
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Income Statement Preparation
Listed below are the results of Messier Chocolate's operations for 2011 and 2012. (Assume 5,000 
shares of outstanding stock for both years.)

2012 2011

Sales  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $530,000 $625,000
Utilities expenses  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 18,000 12,500
Employee salaries . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 185,000 170,000
Advertising expenses. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 25,000 40,000
Income tax expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,100 72,750
Interest expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 45,000 25,000
Cost of goods sold  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 210,000 155,000
Interest revenue  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000 20,000

Required:
 1.  Prepare a comparative income statement for Messier Chocolate for the years ended De-

cember 31, 2012, and 2011. Be sure to include fi gures for gross margin, operating income, 
income before taxes, net income, and earnings per share.

 2.  Interpretive Question: What advice would you give Messier Chocolate to improve its 
profi tability for the year 2013?

Income Statement Preparation 
Th e following information is taken from the records of Wadley’s Car Wash for the year ended 
 December 31, 2012.

Income taxes  . . . . . . . . . . . . . $  45,000
Service revenues. . . . . . . . . . . 210,000
Rent expense  . . . . . . . . . . . . . 6,000
Salaries expense. . . . . . . . . . . 41,000

Required:
Prepare an income statement for Wadley’s Car Wash for the year ended December 31, 2012. (As-
sume that 3,000 shares of stock are outstanding.)

Expanded Accounting Equation
At the end of 2012, Spencer Systems, Inc., had a fi re that destroyed the majority of its  accounting 
records. Spencer was able to gather the following fi nancial information for 2012.
 a.  Retained earnings was changed only as a result of net income and a $25,000 dividend 

payment to Spencer’s investors.
 b.  All other account changes for the year are listed below. Th e amount of change for each 

account is shown as a net increase or decrease.

Increase or (Decrease)

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  12,500
Interest receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (7,500)
Inventory  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000
Accounts receivable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (11,750)
Building  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 157,500
Accounts payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 22,500
Mortgage payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 137,500
Wages payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (35,250)
Capital stock. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 26,250

Miscellaneous expense  . . . . . . $    970
Utilities expense  . . . . . . . . . . . 4,300
Supplies expense  . . . . . . . . . . 10,300
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Required:
Using the accounting equation, compute Spencer’s net income for 2012.

Income Statement Preparation
Maximum Company has been a leading supplier of portable storage disks for three years. Following 
are the results of Maximum’s operations for 2012. 

Sales revenue . . . . . . . . . . . . . $102,000
Advertising expense  . . . . . . . . 2,360
Income taxes  . . . . . . . . . . . . . 8,730
Delivery expense. . . . . . . . . . . 720

Required:
 1. Prepare an income statement for the year ended December 31, 2012.
 2. How many shares of stock were outstanding?

Net Income
A summary of the operations of Streuling Company for the year ended May 31, 2012, is shown 
below.

Advertising expense  . . . . . . . . $ 2,760
Supplies expense  . . . . . . . . . . 37,820
Rent expense  . . . . . . . . . . . . . 1,500
Salaries expense. . . . . . . . . . . 18,150
Miscellaneous expense  . . . . . . 4,170

Required:
 1.  Determine the net income for the year by preparing an income statement. (Assume that 

3,000 shares of stock are outstanding.)
 2.  Interpretive Question: Assuming an operating loss for the year, is it a good idea for Streul-

ing to still pay its shareholders dividends?

Net Income and Statement of Retained Earnings
A summary of the operations of Quincy Company for the year ended May 31, 2012, is shown 
below.

Advertising expense  . . . . . . . . . . . $ 4,650
Supplies expense  . . . . . . . . . . . . . 38,410
Rent expense  . . . . . . . . . . . . . . . . 2,400
Salaries expense. . . . . . . . . . . . . . 25,340
Miscellaneous expense  . . . . . . . . . 10,200

Required:
 1.  Determine the net income for the year by preparing an income statement. (Th ere are 

8,000 shares of stock outstanding.)
 2. Prepare a statement of retained earnings for the year ended May 31, 2012.
 3.  Prepare a statement of retained earnings assuming that Quincy had a net loss for the year 

of $38,000.
 4.  Interpretive Question: Assuming a loss as in (3), is it a good idea for Quincy to still pay its 

shareholders dividends?

Packaging expense . . . . . . . . . $     505
Salaries expense. . . . . . . . . . . 27,840
Supplies expense  . . . . . . . . . . 12,370
EPS  . . . . . . . . . . . . . . . . . . . . 4.12

Dividends  . . . . . . . . . . . . . . . . $  12,400
Retained earnings (6/1/11)  . . . 156,540
Income taxes  . . . . . . . . . . . . . 21,180
Consulting fees (revenues) . . . . 115,100
Administrative expense  . . . . . . 7,250

Dividends  . . . . . . . . . . . . . . . . . . . $ 19,500
Retained earnings (6/1/11)  . . . . . . 175,670
Income taxes  . . . . . . . . . . . . . . . . 20,760
Consulting fees (revenues) . . . . . . . 176,400
Administrative expense  . . . . . . . . . 13,900
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Comprehensive Financial Statement Preparation 
Th e following information was obtained from the records of Wilcox, Inc., as of December 31, 2012.

Land. . . . . . . . . . . . . . . . . . . . . $ 42,500
Buildings. . . . . . . . . . . . . . . . . . 197,550
Salaries expense. . . . . . . . . . . . 125,350
Utilities expense  . . . . . . . . . . . . 5,250
Accounts payable  . . . . . . . . . . . 38,050
Revenues  . . . . . . . . . . . . . . . . . 389,950
Supplies . . . . . . . . . . . . . . . . . . 72,500
Retained earnings (1/1/12)  . . . . 311,000
Capital stock (2,000 shares 
 outstanding)  . . . . . . . . . . . . . 65,000

Required:
 1. Prepare an income statement for the year ended December 31, 2012.
 2. Prepare a classifi ed balance sheet as of December 31, 2012.
 3.  Interpretive Question: Why is the balance in Retained Earnings so large as compared with 

the balance in Capital Stock?

Elements of Comparative Financial Statements
Th e following report is supplied by Maxwell Sons Company.

Maxwell Sons Company
Comparative Balance Sheets

As of December 31, 2012 and 2011

Assets 2012 2011
Liabilities and 
Owners’ Equity 2012 2011

Cash  . . . . . . . . . . . . $  28,000 $19,000 Accounts payable  . . . . . . $    9,000 $  8,000
Accounts 
 receivable . . . . . . . 21,000 14,000

Salaries and commissions 
 payable. . . . . . . . . . . . 

Notes receivable . . . . 10,000 12,000 11,000 12,000
Land. . . . . . . . . . . . . 43,000 43,000 Notes payable. . . . . . . . . 32,000 35,000

Capital stock. . . . . . . . . . 15,000 15,000
Retained earnings  . . . . . .     35,000   18,000

 Total assets. . . . . . $102,000 $88,000
 Total liabilities and 
  owners’ equity  . . . . . $102,000 $88,000

Operating expenses for the year included utilities of $5,700, salaries and commissions of $38,700, 
and miscellaneous expenses of $2,200. Income taxes for the year were $4,500, and the company 
paid dividends of $8,000.

Required:
 1. Compute the total expenses, including taxes, incurred in 2012.
 2. Compute the net income or net loss for 2012.
 3. Compute the total revenue for 2012.
 4.  Interpretive Question: Why are comparative fi nancial statements generally of more value 

to users than statements for a single period?

Statement of Cash Flows
Max & Ellie Construction, Inc., builds homes and offi  ces and sells them to customers. Th e fi nancial 
information shown below was gathered from its accounting records for 2012. Assume any increase 
or decrease in the balances from 1/1/12 to 12/31/12 resulted from either receiving or paying cash in 
the transaction. For example, during 2012 the balance on loans for land holdings increased $55,000 
because the company received $55,000 in cash by taking out an additional loan on the land.

Accounts receivable  . . . . . . . . . $ 90,000
Supplies expense  . . . . . . . . . . . 110,600
Cash  . . . . . . . . . . . . . . . . . . . .       ?      
Notes payable (long-term)  . . . . . 63,800
Rent expense  . . . . . . . . . . . . . . 21,200
Dividends in 2012 . . . . . . . . . . . 95,500
Other expenses. . . . . . . . . . . . . 11,250
Income taxes  . . . . . . . . . . . . . . 35,000
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Items
Balance as of 

1/1/12
Balance as of 

12/31/12

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $220,000 $264,000
Cash receipts from customers . . . . . . . . . . . . . . . . . . . . . . . — 910,000
Loans on land holdings  . . . . . . . . . . . . . . . . . . . . . . . . . . . . 220,000 275,000
Cash distributions to owners  . . . . . . . . . . . . . . . . . . . . . . . .  — 95,000
Loan on building  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 175,000 75,000
Investments in securities  . . . . . . . . . . . . . . . . . . . . . . . . . . . 560,000 720,000
Cash payments for other expenses. . . . . . . . . . . . . . . . . . . .  — 44,000
Cash payments for taxes . . . . . . . . . . . . . . . . . . . . . . . . . . . — 57,000
Cash payments for operating expenses  . . . . . . . . . . . . . . . . — 270,000
Cash payments for wages and salaries . . . . . . . . . . . . . . . . . — 195,000

Required:
 1.  Prepare a statement of cash fl ows for Max & Ellie Construction, Inc., for the year ended 

December 31, 2012.
 2.  Interpretive Question: Does Max & Ellie Construction, Inc., appear to be in good shape 

from a cash fl ow standpoint? What other information would help you analyze the situation?

Statement of Cash Flows
Th e cash account for Esplin Enterprises shows the following for the year ended December 31, 2012.

Beginning cash balance . . . . . . . . . . . . . . . . . . . . . . . $       ?       
Cash receipts during year from:

Services  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,214,000
Investments by owners . . . . . . . . . . . . . . . . . . . . . 93,000
Sale of land  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 194,000

Cash payments during year for:
Operating expenses  . . . . . . . . . . . . . . . . . . . . . . . 1,735,000
Taxes. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 207,000
Purchase of building . . . . . . . . . . . . . . . . . . . . . . . 352,000
Distributions to owners . . . . . . . . . . . . . . . . . . . . . 68,000

Ending cash balance  . . . . . . . . . . . . . . . . . . . . . . . . . 815,000

Required:
Prepare a statement of cash fl ows for Esplin Enterprises for the year ended December 31, 2012.

A n a l y t i c a l  A s s i g n m e n t s

Creating a Balance Sheet and Income Statement
Starting with this chapter, each chapter in this text will include a spreadsheet assignment based on 
the fi nancial information of a fi ctitious company named Handyman.

Th e fi rst assignments are simple—in this chapter you are asked to do little more than set up 
fi nancial statement formats and input some numbers. In succeeding chapters, the spreadsheets 
will get more complex so that by the end of the course, you will have constructed a spreadsheet 
that allows you to forecast operating cash fl ow for fi ve years in the future and adjust your forecast 
depending on the operating parameters that you think are most reasonable.

So, let’s get started with the fi rst spreadsheet assignment.
 1. Th e following numbers are for Handyman Company for 2012:
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Short-Term Loans Payable  . . . . . . . . $ 10 Long-Term Debt. . . . . . . . . . . . . . . . . . . . $207
Interest Expense . . . . . . . . . . . . . . . 9 Income Tax Expense  . . . . . . . . . . . . . . . . 4
Capital Stock  . . . . . . . . . . . . . . . . . 50 Retained Earnings (as of 1/1/12) . . . . . . . 31
Cash  . . . . . . . . . . . . . . . . . . . . . . . 10 Receivables  . . . . . . . . . . . . . . . . . . . . . . 27
Dividends  . . . . . . . . . . . . . . . . . . . . 0 Sales  . . . . . . . . . . . . . . . . . . . . . . . . . . . 700
Accumulated Depreciation  . . . . . . . . 9 Accounts Payable  . . . . . . . . . . . . . . . . . . 74
Inventory  . . . . . . . . . . . . . . . . . . . . 153 Property, Plant, & Equipment  . . . . . . . . . . 199
Cost of Goods Sold . . . . . . . . . . . . . 519 Other Operating Expenses . . . . . . . . . . . . 160

Your assignment is to create a spreadsheet containing a balance sheet and an income statement 
for Handyman Company.
 2.  Handyman is wondering what its balance sheet and income statement would have looked 

like if the following numbers were changed as indicated:

Change

From To

Sales  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $700 $730
Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 519 550
Other Operating Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 160 165

Create a second spreadsheet with the numbers changed as indicated. Note: After making these 
changes, your balance sheet may no longer balance. Assume that any discrepancy is eliminated by 
increasing or decreasing Short-Term Loans Payable as much as necessary.

Creditor and Investor Information Needs
Ink Spot is a small company that has been in business for two years. Wilford Smith, the president 
of the company, has decided that it is time to expand. He needs $10,000 to purchase additional 
equipment and to pay for increased operating expenses. Wilford can either apply for a loan at First 
City Bank, or he can issue more stock (1,000 shares are outstanding) to new investors. Assuming 
that you are the loan offi  cer at First City Bank, what information would you request from Ink Spot 
before deciding whether to make the loan? As a potential investor in Ink Spot, what information 
would you need to make a good investment decision?

Analyzing Trends and Key Financial Relationships
An investor may choose from several investment opportunities: the stocks of diff erent companies; 
rental property or other real estate; or savings accounts, money market certifi cates, and similar fi nan-
cial instruments. When considering an investment in the stock of a particular company, comparative 
fi nancial data presented in the annual report to stockholders help an investor identify key relation-
ships and trends. As an illustration, comparative operating results for Prime Properties, Inc., from its 
2012 annual report are provided. (Dollars are presented in thousands except for earnings per share.)

Year Ended December 31

2012 2011 2010

Revenues:
Property management fees . . . . . . . . . . . . . . . . $  58,742 $  63,902 $  66,204
Appraisal fees  . . . . . . . . . . . . . . . . . . . . . . . . .     55,641     60,945     62,320

Total revenues  . . . . . . . . . . . . . . . . . . . . . . . . . $114,383 $124,847 $128,524
Expenses:

Selling and advertising  . . . . . . . . . . . . . . . . . . . $  64,371 $  75,403 $  80,478
Administrative expenses  . . . . . . . . . . . . . . . . . . 30,671 31,115 31,618
Other expenses  . . . . . . . . . . . . . . . . . . . . . . . . 9,265 9,540 9,446
Interest expense. . . . . . . . . . . . . . . . . . . . . . . .       2,047       1,468            26
Total expenses . . . . . . . . . . . . . . . . . . . . . . . . . $106,354 $117,526 $121,568

(continued )
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Income before taxes  . . . . . . . . . . . . . . . . . . . . . . . $    8,029 $    7,321 $    6,956
Income taxes  . . . . . . . . . . . . . . . . . . . . . . . . . . . .       2,409       2,196       2,087
Net income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $    5,620 $    5,125 $    4,869
Earnings per share*  . . . . . . . . . . . . . . . . . . . . . . . $      2.25 $      2.05 $      1.95

*2.5 million shares outstanding

What trends are indicated by the comparative income statement data for Prime Properties, Inc.? 
Which of these trends would be of concern to a potential investor? What additional information 
would an investor need in order to make a decision about whether to invest in this company?

You Decide: Is the cash fl ow statement necessary?
You were at dinner with some family and friends when one of them started talking about the long 
hours he has been putting in at work—a local waste management company. He said that cash fl ows 
have been bad and he has been staying up late trying to fi gure out the problem.

When asked about the condition of his statement of cash fl ows, he said, “We don’t have one of 
those statements to assess cash fl ows, we just use EBITDA (earnings before interest, taxes, deprecia-
tion, and amortization). Besides, everything I need to know is in either the balance sheet or income 
statement.” Is a statement of cash fl ows necessary, or is the information it contains redundant when 
compared with the balance sheet and income statement?

You Decide: Are the notes to the fi nancial statements necessary?
Do the notes to the fi nancial statements add value to investors, or have they evolved from tradition? 
While listening to talk radio on your way home from work, you heard someone say, “Everything 
you need to know about a company should be either in the balance sheet, income statement, or 
statement of cash fl ows. If you can’t fi nd it in there, it is not worth knowing! Besides that, the notes 
are too complex to understand!” Do you agree with this assumption?

Wal-Mart
Refer to the 2009 Form 10-K for Wal-Mart in Appendix A. Answer the following questions:
 1.  Locate Wal-Mart’s 2009 balance sheet. What percentage of its total assets consists of cash 

and cash equivalents? How much long-term debt does Wal-Mart have?
 2.  Find Wal-Mart’s 2009 income statement. Have revenues increased or decreased over the 

last three years? Is the rate of increase rising?
 3.  Find Wal-Mart’s statement of stockholders’ equity. Did Wal-Mart pay a dividend between 

February 1, 2008, and January 31, 2009? Did Wal-Mart buy or sell any stock between 
February 1, 2008, and January 31, 2009?

 4.  Review Wal-Mart’s statement of cash fl ows. What activity generates most of Wal-Mart’s 
cash? What is Wal-Mart doing with all its money—buying back its own stock, investing 
in other companies, or something else?

Safeway
At the start of this chapter, you learned a little about Safeway and its history. Now let’s look at the 
company’s fi nancial performance in recent years. Refer to Safeway’s income statement (on page 35), 
the balance sheet (on page 30), and the statement of cash fl ows (on page 39).  Based on information 
contained in these fi nancial statements, answer the following questions:
 1.  As a percentage of total assets, did current assets increase or decrease from 2007 to 2008? 

What was the primary reason for the change?
 2.  Divide gross profi t by sales for 2007 and 2008. For which year is the gross profi t percent-

age higher? What does that change represent?
 3.  In 2008, did Safeway generate enough cash from operations to fund all of its investing 

activities? Did Safeway generate enough cash from operations to cover both its investing 
and its fi nancing activities?
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Infosys
Infosys is an Indian IT and consulting company with operations around the globe. Th e com-
pany “defi nes, designs and delivers technology-enabled business solutions” that help companies 
around the world. Infosys’ balance sheet for 2008, prepared according to Indian GAAP, is 
shown below.

Infosys
Balance Sheet

March 31, 2008
(in Rupees crore)*

Sources of Funds 
Shareholders’ Funds 
Share capital  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 286 
Reserves and surplus  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  13,204

13,490
Application of Funds 
Fixed Assets 
Original cost . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,508 
Less: Depreciation and amortization. . . . . . . . . . . . . . . . . . . . . .    1,837 
Net book value  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,671 
Add: Capital work-in-progress. . . . . . . . . . . . . . . . . . . . . . . . . . .    1,260

3,931
Investments 964 
Deferred Tax Assets 99 
Current Assets, Loans and Advances 
Sundry debtors . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,093 
Cash and bank balances  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,429 
Loans and advances  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .    2,705

12,227 
Less: Current liabilities  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,483 

    Provisions  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .    2,248
Net Current Assets. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   8,496

13,490

*1 rupee crore = 10 million rupees

 1.  Can you identify any major diff erences between Wal-Mart’s and Infosys’ balance sheets in 
terms of the major categories displayed?

 2. What is Infosys’ total assets? Is it as easy to determine as Wal-Mart’s total assets?
 3.  Take a look at the following list of accounts and identify, given your knowledge of assets, 

liabilities, and owners’ equity, what the American equivalent of those accounts might be 
(you might want to reference Wal-Mart’s balance sheet for comparison):

  •  Provisions
  •  Sundry debtors
  •  Reserves and surplus

Violating a Covenant
Often, banks will require a company that borrows money to agree to certain restrictions on its ac-
tivities in order to protect the lending institution. Th ese restrictions are called “debt covenants.” An 
example of a common debt covenant is requiring a company to maintain its current ratio (which is 
current assets ÷ current liabilities) at a certain level, say, 2.0.
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Your boss has just come to you and asked, “How can you make our current ratio higher?” 
You know that the company has a line of credit with a local bank that requires the company to 
maintain its current ratio at 1.5. You also know that the company was dangerously close to vio-
lating this covenant during the previous quarter. Th e end of the fi scal period is next week, and 
some action must be taken to increase the current ratio. If the covenant is violated, the lending 
agreement allows the bank to signifi cantly modify the terms of the debt (in the bank’s favor) and 
also gives the bank a seat on the company’s board of directors. Management would prefer not 
to have the bank involved in the day-to-day aff airs of the business, nor do they want to alter the 
terms of the lending agreement.

Identify ways in which the current ratio can be increased. Would any of the alterna-
tives you identify be good for the business, e.g., selling equipment might raise the current ra-
tio but would that be good for the business? Should a company engage in these types of 
transactions?
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The Accounting 
Cycle:
The Mechanics of Accounting
After studying this chapter, you should be able to:

3

L O 1  Understand the process of transforming 
transaction data into useful accounting information. 
Transforming raw transaction data into useful accounting 
information involves analyzing, recording, and summarizing a 
large amount of transaction data so that fi nancial reports can 
be prepared.

L O 2  Analyze transactions and determine how 
those transactions affect the accounting equation (step 
one of the accounting cycle). Accountants analyze trans-
actions using debits and credits. Whether a debit or credit 
represents an increase or decrease depends on the type of 
account being considered. The accounting equation (Assets 
= Liabilities + Owners’ Equity) represents the fact that the 
amount of a company’s assets is always equal to the amount 
of fi nancing (from investors and creditors) used to acquire 
those assets.

L O 3  Record the effects of transactions using jour-
nal entries (step two of the accounting cycle). Journal 

entries are the accountant’s way of recording the debit and 
credit effects of both simple and complex business transac-
tions. Journal entries are recorded in the journal which is a 
chronological listing of transactions coded in debit and credit 
language.

L O 4 Summarize the resulting journal entries 
through posting and prepare a trial balance (step three 
of the accounting cycle). Once journal entries are made, 
their effects must be sorted and copied, or posted, to the 
individual accounts. All of the individual accounts are collected 
in the ledger. A trial balance lists all of the accounts in the 
ledger, along with their balances.

L O 5  Describe how technology has affected the 
fi rst three steps of the accounting cycle. Computers now 
take care of the routine aspects of bookkeeping, such as 
posting, trial balance preparation, and analysis of common 
transactions. Knowledge of the process helps one understand 
the fl ow of information within a company.
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R
ay Kroc, a 51-year-old milkshake machine distributor, fi rst 
visited the McDonald brothers’ drive-in in 1954 because 
he wanted to know why a single “hamburger stand” needed 
10 milkshake machines. Kroc spent the lunch rush hour 

watching the incredible volume of business the small drive-in was able 
to handle. By the time he left town, Kroc had received a personal 
briefi ng on the “McDonald’s Speedee System” from Dick and Mac Mc-
Donald and had secured the rights to duplicate the system throughout 
the United States. Over 50 years later, the number of McDonald’s loca-
tions had expanded to almost 32,000 (as of the end of 2008). 

The essence of McDonald’s business seems simple: revenues 
come from selling Big Macs, Happy Meals, Chicken McNuggets, etc.; 
operating costs include the costs of the raw materials to produce 
the food items, labor costs, building rentals, income taxes, and so 
forth. But the magnitude of McDonald’s operations in terms of volume 
(sales average over $100 million per day) as well as geography (Mc-
Donald’s has locations in 118 countries throughout the world) makes 

S E T T I N G  T H E  S TA G E

compiling this information a challenge. In order to prepare its year-
end fi nancial reports, McDonald’s must accumulate fi nancial informa-
tion from its various locations, summarize that information according 
to U.S. accounting standards, and make the report available to the 
public within a short time (60 days for large companies) after the end 
of the year. 

With the number of transactions that occur on a daily basis, the 
accounting for McDonald’s would be impossible if not for a systematic 
method for analyzing these transactions and collecting and recording 
transaction-related information. Certainly, shareholders and others would 
not understand how McDonald’s has performed if the company merely 
published volumes of raw transaction data. How are millions of transac-
tions summarized and eventually reported as useful information in the 
primary fi nancial statements? This 
transformation process is called 
the accounting cycle, or the 
bookkeeping part of accounting.

In the fi rst two chapters, we provided an overview of accounting and its environment, objectives, and basic concepts. Now we begin our study 
of the “accounting cycle,” where we will examine the procedures for analyzing, recording, summarizing, and reporting the transactions of a busi-
ness. In this chapter, we describe the fi rst three steps in the cycle. The remaining step is explained in Chapter 4.

L O  1
   How Can We Collect All This 

Information?
WHAT Understand the process of transforming transaction data into useful accounting information.
WHY This process results in the reports that are used by many fi nancial statement users.
HOW  Use the accounting cycle to analyze and journalize transactions, record and summarize the 

effects of transactions, and prepare reports.

Suppose you were asked, “What was the total cost, to the nearest dollar, of your college education 
last year?” To answer this question would require that you 
• gather information (like receipts, credit card statements, and canceled checks) for all your 

expenditures,
• analyze that information to determine which outfl ows relate to your college education, and 
• summarize those outfl ows into one number—the cost of your college education. 
Once you have answered that question, answer this one, “How much did you spend on food last 
year?” Again you would have to go through the same process of collecting data, analyzing the 
information to identify those expenditures relating to food, and then summarizing those expendi-
tures into one number. Without a method for gathering and organizing day-to-day fi nancial data, 
answers to seemingly routine questions like these can get quite complex.

Now you may be thinking, “Doesn’t my detailed electronic bank statement allow me to easily 
answer these questions?” Your bank statement would certainly help, but it is limited in that it tracks 
only the transactions that go through your bank account, like checks you write or debit card pay-
ments. It does not track the cash in your pocket, savings accounts, or other investment accounts. 
Th e payments are also not categorized by purpose, and the totals are not summarized.

Now consider the dilemma for businesses. Th ey typically have far more transactions than you, 
and the kinds of transactions are more varied. Businesses buy and sell goods or services; borrow 

accounting cycle The procedure for 
analyzing, recording, summarizing, and 
reporting the transactions of a business.
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and invest money; pay wages to employees; purchase land, buildings, and equipment; distribute 
earnings to owners; and pay taxes to the government. Th ese activities are referred to as “exchange 
transactions” because the entity is actually trading (exchanging) one thing for another. A college 
bookstore, for example, exchanges textbooks for cash. Business documents, such as a sales invoice, 
a purchase order, or a check stub, are often used 
• to confi rm that a transaction has occurred, 
• to establish the amounts to be recorded, and 
• to facilitate the analysis of business events.

To determine how well an entity is managing its resources, the results of transactions must 
be analyzed. Th e accounting cycle makes the analysis possible by recording and summarizing an 
entity’s transactions and preparing reports that present the summary results. Exhibit 3.1 shows the 
sequence of the accounting cycle. 

Large multinational corporations have millions of business transactions each day. Th e more complex 
and detailed the accounting system, the more likely it is to be automated. Even small companies generally 
use some type of inexpensive accounting software to reduce the number of routine clerical functions and 
improve the accuracy and timeliness of the accounting records. Regardless of whether an automated or 
manual system is used, the steps in the process are basically the same: transactions are recorded on source 
documents; then analyzed, journalized, and posted to the  accounts; and then summarized, reported, and 
used for evaluation purposes. Th e diff erence lies in who (or what) does the work. With a computer-based 
system, the software transforms the recorded data, summarizes the data into categories, and prepares the 
fi nancial statements and other reports. Nevertheless, human judgment is still essential in analyzing and 
recording transactions, especially those of a non-routine nature. Because a manual accounting system is 
easier to understand, we will use a manual system for the examples in this text. 

business documents Records of 
transactions used as the basis for 
recording accounting entries; include 
invoices, check stubs, receipts, and 
similar business papers.

E X H I B I T  3 . 1  S e q u e n c e  o f  t h e  A c c o u n t i n g  C y c l e

Exchange Transactions
(Businesses enter into exchange transactions

signaling the beginning of the accounting cycle)

1Step

Summarize the effects of
transactions.
1. Posting journal entries.
2. Preparing a trial balance.

Prepare reports.
1. Adjusting entries.
2. Preparing financial statements.
3. Closing the books.

Record the effects of
transactions.Analyze transactions.

2Step 3Step 4Step

  Accounting is designed to accumulate and report in summary form the results of a 
company’s transactions, thereby transforming the fi nancial data into useful informa-
tion for decision making.

 The four steps in the accounting cycle are as follows:
  Analyze transactions.
  Record the effects of transactions.
  Summarize the effects of transactions.
  Prepare reports.

R E M E M B E R  T H I S

A
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L O  2
   How Do Transactions Affect the 

Accounting Equation?
WHAT  Analyze transactions and determine how those transactions affect the accounting equation 

(step one of the accounting cycle).
WHY The accounting system provides a systematic method for analyzing transactions.
HOW  Use business documents (invoices, orders, checks) to determine increases and decreases in 

assets, liabilities, and owners’ equity. 

Often, the most diffi  cult aspect of accounting is determining 
which events are to be refl ected in the accounting records and 
which are not. Suppose, for example, that Burger King intro-
duced a Big Mac clone at half the Big Mac price. Th e prolifera-
tion of Big Mac clones could have a serious impact on the future 
of McDonald’s. However, as discussed in Chapter 2, events that 
cannot be reliably measured in monetary terms will not be re-
fl ected in the fi nancial statements. Since it would be virtually 
impossible to quantify the impact of the Big Mac clones on the 
future profi tability of McDonald’s, that information would be 
excluded from the fi nancial statements.

While there is an obligation to inform fi nancial statement 
users about this attack on the Big Mac, the fi nancial statements 
are not the place to do it. Th e fi nancial statements are only one 
part of the information provided to users. Information relating 
to the competitive environment, product development, and mar-
keting and sales eff orts is included in a company’s annual report 
to stockholders, but not as part of the accounting  information.

After determining the amount of a transaction, the event 
must be analyzed to determine if an arm’s-length transaction has occurred. Accounting is con-
cerned primarily with refl ecting the eff ects of transactions between two independent entities. So 
Delta Air Lines signing a contract with Boeing to purchase airplanes in the future would not be 
refl ected in the fi nancial statements until the airplanes are manufactured and delivered and Delta 
has agreed to pay for them.

While many transactions between independent parties are routine, some business events are 
quite complex and require a comprehensive analysis to determine how the event should be refl ected 
in the fi nancial statements. Consider the following example:

A company buys a building. In addition to paying $20,000 cash, the company agrees to pay $10,000 
per year for the next 10 years. Th e company will also pay a $2,000 property tax bill associated 
with the building from last year. As part of the purchase, the company gave the former owners 
of the building 500 shares of stock. Finally, the building will require $23,000 worth of repairs 
and renovations before it can be used. How much should be recorded as the cost of the building?

Transactions like this can become quite complex, but the framework introduced in this chapter 
will allow you to break complex transactions into manageable pieces and provide you with a self-
checking mechanism to ensure that you haven’t forgotten anything.

The Accounting Equation
Let’s begin our analysis of transactions by reviewing some of the basics. Recall that the fundamental 
accounting equation is:

Competitive attempts to gain market share, like developing a Big Mac 
clone, could have a serious impact on a company’s profi tability, but 
are not reported in the fi nancial statements.
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[Resources]
+= Owners' EquityLiabilitiesAssets

[A method of financing
resources that requires
repayment]*

[A method of financing resources that
does not require repayment and represents
ownership interests in the business]

Th e accounting equation must always remain in balance. To see how this balance is maintained 
when accounting for business transactions, consider the following activities:

* Not all liabilities represent a method of fi nancing assets. In some cases, liabilities arise during the course of business that are 
not associated with the fi nancing of assets. For example, an obligation to clean up a toxic waste spill is not associated with an 
asset but still represents a liability. However, the majority of liabilities are incurred to fi nance assets.

Business Activity (Transaction) Effect in Terms of the Accounting Equation

1. Investment of $50,000 by owners. Increase asset (Cash), increase owners’ equity (Capital Stock): 
A c $50,000 = OE c $50,000 

2. Borrowed $25,000 from bank. Increase asset (Cash), increase liability (Notes Payable): 
A c $25,000 = L c $25,000 

3.  Purchased $14,000 worth of inventory on credit (will 
pay later). The inventory is to be resold at a later date.

Increase asset (Inventory), increase liability (Accounts Payable): 
A c $14,000 = L c $14,000

4.  Purchased equipment costing $15,000 for cash. Decrease asset (Cash), increase asset (Equipment): 
A T $15,000 = A c $15,000

For each of the transactions, the terms in parentheses are the specifi c accounts aff ected by the 
transactions, as will be explained in the next section.

In each case, the equation remains in balance because an identical amount is added to both sides, 
subtracted from both sides, or added to and subtracted from the same side of the equation. Follow-
ing each transaction, we can ensure that the accounting equation balances. Note how the following 
spreadsheet keeps track of the equality of the accounting equation for these four transactions:

TRANSACTION # ASSETS = LIABILITIES + OWNERS’ EQUITY

Beginning Balance $         0 = $         0 + $         0

1 +50,000    +50,000

Subtotal $50,000 = $         0 + $50,000

2 +25,000  +25,000   

Subtotal $75,000 = $25,000 + $50,000

3 +14,000  +14,000   

Subtotal $89,000 = $39,000 + $50,000

4 +15,000     

 −15,000     

Total $89,000 = $39,000 + $50,000
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Using Accounts to Categorize Transactions
Recall that the three primary fi nancial statements are the balance sheet, the income statement, and 
the statement of cash fl ows. Th e elements of the balance sheet are assets, liabilities, and owners’ 
equity. Th e elements of the income statement are revenues and expenses. Each of these elements is 
comprised of many diff erent accounts.

An account is a specifi c accounting record that provides an effi  cient way to categorize similar 
transactions. Th us, we may designate asset accounts, liability accounts, and owners’ equity ac-
counts. Examples of asset accounts are Cash, Inventory, and Equipment. Liability accounts include 
Accounts Payable and Notes Payable. Th e equity accounts for a corporation are Capital Stock and 
Retained Earnings. You can think of an individual account as a summary of every transaction af-
fecting a certain item (like cash); the summary may be recorded on one page of a book or in one 
column of a spreadsheet (as follows).

account An accounting record in 
which the results of transactions 
are accumulated; shows increases, 
decreases, and a balance.

ASSETS = LIABILITIES +
OWNER’S 
EQUITY

Transaction # Cash Inventory Equipment
Accounts 
Payable

Notes 
 Payable Capital Stock

Beginning Balance $        0 $         0 $         0 = $         0 $         0 + $         0

1 +50,000 +50,000

Subtotal $50,000 $         0 $         0 = $         0 $         0 + $50,000

2 +25,000 +25,000

Subtotal $75,000 $         0 $         0 = $         0 $25,000 + $50,000

3 +14,000 +14,000

Subtotal $75,000 $14,000 $         0 = $14,000 $25,000 + $50,000

4 −15,000 +15,000

Total $60,000 $14,000 $15,000 = $14,000 $25,000 + $50,000

Using the previous transactions, we can easily see how the accounting equation can be ex-
panded to include specifi c accounts under the headings of assets, liabilities, and owners’ equity. We 
can also see that after each transaction, the equality of the accounting equation can be determined 
by adding up the balances of all the asset accounts and comparing the total to the sum of all the 
liability and owners’ equity accounts.

When double-entry accounting was formalized, all the adding and subtracting was done by 
hand. You can imagine the diffi  culties of tracking multiple accounts, involving hundreds of transac-
tions, using the spreadsheet method above while doing all the computations by hand. Mixing “+” 
and “‒” in one column would provide ample opportunity to make mistakes.

Th is problem was solved by separating the “+” and the “‒” for each account into separate col-
umns, totaling each column, and then computing the diff erence between the columns to arrive at 
an ending balance. Th e simplest, most fundamental format is the confi guration of the letter T. Th is 
is called a T-account. Note that a T-account is an abbreviated representation of an actual account 
(illustrated later) and is used as a teaching and learning tool. Th e following page includes examples 
of T-accounts, representing the transactions described previously.

T-account A simplifi ed depiction of an 
account in the form of a letter T.
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Cash Inventory Equipment

Accounts Payable Notes Payable Capital Stock

Th e account title (Cash, for example) appears at the top of the T-account. Transaction 
amounts may be recorded on both the left side and the right side of the T-account. Instead of using 
the terms left and right to indicate which side of a T-account is aff ected, terms unique to 
account ing were developed. Debit (abbreviated Dr) is used to indicate the left side of a T-account, 
and credit (abbreviated Cr) is used to indicate the right side of a T-account. Debit means left, 
credit means right—nothing more, nothing less.

In addition to representing the left and right sides of an account, the terms debit and credit take 
on additional meaning when coupled with a specifi c account. By convention, for asset accounts, debits 
refer to increases and credits to decreases. For example, to increase the cash account, we debit it; to 
decrease the cash account, we credit it. Since we expect the total increases in the cash account to be 
greater than the decreases, the cash account will usually have a debit balance after accounting for all 
transactions. Th us, we can make this generalization—asset accounts will usually have debit balances. 
Th e opposite relationship is true of liability and owners’ equity accounts; they are decreased by debits 
and increased by credits. As a result, liability and owners’ equity accounts will typically have credit bal-
ances. Th e eff ect of this system is shown here, with an increase indicated by (+) and a decrease by (−).

Assets = Liabilities + Owners’ Equity

DR

(+)

CR

(−)

DR

(−)

CR

(+)

DR

(−)

CR

(+)

In addition to assets equaling liabilities and owners’ eq-
uity, debits should always also equal credits. If you fully grasp 
the meaning of these two equalities, you are well on your way 
to mastering the mechanics of accounting or learning the 
language of accounting. Debits and credits allow us to take 
a shortcut to ensure that the accounting equation balances. 
If, for every transaction, debits equal credits, then the ac-
counting equation will balance.

debit An entry on the left side of a 
T-account.

credit An entry on the right side of a 
T-account.

C A U T I O N

Remember that asset accounts will typically have debit balanc-
es, whereas liabilities and owners’ equity accounts will typically 
have credit balances.

C

Rem

F Y I
The word credit is associated with something good because 
your bank account increases when the bank “credits” your ac-
count. The bank uses this term because from its standpoint, 
your account represents a liability—the bank owes you the 
amount of money in your account. Thus, when the bank credits 
your account (a liability), the bank is increasing the recorded 
amount it owes you.

To understand why this happens, keep in mind three basic facts regarding double-entry 
 accounting:

1.  Debits are always entered on the left side of an account and credits on the right side.
2.  For every transaction, there must be at least one debit and one credit.
3.  Debits must always equal credits for each transaction.

Now notice what this means for the investment by owners 
transaction on page 74. An asset account (Cash) is debited; 
it is increased. An owners’ equity account (Capital Stock) is 
credited; it is also increased. Th ere is both a debit and a credit 
for the transaction, and we have increased accounts on both 
sides of the equation by an equal amount, thus keeping the 
accounting equation in balance.

To make sure you understand the relationship between deb-
its and credits, the various accounts, and the accounting equa-
tion, we need to examine further the transactions on page 74.
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Note that every time an account is debited, other accounts have to be credited for the same 
amount. Th is is the major characteristic of the double-entry accounting system: the debits must 
always equal the credits. Th is important characteristic creates a practical advantage: the opportunity 
for “self-checking.” If debits do not equal credits, an error has been made in analyzing and record-
ing the entity’s activities.

It is very important to understand the relationship between the various types of accounts and 
debits and  credits.

Expanding the Accounting 
Equation to Include  Revenues, 
Expenses, and Dividends
At this point, we must bring revenues and expenses into 
the picture. Obviously, they are part of every ongoing busi-
ness. Revenues provide resource infl ows; they are increases in 
resources from the sale of goods or services. Ex-
penses represent resource outfl ows; they are costs in-
curred in generating  revenues. Note that revenues are not synonymous with cash or other 
assets, but are a way of describing where the assets came from. For example, cash received from the 
sale of a product is recorded as the asset “cash,” but the source of that asset would be considered 

Business Activity (Transaction) Effect in Terms of the Accounting Equation

Assets = Liabilities + Owners’ Equity

1. Investment by owners Cash
DR (+)

Capital 
Stock
CR (+)

2. Borrowed money from bank Cash
DR (+)

Notes 
Payable
CR (+)

3. Purchased inventory on credit Inventory
DR (+)

Accounts 
Payable
CR (+)

4. Purchased equipment for cash Equipment
DR (+)

Cash
CR (−)

C A U T I O N

Be careful not to let the general, nonaccounting meanings of 
the words credit and debit confuse you. In general conversa-
tion, credit has an association with plus and debit with minus. 
But on the asset side of the accounting equation, where debit 
means increase and credit means decrease, this association 
can lead you astray. In accounting, debit simply means left and 
credit simply means right. 

C

Be

Account Type
Debit or
Credit?

Ending
Balance

Asset

Liability

Owners’ Equity

Debit

Credit

Credit

(�)

(�)

(�)

(�)

(�)

(�)

Increase results in Debit

Decrease results in Credit

Increase results in Credit

Decrease results in Debit

Increase results in Credit

Decrease results in Debit
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“revenue.” In contrast, cash received by borrowing from the 
bank would not be revenue, but an increase in a liability. 
By the same token, expenses are a way of describing how an 
asset has been used. Th us, cash paid for interest on a loan is 
an expense, but cash paid to buy a building represents the 
exchange of one asset for another.

How do revenues and expenses fi t into the accounting 
equation? Remember that revenues minus expenses equals 
net income; and net income is a major source of change 
in owners’ equity from one accounting period to the next. 
Revenues and expenses, then, may be thought of as tem-
porary subdivisions of owners’ equity. Revenues increase 
owners’ equity and so, like all owners’ equity accounts, are 
increased by credits. Expenses reduce owners’ equity and 
are therefore increased by debits. As will be explained in 
Chapter 4, all revenue and expense accounts are “closed” 
into the retained earnings account at the end of the ac-
counting cycle.

One other temporary account aff ects owners’ equity. 
It is the account that shows distributions of earnings to 
owners. For a corporation, this account is called Dividends. 

Because dividends refl ect payments to the owners, thereby reducing owners’ equity, the dividends 
account is increased by a debit and decreased by a credit. Th e dividends account, like revenues and 
expenses, is also “closed” into the retained earnings account.

Using the corporate form of business, the accounting equation may be expanded to include 
revenues, expenses, and dividends, as shown in Exhibit 3.2.

dividends Distributions to the owners 
(stockholders) of a corporation.

C A U T I O N

We stated previously that owners’ equity accounts will have 
credit balances. However, expenses, a component of Retained 
Earnings, will almost always have debit balances. Since rev-
enues will usually exceed expenses, the net effect on Retained 
Earnings will result in a credit balance.

C

We

C A U T I O N

Students who have trouble grasping debits and credits usually 
get hung up on the revenue and expense accounts. Remem-
ber that revenues and expenses are subcategories of Retained 
Earnings. When you credit a revenue account, you are essen-
tially increasing Retained Earnings. When you debit an expense 
account, you are increasing the amount of expense, which in 
turn reduces Retained Earnings.

C

Stud
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L O  3
   How Do We Record the Effects 

of Transactions?
WHAT Record the effects of transactions using journal entries (step two of the accounting cycle).
WHY  Journal entries are the accountant’s way of recording the effects of both simple and complex 

business transactions.
HOW  Create a journal entry to record (1) what amounts are affected, (2) whether the account 

increased or decreased, and (3) how much each account was affected.

D O  T H I S . . .D O  T H

For each of the following three transactions, determine (a) the specifi c accounts involved; (b) whether the accounts in-
creased or decreased; (c) whether the accounts are assets, liabilities, or owners’ equity accounts; and (d) whether the ac-
counts are debited or credited.

1 Borrowed money from a bank
2 Purchased inventory on credit from a regular supplier
3 Purchased equipment paying cash

 S O L U T I O N …

1  (a) Th e accounts involved are Cash and Loans Payable. (b) Both Cash and Loans Payable increased. (c) Cash is an 
asset, and Loans Payable is a liability. (d) Assets increase with a debit. Cash is an asset; therefore, Cash is debited. 
Liabilities increase with a credit. Loans Payable is a liability; therefore, Loans Payable is credited.

2  (a) Th e accounts involved are Inventory and Accounts Payable. (b) Both Inventory and Accounts Payable in-
creased. (c) Inventory is an asset, and Accounts Payable is a liability. (d) Assets increase with a debit. Inventory is 
an asset; therefore, Inventory is debited. Liabilities increase with a credit. Accounts Payable is a liability; therefore, 
Accounts Payable is credited.

3  (a) Th e accounts involved are Equipment and Cash. (b) Equipment increased, and Cash decreased. (c) Both 
Equipment and Cash are assets. (d) Assets increase with a debit. Equipment is an asset; therefore, Equipment is 
debited. Assets decrease with a credit. Cash is an asset; therefore, Cash is credited.

 Debit Credit

Asset c T

Liability T c

Owners’ Equity T c

Revenue T c

Expense c T

Dividend c T

 Revenues increase owners’ equity.
 Expenses decrease owners’ equity.
 Dividends decrease owners’ equity.
 If debits = credits, then Assets = Liabilities + Owners’ Equity.

R E M E M B E R  T H I S
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With our knowledge of the diff erent types of accounts (assets, liabilities, and owners’ equity) and 
the use of the terms debit and credit (debit means left and credit means right), we are now ready to 
actually record the eff ects of transactions.

Th e second step in the accounting cycle is to record the results of transactions in a journal. 
Journals provide a chronological record of all transactions of a business. Th ey show the dates of 
the transactions, the amounts involved, and the particular accounts aff ected by the transactions. 
Sometimes a detailed description of the transaction is also included.

Th is chronological recording of transactions in a journal (sometimes called a book of original 
entry) provides a company with a complete record of its activities. If amounts were recorded di-
rectly in the accounts, it would be diffi  cult, if not impossible, for a company to trace a transaction 
that occurred, say, six months previously.

Smaller companies, such as a locally owned pizza restaurant, may use only one journal, called a 
“general journal,” to record all transactions. Larger companies having thousands of transactions each 
year may use special journals (for example, a cash receipts journal) as well as a general journal.

A specifi c format is used in journalizing (recording) transactions in a general journal. Th e debit 
entry is listed fi rst; the credit entry is listed second and is indented to the right. Normally, the date 
and a brief explanation of the transaction are considered essential parts of the journal entry. (In 
this text, we often ignore dates and explanations to simplify the examples.) Dollar signs usually are 
omitted. Unless otherwise noted, this format will be used whenever a journal entry is presented.

General Journal Entry Format
Date Debit Entry    . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .    xx
  Credit Entry  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . xx
   Explanation.

Exhibit 3.3 is a partial page from a general journal, showing typical journal entries. 

Suppose that, rather than spend the summer fl ipping burgers, you decide that you want to 
have an outdoor job and decide to start your own landscaping business. Th is business will involve 
mowing lawns, pulling weeds, trimming and planting shrubs, and so forth. We will use your new 
business to illustrate the journal entries used to record some common transactions of a business 
enterprise.1 Th ese transactions fi t into the following four general categories: 
• Acquiring cash
• Acquiring other assets
• Selling goods or providing services
• Collecting cash and paying obligations
In studying the illustrations, strive to understand the conceptual basis of transaction analysis rather 
than memorizing specifi c journal entries. Pay particular attention to the dual eff ect of each transac-
tion on the company in terms of the basic accounting equation (that is, its impact on assets and on 
liabilities and owners’ equity). Remember that business activity involves revenues, expenses, and 
distributions to owners as well, and that these accounts eventually increase or decrease the retained 
earnings account in owners’ equity.

Acquiring Cash, Either from Owners or by Borrowing
Your fi rst task in starting this business is to acquire cash, either through owners’ investments or by borrow-
ing. Your parents off er to match any funds that you are going to put into your business. You have $1,000 
in savings, and coupled with your parents’ matching funds, you decide to issue 200 shares of stock.

1 Normally, a small business like this one would be started as a sole proprietorship or as a partnership. We assume a corpora-
tion here to show a complete set of transactions.

journal An accounting record in 
which transactions are fi rst entered; 
provides a chronological record of all 
business activities.

journalizing Recording transactions 
in a journal.

journal entry A recording of a trans-
action where debits equal credits; usu-
ally includes a date and an explanation 
of the transaction.
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Example 1 Th e following transaction illustrates investments by owners:

assets (+) Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000
owners’ equity (+) Capital Stock. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000

Issued 200 shares of capital stock at $10 per share.

Th is transaction increases cash as a result of capital stock being issued to investors, or stock-
holders. Th e cash account is debited, and the capital stock account is credited. Th e economic im-
pact of this situation may be summarized as follows:

E X H I B I T  3 . 3  G e n e r a l  J o u r n a l

JOURNAL Page 1

Date Description Post. 
Ref. Debits Credits

2012

July 1 Cash  2,000  

  Capital Stock   2,000

   Issued 200 shares of capital stock at $10 per share.    

    

5 Truck  800  

  Cash   800

   Purchased a used truck.    

     

5 Equipment  250  

  Accounts Payable   250

   Purchased a lawnmower on account.    

     

5 Supplies  180  

  Cash   180

   Purchased supplies for cash.    

     

     

     

ASSETS = LIABILITIES +
OWNERS’ 
EQUITY

Transaction Cash Inventory Equipment Supplies Truck
Accounts 
Payable

Notes 
Payable

Capital 
Stock

Beginning balance $        0 $        0 $        0 $        0 $      0 = $      0 $      0 + $       0

Invested money
in the business 2,000 — — — — — — 2,000

Subtotal $2,000 $        0 $        0 $        0 $      0 = $      0 $      0 + $2,000
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Example 2 Suppose that on top of the money from yourself and your parents, you went to a bank 
and convinced the loan offi  cer to lend you some additional money. Th e journal entry for such a 
transaction would be:

assets (+) Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000
liabilities (+) Notes Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000

Borrowed $2,000 from First National Bank, 
signing a 12-month note at 12% interest.

Here, the cash account is debited, and the notes payable account is credited. A “note” is a con-
tract specifying an amount that one party will repay to another, usually with interest along the way. 
Th is particular account could also be called “Loan Payable.” Th e accounting equation captures the 
economic impact of borrowing the money as follows:

ASSETS = LIABILITIES +
OWNERS’ 
EQUITY

Transaction Cash Inventory Equipment Supplies Truck
Accounts
Payable

Notes
Payable Capital Stock

Beginning  balance $      0 $      0 $      0 $      0 $      0 = $      0 $        0 + $        0

Invested money 
in the business 2,000 — — — — — — 2,000

Borrowed money 
from a bank 2,000 — — — — — 2,000 —

Subtotal $4,000 $      0 $      0 $      0 $      0 = $      0 $2,000 + $2,000

Acquiring Other Assets
Now that you have the funds necessary to start your business, you can use that money to acquire 
other assets needed to operate the business. Such assets include supplies (like fertilizer), inventory 
(perhaps shrubs that you will plant), and equipment (like a lawnmower and a truck for hauling). 
Th ese assets may be purchased with cash or on credit. Credit purchases require payment after a 
period of time, for example, 30 days. Normally, interest expense is incurred when assets are bought 
on a time-payment plan that extends beyond two or three months. (We will show how to account 
for interest on page 88, where we discuss the payment of obligations.) Examples of transactions 
involving the acquisition of noncash assets follow.

Example 1 Th e fi rst thing you need is a lawnmower and some form of transportation. You fi nd 
an old 1998 pickup truck for sale for $800, and you buy it paying cash.

assets (+) Truck  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 800
assets (−) Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 800

Purchased a used truck.
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ASSETS = LIABILITIES +
OWNERS’ 
EQUITY

Transaction Cash Inventory Equipment Supplies Truck
Accounts 
Payable

Notes 
Payable

Capital 
Stock

Beginning balance $       0 $     0 $     0 $     0 $     0 = $     0 $       0 + $        0

Invested money 
in the business 2,000 — — — — — — 2,000

Borrowed money 
from a bank 2,000 — — — — — 2,000 —

Purchased a truck 
paying cash −800 — — — 800 — — —

Subtotal $3,200 $     0 $     0 $     0 $800 = $     0 $2,000 + $2,000 

Next, you drive to the local lawn-and-garden store and purchase a lawnmower and gas can for 
$250. Instead of paying for the mower with cash, you open a charge account, which will allow you 
to pay for the mower in 30 days with no interest charge (beyond this 30-day grace period, an inter-
est charge will apply). Th e journal entry to record this purchase is:

assets (+) Equipment  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 250
liabilities (+) Accounts Payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 250

Purchased a lawnmower and gas can on account.

Th e accounting equation is shown below. When you pay for the mower, Cash will be reduced, 
and the liability, Accounts Payable, will also be reduced, thus keeping the equation in balance.

ASSETS = LIABILITIES +
OWNERS’ 
EQUITY

Transaction Cash Inventory Equipment Supplies Truck
Accounts 
Payable

Notes 
Payable

Capital 
Stock

Beginning balance $       0 $     0 $     0 $     0 $     0 = $     0 $       0 + $        0

Invested money 
in the business 2,000 — — — — — — 2,000

Borrowed money 
from a bank 2,000 — — — — — 2,000 —

Purchased a truck 
paying cash −800 — — — 800 — — —

Purchased a mower 
on account — —  250 — —  250 — —

Subtotal $3,200 $     0 $250 $     0 $800 = $250 $2,000 + $2,000 
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Example 2 Back you go to the lawn-and-garden store to purchase fertilizer, gloves, a rake, a 
shovel, and other assorted supplies. Th e total cost is $180, which you pay in cash; an increase in 
one asset (supplies) results in a decrease in another asset (cash).

assets (+) Supplies . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 180
assets (−) Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 180

Purchased supplies for cash.

Th e accounting equation shows:

ASSETS = LIABILITIES +
OWNERS’ 
EQUITY 

Transaction Cash Inventory Equipment Supplies Truck
Accounts 
Payable

Notes 
Payable

Capital
Stock

Beginning balance $       0 $     0 $    0 $    0 $    0 = $    0 $       0 + $        0

Invested money in 
the business 2,000 — — — — — — 2,000

Borrowed money 
from a bank 2,000 — — — — — 2,000 —

Purchased a truck 
paying cash −800 — — — 800 — — —

Purchased a mower 
on account — —  250 — — 250 — —

Purchased supplies 
for cash −180 — — 180 — — — —

Subtotal $3,020 $     0 $250 $180 $800 = $250 $2,000 + $2,000 

Example 3 On your way home from the store, you drive past a greenhouse and notice a big sign 
advertising a “50% off ” sale on shrubs. Since you anticipate that planting shrubs will be part of 
your business, you stop and purchase for cash $150 worth of shrubs as inventory. You plan to make 
money in two ways with the shrubs: 
1. revenue from the labor associated with planting them and 
2. a profi t on selling the shrubs for more than you paid. (Th is is fair; after all, you are saving 

your client the time and trouble of having to go to the greenhouse.)

assets (+) Inventory  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150
assets (−) Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150

Purchased inventory for cash.
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Th e accounting equation is shown below.

ASSETS = LIABILITIES +
OWNERS’ 
EQUITY

Transaction Cash Inventory Equipment Supplies Truck
Accounts 
Payable

Notes 
Payable

Capital 
Stock

Beginning balance $       0 $    0 $    0 $    0 $    0 = $    0 $       0 + $       0

Invested money 
in the business 2,000 — — — — — — 2,000

Borrowed money 
from a bank 2,000 — — — — — 2,000 —

Purchased a truck 
paying cash −800 — — — 800 — — —

Purchased a mower 
on account — —  250 — —  250 — —

Purchased supplies 
for cash −180 — —  180 — — — —

Purchased  inventory 
for cash −150  150 —  — —  — — —

Subtotal $2,870 $150 $250 $180 $800 = $250 $2,000 + $2,000

Selling Goods or Providing Services
Now that you have your lawnmower, transportation, supplies, and inventory, it is time to go to 
work. Th e next category of common transactions involves the sale of services or merchandise. Rev-
enues are generated and expenses incurred during this process. Sometimes services and merchandise 
are sold for cash; at other times they are sold on credit, and a receivable is established for collection at 
a later date. Th erefore, revenues indicate the source not only of cash but of other assets as well, all of 
which are received in exchange for the merchandise or services provided. Similarly, expenses may be 
incurred and paid for immediately by cash, or they may be incurred on credit—that is, they may be 
“charged,” with a cash payment to be made at a later date. Illustrative transactions follow. Note that 
the eff ect of revenues and expenses on owners’ equity is indicated in brackets for each transaction.

Example 1 As soon as people fi nd out that you are in the lawn care and landscaping business, 
your phone begins ringing off  the hook. Although most of your clients pay you immediately when 
you perform the service, some prefer to pay you once a month. As a result, a portion of your rev-
enues is received immediately in cash, while the balance becomes receivables. Th e journal entry to 
record your fi rst week’s revenue for lawn care services is:

assets (+) Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 270
assets (+) Accounts Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80

revenues (+) [equity (+)]  Lawn Care Revenue . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 350
  To record revenue for lawn care services.

As the journal entry illustrates, more than two accounts can be involved in recording a trans-
action. Th is type of entry is called a compound journal entry. Because revenues increase owners’ 
equity, the accounting equation shows:

Assets
(increase $350)

Liabilities
(no change)

Owners' Equity (Revenues)
(increase $350)

+=

compound journal entry A journal 
entry that involves more than one 
debit or more than one credit or both.
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Note that “revenue” is not an asset. Th e assets in this transaction are the cash and the accounts 
receivable. “Revenue” is the label given to the source of these assets: they were generated in the normal 
course of business. When assets are invested, the source of the asset is capital stock (part of owners’ 
equity), as shown previously. When assets are borrowed, the source of the asset is a liability. And when 
assets are generated by providing a good or a service, the source of that asset is labeled “revenue.”

Example 2 One of your customers asks if you will plant some shrubs in her backyard. She is 
thrilled that you have just the shrubs she wants, thereby saving her a trip to the greenhouse. You 

use one-half of your inventory of shrubs in this customer’s yard, 
and it takes you three hours to complete the job. She pays you 
in cash. In this instance, we are dealing with two diff erent types 
of revenue—profi t from the sale of the shrubs and revenue from 
your labor. Let’s deal with each type of revenue separately.

Sale of Shrubs. Sales, whether made on account or for cash, 
require entries that refl ect not only the sale, but also the cost of 
the inventory sold. Th e “cost of goods sold” is an expense and, 

as such, is off set with the sales revenue to determine the profi tability of sales transactions. Th e spe-
cial procedures for handling inventory are described in Chapter 7. It is suffi  cient here to show an 
example of the impact of the transaction on the accounting equation.

In this example, you charged your customer $90 for one-half of the shrubs you purchased earlier.

assets (+) Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 90
revenues (+) [equity (+)] Sales Revenue. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 90
expenses (+) [equity (−)] Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 75

assets (−) Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 75
 To record the cost of inventory sold and to reduce 
 inventory for its cost.

In this example, inventory costing you $75 is being sold for $90. Th e eff ect on the accounting 
equation for each transaction is:

Assets
(increase $90)

Sales
Liabilities

(no change)
Owners' Equity (Revenues)

(increase $90)
+=

Assets
(decrease $75)

Cost of Goods Sold
Liabilities

(no change)
Owners' Equity (Expenses)

(decrease $75)
+=

Th e label “expenses” is used to explain how assets have been used. Sometimes assets are con-
sumed as part of doing business. In this transaction, the shrubs now belong to your customer, and 
they are gone from your business. “Expenses” is the label we give to the amount of assets consumed 
in doing business. Hopefully, the “revenues” (amount of assets generated through doing business) 
will be more than the “expenses” (amount of assets consumed through doing business).

Labor for Planting. In addition to making a profi t on the sale of the shrubs, you also generated 
revenue planting them. Th e journal entry to record this revenue is:

assets (+) Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 45
revenues (+) [equity (+)] Landscaping Revenue  . . . . . . . . . . . . . . . . . . . . . . . . . . . 45

To record revenue for landscaping services.

Could the two journal entries relating to the sale of inventory be 
combined into one journal entry?

S T O P  &  T H I N K
Cou
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Th e eff ect of the transaction on the accounting equation is:

Assets
(increase $45)

Liabilities
(no change)

Owners' Equity (Revenues)
(increase $45)

+=

Example 3 In addition to expenses relating to the sale of inventory, other expenses are also in-
curred in operating a business. Examples include gas for your lawnmower and your truck and the 
wages you agreed to pay your little brother for working for you. Th e following journal entries il-
lustrate how these expenses would be accounted for:

expenses (+) [equity (−)] Gasoline Expenses  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50
assets (−) Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50

Paid cash for gas for the truck and the mower.
expenses (+) [equity (−)] Wages Expenses. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60

assets (−) Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60
Paid wages expense.

Th e eff ect on the accounting equation of the gasoline expense is:

Assets
(decrease $50)

Liabilities
(no change)

Owners' Equity
(decrease $50)

+=

Th e entry for Wages Expense aff ects the equation in the same manner, the only diff erence 
being the amount, $60.

Collecting Cash and Paying Obligations
Obviously, once merchandise or services are sold on account, the receivables must be collected. Th e 
cash received is generally used to meet daily operating expenses and to pay other obligations. Excess 
cash can be reinvested in the business or distributed to the owners as a return on their investment.

Example 1 Th e collection of accounts receivable is an important aspect of most businesses. Re-
ceivables are created when you allow certain customers to pay for your services at a later date. When 
receivables are collected, that asset is reduced and cash is increased, as shown.

assets (+) Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80
assets (−) Accounts Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   80

Collected $80 of receivables.

Th e eff ect of collecting the receivables on the accounting equation is:

Assets
(increase $80;
decrease $80)

Liabilities
(no change)

Owners' Equity
(no change)

+=

Note that no revenue is involved here. Revenue is recorded when the original sales transaction 
creates the accounts receivable. Th e cash collection on account merely involves exchanging one 
asset for another.

Example 2 Remember that lawnmower and gas can you purchased on account? Well, now you 
have to pay for them. Th e entry to record the payment of obligations with cash is:

liabilities (−) Accounts Payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 250
assets (−) Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 250

 Paid $250 for the lawnmower and gas can previously 
purchased.
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After payment of accounts payable, the accounting equation shows:

Assets
(decrease $250)

Liabilities
(decrease $250)

Owners' Equity
(no change)

+=

Remember that two parties are always involved in exchange transactions. What one buys, the 
other sells. When sales are on credit, the seller will record a receivable and the buyer will record a 
payable. Th e two accounts are inversely related. Th e seller of merchandise records a receivable and 
a sale, and simultaneously records an expense for the cost of goods sold and a reduction of inven-
tory (as in Example 2 on page 86). Th e buyer records the receipt of the merchandise and, at the 
same time, records an obligation to pay the seller at some future time. When payment is made, the 
buyer reduces Accounts Payable and Cash (as in this example), whereas the seller increases Cash 
and reduces Accounts Receivable (as in Example 1 on page 87).

Example 3 On page 82, we showed the entry required when cash was borrowed from the bank. 
In that entry, you borrowed $2,000 to be paid over 12 months. Suppose you are required to make 
monthly loan payments of $178 with a portion of each payment being attributed to interest and 
a portion to reducing the liability—just like a mortgage on a house. As the following compound 
journal entry shows, a note payable or similar obligation requires an entry for payment, as well 
as for the interest due. Note that “interest” is the amount charged for using money, as will be ex-
plained in later chapters.

liabilities (−) Accounts Payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 158
expenses (+) [equity (−)] Interest Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   20

assets (−) Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 178
 Paid fi rst monthly payment on note with interest 
($2,000 � 0.12 � 1/12).

Analysis of this transaction reveals that assets have decreased for two reasons. First, a portion of 
a liability has been paid with cash. Second, interest expense at 12% for one month on the note pay-
able has been paid. Th is relationship will generally be present in most long-term and some short-
term liability transactions. Since the interest charge is an expense and decreases owners’ equity, the 
impact of the entry on the accounting equation is:

Assets
(decrease $178)

Liabilities
(decrease $158)

Owners' Equity (Expenses)
(decrease $20)

+=

Example 4 Recall that you obtained fi nancing in two ways to start your business—investors (you, 
Mom, and Dad) and the bank. In the previous journal entry, we illustrated how the bank receives 
a return on its investment. Well, Mom and Dad would like a return as well. Corporations that are 
profi table generally pay dividends to their stockholders. “Dividends” represent a distribution to the 
stockholders of part of the earnings of a company. Th is is reasonable because the earnings belong 
to the owners of the company, the stockholders. Th e following entry illustrates the payment of a 
cash dividend:

dividends (+) [equity (−)] Dividends  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50
assets (−) Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50

Paid a $50 cash dividend.

As noted earlier, dividends, like revenues and expenses, aff ect owners’ equity. Unlike revenues and 
expenses, dividends are a distribution of profi ts and, therefore, are not considered in determining net 
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income. Because dividends reduce the retained earnings accumulated by a corporation, they decrease 
owners’ equity. Th e payment of a $50 dividend aff ects the accounting equation as follows:

Assets
(decrease $50)

Liabilities
(no change)

Owners' Equity (Dividends)
(decrease $50)

+=

Exhibit 3.4 on page 90 shows a summary of the transac-
tions shown in this chapter and their eff ect on the accounting 
equation.

A Note on Journal Entries
When preparing a journal entry, a systematic method may be 
used in analyzing every transaction. A journal entry involves a 
three-step process:
 1. Identify which accounts are involved.
 2. For each account, determine if it is increased or decreased.
 3. For each account, determine by how much it has changed.

Th e answer to step 1 tells you if the accounts involved are asset, liability, or owners’ equity ac-
counts. Th e answer to step 2, building on your answer to step 1, tells you if the accounts involved 
are to be debited or credited. Consider the instance where $25,000 is borrowed from a bank. Th e 
two accounts involved are Cash and Notes Payable. Cash increased, and since Cash is an asset and 
assets increase with debits, then Cash must be debited. Notes Payable increased (we owe more mon-
ey), and since Notes Payable is a liability and liabilities increase with credits, then Notes Payable 
must be credited. Th e answer to step 3 completes the journal entry. Cash is debited for $25,000, 
and Notes Payable is credited for $25,000.

Th is three-step process will always work, even for complex transactions. Consider the case 
where inventory costing $60,000 is sold on account for $75,000. Using the three-step process 
results in the following:
Step 1: What accounts are involved?
  • Accounts Receivable (an asset), 
  • Inventory (an asset), 
  • Cost of Goods Sold (an expense—part of owners’ equity), and 
  • Sales Revenue (a revenue account—part of owners’ equity).
Step 2: Did the accounts increase or decrease?
  •  Accounts Receivable increased (customers owe us more money). Since Accounts 

Receivable is an asset, it is increased with a debit.
  •  Inventory decreased (we don’t have it anymore). Since Inventory is an asset, it is 

decreased with a credit.
  •  Cost of Goods Sold increased (an expense causing owners’ equity to decrease). Since 

owners’ equity decreases with a debit, Cost of Goods Sold must be debited.
  •  Sales Revenue increased (a revenue causing owners’ equity to increase). Since own-

ers’ equity increases with a credit, Sales Revenue must be credited.
Step 3: By how much did each account change?
  • Th e answer to step 3 results in the following journal entries:

Accounts Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 75,000
Sales Revenue. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 75,000

Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60,000

Why are dividends NOT considered to be an expense?

S T O P  &  T H I N K
Why
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E X H I B I T  3 . 4  S u m m a r y  o f  T r a n s a c t i o n s

ASSETS = LIABILITIES

Cash
Accounts 

Receivable Inventory Equipment Supplies Truck
Accounts 
Payable

Notes 
Payable

Balance (from page 85) $2,870 $   — $150 $250 $180 $800 = $250 $2,000

Revenue from lawn care 270   80 — — — — — —

Sold inventory for cash 90 — −75 — — — — —

Revenue from landscaping 45 — — — — — — —

Paid for gasoline −50 — — — — — — —

Paid wages −60 — — — — — — —

Collected receivables 80 −80 — — — — — —

Paid accounts payable −250 — — — — — −250 —

Paid loan payment −178 — — — — — — −158

Paid dividend −50 — — — — — — —

Total $2,767 $     0 $  75 $250 $180 $800 = $   0 $1,842 

*Recall that an increase in these accounts actually decreases owners’ equity, hence the − (minus sign).

D O  T H I S . . .D O  T H

For each of the following transactions, (a) identify the accounts involved, (b) identify whether the accounts increased or 
decreased, (c) state by how much the accounts increased or decreased, and (d) provide the required journal entry to record 
the eff ects of the transaction.

1 Purchased inventory costing $5,000 on account
2 Paid wages of $200
3 Paid $3,600 for inventory purchased previously

 Making a journal entry involves the following three steps:

 Identify which accounts are involved.
 For each account, determine if it is increased or decreased.
 For each account, determine by how much it has changed.

R E M E M B E R  T H I S

 



 The Accounting Cycle: The Mechanics of Accounting Chapter 3 91

+ OWNERS’ EQUITY

Retained Earnings

Capital 
Stock

Lawn Care 
Revenue

Sales 
Revenue

Landscaping 
Revenue

Cost of 
Goods Sold*

Gasoline 
Expense*

Wages 
Expense*

Interest 
Expense* Dividends*

+ $2,000 $  — $ — $ — $ — $ — $ — $ — $ —

— 350 — — — — — — —

— — 90 — −75 — — — —

— — — 45 — — — — —

— — — — — −50 — — —

— — — — — — −60 — —

— — — — — — — — —

— — — — — — — — —

— — — — — — — −20 —

— — — — — — — —   −50

+ $2,000 $350 $90 $45 −$75 −$50 −$60 −$20 −$50 

S O L U T I O N …S O L U

 1  (a) Inventory is an asset, Accounts Payable is a liability. (b) Inventory increased (assets increase with debits), 
and Accounts Payable increased (liabilities increase with credits). (c) Both accounts changed by $5,000. (d) 
Th e required journal entry is

  Inventory    5,000
   Accounts Payable    5,000

 2  Wages is an expense (expenses are owners’ equity accounts), Cash is an asset. (b) Wages Expense increased 
(expenses decrease owners’ equity, and owners’ equity decreases with debits), and Cash decreased (assets 
decrease with credits). (c) Both accounts changed by $200. (d) Th e required journal entry is

  Wages Expense 200
   Cash 200

 3  (a) Cash is an asset, Accounts Payable is a liability. (b) Cash decreased (assets decrease with credits), and Accounts 
Payable decreased (liabilities decrease with debits). (c) Both accounts changed by $3,600. (d) Th e required journal 
entry is

  Accounts Payable 3,600
   Cash 3,600
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L O  4
   Posting Journal Entries and 

 Preparing a Trial Balance
WHAT  Summarize the resulting journal entries through posting and prepare a trial balance (step 

three of the accounting cycle).
WHY  Journal entries are most valuable when they are grouped, summarized, and listed by ac-

count.
HOW  Record each debit and credit in every journal entry and sum both to determine the ending 

account balance.

Once transactions have been analyzed and recorded in a journal, it is necessary to classify and group 
all similar items. Th is is accomplished by the bookkeeping procedure of posting all the journal 
entries to appropriate accounts. As indicated earlier, accounts are records of like items. Th ey show 

transaction dates, increases and decreases, and balances. 
For example, all increases and decreases in cash arising 
from transactions recorded in the journal are accumulated 
in one account called Cash. Similarly, all sales transactions 
are grouped together in the sales revenue account.

Posting is no more than sorting all journal entry amounts 
by account and copying those amounts to the appropriate ac-
count. No analysis is needed; all the necessary analysis is per-
formed when the transaction is fi rst recorded in the journal.

All accounts are maintained in an accounting record 
called a “ledger.” A ledger (the main ledger is called a general 

ledger) is a “book of accounts.” Exhibit 3.5 shows how the three cash transactions in the general journal 
would be posted to the cash account in the general ledger, with arrows depicting the posting procedures. 
Observe that a number has been inserted in the “posting reference” column in both books. Th is number 
serves as a cross-reference between the general journal and the accounts in the general ledger. In the 
journal, it identifi es the account to which the journal entry has been posted. In the ledger, it identifi es 
the page on which the entry appears in the general journal. For example, the GJ1 notation in the cash 
account for the July 1 entry means that the $2,000 has been posted from page 1 of the general journal. 
As you will discover, these posting references are useful in tracking down mistakes. With a computer 
system, the software automatically generates these posting references.

A particular company will have as many (or as few) accounts as it needs to provide a reasonable 
classifi cation of its transactions. Th e list of accounts used by a company is known as its chart of 
accounts. Th e normal order of a chart of accounts is assets (current and long-term), then liabilities 

posting The process of transfer-
ring amounts from the journal to the 
ledger.

ledger A book of accounts in which 
data from transactions recorded 
in journals are posted and thereby 
 summarized.

chart of accounts A systematic 
listing of all accounts used by a 
company.

C A U T I O N

Common mistakes made when manually posting include posting 
a debit to the credit side of an account, transposing numbers 
(e.g., 45 magically becomes 54), and posting to the wrong ac-
count (e.g., Supplies instead of Inventory). Be very careful, or 
mistakes will creep into your work.

C

Com

Cash

Beg. Bal. 0
7/1 2,000
7/1 2,000
7/9 270
7/14 90
7/14 45
7/30 80

7/5 800
7/5 180
7/7 150
7/18 50
7/23 60
7/31 250
7/31 178
7/31 50

 4,485
 (1,718)

 (1,718)

End. Bal.                2,767     
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(current and long-term), followed by owners’ equity, sales, and expenses. Exhibit 3.6 on page 94 
shows some accounts that might appear in a typical company’s chart of accounts.

Determining Account Balances
At the end of an accounting period, the accounts in the general ledger are reviewed to determine 
each account’s balance. Asset, expense, and dividend accounts normally have debit balances; liabil-
ity, owners’ equity, and revenue accounts normally have credit balances. In other words, the balance 
is normally on the side that increases the account. 

To illustrate how to determine an account balance, consider the following T-account depicting 
all the cash transactions from our landscaping business (with dates being added). Th e beginning 
cash account balance plus all Cash debit entries, less total credits to Cash, equals the ending balance 
in the cash account.

E X H I B I T  3 . 5  P o s t i n g  t o  t h e  G e n e r a l  L e d g e r

JOURNAL Page 1

Date Description
Post.

Debits CreditsRef.

2012
101 2,000July 1 Cash

Capital Stock 2,000

Issued 200 shares of capital stock at $10 per share.

5 Truck 800

Cash 008101

Purchased a used truck.

5 Equipment 250

Accounts Payable 250

Purchased a lawnmower on account.

5 Supplies 180

Cash 081101

Purchased supplies for cash.

ACCOUNT: Cash ACCOUNT NO. 101

Date Explanation
Post.

Debits Credits BalanceRef.

2012

July 1 Balance 0

1 Issued 200 shares of capital stock at $10 per share. GJ1 2,000 2,000

5 Purchased a used truck. GJ1 800 1,200

5 Purchased supplies. GJ1 180 1,020
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E X H I B I T  3 . 6  C h a r t  o f  A c c o u n t s  f o r  a  T y p i c a l  C o m p a n y

Assets (100–199)

Current Assets (100–150):
101 Cash
103 Notes Receivable
105 Accounts Receivable
107 Inventory
108 Supplies

Long-Term Assets (151–199):
151 Land
152 Buildings
154 Offi ce Furniture or Equipment

Liabilities (200–299)

Current Liabilities (200–219):
201 Notes Payable
202 Accounts Payable
203 Salaries Payable
204 Interest Payable
206 Income Taxes Payable

Long-Term Liabilities (220–239):
222 Mortgage Payable

Owners’ Equity (300–399)

301 Capital Stock
330 Retained Earnings

Sales (400–499)

400 Sales Revenue

Expenses (500–599)

500 Cost of Goods Sold
501 Sales Salaries and Commissions
523 Rent Expense
525 Travel Expense
528 Advertising Expense
551 Offi cers’ Salaries
553 Administrative Salaries
570 Payroll Taxes
571 Offi ce Supplies Expense
573 Utilities Expense
578 Offi ce Equipment Rent Expense
579 Accounting and Legal Fees

Illustration of the First Three Steps 
in the Accounting Cycle
A simple illustration will help reinforce what you have learned about the relationship of assets, 
liabilities, and owners’ equity, as well as revenues, expenses, and dividends, and the mechanics of 
double-entry accounting. Katherine Kohler established the Double K Corporation in 2012. Th e 
following transactions occurred.
a. Initial capital contribution of $20,000, for which Katherine received 1,000 shares of capital stock.
b. Double K Corporation paid $10,000 cash for inventory.
c. Borrowed $20,000 from a bank to buy some land, signing a long-term note with the bank.
d. Land was purchased for $25,000 cash.
e. During the year 2012, Double K Corporation sold 20%, or $2,000, of the inventory purchased. 

Th e company sold that inventory for $3,200, and the sale was originally made on credit.
f. Th e company paid $200 in selling expenses and $100 in miscellaneous expenses.
g. Th e company collected the full amount of the account receivable in cash.

Th e inventory purchases are verifi ed by invoices showing the actual items purchased, dates, 
amounts, and so forth. Th ere is a $20,000 note payable to the bank. Other business documents 
indicate the sale of inventory and the expenses incurred. Th rough analysis of these transactions and 
supporting documents (step 1), the pertinent facts are obtained and the transactions are recorded 
in a journal (step 2). Th e journal entries to record the transactions of Double K Corporation are as 
shown at the top of the following page. (Note that letters are used in place of dates.)

Next, the transactions are posted to the ledger accounts (step 3, part 1). T-accounts are used 
to illustrate this process, with the letters (a) through (g) showing the cross-references to the journal 
entries. A balance is shown for the end of the period. (Where only one transaction is involved, the 
amount of the transaction is also the account balance.)
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Business Transaction
Account Category 

and Direction Journal Entries Debits Credits

Issued stock assets (+) (a) Cash 20,000

owners’ equity (+) (a)  Capital Stock 20,000

  Issued 1,000 shares of capital stock for $20,000.

Purchased inventory assets (+) (b) Inventory 10,000

assets (−) (b)  Cash 10,000

  Purchased $10,000 of inventory for cash.

Borrowed money assets (+) (c) Cash 20,000

liabilities (+) (c)  Notes Payable 20,000

  Borrowed $20,000 from a bank.

Purchased land assets (+) (d) Land 25,000

assets (−) (d)  Cash 25,000

  Purchased land for cash.

Sold inventory assets (+) (e) Accounts Receivable 3,200

revenues (+) (e)  Sales Revenue 3,200

  Sold inventory for $3,200 on account.

expenses (+) (e) Cost of Goods Sold 2,000

assets (−) (e)  Inventory 2,000

  To record the cost of goods or inventory sold.

Paid expenses expenses (+) (f) Selling Expenses 200

expenses (+) (f) Miscellaneous Expenses 100

assets (−) (f)  Cash 300

  Paid selling and miscellaneous expenses.

Collected cash assets (+) (g) Cash 3,200

assets (−) (g)  Accounts Receivable 3,200

  Collected accounts receivable.

Cash

(a) 20,000
(c) 20,000
(g) 3,200

Bal. 7,900

Accounts Receivable

(e) 3,200 (g) 3,200

Bal. 0

Inventory

(b) 10,000 (e) 2,000

Bal. 8,000

Land

(d) 25,000

Notes Payable

(c) 20,000

Capital Stock

(a) 20,000

Sales Revenue

(e) 3,200

Selling Expenses

(f) 200

Miscellaneous Expenses

(f) 100

Cost of Goods Sold

(e) 2,000

(f) 300
(d) 25,000
(b) 10,000
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E X H I B I T  3 . 7   E f f e c t s  o f  B u s i n e s s  T r a n s a c t i o n s  o n  t h e 
A c c o u n t i n g  E q u a t i o n

ASSETS = LIABILITIES + OWNERS’ EQUITY

Transaction Cash Inventory Land
Accounts 

Receivable
Notes 

 Payable
Capital 
Stock Retained Earnings

Beginning 
balance $        0 $         0 $         0 $       0 = $         0 + $         0

Sales 
Revenue

Cost of 
Goods 
Sold*

Selling 
Expenses*

Misc. 
Expenses*

a 20,000 — — — — 20,000 $     — $    — $  — $  —

b −10,000 10,000 — — — — — — — —

c 20,000 — — — 20,000 — — — — —

d −25,000 — 25,000 — — — — — — —

e — −2,000 — 3,200 — — 3,200 −2,000 — —

f −300 — — — — — — — −200 −100

g 3,200 — — −3,200 — — — — — —

Total $ 7,900 $  8,000 $25,000 $       0 = $20,000 + $20,000 $3,200 −$2,000 −$200 −$100

*Recall that an increase in these accounts actually decreases owners’ equity, hence the − (minus sign).

E X H I B I T  3 . 8  T r i a l  B a l a n c e

Double K Corporation
Trial Balance

December 31, 2012

 Debits Credits

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  7,900 

Accounts Receivable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0

Inventory  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,000

Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 25,000

Notes Payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $20,000

Capital Stock  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000

Sales Revenue  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,200

Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000

Selling Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200

Miscellaneous Expenses  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .        100              

Totals  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $43,200 $43,200

Th e eff ect of these transactions can also be visualized using a spreadsheet format as shown in 
Exhibit 3.7.

After the account balances have been determined, a trial balance is usually prepared (step 3, 
part 2). A trial balance lists each account with its debit or credit balance, as shown in Exhibit 3.8. 

trial balance A listing of all account 
balances; provides a means of testing 
whether total debits equal total credits 
for all accounts.
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E X H I B I T  3 . 9  I n c o m e  S t a t e m e n t  a n d  B a l a n c e  S h e e t

Double K Corporation
Income Statement

For the Year Ended December 31, 2012

Sales revenue . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  3,200

Cost of goods sold  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $2,000

Selling expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200

Miscellaneous expenses  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .      100     2,300

Net income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $     900

EPS ($900 ÷ 1,000 shares). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $    0.90

Double K Corporation
Balance Sheet

December 31, 2012

Assets   Liabilities and Owners’ Equity

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . $  7,900 Notes payable. . . . . . . . . . . . . . . . . . . . . . . . $20,000

Inventory  . . . . . . . . . . . . . . . . . . . . . . . . 8,000 Capital stock (1,000 shares)  . . . . . . . . . . . . . 20,000

Land. . . . . . . . . . . . . . . . . . . . . . . . . . . .   25,000 Retained earnings  . . . . . . . . . . . . . . . . . . . . .        900*

Total assets. . . . . . . . . . . . . . . . . . . . . $40,900  Total liabilities and owners’ equity  . . . . . . . . $40,900

*Beginning retained earnings plus net income minus dividends.

By adding all the debit balances and all the credit balances, the accountant can see whether total 
debits equal total credits. Even if the trial balance does show total debits equal to total credits, there 
may be errors. A transaction may have been omitted completely, or it may have been recorded in-
correctly or posted to the wrong account. Th ese types of errors will not be discovered by preparing 
a trial balance; additional analysis would be required. In this case, total debits equal total credits.  
Th us, the accounting equation is in balance. Th e balances are taken from each ledger account.

From the data in the trial balance, an income state-
ment and a balance sheet can be prepared. Exhibit 3.9 
shows these two fi nancial statements for Double K Corpo-
ration. Notice that there is no retained earnings account in 
the trial balance but there is one on the balance sheet. Th e 
reason for this is that all the income statement accounts 
such as Revenue, Cost of Goods Sold, and expenses are 
eventually accumulated into Retained Earnings. Th at is, 
earnings are refl ected on the income statement. Th e busi-
ness then decides the amount of those earnings to be re-
tained. Th ose earnings that are to be retained are disclosed 
on the balance sheet.

Also, the statement of cash fl ows can be prepared by 
categorizing the items in the cash account as operating, in-
vesting, or fi nancing, as shown in Exhibit 3.10.

C A U T I O N

Students frequently mistake a trial balance and the balance 
sheet for one another. In fact, they are very different reports. 
A trial balance is strictly an internal document used to sum-
marize all of the account balances (assets, liabilities, owners’ 
equity, revenues, expenses, and dividends) in a company’s ac-
counting system. Few people outside a company’s accounting 
department ever see the trial balance. The balance sheet, on 
the other hand, is a more formal summary document that is fre-
quently provided to interested parties both inside and outside 
a company.

C

Stud
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R E M E M B E R  T H I S

 Posting involves sorting and copying the journal entry items to individual accounts.
  Account balances are computed by summing the debit and credit entries in each 
account.

 A trial balance is prepared by listing each account along with its balance.
 An income statement and a balance sheet can be prepared from this trial balance.
  A statement of cash fl ows is prepared by analyzing the infl ows and outfl ows of cash 
as detailed in the cash account.

Two fi nal notes: First, in reality, the preparation of fi nancial statements also involves the adjust-
ment of some ledger accounts, which need to be brought current before they can be included in 
the balance sheet or the income statement. In Chapter 4, we will explain how these accounts are 
adjusted (step 4, part 1). Second, net income does not usually equal the ending retained earnings 
balance. Only in the fi rst year of a company’s operations would this be the case. Double K Corpora-
tion began operations in 2012 and paid no dividends during the year; so, its $900 net income on 
the income statement equals the retained earnings fi gure on the balance sheet. In future years, the 
fi gures would be diff erent, since retained earnings is an accumulation of earnings from past years 
adjusted for dividends and other special items.

E X H I B I T  3 . 1 0  S t a t e m e n t  o f  C a s h  F l o w s

Double K Corporation
Statement of Cash Flows

For the Year Ended December 31, 2012

Operating activities:

Collections from customers  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $     3,200

Purchase of inventory. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (10,000)

Paid expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .          (300) $   (7,100)

Investing activities:

Purchased land  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (25,000)

Financing activities: 

Issued stock  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $   20,000

Borrowed from bank  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .      20,000     40,000

Net increase in cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $    7,900

Beginning cash balance . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .              0

Ending cash balance  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $    7,900
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L O  5   Where Do Computers Fit in All This?
WHAT Describe how technology has affected the fi rst three steps of the accounting cycle.
WHY To better understand the fl ow of information within a company.
HOW  Today, most companies use computers and electronic technology as an integral part of their 

accounting systems. In the future, technological advances will continue to signifi cantly impact 
the accounting process of recording and reporting data for decision-making purposes.

D O  T H I S . . .D O  T H

From the following four journal entries, prepare a trial balance. Assume that the beginning balance for all accounts is zero.

1 Inventory   2,400
   Accounts Payable   2,400

2 Cash   4,500
   Sales    4,500

3 Cost of Goods Sold  1,800
   Inventory    1,800

4 Accounts Payable  1,700
   Cash    1,700

 S O L U T I O N …

Cash

4,500 1,700

Bal. 2,800

2,400 1,800

Bal. 600

Inventory

1,700

1,800

2,400

Bal. 700

Accounts Payable

4,500

Sales Cost of Goods Sold

Trial Balance

 Debits Credits

Cash $2,800

Inventory 600

Accounts Payable $   700

Sales 4,500

Cost of Goods Sold   1,800            

Totals $5,200 $5,200

Note: Debits equal credits.
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Students often ask, “Do I really need to know the diff erence between a debit and a credit? Haven’t 
computers taken care of that?” Computers have greatly facilitated a business’s ability to quickly 
process huge amounts of information without making mathematical errors. Most computers can 
make millions of calculations per second and produce more documents in 10 minutes than a per-
son could in an entire week. Th e time spent posting journal entries and summarizing accounts into 
a trial balance has been greatly reduced as a result of computers.

But computers still can’t think. Th at’s your job. Walk up to a computer terminal and show it a 
sales invoice and the computer will just sit there and wait. Wait for what? For the answers to three 
questions: 
1. What accounts are involved? 
2. Did those accounts increase or decrease? 
3. By how much did each account change?

Let’s consider how one of the best-selling money management software packages, Quicken®, 
has changed the accounting process. Quicken works a lot like a check register. For each check, 
you indicate the date, the check number, the payee, and the amount. Quicken then prompts you 
to indicate the nature of the expenditure by selecting from a list of accounts. For example, if the 
expenditure relates to your purchase of groceries, you would select the account “Food.” Th us, all 
your transactions relating to “Food” will be grouped together, allowing you to quickly determine 
all food expenditures.

Now let’s review what Quicken has done. First, since you indicated the transaction involved 
a check, Quicken knows that cash decreased. Quicken is programmed to know that when cash 
decreases, it involves a credit to the cash account. Quicken also has been programmed to know 
that debits have to equal credits, and since Cash was credited, the program knows that something 
was debited. Since you indicated “Food” (an expense) was the other account, Quicken debits that 
account, causing your expense account to increase. Instead of telling Quicken which accounts to 
debit and credit, you are required to identify the accounts (question 1) and indicate if they in-
creased or decreased (question 2). Quicken is able to determine, based on the answer to these two 
questions, which accounts were debited and which accounts were credited.

So has Quicken fundamentally changed the accounting process? No. It has increased the ac-
curacy and speed with which the posting process is done, as well as the speed with which a variety 
of reports can be prepared. Quicken has also eliminated the need for the user to specify debit or 
credit. Because computers are so fast, the two-step process of identifying accounts and the direction 
of their change can be done as quickly as you can say “credit Cash.” So, why don’t accountants get 
rid of these 500-year-old terms debit and credit? Th e reason is that all accountants are familiar with 
and comfortable using these terms. When someone says “credit Cash,” accountants everywhere 
know exactly what that means. Th us, debit and credit provide a useful shorthand method of com-
munication.

Th e computer has also enhanced step 3 of the accounting cycle—summarizing. In fact, only 
in the smallest of businesses will you fi nd the posting of journal entries and the preparation of a 
trial balance being done by hand. But in every business, from the largest to the smallest, you will 
fi nd accountants still actively involved in analyzing transactions and turning those transactions into 
journal entries and eventually into useful accounting reports.

R E M E M B E R  T H I S

  Computers have made posting and the preparation of reports and statements much 
easier.

  Computers have not replaced the need for accountants to analyze transactions and 
determine their effect on the accounting equation.
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L O 1   Understand the process of transforming transaction data into useful accounting information.

The objective of the accounting process is to gather and transform transaction data into useful information that mea-
sures and communicates the results of business activity. The four steps in the accounting cycle are as follows:
Step 1. Analyze transactions.
Step 2. Record the effects of transactions.
Step 3. Summarize the effects of transactions.
Step 4. Prepare reports.

L O 2   Analyze transactions and determine how those transactions affect the accounting equation 
(step one of the accounting cycle).

Assets = Liabilities + Owners’ Equity

DR
(+)

CR
(−)

DR
(−)

CR
(+)

DR
(−)

CR
(+)

The following types of accounts are subcategories of Retained Earnings, which is an owners’ equity account.

Expenses Dividends Revenues

DR
(+)

CR
(−)

DR
(+)

CR
(−)

DR
(−)

CR
(+)

• More expense, a debit, means less owners’ equity.
• More dividends, a debit, means less owners’ equity.
• More revenue, a credit, means more owners’ equity.

L O 3   Record the effects of transactions using journal entries (step two of the accounting cycle).

Making a journal entry involves the following three steps:
1. Identify which accounts are involved.
2. For each account, determine if it is increased or decreased.
3. For each account, determine by how much it has changed.

L O 4   Summarize the resulting journal entries through posting and prepare a trial balance (step 
three of the accounting cycle).

• Posting involves sorting and copying the journal entry items to individual accounts.
• Account balances are computed by summing the debit and credit entries in each account.
• A trial balance is prepared by listing each account along with its balance.
• An income statement and a balance sheet can be prepared from this trial balance.
• A statement of cash fl ows is prepared by analyzing the infl ows and outfl ows of cash as detailed in the cash account.

L O 5  Describe how technology has affected the fi rst three steps of the accounting cycle.

• Computers have made posting and the preparation of reports and statements much easier.
•  Computers have not replaced the need for accountants to analyze transactions and determine their effect on the 

accounting equation.
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R e v i e w  P r o b l e m

The First Three Steps in the Accounting Cycle
Journal entries are given below for January 2012, the fi rst month of operation for Svendsen Service Company.

Jan. 2 Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 40,000

 Capital Stock. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 40,000

  Issued capital stock for cash.

2 Insurance Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 500

 Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 500

  Purchased a one-month insurance policy.

2 Rent Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 750

 Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 750

  Paid rent for the month of January.

3 Shop Equipment  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,000

 Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,000

  Purchased shop equipment for cash.

4 Supplies . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,000

 Accounts Payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,000

  Purchased shop supplies on account.

5 Automotive Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 11,500

 Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,500

 Notes Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,000

  Purchased a truck. Paid $3,500 cash and issued a 30-day note for the balance.

8 Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,750

 Service and Repair Revenue . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,750

  Received cash for repairs.

9 Advertising Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 300

 Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 300

  Paid cash for radio spot announcements.

12 Automotive Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200

 Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200

  Paid gas, oil, and service costs on the truck.

account, 75
accounting cycle, 71
business documents, 72
chart of accounts, 92
compound journal entry, 85

credit, 76
debit, 76
dividends, 78
journal, 80
journal entry, 80

journalizing, 80
ledger, 92
posting, 92
T-account, 75
trial balance, 96

K e y  T e r m s  &  C o n c e p t s
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Jan. 14 Accounts Payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,000

 Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,000

  Paid $3,000 on account.

16 Accounts Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,200

 Service and Repair Revenue . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,200

  Repaired truck for Acme Drilling Company on account.

18 Telephone Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 75

 Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 75

  Paid for installation and telephone service for one month.

19 Automotive Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 180

 Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 180

  Paid for minor repairs on the truck.

20 Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,000

Notes Receivable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,450

 Service and Repair Revenue . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,450

   Collected $1,000 cash from Jones for truck repairs; accepted a 60-day note for 

the balance.

24 Repairs and Maintenance Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150

 Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150

  Paid cleaning and painting expenses on the building.

25 Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,500

 Service and Repair Revenue . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,500

  Received cash for repairs and services from Hamilton, Inc.

27 Supplies . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,500

 Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,500

  Purchased shop supplies.

29 Offi ce Equipment. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,250

 Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,250

  Purchased a computer.

30 Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,200

 Accounts Receivable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,200

  Collected receivables from Acme Drilling Company.

31 Utilities Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 900

 Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 900

  Paid the monthly utility bill.

31 Automotive Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 350

 Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 350

  Paid for gas, oil, and servicing of the truck.

Required:
Set up T-accounts, post all journal entries to the accounts, balance the accounts, and prepare a trial balance.
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Solution
Th e fi rst step in solving this problem is to set up T-accounts for each item; then post all journal entries to the appropriate 
ledger accounts, as shown. Once the amounts are properly posted, account balances can be determined.

Cash

1/2 40,000 1/2 500
1/8 1,750 1/2 750
1/20 1,000 1/3 8,000
1/25 1,500 1/5 3,500
1/30 1,200 1/9 300

1/12 200
1/14 3,000
1/18 75
1/19 180
1/24 150
1/27 2,500
1/29 1,250
1/31 900
1/31 350

Bal. 23,795

Notes Receivable

1/20 1,450

Shop Equipment

1/3 8,000

Automotive Equipment

1/5 11,500

Office Equipment

1/29 1,250

Accounts Payable

1/14 3,000 1/4 3,000

Bal. 0

Notes Payable

1/5 8,000

Capital Stock

1/2 40,000

Service and Repair Revenue

1/8 1,750
1/16 1,200
1/20 2,450
1/25 1,500

Bal. 6,900

Rent Expense

1/2 750

Insurance Expense

1/2 500

Advertising Expense

1/9 300

Automotive Expense

1/12 200
1/19 180
1/31 350

Bal. 730

Accounts Receivable

1/16 1,200 1/30 1,200

Bal. 0

Supplies

1/4 3,000
1/27 2,500

Bal. 5,500

Telephone Expense

1/18 75

Repairs and 
Maintenance Expense

1/24 150

Utilities Expense

1/31 900

Th e fi nal step is to prepare a trial balance to see whether total debits equal total credits for all accounts. List all the 
accounts; then enter the balance in each account.

Svendsen Service Company
Trial Balance

January 31, 2012

Debits Credits

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $23,795 
Accounts Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0
Notes Receivable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,450
Supplies . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,500
Shop Equipment  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,000
Automotive Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 11,500
Offi ce Equipment. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,250

(continued)
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Accounts Payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $         0 
Notes Payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,000
Capital Stock  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 40,000
Service and Repair Revenue. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,900
Insurance Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $     500
Rent Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 750
Advertising Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 300
Automotive Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 730
Telephone Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 75
Repairs and Maintenance Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150
Utilities Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .        900              

Totals  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $54,900 $54,900

 P U T  I T  O N  PA P E R

D i s c u s s i o n  Q u e s t i o n s

  1. What is the basic objective of the accounting cycle?
  2. Explain the fi rst three steps in the accounting cycle.
  3.  What are the advantages of a computer-based account-

ing system? Does such a system eliminate the need for 
human judgment? Explain.

  4.  In a double-entry system of accounting, why must total 
debits always equal total credits?

  5.  Explain the increase/decrease, debit/credit relationship 
of asset, liability, and owners’ equity accounts.

  6.  How are revenues, expenses, and dividends related to 
the basic accounting equation?

  7.  In what ways are dividend and expense accounts simi-
lar, and in what ways are they diff erent?

  8.  How does understanding the mechanics of accounting 
help a businessperson who has no intention of practic-
ing accounting?

  9. Distinguish between a journal and a ledger.
 10.  Assume that Company A buys $1,500 of merchandise 

from Company B for cash. Th e merchandise originally 
cost Company B $1,000. What entries should the 
buyer and seller make, and what is the relationship of 
the accounts for this transaction?

 11.  Indicate how each of the following transactions aff ects 
the accounting equation.

  a. Purchase of supplies on account.
  b. Payment of wages.
  c. Cash sales of goods for more than their cost.
  d. Payment of monthly utility bills.
  e.  Purchase of a building with a down payment of 

cash plus a mortgage.
  f. Cash investment by a stockholder.
  g. Payment of a cash dividend.
  h. Sale of goods on account for more than their cost.
  i. Sale of land at less than its cost.
 12. What is a chart of accounts? What is its purpose?
 13.  If a trial balance appears to be correct (debits equal 

credits), does that guarantee complete accuracy in the 
accounting records? Explain.

 14.  What is the diff erence between a trial balance and a 
 balance sheet?

 15.  Have computers eliminated the need to analyze 
 transactions? Explain.
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P r a c t i c e  E x e r c i s e s

For PE 3-1 through 3-5, do the following for each transaction:
 a. List the accounts impacted by the transaction.
 b. For each account, indicate whether the transaction increased or decreased the account.
 c. For each account, indicate how much the transaction increased or decreased the account.
 d.  Compute the impact of the transaction on total assets, total liabilities, and total owners’ 

equity.

Impact of a Transaction
Allendorf Company borrowed $85,000 in cash from Eastern Bank.

Impact of a Transaction
Allendorf Company used $45,000 in cash to purchase land on the west side of Hatu Lake.

Impact of a Transaction
Allendorf Company used $30,000 in cash to repay a portion of its bank loan (see PE 3-1). For 
simplicity, assume that there is no interest on the loan.

Impact of a Transaction
Allendorf Company received $120,000 in cash as an additional investment by the stockholders 
(owners) of the company.

Impact of a Transaction
Allendorf Company purchased a building for $210,000. Th e company paid $80,000 of the purchase 
price in cash and signed a mortgage contract obligating it to pay the remaining $130,000 over the next 
10 years.

Computing Ending Account Balances
Refer to PE 3-1 through 3-5. Construct a spreadsheet similar to the one shown on page 85. Enter 
each transaction into the spreadsheet and compute the ending balance in each account.

Understanding Debits
Below is a list of accounts. For each account, indicate whether a debit increases or decreases the 
account balance.

Account Debit

0. Cash Increases
1. Accounts Payable
2. Capital Stock
3. Land
4. Inventory
5. Loan Payable
6. Mortgage Payable

7. Building
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Understanding Credits
Below is a list of accounts. For each account, indicate whether a credit increases or decreases the 
account balance.

Account Credit

0. Cash Decreases
1. Accounts Receivable
2. Capital Stock
3. Equipment
4. Inventory
5. Accounts Payable
6. Building
7. Notes Payable

Understanding Debits, Credits, and Retained Earnings
Below is a list of accounts and whether the account is being debited or credited. For each item, 
indicate whether the account balance will be increased or decreased.

Account Debit or Credit Account Balance

0. Salary Expense Debit Increased
1. Sales Revenue Credit
2. Retained Earnings Debit
3. Insurance Expense Credit
4. Dividends Credit
5. Interest Revenue Debit
6. Advertising Expense Debit
7. Rent Revenue Credit

Understanding Retained Earnings
Below is a list of accounts with corresponding balances. Using these accounts, along with the fact 
that the beginning balance in Retained Earnings is $16,000, compute the ending balance in Re-
tained Earnings. Note: Not all of the listed account balances enter into the calculation of Retained 
Earnings.

Account Account Balance

a. Insurance Expense $  2,400
b. Cash 4,500
c. Sales Revenue 11,300
d. Advertising Expense 3,100
e. Accounts Payable 5,200
f. Dividends 1,200
g. Interest Revenue 600

Journal Entries
Refer to PE 3-1. Make the journal entry necessary to record the transaction.

Journal Entries
Refer to PE 3-2. Make the journal entry necessary to record the transaction.



108 Part 1  Financial Reporting and the Accounting Cycle

L O  3

P E  3 - 1 3

L O  3

P E  3 - 1 4

L O  3

P E  3 - 1 5

L O  3

P E  3 - 1 6

L O  4

P E  3 - 1 7

L O  4

P E  3 - 1 8

L O  4

P E  3 - 1 9

L O  4

P E  3 - 2 0

Journal Entries
Refer to PE 3-3. Make the journal entry necessary to record the transaction.

Journal Entries
Refer to PE 3-4. Make the journal entry necessary to record the transaction.

Journal Entries
Refer to PE 3-5. Make the journal entry necessary to record the transaction.

Journal Entries with Revenues, Expenses, and Dividends
Make the journal entries necessary to record the following eight transactions.
 a. Purchased inventory on account for $130,000.
 b. Sold goods for $100,000 cash. Th e goods originally cost $65,000.
 c. Paid $27,000 cash for employee wages.
 d. Paid $12,500 cash for advertising.
 e.  Sold goods for $25,000 cash and $60,000 on account (a total of $85,000). Th e goods 

originally cost $57,000.
 f.  Collected cash of $47,000 from the $60,000 receivable on account; the remaining $13,000 

is expected to be collected later.
 g.  Paid cash of $55,000 on the $130,000 payable on account; the remaining $75,000 is 

expected to be paid later.
 h. Paid cash dividends of $8,500.

Posting
Refer to the journal entries made in PE 3-11 through 3-15. Construct a T-account representing each ac-
count impacted by those fi ve transactions. Post all of the journal entries to these T-accounts. Compute 
the ending balance in each account. Assume that the beginning balance in each T-account is zero.

Posting with Revenues, Expenses, and Dividends
Refer to the journal entries made in PE 3-16. Construct a T-account representing each account 
impacted by those eight transactions. Post all of the journal entries to these T-accounts. Compute 
the ending balance in each account. Assume that the beginning balance in each T-account is zero.

Preparing a Trial Balance
Refer to the T-accounts constructed in PE 3-17 and 3-18. Using the ending balances in those 
T-accounts, construct a trial balance. Note: Th e only account that is common to these two sets of 
T-accounts is the cash account; add the two cash account balances together to get the total balance.

Using a Trial Balance to Prepare an Income Statement
Using the trial balance given below, prepare an income statement.

Debit Credit

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  68,000
Accounts Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 126,000
Inventory  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 216,000
Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 90,000
Building  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200,000
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Accounts Payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ $   150,000
Loan Payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 270,000
Capital Stock  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 250,000
Dividends  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 17,000
Sales Revenue  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 370,000
Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 244,000
Utilities Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 54,000
Rental Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .        25,000                   

Totals  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,040,000 $1,040,000

Using a Trial Balance to Prepare a Balance Sheet
Using the trial balance given in PE 3-20, prepare a balance sheet. Note: Th e ending retained earn-
ings balance is equal to the beginning balance (assume $0) plus the amount of net income less the 
amount of dividends.

Preparing a Statement of Cash Flows
Refer to the transactions described in PE 3-1 through 3-5 as well as to the eight transactions in 
PE 3-16. Using all of these transactions, prepare a statement of cash fl ows. Note: For the building 
purchase described in PE 3-5, the portion of the purchase fi nanced with the mortgage ($130,000) 
is considered to be a noncash transaction; accordingly, the only portion of the transaction that 
impacts the statement of cash fl ows is the $80,000 cash down payment.

E x e r c i s e s

Basic Accounting Equation
Th e fundamental accounting equation can be applied to your personal fi nances. For each of the fol-
lowing transactions, show how the accounting equation would be kept in balance. Example: Paid for 
semester’s tuition (decrease assets: cash account; decrease owners’ equity: expense account increases).
 1. Took out a school loan for college.
 2. Paid this month’s rent.
 3. Sold your old computer for cash at what it cost to buy it.
 4. Received week’s paycheck from part-time job.
 5. Received interest on savings account.
 6.  Paid monthly payment on car loan (part of the payment is principal; the remainder is interest).

Accounting Elements: Increase/Decrease, Debit/Credit Relationships
Th e text describes the following accounting elements: assets, liabilities, owners’ equity, capital stock, 
retained earnings, revenues, expenses, and dividends. Which of these elements are increased by a 
debit entry, and which are increased by a credit entry? Give a transaction for each item that would 
result in a net increase in its balance.

Expanded Accounting Equation
Payless Department Store had the following transactions during the year:
 1. Purchased inventory on account.
 2. Sold merchandise for cash, assuming a profi t on the sale.
 3. Borrowed money from a bank.
 4. Purchased land, making a cash down payment and issuing a note for the balance.
 5. Issued stock for cash.
 6. Paid salaries for the year.
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  7. Paid a vendor for inventory purchased on account.
  8. Sold a building for cash and notes receivable at no gain or loss.
  9. Paid cash dividends to stockholders.
 10. Paid utilities.
Using the following column headings, identify the accounts involved and indicate the net eff ect of 
each transaction on the accounting equation: increase (+); decrease (–); no eff ect (0). Transaction 1 
has been completed as an example.

Assets

(Inventory)

Transaction

1

Liabilities

(Accounts Payable)

Owners' Equity

0
++ =

Classifi cation of Accounts
For each of the accounts listed, indicate whether it is an asset (A), a liability (L), or an owners’ 
equity (OE) account. If it is an account that aff ects owners’ equity, indicate whether it is a revenue 
(R) or expense (E) account.
 1. Cash
 2. Sales
 3. Accounts Receivable
 4. Cost of Goods Sold
 5. Insurance Expense
 6. Capital Stock
 7. Mortgage Payable

  8.  Salaries and Wages 
Expense

  9. Retained Earnings
 10. Salaries Payable
 11. Accounts Payable
 12. Interest Revenue
 13. Inventory

 14. Interest Receivable
 15. Notes Payable
 16. Equipment
 17. Offi  ce Supplies
 18. Utilities Expense
 19. Interest Payable
 20. Rent Expense

Normal Account Balances
For each account listed in E 3-26, indicate whether it would normally have a debit (DR) balance 
or a credit (CR) balance.

Relationships of the Expanded Accounting Equation
Eastcott Corporation had the following information reported. From these data, determine the 
amount of:
 1. Capital stock at December 31, 2011.
 2. Retained earnings at December 31, 2012.
 3. Revenues for the year 2012.

December 31, 2011 December 31, 2012

Total assets  . . . . . . . . . . . . . . . . . . . . . . $250,000 $290,000
Total liabilities . . . . . . . . . . . . . . . . . . . . . 110,000 125,000
Capital stock. . . . . . . . . . . . . . . . . . . . . .        ?       55,000
Retained earnings  . . . . . . . . . . . . . . . . . . 95,000        ?       
Revenues for 2012 . . . . . . . . . . . . . . . . .        ?       
Expenses for 2012 . . . . . . . . . . . . . . . . . 132,000
Dividends paid during 2012 . . . . . . . . . . . 6,500

Journalizing Transactions
Record each of the following transactions in Raintree’s general journal. (Omit explanations.)
 1. Issued capital stock for $90,000 cash.
 2. Borrowed $45,000 from a bank. Signed a note to secure the debt.
 3. Paid salaries and rent of $53,000 and $4,100, respectively.
 4. Purchased inventory from a supplier on credit for $6,300.
 5. Paid the supplier for the inventory purchased in (4) above.
 6. Sold inventory that cost $1,350 for $2,400 on credit.
 7. Collected $2,400 from customers on transaction (6) above.
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Journalizing Transactions
Honeytone Corporation had the following transactions:
 1. Purchased a new building, paying $15,000 cash and issuing a note for $80,000.
 2. Purchased $12,000 of inventory on account.
 3. Sold inventory costing $11,000 for $14,000 on account.
 4. Paid for inventory purchased on account in (2) above.
 5. Issued capital stock for $40,000.
 6. Collected $9,500 of accounts receivable.
 7. Paid utility bills totaling $510.
 8.  Sold old building for $62,000, receiving $18,000 cash and a $44,000 note (no gain or loss 

on the sale).
 9. Paid $3,000 cash dividends to stockholders.
Record the above transactions in general journal format. (Omit explanations.)

Journal Entries
During July 2012, Krogue, Inc., completed the following transactions. Prepare the journal entry 
for each transaction.

July 2 Received $320,000 for 80,000 shares of capital stock.
4 Purchased $90,000 of equipment, with 75% down and 25% on a note payable.
5 Paid utilities of $2,300 in cash.
9 Sold equipment for $15,000 cash (no gain or loss).

13 Purchased $250,000 of inventory, paying 40% down and 60% on credit.
14 Paid $6,000 cash insurance premium for July.
18 Sold inventory costing $62,000 for $81,000 to customers on account to be paid at a later 

date.
20 Collected $7,500 from accounts receivable.
24 Sold inventory costing $32,000 for $43,000 to customers for cash.
27 Paid property taxes of $1,200.
30 Paid $150,000 of accounts payable for inventory purchased on July 13.

Challenging Journal Entries
Th e accountant for Han Company is considering how to journalize the following transactions:
 a.  Th e employees of Han Company earned $105,000. Th e employees received $90,000 in 

cash and were promised that they will receive the remaining $15,000 as a pension pay-
ment on the date that they retire.

 b.  On August 1, 2012, Han Company paid $1,800 cash for one year of rent on a building 
it is using. Th is one year of rent is scheduled to be in eff ect for the 12 months starting on 
August 1, 2012.

 1.  What journal entry should be made on the books of Han Company to record the em-
ployee compensation information in (a)?

 2.  Describe any assumptions necessary in making the employee compensation journal entry in (1).
 3.  Make the necessary journal entry on Han Company’s books on August 1 to record the 

payment for the building rent described in (b).
 4.  Consider the journal entry made in (3). Is any adjustment to Han’s books necessary as of 

December 31, 2012, because of the rent journal entry made on August 1?

Journal Entries
Th e following transactions are for Pickard Construction Company:
 a. Th e fi rm bought equipment for $64,000 on credit.
 b.  Th e fi rm purchased land for $450,000, $160,000 of which was paid in cash and a note 

payable signed for the balance.



112 Part 1  Financial Reporting and the Accounting Cycle

L O  3

E  3 - 3 4

L O  3

E  3 - 3 5

L O  3

L O  4

E  3 - 3 6

 c. Th e fi rm paid $41,000 it owed to its suppliers.
 d.  Th e fi rm arranged for a $225,000 line of credit (the right to borrow funds as needed) from 

the bank. No funds have yet been borrowed.
 e.  Th e fi rm sold some of its products for $34,000—$18,000 for cash, the remainder on ac-

count.
 f. Cost of sales in (e) are $22,000.
 g. Th e fi rm borrowed $84,000 on its line of credit.
 h. Th e fi rm paid a $10,000 cash dividend to its stockholders.
 i.  An investor invested an additional $60,000 in the company in exchange for additional 

capital stock.
 j.  One of the primary investors borrowed $90,000 from a bank. Th e loan is a personal 

loan.
 k.  Th e fi rm repaid $16,000 of its line of credit.
 l.  Th e fi rm received a $1,000 deposit from a customer for a product to be sold and delivered 

to that customer next month.
Analyze and record the transactions as journal entries. (Omit explanations.)

Analysis of Journal Entries
Th e following journal entries are from the books of Kara Elizabeth Company:

a. Buildings. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 90,000
Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 35,000
Mortgage Payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 55,000

b. Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 25,000
Capital Stock. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 25,000

c. Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 40,000
Loan Payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 40,000

d. Salary Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12,000
Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12,000

e. Inventory  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12,500
Accounts Payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12,500

f. Accounts Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 84,000
Sales  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 84,000

Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 51,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 51,000

g. Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 62,000
Accounts Receivable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 62,000

h. Accounts Payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 38,000
Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 38,000

For each of the journal entries, prepare an explanation of the business event that is being repre-
sented.

Journal Entry to Correct an Error
Turin Company paid $12,500 cash for executive salaries. When the journal entry to record this 
$12,500 payment was made, it was mistakenly added to the cost of land purchased by Turin instead 
of as salary expense. Make the journal entry necessary to correct this error.

Journalizing and Posting Transactions
Given the following T-accounts, describe the transaction that took place on each specifi ed date 
during July:
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Posting Journal Entries
Post the journal entries prepared in E 3-31 to T-accounts, and determine the fi nal balance for each 
account. (Assume all beginning account balances are zero.)

Trial Balance
Th e account balances from the ledger of Sienna, Inc., as of July 31, 2012, are listed here in alpha-
betical order. Th e balance for Retained Earnings has been omitted. Prepare a trial balance, and 
insert the missing amount for Retained Earnings.

Accounts Payable  . . . . . . . . . . . $14,200 Land. . . . . . . . . . . . . . . . . . . . . . . . $27,000
Accounts Receivable . . . . . . . . . 9,700 Miscellaneous Expenses  . . . . . . . . . 3,100
Buildings. . . . . . . . . . . . . . . . . . 56,000 Mortgage Payable (due 2015)  . . . . . 28,000
Capital Stock  . . . . . . . . . . . . . . 30,000 Rent Expense  . . . . . . . . . . . . . . . . . 2,500
Cash  . . . . . . . . . . . . . . . . . . . . 22,300 Retained Earnings . . . . . . . . . . . . . . ?
Equipment  . . . . . . . . . . . . . . . . 18,000 Salary Expense . . . . . . . . . . . . . . . . 8,000
Fees Earned . . . . . . . . . . . . . . . 49,900 Supplies . . . . . . . . . . . . . . . . . . . . . 350
Insurance Expense  . . . . . . . . . . 4,800 Utilities Expense  . . . . . . . . . . . . . . . 1,700

Trial Balance
Assume you work in the accounting department at Marshall, Inc. Your boss has asked you to 
prepare a trial balance as of November 30, 2012, using the following account balances from 
the company’s ledger. Prepare the trial balance and insert the missing amount for Cost of 
Goods Sold.

Accounts Payable . . . . . . . . . . $ 55,000 Notes Payable . . . . . . . . . . . . . . . $250,000
Accounts Receivable. . . . . . . . 25,000 Notes Receivable . . . . . . . . . . . . . 20,000
Advertising Expense . . . . . . . . 5,000 Other Expenses . . . . . . . . . . . . . . 1,000
Buildings . . . . . . . . . . . . . . . . 150,000 Property Tax Expense . . . . . . . . . . 1,500
Capital Stock . . . . . . . . . . . . . 173,000 Rent Expense . . . . . . . . . . . . . . . . 7,500
Cash . . . . . . . . . . . . . . . . . . . 35,000 Retained Earnings  . . . . . . . . . . . . 40,000
Cost of Goods Sold  . . . . . . . . ? Salaries Expense . . . . . . . . . . . . . 155,000

Cash Accounts Receivable Inventory Equipment

7/5 9,500 7/1 3,420 7/14 18,000 7/5 9,500 7/10 20,000 7/14 15,000 7/30 1,500

7/28 8,000 7/23 2,000   7/28 8,000 Bal. 5,000

 7/25 5,000 Bal. 500  

  7/30 5,500   

Bal. 1,580   

Land Accounts Payable Sales Revenue Cost of Goods Sold

7/30 4,000 7/25 5,000 7/10 20,000 7/14 18,000 7/14 15,000

  Bal. 15,000  

Rent Expense Advertising Expense

7/23  2,000 7/1 3,420

   

(continued )
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Transaction Analysis and Journal Entries
Argonath Automotive, Inc., entered into the following transactions during the month of June:
 a.  Purchased a total of eight new cars and trucks from Freddy’s Motors, Inc., for a total of 

$122,400, one-third of which was paid in cash. Th e balance is due within 45 days. Th e 
total cost of the vehicles to Freddy’s Motors was $104,000.

 b.  Purchased $7,100 of supplies on account from Green Supply Company. Th e cost of the 
supplies to Green Supply Company was $5,900.

 c. Paid $630 to Moorhead Power for the monthly utility bill.
 d.  Sold a truck to Bill’s Transport, Inc. A $3,400 down payment was received with the bal-

ance of $17,600 due within 30 days. Th e cost of the delivery truck to Argonath Automo-
tive was $16,300.

 e. Paid $3,750 to Jimmy’s Mechanics for repair work on cars for the current month.
 f.  Sold one of the new cars purchased from Freddy’s Motors to the town mayor, Sarah Lewis. 

Th e sales price was $18,200 and was paid by Lewis upon delivery of the car. Th e cost of 
the particular car sold to Lewis was $13,500.

 g. Borrowed $40,000 from a local bank to be repaid in one year with 10% interest.

Required:
 1.  For each of the transactions, make the proper journal entry on the books of Argonath 

Automotive. (Omit explanations.)
 2.  For each of the transactions, make the proper journal entry on the books of the other party 

to the transaction, for example, (a) Freddy’s Motors, Inc., (b) Green Supply Company. 
(Omit explanations.)

 3.  Interpretive Question: Why do some of the journal entries for Argonath Automotive and 
other companies involved appear to be “mirror images” of each other?

Journal Entries and Trial Balance
As of January 1, 2012, Gammon Corporation had the following balances in its general ledger:

Debits Credits

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  63,000 
Accounts Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 47,000
Inventory  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 184,000
Offi ce Building. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 416,000
Accounts Payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $   33,000
Mortgage Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 360,000
Notes Payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 137,000
Capital Stock  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 115,000
Retained Earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .                    65,000

Totals  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $710,000 $710,000

Gammon had the following transactions during 2012. All expenses were paid in cash, unless other-
wise stated.

Equipment . . . . . . . . . . . . . . . 55,000 Salaries Payable . . . . . . . . . . . . . . 2,000
Inventory . . . . . . . . . . . . . . . . 200,000 Sales Revenue . . . . . . . . . . . . . . . 375,000
Land . . . . . . . . . . . . . . . . . . . 125,000 Short-Term Investments  . . . . . . . . 15,000
Mortgage Payable  . . . . . . . . . 95,000 Utilities Expense . . . . . . . . . . . . . . 7,000
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 a. Collected $42,000 of receivables.
 b. Accounts Payable as of January 1, 2012, were paid off .
 c. Purchased inventory for $70,000 cash.
 d. Paid utilities of $12,600.
 e.  Sold $370,000 of merchandise, 90% for cash and 10% for credit. Th e Cost of Goods Sold 

was $197,000.
 f. Paid $50,000 mortgage payment, of which $30,000 represents interest expense.
 g. Paid salaries expense of $120,000.
 h. Paid installment of $10,000 on note.

Required:
 1. Prepare journal entries to record each listed transaction. (Omit explanations.)
 2.  Set up T-accounts with the proper account balances at January 1, 2012, post the journal entries to 

the T-accounts, and prepare a trial balance for Gammon Corporation at December 31, 2012.
 3.  Interpretive Question: If the debit and credit columns of the trial balance are in balance, 

does this mean that no errors have been made in journalizing the transactions? Explain.

Journalizing and Posting
Assume you are interviewing for a part-time accounting job at Spilker & Associates, Inc., and the 
interviewer gives you the following list of company transactions in September 2012.

Sept. 1 Received $150,000 for capital stock issued.
2 Paid $20,000 cash to employees for wages earned in September 2012.
4 Purchased $75,000 of running shoes and clothing on account for resale.
5 Paid utilities of $1,800 for September 2012.
9 Paid $1,500 cash for September’s insurance premium.

11 Sold inventory of running shoes and clothing costing $35,000 for $70,000, with $20,000 
received in cash and the remaining balance on credit.

15 Purchased $2,500 of supplies on account.
21 Received $25,000 from customers as payments on their accounts.
25 Paid $75,000 of accounts payable.

Using this list, you have been asked to do the following in the interview:

Required:
 1. Journalize each of the transactions for September. (Omit explanations.)
 2. Set up T-accounts, and post each of the journal entries made in (1).
 3.  Interpretive Question: If the business owners wanted to know at any given time how 

much cash the company had, where would you tell the owners to look? Why?

Journal Entries from Ledger Analysis
T-accounts for JCB Industries, Inc., are shown below and on the following page.

Cash Accounts Receivable Inventory Building

(a) 140,000 (b) 70,000 (e) 35,000 (i) 22,000 (d) 43,000 (e) 25,000 (b) 210,000

(c) 60,000 (d) 8,000

(e) 35,000 (f) 18,000

(i) 22,000 (g) 63,000

(h) 35,000

(continued )
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Required:
 1.  Analyze these accounts and detail the appropriate journal entries that must have been 

made by JCB Industries, Inc. (Omit explanations.)
 2. Determine the amount of net income/loss from the account information.

Journalizing and Posting Transactions
Nora Lighthouse, owner of Nora’s Cosmetics, completed the following business transactions dur-
ing March 2012.

Mar. 1 Purchased $16,200 of inventory on credit.
4 Sold inventory that cost $9,000 to customers on account for $13,000.
5 Purchased equipment for $1,900 cash.
6 Collected $4,400 from customers as payments on their accounts.

10 Paid rent for March, $720
15 Paid utilities for March, $95.
17 Paid a $325 monthly salary to the part-time helper.
20 Collected $7,300 from customers as payments on their accounts.
25 Paid property taxes for March of $550.
26 Sold inventory that cost $7,000 to customers for $9,400 cash.
28 Paid $16,200 cash on account payable. (See March 1 entry.)

Required:
 1.  For each transaction, give the entry to record it in the company’s general journal. (Omit 

explanations.)
 2. Set up T-accounts, and post the journal entries to their appropriate accounts.

Unifying Concepts: Compound Journal Entries, Posting, Trial Balance
Shaw Mercantile Company had the following transactions during 2012.
 a.  Jon Shaw began business by investing the following assets, receiving capital stock in ex-

change:

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  30,000
Inventory  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 34,000
Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000
Building  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 165,000
Equipment  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     13,500*

 Total . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $262,500

*A note of $6,000 on the equipment was assumed by the company.

 b.  Sold merchandise that cost $32,000 for $52,000; $20,000 cash was received immediately, 
and the other $32,000 will be collected in 30 days.

 c. Paid off  the note of $6,000 plus $500 interest.

Accounts Payable Mortgage Payable Notes Payable Capital Stock

(h) 35,000 (d) 35,000 (b) 140,000 (g) 60,000 (c) 60,000 (a) 140,000

Sales Revenue Cost of Goods Sold Interest Expense Wages Expense

(e) 70,000 (e) 25,000 (g) 3,000 (f) 18,000
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 d.  Purchased merchandise costing $14,000, paying $6,000 cash and issuing a note for $8,000.
 e.  Exchanged $6,000 cash and $6,000 in capital stock for offi  ce equipment costing $12,000.
 f. Purchased a truck for $25,000 with $5,000 down and a one-year note for the balance.

Required:
 1. Journalize the transactions. (Omit explanations.)
 2. Post the journal entries using T-accounts for each account.
 3. Prepare a trial balance at December 31, 2012.

Unifying Concepts: Journal Entries, T-Accounts, Trial Balance
Jethro Company, a retailer, had the following account balances as of April 30, 2012:

Debits Credits

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  5,050
Accounts Receivable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,450
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,000
Land . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 13,000
Building . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12,000
Furniture . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000
Notes Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $12,500 
Accounts Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,000
Capital Stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15,000
Retained Earnings  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .                  9,000

 Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $42,500 $42,500

During May, the company completed the following transactions.

May 3 Paid one-half of 4/30/12 accounts payable.
4 Purchased inventory on account, $5,000.
6 Collected all of 4/30/12 accounts receivable.
7 Sold inventory costing $3,850 for $3,000 cash and $2,000 on account.
8 Sold one-half of the land for $6,500, receiving $4,000 cash plus a note for $2,500.

15 Paid installment of $2,500 on notes payable (entire amount reduces the liability account).
21 Issued additional capital stock for $1,000 cash.
23 Sold inventory costing $2,000 for $3,750 cash.
25 Paid salaries of $1,000.
26 Paid rent of $250.
29 Purchased desk for $250 cash.

Required:
 1. Prepare the journal entry for each transaction.
 2.  Set up T-accounts with the proper account balances at April 30, 2012, and post the entries 

to the T-accounts.
 3. Prepare a trial balance as of May 31, 2012.

Unifying Concepts: First Steps in the Accounting Cycle
Th e following balances were taken from the general ledger of Holland Company on January 1, 
2012:
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Debits Credits

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $14,500 
Short-Term Investments  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9,000
Accounts Receivable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 17,500
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 22,000
Land . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000
Buildings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 70,000
Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15,000
Notes Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $15,500 
Accounts Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 19,500
Salaries and Wages Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . 7,500
Mortgage Payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 32,500
Capital Stock (7,000 shares outstanding) . . . . . . . . . . . . . . . . . . 70,000
Retained Earnings  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 33,000

During 2012, the company completed the following transactions:
 a. Purchased inventory for $95,000 on credit.
 b. Issued an additional $40,000 of capital stock (4,000 shares) for cash.
 c. Paid property taxes of $5,200 for the year 2012.
 d. Paid advertising and other selling expenses of $6,500.
 e. Paid utilities expense of $4,800 for 2012.
 f.  Paid the salaries and wages owed for 2011. Paid additional salaries and wages of $23,000 

during 2012.
 g.  Sold merchandise costing $111,000 for $167,000. Of total sales, $38,000 were cash sales 

and $129,000 were credit sales.
 h. Paid off  notes of $15,500 plus interest of $1,200.
 i. On November 1, 2012, received a loan of $15,000 from the bank.
 j.  On December 30, 2012, made annual mortgage payment of $3,300 and paid interest of $700.
 k. Collected receivables for the year of $132,000.
 l. Paid off  accounts payable of $110,500.
 m.  Received dividends and interest of $1,100 on short-term investments during 2012. (Re-

cord as Miscellaneous Revenue.)
 n.  Purchased additional short-term investments of $12,000 during 2012. (Note: Short-term 

investments are current assets.)
 o. Paid 2012 corporate income taxes of $6,300.
 p. Paid cash dividends of $6,100.

Required:
 1. Journalize the 2012 transactions. (Omit explanations.)
 2.  Set up T-accounts with the proper account balances at January 1, 2012, and post the jour-

nal entries to the T-accounts.
 3.  Determine the account balances, and prepare a trial balance at December 31, 2012.
 4.  Prepare an income statement and a balance sheet. (Remember that the dividends account 

and all revenue and expense accounts are temporary retained earnings accounts.)
 5. Interpretive Question: Why are revenue and expense accounts used at all?

Unifying Concepts: T-Accounts, Trial Balance, and Income Statement
Th e following list is a selection of transactions from Trafalga, Inc.’s business activities during 2012, 
the fi rst year of operations.
 a. Received $50,000 cash for capital stock.
 b. Paid $5,000 cash for equipment.
 c. Purchased inventory costing $18,000 on account.
 d. Sold $25,000 of merchandise to customers on account. Cost of goods sold was $15,000.
 e. Signed a note with a bank for a $10,000 loan.
 f. Collected $9,500 cash from customers who had purchased merchandise on account.
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 g.  Purchased land, $10,000, and a building, $60,000, for $15,000 cash and a 30-year mort-
gage of $55,000.

 h. Made a fi rst payment of $2,750 on the mortgage principal plus $2,750 in interest.
 i. Paid $12,000 of accounts payable.
 j. Purchased $1,500 of supplies on account.
 k. Paid $2,500 of accounts payable.
 l. Paid $7,500 in wages earned during the year.
 m. Received $10,000 cash and $3,000 of notes in settlement of customers’ accounts.
 n. Received $3,250 in payment of a note receivable of $3,000 plus interest of $250.
 o. Paid $600 cash for a utility bill.
 p. Sold excess land for its cost of $3,000.
 q. Received $1,500 in rent for an unused part of a building.
 r. Paid off  $10,000 note, plus interest of $1,200.

Required:
 1.  Set up T-accounts, and appropriately record the debits and credits for each transaction 

directly in the T-accounts. Leave room for a number of entries in the cash account.
 2. Prepare a trial balance.
 3. Prepare an income statement for the period. (Ignore income taxes and the EPS computation.)

Correcting a Trial Balance
Th e following trial balance was prepared by a new employee.

Trial Balance
Piranha Company, Inc.

For the Year Ended November 30, 2012

Credits Debits

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  34,000 
Mortgage Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  94,800 
Advertising Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,100
Capital Stock  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 90,000
Equipment  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 44,700
Notes Payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 214,750
Inventory  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 163,000
Wages Expense. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 78,200
Notes Receivable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 18,000
Accounts Payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12,800
Accounts Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7,200
Rent Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9,600
Wages Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 18,000
Furniture. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 13,000
Other Expenses. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,400
Sales Revenue  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 240,900
Buildings. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 84,500
Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 128,400
Property Tax Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,200
Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,250
Retained Earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 26,200
Utilities Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .       4,900

Totals  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $567,200 $827,700

Required:
Prepare the corrected company trial balance. (Assume all accounts have “normal” balances and the 
recorded amounts are correct.)
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Analyzing Transactions
Th is spreadsheet assignment is a continuation of the spreadsheet assignment given in Chapter 2. 
Determine the impact of each of the following transactions on total assets, total liabilities, and total 
owners’ equity. Treat each transaction independently, meaning that before determining the impact 
of each new transaction, you should reset the fi nancial statement values to their original amounts. 
Each of the hypothetical transactions is assumed to occur on the last day of the year.
 a. Collected $20 cash from customer receivables.
 b. Purchased $30 in inventory on account.
 c.  Purchased $100 in property, plant, and equipment. Th e entire amount of the purchase 

was fi nanced with a mortgage. Principal repayment for the mortgage is due in 10 years.
 d.  Purchased $100 in property, plant, and equipment. Th e entire amount of the purchase 

was fi nanced with new stockholder investment.
 e.  Borrowed $20 with a short-term loan payable. Th e $20 was paid out as a dividend to 

stockholders.
 f.  Received $20 as an investment from stockholders. Th e $20 was paid out as a dividend to 

stockholders.

How Does Wal-Mart (and Other Companies) Do It?
Wal-Mart’s revenues exceeded $401 billion in 2009. Th ese revenues were generated by millions of 
transactions all over the world: in the United States, Canada, Europe, South America, and Asia. 
What is the process used by Wal-Mart to transform this tremendous amount of transaction data 
into summarized information reported to the general public in the form of fi nancial statements?

Understanding the Mechanics of Accounting
As the CFO (chief fi nancial offi  cer) of Rollins Engineering Company, you are looking for an offi  ce 
manager. Part of the job description is to maintain the company’s accounting records. Th is means 
that the offi  ce manager must be able to journalize transactions, post them to the ledger accounts, 
and prepare monthly trial balances. You have just interviewed the fi rst applicant, Jay McMahon.  
To test his understanding of accounting, you give Jay a list of accounts randomly ordered and with 
assumed balances and ask him to prepare a trial balance. Jay prepares the following.

Trial Balance

Debits Credits

Accounts Payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $    4,500
Salaries Expense. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 175,000
Consulting Revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $269,000
Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 82,100
Utilities Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12,000
Accounts Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 44,000
Supplies . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 11,000
Rent Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000
Capital Stock  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 77,000
Supplies Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 33,000
Offi ce Equipment. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15,000
Retained Earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 24,000
Other Expenses. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,400
Salaries Payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     34,000                

Totals  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $492,500 $324,500

A n a l y t i c a l  A s s i g n m e n t s
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Based on your assessment of Jay’s understanding of accounting, would you hire him as offi  ce man-
ager? Explain. Prepare a corrected trial balance that you can use as a basis for your discussion with 
Jay and future applicants. Explain how the basic accounting equation and the system of double-
entry accounting provide a check on the accounting records.

You Decide: Is understanding the accounting cycle essential to being a good accountant, 
or is it a waste of time?
John, a family friend who didn’t go to college, was talking to you about his job as bookkeeper at a 
local bookstore. “It is no longer necessary to learn the accounting cycle to be a good accountant,” 
he said. “Computers do most of the work anyway. Unless you work in a small family-owned busi-
ness, it doesn’t make any sense to learn the correct method for posting debits and credits. If you just 
understand the fi nancial statements, you will be OK!” Do you agree or disagree? Explain.

You Decide: If you major in accounting, will you enjoy a rewarding career, or will the fi eld 
be extinct in 20 years?
I thought an accounting degree would give me the solid, fundamental understanding of business I 
was looking for, but some of my friends seem to think that accountants won’t have jobs a few years 
from now. Th ey argue that as computers become smarter and more powerful, they will develop 
enough capabilities to make good business decisions. Th ey say I am making a mistake by majoring 
in a fi eld that will not be around in 20 years. What do you think?

Wal-Mart
Locate the 2009 Form 10-K for Wal-Mart in Appendix A and consider the following questions:
 1.  Find Wal-Mart’s 2009 income statement. Assume that operating, selling, general, and ad-

ministrative expenses were paid in cash. What journal entry did Wal-Mart make in 2009 
to record these expenses?

 2.  Find Wal-Mart’s 2009 cash fl ow statement. What journal entry did Wal-Mart make in 
2009 to record the issuance of long-term debt?

 3.  Again, looking at the cash fl ow statement, what journal entry did Wal-Mart make in 2009 
to record the purchase of property and equipment?

McDonald’s
Th e following questions are adapted from information appearing in McDonald’s 2008 annual 
 report.
 1.  In 2008, total sales at all McDonald’s stores worldwide were $70.7 billion. Th ere were 

31,967 McDonald’s stores operating in 2008. Estimate how many customers per day visit 
an average McDonald’s store.

 2.  For the stores owned by the McDonald’s Corporation (as opposed to those owned by 
franchisees), total sales in 2008 were $16.6 billion, and total cost of food and packaging was $5.586 
billion. What journal entries would McDonald’s make to record a $10 sale and to record the cost 
of food and packaging associated with the $10 sale?

 3.  McDonald’s reported payment of cash dividends of $1,823.4 million in 2008. What jour-
nal entry was required?

 4.  McDonald’s reported that the total income tax it owed for 2008 was $1,743.3 million. 
However, only $1,294.7 million in cash was paid for taxes during the year. What com-
pound journal entry did McDonald’s make to record its income tax expense for the year?
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E t h i c s

Shanghai Petrochemical Company Limited
In July 1993, Shanghai Petrochemical Company Limited became the fi rst company organized un-
der the laws of the People’s Republic of China to publicly issue its shares on the worldwide market. 
Shanghai Petrochemical’s shares now trade on the stock exchanges in Shanghai, Hong Kong, and 
New York. Th e following questions are adapted from information appearing in Shanghai Petro-
chemical’s 1995 annual report.
 1.  In 1995, Shanghai Petrochemical reported sales of 11.835 billion renminbi (US$ 1 = 8.33 

RMB) and cost of sales of RMB 9.016 billion. Make the necessary journal entries, using 
renminbi as the currency.

 2.  In 1995, Shanghai Petrochemical declared cash dividends of RMB 851.5 million. How-
ever, cash paid for dividends during the year was only RMB 818.8 million. Make the nec-
essary compound journal entry to record the declaration and payment of cash dividends 
for the year.

 3.  In China, a 17% value-added tax (VAT) is added to the invoiced value of all sales. Th is 
VAT is collected by the seller from the buyer and then held to be forwarded to the gov-
ernment. What journal entry would Shanghai Petrochemical make to record the sale, on 
account, of crude oil with an invoice sales value of $100 and a cost of $70?

Should You Go the Extra Mile?
You work in a small convenience store. Th e store is very low-tech; you ring up the sales on an old-
style cash register that merely records the amount of the sale. Th e store owner uses this cash register 
tape at the end of each day to verify that the correct amount of cash is in the cash register drawer. 
On a day-to-day basis, no other fi nancial information is collected about store operations.

Since you started studying accounting, you see many ways that store operations could be im-
proved through the gathering and use of fi nancial information. Even though you are not an expert, 
you are quite certain that you could help the store owner set up an improved information system. 
However, you also know that this will take extra eff ort on your part, with no real possibility of 
receiving an increase in pay.

Should you say anything to the store owner, or should you just keep quiet and save yourself 
the trouble?
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the Accounting Cycle

4

L O 1  Describe how accrual accounting allows for 
timely reporting and a better measure of a company’s 
economic performance. Proper accrual accounting in-
volves recording the profi ts from a company’s business activi-
ties when those activities occur, which does not necessarily 
match up with when cash is collected or paid.

L O 2  Explain the need for adjusting entries and 
make adjusting entries for unrecorded receivables, 
unrecorded liabilities, prepaid expenses, and unearned 
revenues. Some economic activities, like the growth in the 
amount of interest a company owes, happen gradually. With-
out special adjustments, the accounting records would not 
refl ect the impact of these gradual activities. Adjusting entries 
must be made at the end of each accounting period to ensure 
that all balance sheet and income statement items are stated 
at the correct amount.

L O 3  Explain the preparation of the fi nancial 
statements, the explanatory notes, and the audit 

report. After all transactions are recorded and posted and 
the necessary adjusting entries are made, the account bal-
ances in the trial balance accurately refl ect the company’s 
economic circumstances and performance. The account 
balances are the raw material used to prepare the fi nancial 
statements. For some companies, including all public compa-
nies, these balances are checked by an independent auditor.

L O 4  Complete the closing process in the account-
ing cycle. Closing entries are used to transfer revenue, 
expense, and dividend data to the retained earnings account 
so that the transactions of a new period can be recorded.

L O 5  Understand how all the steps in the ac-
counting cycle fi t together. To review, transactions are 
fi rst analyzed and then recorded in debit-and-credit format; 
next, journal entries are posted to individual accounts. Before 
fi nancial statements are prepared, adjusting entries are made 
to ensure that all amounts are correct. The books are then 
closed.

After studying this chapter, you should be able to:
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S E T T I N G  T H E  S TA G E

How can a company incur such a large loss on the income 
statement and negative operating cash fl ow and still stay in busi-
ness? Also, why the large discrepancy between the size of the net 
loss and the negative amount of cash fl ow from operations? The 
differences came from business expenses that GM incurred but 
which required no cash or had either been paid for in earlier years 
or would be paid for in subsequent years. As an example, consider 
postretirement benefi ts. These benefi ts are recorded as expenses 
(a cost of doing business) to the company now as employees work, 
but GM won’t actually have to make the cash payments related 
to these benefi ts until the employees retire in the future. Proper 
 accounting requires recording now all business expenses—both 
those that are paid in cash and those that involve promises of pay-
ment in the future.

G
eneral Motors’ global market share has declined in 
 recent years with stiff competition from Japanese ( Toyota,
Honda, etc.), European (Daimler), and domestic (Ford)
competitors. However, in 2008, GM still sold 8.4 million 

vehicles, over 12% of the worldwide total. GM also remains one of the 
largest private employers in the United States with 243,000 employ-
ees at the end of 2008.

Because of stiff competition, high labor costs, questionable man-
agement decisions, and a soft worldwide economy, General  Motors 
has fallen on hard times. In 2008, the company reported a net loss of 
over $30 billion. During the same period it was reporting this huge loss 
on its income statement, GM also reported negative cash fl ow from 
operations of $12 billion on its cash fl ow statement. Finally, on June 
1, 2009, the company fi led for bankruptcy protection in an  attempt to 
restructure itself and right its business model.

As the General Motors scenario illustrates, adjustments (to the original transaction data recorded in the accounts) usually are needed so that 
the fi nancial statements will accurately refl ect a company’s economic performance during the period and its economic condition as of the end 
of the period. This is a part of completing the accounting cycle. In addition to the adjustments, certain accounts must be “closed” (brought to a 
zero balance) at the end of an accounting period to prepare the records for a new accounting cycle. The nature of year-end adjustments and the 
remaining steps in the accounting cycle are discussed in this chapter.

L O  1   Accrual Accounting
WHAT  Describe how accrual accounting allows for timely reporting and a better measure of a com-

pany’s economic performance.
WHY  Business income arises when a company engages in profi table business activities. The timing 

of those economic activities does not necessarily match up with when cash is collected or 
paid.

HOW  In measuring a company’s income, accountants start with the simple data about cash re-
ceipts and cash payments but then fi ne tune those data using accrual adjustments that 
consider information about the subtle timing of the company’s business activities.

In 2011, two brothers sign a contract for a consulting project. Th e total contract price is $20,000. 
Th e brothers do most of the consulting work in 2011 and fi nish the job in 2012. Th ey receive a 
$2,000 cash payment from the contract in 2011 and receive the remaining $18,000 cash in 2012. 
On December 31, 2011, the brothers prepare a 2011 income statement to use in applying for a 
bank loan. What amount of revenue should the brothers report for 2011?

Th is simple example illustrates why accounting is much more than merely tabulating cash 
receipts and cash payments. A proper measure of the brothers’ economic performance in 2011 
requires estimating the amount of the work completed in 2011. To report 2011 revenue as only 
the $2,000 cash received grossly understates the actual economic output produced during the year. 
In addition, the need for the year-end income statement means that the brothers can’t wait until 
after the fi nal contract payment is received before preparing a summary of their activities; the bank 
wants the income statement now.
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Accrual accounting is the process of recording expenses and revenues when incurred and 
earned, regardless of when cash is received, and of adjusting original transaction data into refi ned 
measures of a fi rm’s past economic performance and current economic condition. Th is accrual 
 process is necessary because a business requires periodic, timely fi nancial reports, and accrual infor-
mation better measures a fi rm’s performance than do cash fl ow data.

Th e diffi  culty in using accrual accounting to generate a performance measure is represented 
in Exhibit 4.1. Each horizontal bar represents a business deal like the production and sale of a car; 
the delivery of legal services for a specifi c lawsuit; or the development, delivery, and support of a 
piece of software. Some deals last less than a day from start to fi nish, like when a barber provides 
a haircut in exchange for cash. Th e obligations and responsibilities associated with other deals can 
stretch on for years. For example, when you buy a General Motors car, the deal is not done from 
your standpoint until four or fi ve years later, after you have received all of the GM warranty services 
promised to you. And from GM’s standpoint, the deal is not done until 40 or 50 years later, after 
GM has paid the assembly-line workers all of the pension benefi ts they earned through the labor 
hours spent assembling your car. Even though the economic loose ends of some business deals 
 extend for years, fi nancial statement users still require periodic reports about a company’s operating 
performance. As you can see in Exhibit 4.1, the beginning and the end of a year are arbitrary breaks 
in the life of an ongoing business. Th e job of accountants is to consider all business deals that were 
at least partially completed during a year and to measure the revenues, expenses, and profi t associ-
ated with those deals. Th is profi t is then reported as net income for the year. Accrual accounting is 
much more than mere “bean counting.”

Periodic Reporting
All businesses, large or small, periodically issue their fi nancial statements so that users can make 
sound economic decisions. Current owners, prospective investors, bankers, and others need up-to-
date reports in order to compare and judge a company’s fi nancial position and operating results on 
a continuing, timely basis. Th ey need to know the following:
• Th e fi nancial position of a company (from the balance sheet)
• Th e relative success or failure of current operations (from the income statement)
• Th e nature and extent of cash fl ows (from the statement of cash fl ows)

Th e fi nancial picture of a company—its success or failure in meeting its economic objectives—
cannot really be complete until the “life” of a business is over. However, managers, owners, and 
creditors cannot wait 10, 20, or 100 years to receive an exact accounting of a business. In order to 
provide timely accounting information, the time-period concept divides the life of an enterprise 
into distinct and relatively short (generally 12 months or less) accounting periods. Th e 12-month 

time-period concept The idea that 
the life of a business is divided into 
distinct and relatively short time pe-
riods so that accounting information 
can be timely.

E X H I B I T  4 . 1  T h e  P r o b l e m  o f  I n c o m e  M e a s u r e m e n t
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accounting period is referred to as the fi scal year. When an entity closes its books on December 
31, its reports are based on a calendar year.

Most large corporations, and even many small companies, issue a report to stockholders as 
of a fi scal year-end. Most corporations prepare reports on a quarterly basis as well. As noted in 
 Chapters 1 and 2, this annual report includes the primary fi nancial statements (balance sheet, 
income statement, and statement of cash fl ows) and other fi nancial data, such as a management 
discussion and analysis of operations.

Although periodic reporting is vital to a fi rm’s success, the frequency of reporting forces accoun-
tants to use some data that are based on judgments and estimates. Ideally, accounting  judgments 
are made carefully and estimates are based on reliable evidence, but the limitations of accounting 
reports should be understood and kept in mind.

Accrual- versus Cash-Basis Accounting
Closely related to the time-period concept is the concept of accrual-basis accounting. Th is impor-
tant characteristic of the traditional accounting model simply means that—

fi scal year An entity’s reporting year, 
covering a 12-month accounting 
period.

calendar year An entity’s reporting 
year, from January 1 to December 31.

accrual-basis accounting A system 
of accounting in which revenues and 
expenses are recorded as they are 
earned and incurred, not necessarily 
when cash is received or paid.

Revenue Recognition How do we assign revenues to particular periods? First, we must determine 
when revenues have actually been earned. Th e revenue recognition principle states that revenues 
are recorded when two main criteria have been met.
• Th e earnings process is substantially complete (generally, a sale has been made or services 

have been performed).
• Cash has been collected or collectibility is reasonably assured.

Th ese two criteria ensure that both parties to the transaction have fulfi lled their commitment 
or are formally obligated to do so. In simple terms, satisfying the fi rst criterion demonstrates that 

revenue recognition principle The 
idea that revenues should be recorded 
when (1) the earnings process has 
been substantially completed and 
(2) cash has either been collected or 
collectibility is reasonably assured.

revenues are recognized (recorded) when earned without regard for when cash is 
 received. Expenses are recorded as incurred without regard for when they are paid. 
Accrual accounting requires that revenues and expenses be assigned to their proper 
accounting periods, which do not necessarily coincide with the periods in which cash is 
received or paid.

I N T E R N AT I O N A L

Frequency of Reporting Around the World

Publicly traded companies in the United 
States are required to fi le fi nancial state-
ments with the Securities and Exchange 

Commission (SEC) every quarter. Businesspeople 
in the United States have long complained that 
this SEC requirement puts U.S. fi rms at a com-
petitive disadvantage overseas, where foreign 
regulators are more sympathetic to  business 
concerns and do not require such frequent re-
porting. U.S. businesspeople claim that quarterly 
reports are very costly in terms of preparation 

and are counterproductive because they cause 
management to focus on short-term earnings 
rather than long-term growth. 

The IASB has not put any pressure on coun-
tries to adopt quarterly reporting. International 
Accounting Standard (IAS) 34 encourages com-
panies to provide interim fi nancial reports (mean-
ing more frequent than annual), but leaves the 
details of frequency up to national governments 
and regulators. Semiannual reporting is common 
in many countries.
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the seller has done something; satisfying the second criterion demonstrates that the buyer has done 
something. Th e seller generally records sales revenue when goods are shipped or when services are 
performed. When this occurs, the seller has completed his or her part of the transaction. Th e seller 
assumes, when shipment is made or services performed, that 
the buyer has given a valid promise to pay (if this promise is 
not implied, then the seller probably will not ship). Th e prom-
ise to pay, or the actual payment, would complete the buyer’s 
part of the transaction. If, for example,  General Motors sold 
and shipped $800 million of cars in 2012, but will not receive 
the cash proceeds until 2013, the $800 million would still be 
recognized as revenue in 2012, when it is earned and a promise 
of payment is received. Both of the revenue recognition prin-
ciple criteria have been met. On the other hand, if General 
Motors is paid in 2012 for cars to be shipped in 2013, it would 
not record those payments as revenues until the cars are actually shipped. Referring back to the two 
brothers, they would recognize as consulting revenue the amount associated with the proportion 
of the job that was completed in 2011. For example, if an objective estimate indicated that 80% 
of the consulting project was completed in 2011, then it would be appropriate for the brothers to 
recognize $16,000 ($20,000 × 0.8) as revenue in 2011—assuming that they felt they would be paid 
for the consulting work.

The Matching Principle Once a company determines which revenues should be recognized dur-
ing a period, how does it identify the expenses that have been incurred? Th e matching principle
requires that all costs and expenses incurred to generate revenues must be recognized in the same 
accounting period as the related revenues. Th e cost of the merchandise sold, for example, should 
be matched to the revenue derived from the sale of that merchandise during the period. Expenses 
that cannot be matched with revenues are assigned to the accounting period in which they are 
 incurred. For example, the exact amount of electricity used to make an automobile generally can-
not be  determined, but since the amount used for a month or a year is known, that amount can be 
matched to the revenues earned during the same period.

As shown in Exhibit 4.2, this process of matching expenses with recognized revenues deter-
mines the amount of net income reported on the income statement. Net income is the most widely 
used indicator of how well a company has performed during a period. Th e subject of income deter-
mination is discussed more completely in Chapters 6, 7, and 8.

To illustrate the diff erence between cash- and accrual-basis accounting, and to demonstrate 
why accrual-basis accounting provides a more meaningful measure of income, assume that  during 

matching principle The concept that 
all costs and expenses incurred in 
generating revenues must be recog-
nized in the same reporting period as 
the related revenues.

F Y I
Determining when to recognize revenues is usually the most 
diffi cult accounting decision most companies have to make. 
And there have been more fi nancial statement frauds involving 
improper revenue recognition than any other type of fi nancial 
statement misstatement.

E X H I B I T  4 . 2  D e t e r m i n i n g  A c c r u a l  I n c o m e
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2012, Karas Brothers billed clients $50,500 for consulting services performed in 2012. By Decem-
ber 31, Karas had received $22,000 in cash from customers, with the $28,500 balance expected in 
2013. During 2012, Karas paid $21,900 for various expenses that had been incurred. At December 
31, 2012, Karas still owed $11,200 for additional expenses incurred. Th ese expenses will be paid 
during January 2013. How much income should Karas Brothers report for 2012? Th e answer 
depends on whether cash- or accrual-basis accounting is used. As shown below, with cash-basis 
accounting, reported income would be $100. With accrual-basis accounting, reported income 
would be $17,400.

Karas Brothers
Reported Income for 2012

Cash-Basis Accounting Accrual-Basis Accounting

Cash receipts  . . . . . . . . . . . . . . . . $22,000 Revenues earned   . . . . . . . . . . . . . $50,500
Cash disbursements  . . . . . . . . . . .   21,900 Expenses incurred   . . . . . . . . . . . .   33,100

Income. . . . . . . . . . . . . . . . . . . . . $     100 Income. . . . . . . . . . . . . . . . . . . . . $17,400

How do we explain this $17,300 diff erence? Under cash-basis accounting, Karas Brothers 
would report only $22,000 in revenue, the total amount of cash received during 2012. Similarly, 
the company would report only $21,900 of expenses (the amount actually paid) during 2012. 
Th e  additional $11,200 of expenses incurred but not yet paid would not be reported. Using 
accrual-basis accounting, however, Karas earned $50,500 in revenues, which is the total increase 
in  resources for the period (an increase of $22,000 in cash plus $28,500 in receivables). 
Similarly, Karas incurred a total of $33,100 in expenses, which should be matched with revenues earned 
to produce a realistic income measurement. Th e combined result of increasing revenues by $28,500 
while increasing expenses by only $11,200 creates the $17,300 diff erence in net income ($28,500 –

$11,200 = $17,300).
As this example shows, accrual-basis accounting pro-

vides a more accurate picture of a company’s profi tability. 
It matches earned revenues with the expenses incurred to 
generate those revenues. Th is helps investors, creditors, 
and others to better assess the operating results of a com-
pany and make more informed judgments concerning its 
profi tability and earnings potential. Accrual-basis account-
ing is required by generally accepted accounting principles 
(GAAP).

cash-basis accounting A system of 
accounting in which transactions are 
recorded and revenues and expenses 
are recognized only when cash is 
received or paid.

  Accrual accounting is the process of recording expenses and revenues when incurred 
and earned, regardless of when cash is received. Accrual accounting is required by 
GAAP because it provides a better measure of performance than does cash-basis 
accounting.

  The revenue recognition principle states that revenue is reported when the work is 
done, which is often not the same time period as when the cash is collected.

  The matching principle states that expenses are reported when the corresponding 
asset or service is used, which is often not the same time period as when cash is 
paid.

R E M E M B E R  T H I S

A

C A U T I O N

Although accrual-basis net income is the measure of Karas 
Brothers’ economic performance for the year, the cash fl ow 
information is useful in evaluating the need to obtain short-term 
loans, the ability to repay existing loans, and the like. The state-
ment of cash fl ows is an essential companion to the accrual-
basis income statement.

C

Alth
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For each of the following items, state the amount of revenue that should be reported in the current year. Each of the items 
is independent of the others.

1  On October 11 of the current year, the company received $20,000 in cash in advance for consulting services to be pro-
vided in the future. By December 31, services worth $8,000 had been provided. The additional $12,000 in services will be 
provided next year.

2  On November 6 of the current year, the company provided services worth $12,000. By December 31, cash of $5,000 had 
been collected. The additional $7,000 in cash will be collected next year.

3  On November 17 of the current year, the company signed a contract to provide services worth $10,000. By December 31, 
services worth $4,000 had been provided and cash of $3,000 had been collected. The remaining $6,000 in services will 
be provided next year, and the remaining $7,000 in cash will be collected next year.

 S O L U T I O N …

For each item, the amount of the revenue to be reported in the current year is the value of the services that were provided 
during the year, independent of the amount of cash collected.

1 $8,000 revenue should be reported in the current year
2  $12,000 revenue should be reported in the current year
3 $4,000 revenue should be reported in the current year

D O  T H I S . . .

For each of the fo
is independent o

D O  T H

L O  2   Adjusting Entries
WHAT  Explain the need for adjusting entries and make adjusting entries for unrecorded receivables, 

 unrecorded liabilities, prepaid expenses, and unearned revenues.
WHY  Many economic activities happen gradually. Without special adjustments, the accounting re-

cords would not refl ect the impact of these gradual activities.
HOW  Adjusting entries, which are a special category of journal entries, are made at the end of each 

 accounting period to ensure that all assets and liabilities are properly reported on the balance 
sheet and that all revenues and expenses are included in the computation of net income in the 
income statement.

As discussed in Chapter 3, transactions generally are recorded in a journal in chronological order 
and then posted to the ledger accounts. Th e entries are based on the best information available at 
the time. Although the majority of accounts are up to date at the end of an accounting period and 
their balances can be included in the fi nancial statements, some accounts require adjustment to 
refl ect current circumstances. In general, these accounts are not updated throughout the period 
because it is impractical or inconvenient to make such entries on a daily or weekly basis. At the 
end of each accounting period, in order to report all asset, liability, and owners’ equity amounts 
properly and to recognize all revenues and expenses for the period on an accrual basis, accountants 
are required to make any necessary adjustments prior to preparing the fi nancial statements. Th e 
entries that refl ect these adjustments are called adjusting entries. Adjusting entries are not made 
based on transactions; rather, they are the entries needed after careful analysis of revenues earned 
and expenses incurred.

adjusting entries Entries required 
at the end of each accounting period 
to recognize, on an accrual basis, 
revenues and expenses for the period 
and to report proper amounts for 
asset, liability, and owners’ equity 
accounts.
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One diffi  culty with adjusting entries is that the need for an adjustment is not signaled by a 
specifi c event like the receipt of a bill or cash from a customer. Rather, adjusting entries are recorded 
based on the circumstances at the close of each accounting period.

It should be noted that these two steps are interrelated and may be reversed. Th at is, revenue 
and expense adjustments may be considered fi rst to fi x the income statement, indicating which 
 asset and liability accounts need adjustment to fi x the balance sheet. Each adjusting entry involves 
at least one income statement account and one balance sheet account. T-accounts are helpful in 
analyzing adjusting entries and will be used in the illustrations that follow.

Th e areas most commonly requiring analysis to see whether adjusting entries are needed are:
• Unrecorded receivables
• Unrecorded liabilities
• Prepaid expenses
• Unearned revenues

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

Recall the landscaping business in Chapter 3, where you mow lawns, plant shrubs, and per-
form other related services. You are able to provide these services year-round because you live in a 
region with a very mild climate. Your company reports on a calendar-year basis and has determined 
the following on December 31, 2012:
• On November 1, you entered into a year-long contract with an apartment complex to pro-

vide general landscaping services each week and bill the customer every three months. Th e 
terms of the contract state that you will earn $400 per month. 

• As of December 31, Lawn Care Revenue of $800 ($400 for November and $400 for 
December) has been earned but has not been recorded and will not be billed or received until 
the end of January 2013. No entry has been made since the end of October with respect to 
this contract.
As of year-end, no asset has been recorded, but an $800 receivable exists ($400 × 2), because 

two months’ worth of revenue has been earned. To record this receivable, we must debit (increase) 
the asset Accounts Receivable for $800. With the debit, we have accomplished one step by fi xing 
the balance sheet with regard to this transaction. Th e next step requires that we use the other half 
of the adjusting entry, the credit of $800, to fi x the income statement. We know that the credit 
must be to either a revenue or an expense account, and the nature of the transaction suggests that 
we should credit Lawn Care Revenue for $800. Th e adjusting entry is:

unrecorded receivables Revenues 
earned during a period that have not 
been recorded by the end of that 
period.

This analysis involves just two steps:

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

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



 Completing the Accounting Cycle Chapter 4 131

Dec. 31 Accounts Receivable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 800
Lawn Care Revenue  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 800

To record two months of earned revenue not yet received.

Adjusting entries are recorded in the general journal and are posted to the accounts in the gen-
eral ledger in the same manner as other journal entries. Again, note that each adjusting entry must 
involve at least one balance sheet account and at least one income statement account.

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

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

Assume that on December 31, 2012, your landscaping company 
has determined the  following:
•  Your brother has worked for the company since its inception. 

He is paid $700 every two weeks. Th e next payday is on 
January 7, 2013. Since December 31 falls halfway through 
the pay period, one-half of his wages should be allocated 
to 2012.

•  Recall from Chapter 3 that you borrowed $2,000 from the 
bank with the promise that on the fi rst of every month you 
would make a $178 payment—a portion of that payment 
being attributed to interest1 and a portion to principal. Your 
next payment is due on January 1, 2013, but the interest 
expense associated with that payment should be attributed to 
the period in which the money was actually used—December 
2012. Assume that interest of $20 must be recognized on 
December 31, 2012.
To represent its current fi nancial position and earnings, your 

landscaping company must record the impact of these events in the 
accounts, even though cash transactions have not yet occurred. Th e 
wages will not be paid until 2013. Under accrual-basis accounting, 
however, these costs are expenses of 2012 and should be recognized 
on this year’s income statement, with the corresponding liability 
shown on the balance sheet as of the end of the year. To fi x the 

1 As noted in Chapter 3, interest is the cost of using money. Th e amount borrowed or lent is the principal. Th e interest rate is 
an annual rate stated as a percentage. Th e period of time involved may be stated in terms of a year. For  example, if interest is 
to be paid for 3 months, time is 3/12, or 1/4 of a year. If interest is to be paid for 90 days, time is 90/365 of a year. Th us, the 
formula for computing interest is Interest = Principal × Interest Rate × Time (fraction of a year).

unrecorded liabilities Expenses 
incurred during a period that have 
not been recorded by the end of 
that period.

Because your brother is paid bi-weekly, his salary for the last 
week of December (which won’t be paid until he receives 
payment in January) is an unrecorded liability.
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balance sheet, Wages Payable must be credited (increased) for $350. Recognition of this liability 
ensures that the balance sheet properly reports this liability, which was created during 2012 and 
exists as of the end of the year. Th e debit of this adjusting entry is to Wages Expense, resulting in 
the proper inclusion of this expense in the 2012 income statement. Th e adjusting journal entry 
is as follows:

Dec. 31 Wages Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 350
Wages Payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 350

To record obligation for wages.

Th e liability for the interest for the month of December is recorded by a credit (increase) to 
Interest Payable; this fi xes the balance sheet. Th e debit of the adjusting entry is to Interest Expense, 
which properly includes this expense on the 2012 income statement. Th e adjusting entry is:

Dec. 31 Interest Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 350
Interest Payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 350

To record interest incurred.

Th e wages expense and interest expense would be report-
ed on the income statement for the year ended December 
31, and the liabilities (Wages Payable and Interest Payable) 
would be  reported on the balance sheet as of December 31. 
Because of these adjusting entries, the balance sheet will more 
accurately refl ect the fi nancial situation of your landscaping 
company.

Prepaid Expenses
Payments that a company makes in advance for items normally charged to expense are known as 
prepaid expenses. An example would be the payment of an insurance premium for the next 18 
months. Th eoretically, every resource acquisition is an asset, at least temporarily. Th us, the entry to 

record an advance payment should be a debit to an asset 
account (Prepaid Expenses) and a credit to Cash, showing 
the exchange of cash for another asset.2

An expense is the using up of an asset. For example, 
when supplies are purchased, they are recorded as assets; 
when they are used, their cost is transferred to an expense 
account. Th e purpose of making adjusting entries for pre-
paid expenses is to show the complete or partial consump-
tion of an asset. If the original entry is to an asset account, 
the adjusting entry reduces the asset to an amount that 

refl ects its remaining future benefi t and at the same time recognizes the actual expense incurred for 
the period.

For the unrecorded assets and liabilities discussed earlier, there was no original entry; the ad-
justing entry was the fi rst time these items were recorded in the accounting records. For prepaid 
expenses, this is not the case. Because cash has already been paid (in the case of prepaid expenses), 
an original entry has been made to record the cash transaction. Th erefore, the amount of the 

2 It is also possible that the initial expenditure could be recorded with a debit to an expense account. Th is would require a dif-
ferent adjusting entry.

prepaid expenses Payments made 
in advance for items normally charged 
to expense.

C A U T I O N

A liability is not recorded for the total amount of interest that 
will have to be paid over the entire life of the loan. If you repay 
the loan on December 31, the future interest will not have to 
be paid, but the interest for the month of December that has 
passed will still be due.

C

A lia

C A U T I O N

“Prepaid Expenses” is a tricky name for an asset. Assets are 
 reported in the balance sheet. Don’t make the mistake of including 
Prepaid Expenses with the expenses on the income statement.

C

“Pre
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adjusting entry is the diff erence between what the updated balance should be and the amount of 
the original entry already recorded.

Assume the following about your landscaping company:
• On November 1, 2012, you purchased a six-month insurance policy on your old truck, pay-

ing a $600 premium.
• On December 15, 2012, you purchased several months’ of supplies (fertilizer, weed killer, 

etc.) at a total cost of $350. At year-end, supplies costing $225 were still on hand.
For the prepaid insurance, record the payment of $600 on November 1 as follows:

Nov. 1 Prepaid Insurance  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 600
Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 600

Paid a six-month insurance premium in advance.

Th is entry shows that one asset (Cash) has been exchanged for another asset (Prepaid  Insurance). 
Over the next six months, you will use the auto insurance and the asset, Prepaid Insurance, will 
slowly be used up. As the asset is used, its cost is recorded as an expense.

At year-end, only those assets that still off er future benefi ts to the company should be reported 
on the balance sheet. Th us, an adjustment is required to reduce the prepaid insurance account to 
refl ect the fact that only four months of prepaid insurance remain. See the following time line.

November 1 April 30

December 31

$600 (6 months � $100 per month)

4 months prepaid (asset)2 months used up (expense)

Th e adjusting journal entry to bring the original amounts to their updated balances at year-
end is:

Dec. 31 Insurance Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200
Prepaid Insurance  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200

To record insurance expense for two months: 
2 × $100 = $200.

When the adjusting entry is journalized and posted, the proper amount of insurance expense 
($200) will be shown as an expense on the income statement and the proper amount of prepaid 
insurance ($400) will be carried forward to the next period as an asset on the balance sheet. Th is is 
illustrated in the following T-accounts:

Prepaid Insurance Cash Insurance Expense

Original entry (11/1/12) 600 600

Adjusting entry (12/31/12) 200 200

Updated balances (12/31/12) 400 200

To balance sheet To income statement
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When supplies are consumed in the normal course of 
business, the asset account (Supplies on Hand) must be 
adjusted and the used-up portion charged as an operat-
ing expense (Supplies Expense) on the income statement. 
Th us, the adjustment for supplies is handled the same way 
as for any other prepaid asset.

We initially recorded $350 of supplies as an asset:

Dec. 15 Supplies on Hand  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 350
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 350

Purchased supplies.

At year-end, an adjustment must be made to recognize that only $225 of supplies remains. 
Th is also implies that $125 ($350 – $225) of the supplies have been used and should be charged to 
expense. Th e entries are summarized in the following T-accounts:

Supplies on Hand Cash Supplies Expense

Original entry (12/15/12) 350 350

Adjusting entry (12/31/12) 125 125

Updated balances (12/31/12) 225 125

To balance sheet To income statement

Th e adjusting entry is:

Dec. 31 Supplies Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 125
Supplies on Hand  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 125

To record the use of supplies.

Unearned Revenues
Amounts received before the actual earning of revenues are known as unearned revenues. Th ey 
arise when customers pay in advance of the receipt of goods or services. Because the company has 

received cash but has not yet given the customer the pur-
chased goods or services, the unearned revenues are in fact 
liabilities. Th at is, the company must provide something 
in return for the amounts received. For example, a build-
ing contractor may require a deposit before proceeding on 
construction of a house. Upon receipt of the deposit, the 
contractor has unearned revenue, a liability. Th e contractor 
must construct the house to earn the revenue. If the house 
is not built, the contractor will be obligated to repay the 
deposit.

Assume the following about your landscaping company:
•  On December 1, a client pays you $225 for three months of landscaping services to be 

provided for the period beginning December 1, 2012, and ending February 28, 2013. Th is 
client is going to Hawaii for an extended vacation and would like you to take care of the 
grounds in her absence.

unearned revenues Cash amounts 
received before they have been earned.

C A U T I O N

The terms supplies and inventory are often confused. Supplies 
include such items as paper, pencils, and soap that might be 
used in an offi ce or a warehouse. Inventory includes only those 
items held for resale to customers or for direct use in the manu-
facture of products.

C

The

C A U T I O N

“Unearned Revenue” is a tricky name for a liability. Liabilities 
are reported in the balance sheet. Don’t make the mistake of 
including Unearned Revenue with the revenues on the income 
statement.

C

“Une
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Typically, the original entry to record unearned revenue involves a debit to Cash and a credit 
to a liability account.3 Here, since landscaping revenue is received three months in advance, the 
liability account would be Unearned Revenue, as shown below.

Dec. 1 Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 225
Unearned Revenue  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 225

Received three months’ revenue in advance:
$75 × 3 = $225.

Th e credit to the liability account, Unearned Revenue, is logically correct; until you provide the 
landscaping service, the revenue received in advance is unearned and is thus an obligation (liability).

Th e next step is to compute the updated balances at year-end. As illustrated with the following 
time line, on December 31, two months’ services (2 × $75 = $150) are still unearned and should 
be shown as a liability, Unearned Revenue, on the balance sheet. At the same time, $75, or one 
month’s services, has been earned (1 × $75 = $75) and should be reported as Landscaping Revenue 
on the income statement.

December 1 February 28

December 31

$225 (3 months � $75 per month)

2 months unearned (liability)1 month earned (revenue)

Th e fi rst step of the adjusting entry is to fi x the balance sheet. Th e reported liability of $225 
is too much because some of the unearned revenue has been earned. Th e remaining obligation is 
$150 (2 × $75), so the liability must be reduced (debited) by $75 ($225 – $150). Th e second half 
of the adjusting entry is used to correct the income statement. Th e $75 credit is made to Landscap-
ing Revenue, refl ecting the fact that one month’s revenue has now been earned. Th e appropriate 
adjusting entry is:

Dec. 31 Unearned Revenue  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 75
Landscaping Revenue  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 75

To record landscaping revenue for one month:
$75 × 1 month = $75.

Unearned Revenue Cash
Landscaping 

Revenue

Original entry (12/1/12) 225 225

Adjusting entry (12/31/12) 75 75

Updated balances (12/31/12) 150 75

To balance sheet To income statement

3 It is also possible that the initial expenditure could be recorded with a credit to a revenue account. Th is would require a dif-
ferent adjusting entry.
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After the adjusting entry has been made on December 31, our accounts show $225 of cash 
received. Of this amount, $75 has been earned (1 month’s service at $75) and would be reported as 
Landscaping Revenue on the income statement; $150 will not be earned until the next reporting 
period and would be shown as a liability on the balance sheet.

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

Second, each adjusting entry involves a balance sheet account and an income 
statement account. In each case requiring adjustment, we are either 

• generating an asset, 
• using up an asset, 
• recording an incurred but unrecorded expense, or 
• recording revenue that has yet to be earned. 

Knowing that each adjusting entry has at least one balance sheet and one income 
statement account makes the adjustment process a little easier. Once you have deter-
mined that an adjusting entry involves a certain balance sheet account, you can then focus 
on identifying the corresponding income statement account that requires adjustment.

Th e 2008 fi nancial statements for General Motors off er several illustrations of the potential 
impact of failing to make adjusting entries. GM reports that, as of December 31, 2008, it had 
unearned revenue totaling $3.253 billion. If GM had failed to make the adjustment necessary to 
record this unearned revenue, total revenue for 2008 would have been overstated by $3.253 bil-
lion, or 2.2%. In addition, GM reported that its total warranty liability as of December 31, 2008, 
was $8.491 billion. Th is warranty liability falls in the category of unrecorded liabilities that are not 
reported in the fi nancial statements unless an appropriate adjusting entry is made. Finally, GM also 
reported a $236 million asset related to future tax deductions; this asset would remain unrecorded 
unless a special adjusting entry were made at the end of the year to refl ect the future tax benefi ts of 
events that had occurred in 2008 and preceding years.

 Two-step analysis in making journal entries:

  Determine what adjustments are necessary to ensure that all asset and liability 
amounts have been properly recorded.

  Determine which revenues or expenses must be adjusted to correspond with the 
changes in assets and liabilities recorded in the previous step.

Unrecorded receivables
  Debit asset
  Credit revenue

Prepaid expenses
  Debit expense
  Credit asset

Unrecorded liabilities
  Debit expense
  Credit liability

Unearned revenues
  Debit liability
  Credit revenue

R E M E M B E R  T H I S
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D O  T H I S . . .D O  T H

For each of the following items, prepare the adjusting entry necessary on December 31.

1  On June 1, the company purchased a $100,000 certifi cate of deposit (CD). The CD earns 6% per year. Principal and inter-
est on this investment will be collected next year on May 31.

2  On August 1, the company paid $12,000 cash for rent for one year beginning on August 1.
3  On October 1, the company received $18,000 cash for consulting services that it will provide evenly over 12 months start-

ing on October 1.
4  The company pays its employees on the 15th of each month. The total amount paid each month is $80,000. [ Note: Round 

your calculations to the nearest half month; don’t worry about counting the exact number of days in December.] 

 S O L U T I O N …

1 (Not required) Th e initial journal entry on June 1 is as follows:

June  1 Certifi cate of Deposit (asset) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  100,000
  Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  100,000

  Th e adjusting entry on December 31 is as follows:

Dec. 31 Interest Receivable ($100,000 × 0.06 × 7/12) . . . . . . . . . . . . . . . . .  3,500
  Interest Revenue . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  3,500

2  (Not required) Th e initial journal entry on August 1 is as follows:

Aug.  1 Prepaid Rent  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  12,000
  Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  12,000

  Th e adjusting entry on December 31 is as follows:

Dec. 31 Rent Expense ($12,000 × 5/12)  . . . . . . . . . . . . . . . . . . . . . . . . . . .  5,000
  Prepaid Rent . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  5,000

3  (Not required) Th e initial journal entry on October 1 is as follows:

Oct.  1 Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  18,000
  Unearned Consulting Revenue . . . . . . . . . . . . . . . . . . . . . . . . . .  18,000

  Th e adjusting entry on December 31 is as follows:

Dec. 31 Unearned Consulting Revenue . . . . . . . . . . . . . . . . . . . . . . . . . . . .  4,500
  Consulting Revenue ($18,000 × 3/12) . . . . . . . . . . . . . . . . . . . .  4,500

4  Th e adjusting entry on December 31 is as follows:

Dec. 31 Wages Expense ($80,000 × 1/2) . . . . . . . . . . . . . . . . . . . . . . . . . . .  40,000
  Wages Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  40,000
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L O  3   Preparing Financial Statements
WHAT  Explain the preparation of the fi nancial statements, the explanatory notes, and the audit report.
WHY  The account balances in a company’s trial balance are presented in the fi nancial statements 

in ways that highlight important relationships among the numbers.
HOW  Use the account balances to prepare the fi nancial statements. For many companies, the data 

and processes underlying these balances are checked by an independent auditor. 

C A U T I O N

Don’t make the mistake of using the beginning retained earn-
ings balance on the end-of-year balance sheet. The ending re-
tained earnings balance is arrived at when the books are closed 
for the year.

C

Don

Once all transactions have been analyzed, journalized, and posted and all adjusting entries have 
been made, the accounts can be summarized and presented in the form of fi nancial statements. 
Financial statements can be prepared directly from the data in the adjusted ledger accounts. Th e 
data must be organized into appropriate sections and categories so as to present them as simply and 
clearly as possible. Th e following process describes how the fi nancial statements are prepared from 
the information taken from the trial balance:
1. Identify all revenues and expenses—these account balances are used to prepare the income 

statement.
2. Compute net income—subtract expenses from revenues.
3. Compute the ending retained earnings balance—Retained Earnings from the previous period 

is the starting point. Net income (computed in step 2) is added to the beginning retained 
earnings balance, and dividends for the period are subtracted (see Chapter 2).

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

Note: No account on the trial balance shows up on both the income statement and the  balance sheet.
Once the fi nancial statements are prepared, explanatory 

notes are written. Th ese notes clarify the methods and as-
sumptions used in preparing the statements. In addition, the 
auditor must review the fi nancial statements to make sure they 
are accurate, reasonable, and in accordance with generally ac-
cepted accounting principles. Finally, the fi nancial statements 
are distributed to external users who analyze them in order to 
learn more about the fi nancial condition of the company.

Financial Statement Preparation
To illustrate the preparation of fi nancial statements from adjusted ledger accounts, see the simpli-
fi ed adjusted trial balance for Burger King Holdings, Inc. as of June 30, 2008, in Exhibit 4.3.

From these data, an income statement and a balance sheet may be prepared for Burger King, 
as shown in Exhibits 4.4 and 4.5.

Th e ending retained earnings balance for Burger King for 2008 ($290), as reported on the 
balance sheet, is computed as follows (in millions):

Beginning retained earnings balance  . . . . . . . . . . . . . . . . . . . . . . . . . . $134
 (from the adjusted trial balance)
Add: Net income for the period . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 190
 (from the income statement)
Subtract: Dividends for the period . . . . . . . . . . . . . . . . . . . . . . . . . . . .    (34)
 (from the adjusted trial balance)
Ending retained earnings balance  . . . . . . . . . . . . . . . . . . . . . . . . . . . . $290

Th is follows the computation of retained earnings discussed in Chapter 2.
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E X H I B I T  4 . 3  S i m p l i f i e d  A d j u s t e d  T r i a l  B a l a n c e

Burger King Holdings, Inc.
Simplif ied Adjusted Trial Balance

June 30, 2008
(in millions)

 Debits Credits

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $   166

Inventories  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 16

Receivables  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 139

Property and Equipment. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 961

Intangible Assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,082

Other Assets. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 323

Accounts Payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $   130

Loans Payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 871

Capital Lease Liabilities  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 76

Deferred Income Tax Liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 86

Accrued Expenses and Other Liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 679

Capital Stock and Other . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 563

Accumulated Other Comprehensive Loss. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8

Retained Earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 134

Dividends  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 34

Net Sales and Revenues  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,455

Cost of Sales and Other Expenses  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,601

Selling, General and Administrative Expenses  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 500

Interest Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 61

Income Tax Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .      103            

Totals  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $4,994 $4,994

E X H I B I T  4 . 4  I n c o m e  S t a t e m e n t

Burger King Holdings, Inc.
Statement of Income

For the Year Ended June 30, 2008
(in millions)

Net sales and revenues  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $2,455

Cost of sales and other expenses. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,601

Selling, general and administrative expenses. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .      500

Total operating expenses  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   2,101

Operating income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $   354

Interest expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $     61

Income tax expense. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .      103

Total other expenses  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .      164

Net income  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $   190
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E X H I B I T  4 . 5  B a l a n c e  S h e e t

Burger King Holdings, Inc.
Balance Sheet
June 30, 2008

(in millions)

Assets

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $   166

Inventories  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 16

Receivables  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .      139

Total current assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $   321

Property and equipment. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $   961

Intangible assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,082

Other assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .      323

Total long-term assets  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   2,366

Total assets  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $2,687

Liabilities and Owners’ Equity

Accounts payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $   130

Accrued expenses and other liabilities. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .      679

Total current liabilities. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $   809

Loans payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 871

Capital lease liabilities  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 76

Deferred income tax liabilities. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .        86

Total liabilities  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,842

Owners’ equity  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

Capital stock and other  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $   563

Accumulated other comprehensive loss  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (8)

Retained earnings  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .      290

Total owners’ equity . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .      845

Total liabilities and owners’ equity . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $2,687

Note: This balance sheet is not an exact replica of Burger King’s actual balance sheet due to simplifying modifi cations for this exhibit.

A statement of cash fl ows is not shown here. To prepare a statement of cash fl ows, we need 
more detailed information about the nature of the cash receipts and cash disbursements during the 
year (see Chapter 13).

The Notes
As discussed in Chapter 2, the notes to the fi nancial statements tell about the assumptions and 
methods used in preparing the fi nancial statements and also give more detail about specifi c 
items. A sample of the kind of information that appears in the notes for Burger King’s fi nancial 
statements is illustrated in Exhibit 4.6. Th e fi rst note on revenue recognition illustrates how 
fi nancial statement notes can summarize the accounting policies and assumptions that underlie 
the fi nancial statements. Th e second note, on Burger King’s long-term debt, provides detailed 
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information about a summary number that was reported in the fi nancial statements. Th e third 
note, on Burger King’s concentrations of risk, provides information that is deemed to be impor-
tant to fi nancial statement users, such as the number of franchise restaurants and an agreement 
with a purchasing agent, but that does not directly aff ect any of the reported historical fi nancial 
statement  numbers.

Th e fi nancial statement notes serve to augment the summarized, numerical information 
contained in the fi nancial statements. To highlight the importance of the notes, many fi nancial 
 statements have the following message printed at the bottom: “Th e notes are an integral part of 
these fi nancial statements.”

The Audit
As mentioned in Chapter 2, an independent audit by CPAs from outside the company is often 
conducted to ensure that the fi nancial statements have been prepared in conformity with gener-
ally accepted accounting principles. With respect to the fi nancial statements of Burger King, the 
audit procedures conducted by the external auditor, KPMG, would probably include the following 
checks.

Review of Adjustments As adjusting entries usually require more analysis, and more judgment, 
than do the regular journal entries recorded throughout the year, the auditor will review these ad-
justing entries.

When conducting the audit of the fi nancial statements, auditors are concerned that accounts 
are properly adjusted. Auditors are able to focus their eff orts as illustrated in Exhibit 4.7. Com-
panies usually are more concerned about and make sure that assets are not UNDERstated and 
that liabilities are not OVERstated. Auditors will make special eff ort to ensure that assets are not 
OVERstated and that liabilities are not UNDERstated.

E X H I B I T  4 . 6   B u r g e r  K i n g :  N o t e s  t o  t h e  F i n a n c i a l 
S t a t e m e n t s

Burger King Holdings, Inc.
Notes to the Financial Statements (partial list)

For the Year Ended June 30, 2008

Revenue Recognition: Retail sales at Company restaurants are recognized at the point of sale and royalties from franchisees are based 
on a percentage of retail sales reported by franchisees. Royalties are recognized when collectibility is reasonably assured.
Debt: Long-term debt is comprised of the following:

As of June 30,

2008 2007

Term Loan A $153 $162

Term Loan B-1 666 707

Revolving Credit Facility 50 —

Other       2       3

Total debt   871   872

Concentrations of Risk: The Company’s operations include Company and franchise restaurants located in 71 countries and U.S. ter-
ritories. Of the 11,565 restaurants in operation as of June 30, 2008, 1,360 were Company restaurants and 10,205 were franchise 
restaurants. The Company has an operating agreement with a third party, Restaurant Services, Inc., or RSI, which acts as the exclusive 
purchasing agent for Burger King restaurants in the United States for the purchase of food, packaging, and equipment. These restaurants 
place purchase orders and receive products from distributors with whom, in most cases, RSI has service agreements.
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Sample of Selected Accounts For a number of accounts, the auditor undertakes a sampling 
process to see whether the items reported in the balance sheet actually exist. For example, Burger 
King reports an ending cash and equivalents balance of $166,000,000. Th e auditor will ask to see 
bank statements and will probably call the bank(s) to verify the existence of the cash. For inventory, 
the auditor will ask to physically see the inventory and will conduct a spot check to see whether the 
company inventory records match what is actually in the warehouse.

Review of Accounting Systems Th e auditor will also evaluate Burger King’s accounting systems. 
If a company has a good accounting system, with all transactions being recorded in an effi  cient, 
orderly way, then the auditor has greater reason to be confi dent that the fi nancial statements are 
reliable. On the other hand, if the company’s accounting system is haphazard, with many missing 
documents and unexplained discrepancies, then the auditor must do more detailed work to verify 
the fi nancial statements.

If the auditor fi nds that the fi nancial statements have been prepared in conformance with gen-
erally accepted accounting principles, then the auditor provides a report to that eff ect. Th is report 
is attached and distributed as part of the fi nancial statements (see Chapter 5). 

Using a Work Sheet A work sheet is a tool used by accountants to facilitate the preparation of 
fi nancial statements. Unlike the fi nancial statements, work sheets are for internal use only; they 
are not distributed to “outsiders.” Although the use of work sheets is optional, most accountants 
fi nd them helpful for organizing large quantities of data. Many work sheets are now prepared on 
electronic spreadsheets, using a software package like Excel.

Financial Statement Analysis Once the balance sheet, income statement, and statement of cash 
fl ows of a company are completed, the whole package is distributed to bankers, suppliers, and in-
vestors to be used in evaluating the company’s fi nancial health.

Financial statement analysis involves the examination of both relationships among fi nancial 
statements numbers and the trends in those numbers over time. One purpose of fi nancial statement 
analysis is to use the past performance of a company to predict how well it will do in the future. 
 Another purpose is to evaluate the performance of a company with an eye toward identifying prob-
lem areas. Financial statement analysis is both diagnosis, identifying where a fi rm has problems, 
and prognosis, predicting how a fi rm will perform in the future.

Relationships between fi nancial statement amounts are called fi nancial ratios. For example, net 
income divided by sales is a fi nancial ratio called “return on sales.” Return on sales tells you how 
many pennies of profi t a company makes on each dollar of sales. Th ere are hundreds of diff erent 
fi nancial ratios, each shedding light on a diff erent aspect of the health of a company.4

4 In subsequent chapters, we will introduce a variety of ratios that help fi nancial statement users evaluate a company’s fi nancial 
health. In Chapter 14, we will provide a comprehensive overview of fi nancial statement analysis.

work sheet A tool used by accoun-
tants to facilitate the preparation of 
fi nancial statements.

E X H I B I T  4 . 7  H o w  A u d i t o r s  S p e n d  T h e i r  T i m e

 Too much recorded Too little recorded

Assets Auditors must critically scrutinize each recorded amount to 
ensure it does not overstate the asset’s value.

Little worry for the auditor—companies themselves will work hard 
to make sure that assets are not understated.

Liabilities Little worry for the auditor—companies themselves will work 
hard to make sure that liabilities are not overstated.

Auditors must search for unrecorded liabilities since a company 
might not work as hard in an effort to increase its own liabilities.
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D O  T H I S . . .D O  T H

Prepare a balance sheet and an income statement using the data in the company’s trial balance below (as of December 31).

Debits Credits

Cash .................................................... $     400
Inventory .............................................. 4,000
Accounts Payable .................................. $ 1,100
Paid-In Capital ....................................... 2,200
Retained Earnings (beginning of year) ..... 800
Sales .................................................... 10,000
Cost of Goods Sold ............................... 9,000
Dividends ..............................................        700                 

Totals .............................................. $14,100 $14,100

 S O L U T I O N …

Income Statement
As of December 31

Sales .......................................................... $10,000
Cost of goods sold .....................................     9,000
Net income ............................................... $  1,000

Balance Sheet
As of December 31

Cash ............................................................. $   400
Inventory .....................................................   4,000

Total assets .............................................. $4,400

Accounts payable ......................................... $1,100
Paid-in capital .............................................. 2,200
Retained earnings ($800 + $1,000 – $700) ..   1,100
Total liabilities and owners’ equity ............... $4,400

  The adjusted trial balance provides the raw material for the preparation of the bal-
ance sheet and the income statement. Accounts in the adjusted trial balance are 
reported in either the balance sheet or the income statement, but not both.

  The notes to the fi nancial statements provide further information about the methods 
and assumptions used in preparing the fi nancial statements as well as further detail 
about certain fi nancial statement items.

  The audit is conducted by a CPA from outside the company who reviews the adjusting 
entries, performs tests to check the balances of selected accounts, and reviews the 
condition of the accounting systems.

  Financial statement analysis involves examining the relationship of fi nancial statement 
numbers across time for the same company and across companies at the same point 
in time.

R E M E M B E R  T H I S

T
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L O  4   Closing the Books
WHAT Complete the closing process in the accounting cycle.
WHY  Closing entries bring the income statement accounts back to a zero balance, which makes 

the accounts ready for a new accounting period. 
HOW  Closing entries are a special category of journal entries that employ debits and credits to transfer 

revenue, expense, and dividend account balances to the retained earnings account. These closing 
entries also zero out the current balances in all of the revenue, expense, and dividend accounts.

We have almost reached the end of the accounting cycle for a period. Th us far, the accounting cycle 
has included the following:
• Analyzing documents
• Journalizing transactions
• Posting to the ledger accounts
• Determining account balances
• Preparing a trial balance
• Making adjusting entries
• Preparing the fi nancial statements
Just two additional steps are needed: 
1. Journalizing and posting closing entries
2. Preparing a post-closing trial balance

Real and Nominal Accounts
To explain the closing process, we must fi rst defi ne two new terms. Certain accounts are referred to as 
real accounts. Th ese accounts report the cumulative increases and decreases in certain account balances 
from the date the company was organized. Real accounts (assets, liabilities, and owners’ equity) appear on 
the balance sheet and are permanent; they are not closed to a zero balance at the end of each accounting 
period. Balances existing in real accounts at the end of a period are carried forward to the next period.

Other accounts are known as nominal accounts. Th ese accounts (revenues, expenses, and 
dividends) are temporary. Th ey are really just subcategories of Retained Earnings and are reduced 
to a zero balance through the closing process at the end of each accounting period. Th us, nominal 
accounts begin with a zero balance at the start of each accounting cycle. Transactions throughout 
the period (generally a year) are journalized and posted to the nominal accounts. Th ese are used to 
accumulate and classify all revenue and expense items, and also dividends, for that period. At the 
end of the accounting period, adjustments are made, the income statement is prepared, and the 
balances in the temporary accounts are then closed to Retained Earnings, a permanent account.

Closing entries bring the income statement accounts back to a zero balance, which makes the 
accounts ready for a new accounting period. In addition, the closing entries transfer the net income 
or loss for the accounting period to Retained Earnings and reduce Retained Earnings for any divi-
dends. Without closing entries, revenue and expense balances would extend from period to period, 
making it diffi  cult to isolate the operating results of each accounting period.

Closing Entries
Unlike adjusting entries, the actual mechanics of the clos-
ing process are not complicated.  Revenue accounts normally 
have credit balances and are closed by being debited; expense 
accounts generally have debit balances and are closed by be-
ing credited. Th e diff erence between total revenues and total 

real accounts Accounts that are not 
closed to a zero balance at the end of 
each accounting period; permanent 
accounts appearing on the balance 
sheet.

nominal accounts Accounts that are 
closed to a zero balance at the end 
of each accounting period; temporary 
accounts generally appearing on the 
income statement.

F Y I
In a proprietorship or a partnership, the nominal accounts are 
closed to the owners’ permanent capital accounts instead of to 
Retained Earnings.
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 expenses represents the net income (or net loss) of the entity. For a corporation, net income is 
credited to Retained Earnings because income increases owners’ equity. A net loss would be debited 
to Retained Earnings because a loss decreases owners’ equity.

To illustrate the closing process, we will again refer to Burger King’s fi nancial information. 
Th e closing journal entry is:

June 30 Net Sales and Revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,455
 Cost of Sales and Other Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,601
 Selling, General and Administrative Expenses   . . . . . . . . . . . . . . . . . . . . 500
 Interest Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 61
 Income Tax Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 103
 Retained Earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 190
  To close revenues and expenses to Retained Earnings.

Closing entries must be posted to the appropriate ledger accounts. Once posted, all nominal 
accounts will have a zero balance; that is, they will be “closed.”

Th e dividends account is also a nominal (temporary) account that must be closed at the end of the 
accounting period. However, dividends are not expenses and will not be reported on an income state-
ment; they are distributions to stockholders of part of a corporation’s earnings. Th us, dividends reduce 
retained earnings. When dividends are declared by the board of directors of a corporation, the amount 
that will be paid is debited to Dividends and credited to a liability account, Dividends Payable, or to 
Cash if paid immediately. Because Dividends is a temporary account, it must be closed to Retained 
Earnings at the end of the accounting period. Th e dividends account is closed by crediting it and by 
debiting Retained Earnings, thereby reducing owners’ equity, as illustrated below for Burger King.

Dec. 31 Retained Earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 34
 Dividends  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 34
  To close Dividends to Retained Earnings.

Th e books are now ready for a new accounting cycle. Th e closing process for the revenues, 
expenses, and dividends of a corporation is shown schematically in Exhibit 4.8.

closing entries Entries that reduce 
all nominal (temporary) accounts to 
a zero balance at the end of each 
accounting period, transferring their 
preclosing balances to a permanent 
balance sheet account.

E X H I B I T  4 . 8  T h e  C l o s i n g  P r o c e s s

xxx Bal.

Revenues
(Nominal Accounts)

To close xxx

xxxBal.

Expenses
(Nominal Accounts)

To close

To close

xxx

xxBal.

Dividends
(Nominal Account)

xx
To close

Dividends

Total Expenses

xxx

xxx
Total Revenues

xxx

Retained Earnings
(Real Account)

xxx

xx

Beg. Bal.

End. Bal.
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Preparing a Post-Closing Trial Balance
An optional last step in the accounting cycle is to balance the accounts and to prepare a  post-closing 
trial balance. Th e accounts are to be balanced—debits and credits added and a balance deter-
mined—only after the closing entries have been recorded and posted in the general ledger. Th e 
information for the post-closing trial balance is then taken from the ledger. Th e nominal accounts 
will not be shown since they have been closed and thus have zero balances. Only the real accounts 

will have current balances. Th is step is for internal purposes 
only and is designed to provide some assurance that the 
previous steps in the cycle have been performed properly, 
prior to the start of a new accounting period. Exhibit 4.9
illustrates a post-closing trial balance for Burger King.

post-closing trial balance A listing 
of all real account balances after the 
closing process has been completed; 
tests whether total debits equal total 
credits for all real accounts prior to 
beginning a new accounting cycle.

C A U T I O N

Don’t close real accounts! Consider the negative implications 
of eliminating all your asset accounts at the end of the year. 
Nominal accounts are closed because they are just temporary 
subaccounts of Retained Earnings.

C

Don

E X H I B I T  4 . 9  P o s t - C l o s i n g  T r i a l  B a l a n c e

Burger King Holdings, Inc.
Post-Closing Trial Balance

June 30, 2008.
(in millions)

Debits Credits

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $   166

Inventories  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 16

Receivables  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 139

Property and Equipment  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 961

Intangible Assets. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,082

Other Assets. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 323

Accounts Payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $   130

Loans Payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 871

Capital Lease Liabilities  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 76

Deferred Income Tax Liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 86

Accrued Expenses and Other Liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 679

Capital Stock and Other . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 563

Accumulated Other Comprehensive Loss  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8

Retained Earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .                 290

Totals  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $2,695 $2,695
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D O  T H I S . . .D O  T H

Prepare all necessary closing entries for the company, which had the following account balances on December 31.

Account Account Balance

Accounts Payable $     800
Cost of Goods Sold 9,100
Cash 500
Inventory 3,000
Paid-In Capital 1,500
Sales 10,000
Retained Earnings (beginning of year) 1,000
Dividends 700

 S O L U T I O N …

Remember that only the nominal accounts (revenues, expenses, and dividends) are closed to Retained Earnings. Th e real 
accounts (cash, inventory, accounts payable, and paid-in capital) are maintained and their balances are carried forward to 
the next year.

Sales 10,000
Retained Earnings 10,000

Retained Earnings 9,100
Cost of Goods Sold 9,100

Retained Earnings 700
Dividends 700

  Nominal (temporary) accounts = revenues, expenses, and dividends
  Real (permanent) accounts = assets, liabilities, and owners’ equity
  Two objectives of closing entries:

  Close all revenue, expense, and dividend accounts to zero in preparation for the 
start of a new period.

  Transfer all revenue, expense, and dividend balances to Retained Earnings.

R E M E M B E R  T H I S

N
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L O  5   A Summary of the Accounting Cycle
WHAT Understand how all the steps in the accounting cycle fi t together.
WHY  An understanding of the accounting cycle helps an accountant, businessperson, or other 

fi nancial statement user understand how fi nancial data fl ows through an organization and 
eventually impacts the reported fi nancial statements.

HOW   Transactions are fi rst analyzed and then recorded in debit-and-credit format. Journal entries 
are then posted to individual accounts. Before fi nancial statements are prepared, adjusting 
entries are made to ensure that all amounts are correct. The books are then closed.

R E M E M B E R  T H I S

The four steps in the accounting cycle are as follows:
 Analyze transactions.
 Record the effects of transactions.
 Summarize the effects of transactions.
 Prepare reports using the following detailed steps as covered in this chapter:

  Adjusting entries
  Financial statements
  Closing entries

E X H I B I T  4 . 1 0  S e q u e n c e  o f  t h e  A c c o u n t i n g  C y c l e

Exchange Transactions
(Businesses enter into exchange transactions

signaling the beginning of the accounting cycle)

1Step

Summarize the effects of
transactions.
1. Posting journal entries.
2. Preparing a trial balance.

Prepare reports.
1. Adjusting entries.
2. Preparing financial statements.
3. Closing the books.

Record the effects of
transactions.Analyze transactions.

2Step 3Step 4Step

We have now completed our discussion of the steps that are performed each period in the 
accounting cycle. Exhibit 4.10 reviews the sequence of the accounting cycle. Many of the steps, 
like analyzing transactions, occur continuously. Other steps, like preparing the fi nancial statements, 
generally occur only once during the cycle.

Th e fi nancial statements that result from the accounting cycle provide useful information to 
investors, creditors, and other external users. Th ese statements are included in the annual reports 
provided to stockholders. Once the fi nancial statements are made available to users, they can then 
be analyzed and compared to the fi nancial statements of similar fi rms to detect strengths and 
weaknesses.
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L O 1   Describe how accrual accounting allows for timely reporting and a better measure of a 
company’s economic performance. 

•  Accrual-basis accounting means that
•  Revenues are recognized as they are earned, not necessarily when cash is received.
•  Expenses are recognized as they are incurred, not necessarily when cash is paid.

•  Accrual-basis accounting provides a more accurate picture of a company’s fi nancial position and operating results than 
does cash-basis accounting.

L O 2   Explain the need for adjusting entries and make adjusting entries for unrecorded 
receivables, unrecorded liabilities, prepaid expenses, and unearned revenues.

Adjusting entry for Debit Credit

Unrecorded receivable Asset Revenue

Unrecorded liability Expense Liability

Prepaid expense Expense Asset

Unearned revenue Liability Revenue

L O 3   Explain the preparation of the fi nancial statements, the explanatory notes, and the audit report.

•  The adjusted trial balance provides the raw material for the preparation of the balance sheet and the income statement. 
Accounts in the adjusted trial balance are reported in either the balance sheet or the income statement, but not both.

•  The notes to the fi nancial statements provide further information about the methods and assumptions used in preparing 
the fi nancial statements as well as further detail about certain fi nancial statement items.

• The audit is conducted by a CPA from outside the company who does the following:
• Reviews the adjusting entries
• Performs tests to check the balances of selected accounts
• Reviews the condition of the accounting systems

•  Financial statements are prepared to be used. Financial statement analysis examines relationships between fi nancial 
numbers across companies at the same point in time and across time for the same company.

L O 4  Complete the closing process in the accounting cycle.

Closing entry for Debit Credit

Revenue Revenue Retained Earnings

Expense Retained Earnings Expense

Dividends Retained Earnings Dividends

L O 5  Understand how all the steps in the accounting cycle fi t together. 

•  The accounting cycle consists of specifi c steps to analyze, record, classify, summarize, and report the transactions of a 
business. The three detailed steps of “reporting” covered in this chapter are:
• Making adjusting entries
• Preparing fi nancial statements
• Making closing entries
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R e v i e w  P r o b l e m

The Accounting Cycle
Th is review problem provides a useful summary of the entire accounting cycle. Th e following post-closing trial balance is 
for Sports Haven Company as of December 31, 2011.

Sports Haven Company
Post-Closing Trial Balance

December 31, 2011

Debits Credits

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $17,500
Accounts Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . 17,000
Inventory  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 28,800
Supplies on Hand  . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,200
Prepaid Building Rental  . . . . . . . . . . . . . . . . . . . . . . . . 24,000
Accounts Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . $18,000
Capital Stock (3,600 shares outstanding) . . . . . . . . . . . 54,000
Retained Earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . .                16,500

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $88,500 $88,500

Following is a summary of the company’s transactions for 2012.
a.  At the beginning of 2012, the company issued 1,500 new shares of stock at $20 per share.
b.  Total inventory purchases were $49,500; all purchases were made on credit and are recorded in the inventory account.
c.  Total sales were $125,000; $102,900 were on credit, the rest were for cash. Th e cost of goods sold was $47,500; the 

inventory account is reduced at the time of each sale.
d.  In December, a customer paid $3,500 cash in advance for merchandise that was temporarily out of stock. Th e advance pay-

ments received from customers are initially recorded as liabilities. Th e $3,500 is not included in the sales fi gures in (c) above.
e. Th e company paid $66,500 on accounts payable during the year.
f. Th e company collected $102,000 of accounts receivable during the year.
g. Th e company purchased $600 of supplies for cash during 2012, debiting Supplies on Hand.
h. Th e company paid $850 for advertising during the year, debiting Prepaid Advertising.
i. Total salaries paid during the year were $45,000.
j. Th e company paid $650 during the year for utilities.
k. Dividends of $7,500 were paid to stockholders in December.

On December 31, 2012, the company’s accountant gathers the following information to adjust the accounts:

1. As of December 31, salaries of $750 had been earned by employees but will not be paid until January 3, 2013.
m. A count at December 31 shows $800 of supplies still on hand,
n.  Th e prepaid advertising paid during 2012 includes $400 paid on December 1, 2012, for a series of radio advertise-

ments to be broadcast throughout December 2012 and January 2013. Th e balance in the account, $450, represents 
advertisements that were broadcast during 2012.

K e y  T e r m s  &  C o n c e p t s
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o.  On December 31, 2011, the company rented an offi  ce building for two years and paid $24,000 in cash (the full rental 
fee for 2012 and 2013). Th e payment was recorded with a debit to Prepaid Building Rental. No entries have been 
made for building rent in 2012.

p.  On December 20, 2012, a bill for $150 was received for utilities. No entry was made to record the receipt of the bill, 
which is to be paid on January 4, 2013.

q.  As of December 31, 2012, the merchandise paid for in advance [transaction (d)] was still out of stock. Th e company 
expects to receive the merchandise and fi ll the order by January 15, 2013.

r. Th e company’s income is taxed at a rate of 15%.

Required:
 1. Make entries in the general journal to record each of the transactions [items (a) through (k)].
 2.  Using T-accounts to represent the general ledger accounts, post the transactions recorded in the general journal. 

Enter the beginning balances in the accounts that appear in the December 31, 2011, post-closing trial balance 
before posting 2012 transactions. When all transactions have been posted to the T-accounts, determine the balance 
for each account.

 3. Prepare a trial balance as of December 31, 2012.
 4.  Record adjusting entries [items (1) through (r)] in the general journal; post these entries to the general ledger 

(T-accounts).
 5. Prepare an income statement and balance sheet for 2012.
 6.  Record closing entries [label (s) and (t)] in the general journal; post these entries to the general ledger 

(T-accounts).
 7. Prepare a post-closing trial balance.

Solution
1.  Following are the journal entries to record the transactions for the year. Several of these are summary entries represent-

ing numerous individual transactions.

(a) Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000
 Capital Stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000

Th e company issued additional shares of stock, so Capital Stock must be credited to refl ect the increase in owners’ 
equity. Since the company received cash of $30,000 (1,500 shares at $20 per share), Cash is also increased.

(b) Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 49,500
 Accounts Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 49,500

Th e company purchased $49,500 of goods on credit. Inventory is increased (debited) for this amount. Accounts 
Payable is credited to show the increase in liabilities.

(c) Accounts Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 102,900
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 22,100
 Sales Revenue  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 125,000

Total sales were $125,000, so Sales Revenue must be increased (credited) by that amount. Of this amount, $102,900 were 
sales on credit, and $22,100 were cash sales. We increase the asset accounts, Accounts Receivable and Cash, by debiting them.

(c) Cost of Goods Sold  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 47,500
 Inventory  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 47,500

Th e cost of the merchandise sold during the year was $47,500. Cost of Goods Sold (expense) must be increased 
(debited) by this amount. Since the goods were sold, Inventory (asset) must be reduced by a credit of $47,500.

(d) Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,500
 Unearned Sales Revenue . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,500
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Cash is debited (increased) by the amount received from the customer. Th e company recorded the advance pay-
ments for merchandise by crediting a liability account, Unearned Sales Revenue.

(e) Accounts Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 66,500
 Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 66,500

Th e company’s payments on its accounts reduce the amount of its obligation to creditors, so Accounts Payable 
(liability) is debited to decrease it by the amount paid. Cash must also be decreased (credited).

(f) Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 102,000
 Accounts Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 102,000

Since the company has collected some of its receivables from customers, Accounts Receivable is credited to show 
a decrease. Cash is increased (debited).

(g) Supplies on Hand . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 600
 Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 600

Th e company purchased $600 of supplies. By debiting Supplies on Hand, an increase is shown in that asset ac-
count. Cash must be credited to show a decrease.

(h) Prepaid Advertising . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 850
 Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 850

Th e company purchased $850 of advertising and chose to initially debit an asset account, Prepaid Advertising. 
Since cash was paid, it must be reduced by a credit.

(i) Salaries Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 45,000
 Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 45,000

(j) Utilities Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 650
 Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 650

For transactions (i) and (j), an expense account must be debited to show that expenses have been incurred. 
Cash must be credited (reduced).

(k) Dividends . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7,500
 Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7,500

Dividends must be debited to show a decrease in owners’ equity resulting from a distribution of earnings. Cash 
must be reduced by a credit.

2. T-accounts with the beginning balances and journal entries posted are shown here.
  (Note that accounts with more than one entry must be “balanced” by drawing a rule and entering the debit or credit 

balance below it.)

Cash Accounts Receivable Inventory

Beg.  (e) 66,500 Beg.  (f) 102,000 Beg.  (c) 47,500

bal. 17,500 (g) 600 bal. 17,000 bal. 28,800

(a) 30,000 (h) 850 (c) 102,900   (b) 49,500   

(c) 22,100 (i) 45,000 Updated Updated

(d) 3,500 (j) 650 bal. 17,900 bal. 30,800

(f) 102,000 (k) 7,500   

Updated   

bal. 54,000   
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Supplies on Hand Prepaid Building Rental Prepaid Advertising

Beg.  Beg.  (h) 850

bal. 1,200 bal. 24,000  

(g) 600     

Updated   

bal. 1,800   

Accounts Payable Unearned Sales Revenue Capital Stock

(e) 66,500 Beg.  (d) 3,500  Beg.

 bal. 18,000   bal. 54,000

  (b) 49,500    (a) 30,000

 Updated   Updated

 bal. 1,000   bal. 84,000

Retained Earnings Dividends Sales Revenue

 Beg. (k) 7,500  (c) 125,000

 bal. 16,500   

Cost of Goods Sold Salaries Expense Utilities Expense

(c) 47,500 (i) 45,000 (j) 650

   

3.  Th e balance of each account is entered in a trial balance. Each column in the trial balance is totaled to determine that 
total debits equal total credits.

Sports Haven Company
Trial Balance

December 31, 2012

Debits Credits

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  54,000
Accounts Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 17,900
Inventory  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,800
Supplies on Hand  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,800
Prepaid Building Rental  . . . . . . . . . . . . . . . . . . . . . . . . . . . 24,000
Prepaid Advertising . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 850
Accounts Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $    1,000
Unearned Sales Revenue . . . . . . . . . . . . . . . . . . . . . . . . . . 3,500
Capital Stock  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 84,000
Retained Earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 16,500
Dividends . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7,500
Sales Revenue  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 125,000
Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 47,500
Salaries Expense. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 45,000
Utilities Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .          650                

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $230,000 $230,000
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4.  Th e adjusting entries for Sports Haven Company are presented in journal form and explained. Updated T-accounts 
are provided showing the posting of the adjusting entries.

(l) Salaries Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 750
 Salaries Payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 750

As of December 31, there is an unrecorded liability and expense of $750 for salaries owed to employees. Because 
the salaries were earned in 2012, the liability and related expense must be recorded in 2012.

(m) Supplies Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,000
 Supplies on Hand  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,000

Supplies on Hand (asset) has a debit balance before adjustment of $1,800 [beginning balance of $1,200 plus 
$600 of supplies purchased during the year, transaction (g)]. Since $800 of supplies are on hand at the end of the year, 
Supplies on Hand should be reduced (credited) by $1,000. Supplies Expense must be debited to show that $1,000 
of supplies were used during the period.

(n) Advertising Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 650
 Prepaid Advertising . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 650

Prepaid Advertising has a debit balance before adjustment of $850, the total amount paid for advertising during 
the year [transaction (h)]. Th is amount includes $400 that was paid for radio advertising throughout December 2012 
and January 2013. Only that portion that applies to 2013 should be shown as Prepaid Advertising, $200 ($400 ÷ 2 
months), since it is not an expense of the current year. Th e remainder, $650, is advertising expense for the period. 
Th us, the asset account, Prepaid Advertising, must be credited for $650, and Advertising Expense must be increased 
by a debit of $650.

(o) Building Rent Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12,000
 Prepaid Building Rental  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12,000

Th e original entry at the end of 2011 was a debit to the asset account, Prepaid Building Rental, and a credit to 
Cash. An adjusting entry is needed to record rent expense of $12,000 for 2012 ($24,000 ÷ 2 years). Th e expense ac-
count must be debited and the asset account must be reduced by a credit. Th e remaining $12,000 in Prepaid Building 
Rental refl ects the portion of the total payment for building rent expense in 2013.

(p) Utilities Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150
 Utilities Payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150

As of December 31, 2012, there is an unrecorded liability and expense of $150 for utilities. Because the expense 
was incurred in 2012, an adjusting entry is needed to record the liability and related expense.

(q) No entry required.

Th e original entry to record the advance payment from a customer was made by crediting a liability [transaction 
(d)]. As of December 31, no revenue has been earned. Th e company still has an obligation to deliver goods or refund 
the advanced payment. Th erefore, no adjustment is required, since the liability is already properly recorded.

(r) Income Tax Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,595
 Income Taxes Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,595

Th e remaining adjustment is for income taxes. Th e diff erence between total revenues and total expenses is the 
amount of income before taxes, $17,300. Th is amount is multiplied by the applicable tax rate of 15% to determine 
income taxes for the period. Th e expense account is debited to show the income taxes incurred for the year and the 
liability account is credited to show the obligation to the government.
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Cash Accounts Receivable Inventory
Beg.  (e) 66,500 Beg.  (f) 102,000 Beg.  (c) 47,500
bal. 17,500 (g) 600 bal. 17,000 bal. 28,800
(a) 30,000 (h) 850 (c) 102,900   (b) 49,500   
(c) 22,100 (i) 45,000 Updated Updated
(d) 3,500 (j) 650 bal. 17,900 bal. 30,800
(f) 102,000 (k) 7,500   
Updated   
bal. 54,000   

Supplies on Hand Prepaid Building Rental Prepaid Advertising
Beg.  (m) 1,000 Beg.  (o) 12,000 (h) 850 (n) 650
bal. 1,200 bal. 24,000   Updated
(g) 600   Updated bal. 200
Updated bal. 12,000  
bal. 800  

Accounts Payable Salaries Payable Utilities Payable
(e) 66,500 Beg.  (l) 750  (p) 150

 bal. 18,000   
  (b) 49,500   

 Updated   
 bal. 1,000   

Income Taxes Payable Unearned Sales Revenue Capital Stock
 (r) 2,595  (d) 3,500  Beg.
   bal. 54,000
    (a) 30,000
   Updated
   bal. 84,000

Retained Earnings Dividends Sales Revenue
 Beg. (k) 7,500  (c) 125,000
 bal. 16,500   

Cost of Goods Sold Salaries Expense Utilities Expense
(c) 47,500 (i) 45,000 (j) 650

 (l) 750   (p) 150   
 Updated Updated
 bal. 45,750 bal. 800

Advertising Expense Supplies Expense Building Rent Expense
(n) 650 (m) 1,000 (o) 12,000

   

Income Tax Expense
(r) 2,595
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5. Data for the fi nancial statements may be taken from the adjusted ledger accounts and reported as follows:

Sports Haven Company
Income Statement

For the Year Ended December 31, 2012

Sales revenue  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $125,000
Less cost of goods sold . . . . . . . . . . . . . . . . . . . . . . . . . .     47,500
Gross profi t . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $77,500
Less operating expenses:

Salaries expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $45,750
Utilities expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 800
Advertising expense . . . . . . . . . . . . . . . . . . . . . . . . . . . 650
Supplies expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,000
Building rent expense . . . . . . . . . . . . . . . . . . . . . . . . . .     12,000   60,200

Income before income taxes . . . . . . . . . . . . . . . . . . . . . . . $17,300
Income tax expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     2,595

Net income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $14,705
Earnings per share:
$14,705 ÷ 5,100 shares = $2.88 (rounded)

Sports Haven Company
Balance Sheet

December 31, 2012

Assets
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $54,000
Accounts receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 17,900
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,800
Supplies on hand . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 800
Prepaid building rental  . . . . . . . . . . . . . . . . . . . . . . . . . . . 12,000
Prepaid advertising . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .        200

Total assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $115,700

Liabilities and Owners’ Equity
Liabilities:

Accounts payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  1,000
Salaries payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 750
Utilities payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150
Income taxes payable . . . . . . . . . . . . . . . . . . . . . . . . . . 2,595
Unearned sales revenue  . . . . . . . . . . . . . . . . . . . . . . . .     3,500

Total liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $    7,995
Owners’ equity:

Capital stock (5,100 shares outstanding) . . . . . . . . . . . . $84,000
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   23,705*

Total owners’ equity . . . . . . . . . . . . . . . . . . . . . . . . . .   107,705

Total liabilities and owners’ equity . . . . . . . . . . . . . . . . $115,700

*Note that in preparing the balance sheet, net income must be added to the beginning balance in 
Retained Earnings and dividends must be subtracted ($16,500 + $14,705 – $7,500 = $23,705).

6.  Th e next step is to record the closing entries in the general journal and then post those entries to the general ledger 
(T-accounts). T-accounts are shown with all previous entries and the closing entries [items (s) and (t)] posted.

Th e fi rst entry is to close the revenue account and each of the expense accounts. Sales Revenue has a credit bal-
ance; it is debited to reduce the balance to zero. Th e expense accounts are closed by crediting them. Th e diff erence 
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in total revenues and total expenses is $14,705 (net income for the period). Net income represents an increase in 
retained earnings. All of this is captured in the single, compound closing entry(s), as follows:

(s) Sales Revenue . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 125,000
Cost of Goods Sold  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 47,500
Salaries Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 45,750
Utilities Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 800
Advertising Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 650
Supplies Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,000
Building Rent Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12,000
Income Tax Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,595
Retained Earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 14,705

Second, Dividends, a nominal account, must also be closed to Retained Earnings.

(t) Retained Earnings  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7,500
Dividends . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7,500

Cash Accounts Receivable Inventory

Beg.  (e) 66,500 Beg.  (f) 102,000 Beg.  (c) 47,500

bal. 17,500 (g) 600 bal. 17,000 bal. 28,800

(a) 30,000 (h) 850 (c) 102,900   (b) 49,500   

(c) 22,100 (i) 45,000 Updated Updated 

(d) 3,500 (j) 650 bal. 17,900 bal. 30,800

(f) 102,000 (k) 7,500   

Updated   

bal. 54,000   

Supplies on Hand Prepaid Building Rental Prepaid Advertising

Beg.  (m) 1,000 Beg.  (o) 12,000 (h) 850 (n) 650

bal. 1,200 bal. 24,000   Updated 

(g) 600   Updated bal. 200

Updated bal. 12,000  

bal. 800   

Accounts Payable Salaries Payable Utilities Payable

(e) 66,500 Beg.  (l) 750  (p) 150

 bal. 18,000   

  (b) 49,500   

 Updated   

 bal. 1,000   

Income Taxes Payable Unearned Sales Revenue Capital Stock

 (r) 2,595  (d) 3,500  Beg.

   bal. 54,000

    (a) 30,000

   Updated

   bal. 84,000
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Retained Earnings Dividends Sales Revenue

(t) 7,500 Beg. (k) 7,500 (t) 7,500 (s) 125,000 (c) 125,000

 bal. 16,500   

  (s) 14,705   

 Updated   

 bal. 23,705   

Cost of Goods Sold Salaries Expense Utilities Expense

(c) 47,500 (s) 47,500 (i) 45,000 (s) 45,750 (j) 650 (s) 800

 (l) 750 (p) 150

Advertising Expense Supplies Expense Building Rent Expense

(n) 650 (s) 650 (m) 1,000 (s) 1,000 (o) 12,000 (s) 12,000

   

Income Tax Expense

(r) 2,595 (s) 2,595

 

7.  Th e fi nal (optional) step in the accounting cycle is to prepare a post-closing trial balance. Th is procedure is a check on 
the accuracy of the closing process. It is a listing of all ledger account balances at year-end. Note that only real accounts 
appear because all nominal accounts have been closed to a zero balance in preparation for the next accounting cycle.

Sports Haven Company
Post-Closing Trial Balance

December 31, 2012

Debits Credits

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  54,000
Accounts Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 17,900
Inventory  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,800
Supplies on Hand  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 800
Prepaid Building Rental  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12,000
Prepaid Advertising . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200
Accounts Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $   1,000
Salaries Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 750
Utilities Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150
Income Taxes Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,595
Unearned Sales Revenue . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,500
Capital Stock  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 84,000
Retained Earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .                    23,705

Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $115,700 $115,700
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Periodic Reporting
Which one of the following statements is true with respect to periodic reporting?
 a.  All companies in the United States are required to have a fi scal year that ends on December 31.
 b.  Th e issuance of frequent periodic fi nancial reports reduces the need for accountants to 

make estimates and judgments.
 c.  In the United States, only large businesses (those with total assets in excess of $650  million) 

prepare periodic fi nancial statements.
 d. Some fi nancial reports may be prepared on a daily basis.
 e.  Th e Securities and Exchange Commission (SEC) requires all publicly traded companies in 

the United States to fi le monthly fi nancial statements.

Revenue Recognition
In which one of the following situations should revenue be recognized?
 a. Th e earnings process has begun and cash collectibility is reasonably assured.
 b. Th e earnings process has begun and cash has been collected.
 c.  Th e earnings process is substantially complete and cash collectibility is not yet reasonably 

assured.
 d. Th e earnings process will soon begin and cash has been collected.
 e.  Th e earnings process is substantially complete and cash collectibility is reasonably  assured.

Matching
Select the phrase below that best completes the following statement: According to the matching principle,
 a.  Th e amount of cash collected should be matched and recognized in the same period as the 

related revenue.

  P U T  I T  O N  PA P E R

D i s c u s s i o n  Q u e s t i o n s

 1.  Why are fi nancial reports prepared on a periodic basis?
 2.  Distinguish between reporting on a calendar-year and 

on a fi scal-year basis.
 3.  When are revenues generally recognized (recorded)?
 4. What is the matching principle?
 5.  Explain why accrual-basis accounting is more 

appropriate than cash-basis accounting for most 
businesses.

 6.  Why are accrual-based fi nancial statements  considered 
somewhat tentative?

 7. Why are adjusting entries necessary?
 8.  Since there are usually no source documents for 

adjusting entries, how does the accountant know 
when to make adjusting entries and for what 
amounts?

 9.  Identify the two steps involved in the analysis 
process for preparing adjusting entries and  explain 
why both are necessary.

 10.  Why are supplies not considered 
inventory? What type of account is Supplies 
on Hand?

 11.  Cash is not one of the accounts increased or 
decreased in an adjusting entry. Why?

 12.  Which are prepared fi rst: the year-end 
fi nancial statements or the general journal 
adjusting entries? Explain.

 13.  Of what value are the notes to the fi nancial 
statements and the audit report, which are 
included in the annual report to shareholders?

 14.  Distinguish between real and nominal 
accounts.

 15. What is the purpose of closing entries?
 16.  What is the purpose of the post-closing 

trial balance? Explain where the information 
for the post-closing trial balance comes from.

P r a c t i c e  E x e r c i s e s
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 b. Expenses should be matched and recognized in the same period as the related revenue.
 c.  Th e amount of cash collected should be matched and recognized in the same period as the 

related expense.
 d.  Revenue should be matched and recognized in the same period as the related cash  collection.
 e.  Expenses should be matched and recognized in the same period as the related shareholder 

investment.

Cash-Basis Accounting
A lawn care company started business on January 1, 2012. Th e company billed clients $105,000 
for lawn care services completed in 2012. By December 31, the company had received $84,000 
cash from customers, with the $21,000 balance expected to be collected in 2013. During 2012, 
the company paid $68,000 cash for various expenses. At December 31, the company still owed 
$41,000 for additional expenses incurred that have not yet been paid in cash. Th ese expenses will 
be paid during January 2013. How much income (or loss) should the company report for 2012? 
Note: Th e company computes income using cash-basis accounting.

Accrual-Basis Accounting
Refer to PE 4-4. Compute income (or loss) for 2012 assuming that the company uses accrual-basis 
accounting.

Unrecorded Receivable: Original Entry
Greg operates a sizeable newspaper delivery service. On the last day of each month, Greg receives a 
statement from the newspaper publisher detailing how much money Greg earned that month from 
delivering papers. On the 10th day of the following month, Greg receives the cash for the preceding 
month’s deliveries. On December 10, Greg received $12,300 cash for deliveries made in November. 
Make the journal entry necessary on Greg’s books on December 10 to record the receipt of this 
cash, assuming that Greg did not make any adjusting entry as of the end of November.

Unrecorded Receivable: Adjusting Entry
Refer to PE 4–6. On December 31, Greg received a statement from the newspaper publisher noti-
fying him that he had earned $13,700 for his December deliveries. Because December 31 is the end 
of Greg’s fi scal year, he makes adjusting entries at that time. Make the following adjusting journal 
entries necessary on Greg’s books:
 1. On December 31 to record the $13,700 in delivery revenue earned during December.
 2.  On January 10 to record the receipt of the $13,700 in cash. Note: When making this entry, 

don’t forget the adjusting entry that was made on December 31.

Unrecorded Liability: Original Entry
On May 1, the company borrowed $50,000 from Bank of Weber. Th e loan is for fi ve years and 
bears an annual interest rate of 9%. Interest on the loan is to be paid in cash each year on April 30; 
the $50,000 loan amount is to be repaid in full after fi ve years. Make the journal entry necessary on 
the company’s books to record the receipt of this loan on May 1.

Unrecorded Liability: Adjusting Entry
Refer to PE 4-8.
 1.  Make the adjusting entry necessary on the company’s books with respect to the loan on 

December 31. 
 2.  Make the journal entry necessary on the company’s books on the following April 30 to 

record payment of interest for the fi rst year of the loan. Note: When making this entry, 
don’t forget the adjusting entry that was made on December 31.
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Prepaid Expense: Original Entry
On August 1, the company paid $72,000 cash for a four-year insurance policy. Th e policy went 
into eff ect on August 1. Make the journal entry necessary on the company’s books to record the 
payment for the insurance on August 1.

Prepaid Expense: Adjusting Entry
Refer to PE 4–10.
 1.  Make the adjusting entry necessary on the company’s books on December 31 with respect 

to this insurance policy 
 2.  Compute the ending balance in the prepaid insurance account. Assume that the balance 

as of the beginning of the year was $0.

Unearned Revenue: Original Entry
Th e company provides security services to its clients. On April 1, the company received $270,000 cash 
for a three-year security contract. Th e contract went into eff ect on April 1. Make the journal entry 
necessary on the company’s books to record the receipt of the payment for the contract on April 1.

Unearned Revenue: Adjusting Entry
Refer to PE 4-12. 
 1.  Make the adjusting entry necessary on the company’s books on December 31 with respect 

to this security contract. 
 2.  Compute the ending balance in the unearned security revenue account. Assume that the 

balance as of the beginning of the year was $0.

Wages Payable: Adjusting Entry and Subsequent Payment
Th e company pays its employees at the end of the day Friday for work done during that fi ve-day work-
week. Total wages for a week are $16,000. In the current year, December 31 occurred on a Tuesday. 
 1.  Make the adjusting entry necessary on the company’s books on December 31 with respect 

to unpaid employee wages. 
 2.  Make the journal entry necessary on Friday, January 3, of the following year to record the 

cash payment of wages for the week. Ignore the New Year’s holiday season and assume that 
employees worked each of the fi ve days. Note: When making this entry, don’t forget the 
adjusting entry that was made on December 31.

Supplies: Original Purchase and Adjusting Entry
On January 1, the company had offi  ce supplies costing $4,600. On March 23, the company bought 
additional offi  ce supplies costing $8,200. Th e company paid cash. On December 31, a physical 
count of offi  ce supplies revealed that supplies costing $2,900 remained. 
 1.  Make the journal entry necessary on the company’s books on March 23 to record the 

purchase of offi  ce supplies.
 2. Make the adjusting entry necessary on December 31 with respect to offi  ce supplies.

Preparing an Adjusted Trial Balance
Before any adjusting entries were made, the company prepared the following trial balance as of 
December 31:
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Debit Credit

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  87,000
Notes Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 144,000
Prepaid Rent  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 192,000
Building . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 210,000
Accounts Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $165,000
Unearned Fee Revenue . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 225,000
Capital Stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200,000
Retained Earnings  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 90,000
Dividends. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 22,000
Fee Revenue . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 257,000
Wages Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 229,000
Utilities Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     53,000                

Totals. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $937,000 $937,000

In order to make the adjusting entries, the following information has been assembled:
 a.  Th e notes receivable were issued on June 1. Th e annual interest rate on the notes is 11%. 

Interest is to be received each year on May 31; accordingly, no interest has been received.
 b.  Th e unearned fee revenue represents cash received in advance on February 1. Th is $225,000 

relates to a three-year contract which began on February 1. It is expected that the fees will 
be earned evenly over the three-year contract period. As of December 31, no revenue had 
yet been recognized on this contract.

 c.  Th e prepaid rent represents cash paid in advance on October 1. Th is $192,000 relates to a 
fi ve-year rental agreement that began on October 1. As of December 31, no expense had 
yet been recognized in association with this rental agreement.

 d. As of December 31, unpaid (and unrecorded) wages totaled $17,000.
 1. Prepare the necessary adjusting journal entries. 
 2. Prepare an adjusted trial balance.

Using an Adjusted Trial Balance to Prepare an Income Statement
Refer to PE 4-16. Using the adjusted trial balance prepared in part (2), prepare an income state-
ment for the year.

Using an Adjusted Trial Balance to Prepare a Balance Sheet
Refer to PE 4-16. Using the adjusted trial balance prepared in part (2), prepare a balance sheet as 
of the end of the year. Note: Th e ending retained earnings balance is equal to the beginning balance 
plus the amount of net income less the amount of dividends.

Adjusting Entries and the Audit
Consider the auditor’s review of a company’s adjusting entries. For which one of the following would 
a concerned auditor be required to make a search of items not included in the accounting records?
 a. Overstated assets
 b. Overstated liabilities
 c. Understated assets
 d. Understated liabilities

Closing Entries: Revenues
Below is a list of accounts with corresponding ending balances.
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Reporting Income: Cash versus Accrual Accounting
On December 31, 2012, Ryan Stewart completed the fi rst year of operations for his new computer 
retail store. Th e following data were obtained from the company’s accounting records:

Sales to customers $303,000
Collections from customers 262,000
Interest earned and received on savings 

accounts 3,500
Cost of goods sold 152,000
Amounts paid to suppliers for inventory 170,000
Wages owed to employees at year-end 5,500   

Wages paid to employees $75,000
Utility bill owed: to be paid next month 1,750
Interest due at 12/31 on loan to be paid 

in March of next year 2,400
Amount paid for one and one-half years’ 

rent, beginning Jan. 1, 2012 36,000
Income taxes owed at year-end 7,000

E x e r c i s e s
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Account Account Balance

a. Prepaid Insurance $3,200
b. Cash  1,650
c. Sales Revenue 5,500
d. Retained Earnings 4,100

Prepare one summary entry to close those accounts that should be closed at the end of the year.

Closing Entries: Expenses
Below is a list of accounts with corresponding ending balances.

Account Account Balance

a. Insurance Expense $1,300
b. Cash  750
c. Accounts Receivable 4,000
d. Cost of Goods Sold 2,300

Prepare one summary entry to close those accounts that should be closed at the end of the year.

Closing Entries: Everything
Below is a list of accounts with corresponding ending balances.

Account Account Balance

a. Inventory $1,800
b. Dividends 900
c. Sales Revenue 7,900
d. Wages Expense 5,100
e. Cash 1,900

 (1)  Prepare all entries necessary to close those accounts that should be closed at the end of the 
year. 

 (2) Compute the ending balance in the retained earnings account.

Post-Closing Trial Balance
Refer to PE 4-16. Prepare a post-closing trial balance. For this exercise, ignore the adjustments 
described in PE 4-16; just use the reported trial balance.

Account Account Balance

e. Interest Payable $1,500
f. Building 450
g. Interest Receivable 200

Account Account Balance

f. Cost of Goods Sold $3,200
g. Rent Revenue 800
h. Retained Earnings 

(beginning) 1,300

Account Account Balance

e. Accounts Payable $2,300
f. Capital Stock 1,000
g. Interest Revenue 100
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 1.  How much net income (loss) should Ryan report for the year ended December 31, 2012, 
according to (a) cash-basis accounting and (b) accrual-basis accounting?

 2. Which basis of accounting provides the better measure of operating results for Ryan?

Reporting Income: Cash versus Accrual Accounting
On December 31, Daniel McGrath completed the fi rst year of operations for his new business. Th e 
following data are available from the company’s accounting records:

 

 1.  How much net income (loss) should Daniel report for the year ended December 31 
according to (a) cash-basis accounting and (b) accrual-basis accounting?

 2. Which basis of accounting provides the better measure of operating results for Daniel?

Classifi cations of Accounts Requiring Adjusting Entries
For each type of adjustment listed, indicate whether it is an unrecorded receivable, an unrecorded 
liability, an unearned revenue, or a prepaid expense at December 31, 2012.
 1. Property taxes that are for the year 2012, but are not to be paid until 2013.
 2. Rent revenue earned during 2012, but not collected until 2013.
 3.  Salaries earned by employees in December 2012, but not to be paid until January 5, 2013.
 4.  A payment received from a customer in December 2012 for services that will not be per-

formed until February 2013.
 5.  An insurance premium paid on December 29, 2012, for the period January 1, 2013, to 

December 31, 2013.
 6.  Gasoline charged on a credit card during December 2012. Th e bill will not be received 

until January 15, 2013.
 7.  Interest on a certifi cate of deposit held during 2012. Th e interest will not be received until 

January 7, 2013.
 8.  A deposit received on December 15, 2012, for rental of storage space. Th e rental period is 

from January 1, 2013, to December 31, 2013.

Adjusting Entries: Prepaid Expenses and Unearned Revenues
Kearl Associates is a professional corporation providing management consulting services. Th e com-
pany initially debits assets in recording prepaid expenses and credits liabilities in recording un-
earned revenues. Give the entry that Kearl would use to record each of the following transactions 
on the date it occurred. Prepare the adjusting entries needed on December 31, 2012.
 1.  On July 1, 2012, the company paid a three-year premium of $5,400 on an insurance 

policy that is eff ective July 1, 2012, and expires June 30, 2015.
 2.  On February 1, 2012, Kearl paid its property taxes for the year February 1, 2012, to Janu-

ary 31, 2013. Th e tax bill was $2,400.
 3.  On May 1, 2012, the company paid $360 for a three-year subscription to an advertising 

journal. Th e subscription starts May 1, 2012, and expires April 30, 2015.
 4.  Kearl received $3,600 on September 15, 2012, in return for which the company agreed to 

provide consulting services for 18 months beginning immediately.
 5.  Kearl rented part of its offi  ce space to Davis Realty. Davis paid $900 on November 1, 

2012, for the next six months’ rent.
 6.  Kearl loaned $80,000 to a client. On November 1, the client paid $14,400, which repre-

sents two years’ interest in advance (November 1, 2012, through October 31, 2014).

Sales to customers $265,000
Collections from customers 185,000
Interest earned and received on 
 savings accounts 1,100
Amount paid on January 1 for one and 
 one-half years’ rent 18,000
Utility bill owed: to be paid next month 1,350   

Cost of goods sold $123,000
Amount paid to suppliers for materials 104,500
Wages paid to employees 71,000
Wages owed to employees at 
 year-end 3,500
Interest due at 12/31 on a loan to be 
 paid the middle of next year 950
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Adjusting Entries: Prepaid Expenses and Unearned Revenues
Yaqui Company provides computer network consulting services. Th e company initially debits as-
sets in recording prepaid expenses and credits liabilities in recording unearned revenues. Give the 
appropriate entry that Yaqui would use to record each of the following transactions on the date it 
occurred. Prepare the adjusting entries needed on December 31, 2012. (Round all numbers to the 
nearest dollar.)
 1.  On March 15, 2012, Yaqui received $54,000 for a contract to provide consulting services 

for 18 months beginning immediately.
 2.  On April 1, 2012, the company paid $285 for a two-year subscription to a computer 

networking journal. Th e subscription starts April 1, 2012, and expires March 31, 2014.
 3.  On May 1, 2012, Yaqui paid $7,500 in property taxes for the year May 1, 2012, to April 

30, 2013.
 4.  Yaqui rented part of its offi  ce building to Th inkers Advertising Inc. Th inkers paid $3,350 

on August 1, 2012, for the next six months’ rent.
 5.  On September 1, 2012, the company paid a two-year premium of $30,000 on an insur-

ance policy that is eff ective September 1, 2012, and expires August 31, 2014.
 6.  Yaqui loaned $175,000 to a client. On October 1, 2012, the client paid $13,300 for inter-

est in advance (October 1, 2012, to September 30, 2013).

Adjusting Entries
Shop Rite Services is ready to prepare its fi nancial statements for the year ended December 31, 
2012. Th e following information can be determined by analyzing the accounts:
 1.  On August 1, 2012, Shop Rite received a $4,800 payment in advance for rental of offi  ce 

space. Th e rental period is for one year beginning on the date payment was received. Shop 
Rite recorded the receipt as unearned rent.

 2.  On March 1, 2012, Shop Rite paid its insurance agent $3,000 for the premium due on a 
24-month corporate policy. Shop Rite recorded the payment as prepaid insurance.

 3.  Shop Rite pays its employee wages the middle of each month. Th e monthly payroll (ignor-
ing payroll taxes) is $22,000.

 4.  Shop Rite received a note from a customer on June 1, 2012, as payment for services. Th e 
amount of the note is $1,000 with interest at 12%. Th e note and interest will be paid on 
June 1, 2014.

 5.  On December 20, 2012, Shop Rite received a $2,500 check for services. Th e transaction 
was recorded as unearned revenue. By year-end, Shop Rite had completed three-fourths of 
the contracted services. Th e rest of the services won’t be completed until at least the middle 
of January 2013.

 6.  On September 1, Shop Rite purchased $500 worth of supplies. At December 31, 2012, 
one-fourth of the supplies had been used. Shop Rite initially recorded the purchase of 
supplies as an asset.

Where appropriate, prepare adjusting journal entries at December 31, 2012, for each of these items.

Adjusting Entries
Consider the following two independent situations:
 1.  On June 1, Hatch Company received $3,600 cash for a two-year subscription to its 

monthly magazine. Th e term of the subscription begins on June 1. Make the entry to 
record the receipt of the subscription on June 1. Also make the necessary adjusting entry 
at December 31. Th e company uses an account called Unearned Subscription Revenue.

 2.  Clark Company pays its employees every Friday for a fi ve-day workweek. Salaries of $150,000 
are earned equally throughout the week. December 31 of the current year is a Tuesday.

  a. Make the adjusting entry at December 31.
  b.  Make the entry to pay the week’s salaries on Friday, January 3, of the next year.  Assume 

that all employees are paid for New Year’s Day.
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Adjusting Entries
Consider the following items for Trigo Rock Inc.:
 1.  On July 1 of the current year, Trigo Rock borrowed $225,000 at 8% interest. As of De-

cember 31, no interest expense has been recognized.
 2.  On September 1 of the current year, Trigo Rock rented to another company some excess 

space in one of its buildings. Trigo Rock received $21,000 cash on September 1. Th e rental 
period extends for six months, starting on September 1. Trigo Rock credited the account 
Unearned Rent Revenue upon receipt of the rent paid in advance.

 3.  At the beginning of the year, Trigo Rock had $1,005 of supplies on hand. During the year, 
 another $4,300 of supplies were purchased for cash and recorded in the asset account Offi  ce Sup-
plies. At the end of the year, Trigo Rock determined that $1,320 of supplies remained on hand.

 4.  On February 1 of the current year, Trigo Rock loaned Nopal Company $90,000 at 7% 
interest. Th e loan amount, plus accrued interest, will be repaid in one year.

For each of the items, make the appropriate adjusting journal entry, if any, necessary in Trigo Rock’s 
books as of December 31.

Adjusting Entries
Davis Company opened a Web page design business on January 1 of the current year. Th e following 
information relates to Davis Company’s operations during the current year:
 1.  On February 1, Davis Company rented a new offi  ce. Before moving in, it prepaid a year’s 

rent of $24,000 cash.
 2.  On March 31, Davis Company borrowed $50,000 from a local bank at 15%. Th e loan is 

to be repaid, with interest, after one year. As of December 31, no interest payments had 
yet been made.

 3.  Davis Company bills some of its customers in advance for its design services. During the 
year, Davis received $60,000 cash in advance from its customers. As of December 31, 
Davis’s accountant determined that 40% of that amount had not yet been earned.

 4.  On June 15, Davis Company purchased $1,400 of supplies for cash. On September 14, 
Davis made another cash purchase of $1,100. As of December 31, Davis’s accountant 
determined that $1,700 of supplies had been used during the year.

 5.  Before closing its books, Davis Company found a bill for $800 from a freelance programmer 
who had done work for the company in November. Davis had not yet recorded anything in 
its books with respect to this bill. Davis plans to pay the bill in January of next year.

For each of the items, make the initial entry, where appropriate, to record the transaction and, if 
necessary, the adjusting entry at December 31.

Adjusting Entries
Wallin Enterprises disclosed the following information on December 31, 2012 (before any adjust-
ing entries were made):
 1.  In June, Wallin purchased an insurance premium for $54,000 for the 18 months begin-

ning July 1, 2012.
 2.  On November 1, Wallin received $12,000 from Judy Phan for six months of rent begin-

ning on November 1.
 3.  On February 1, Wallin borrowed $50,000 at 10% interest. Wallin has not recognized any 

interest expense this year.
 4.  On October 1, Wallin loaned Chris Spiker $15,000 at 12% interest. No interest revenue 

has been collected or recorded.
For each item listed, prepare the necessary adjusting entries to be made on December 31, 2012.

Adjusting Entries
Consider the following information related to the Silver Scholar Company:
 1.  At the beginning of the year, the company had $245 in supplies on hand. During the year, 

the company purchased $1,950 in supplies. At the end of the year, the company had $760 
in supplies on hand.
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 2.  Th e company pays its employees on the 15th of each month. Th e monthly payroll (ignor-
ing payroll taxes) is $38,000.

 3.  On November 1, the company received a $42,000 check for services. Th e transaction was 
recorded as unearned revenue. By year-end, the Silver Scholar Company had completed 
one-fourth of the required work related to this service. Silver Scholar expects to complete 
the rest of the work within the fi rst two months of the next year.

 4.  On December 15, Silver Scholar paid $5,600 for factory rental related to January of the 
next year.

For each item listed, prepare the necessary adjusting entries to be made on December 31.

Adjusting Entries
Consider the following information related to Pendleton Consulting:
 1.  On October 1, 2012, Pendleton Consulting entered into an agreement to provide consulting 

services for six months to Soelberg Company. Soelberg agreed to pay Pendleton $750 for each 
month of service. Payment will be made at the end of the contract (March 31, 2013).

 2.  On April 30, Pendleton borrowed $40,000 from a local bank at 12%. Th e loan is to be repaid, 
with interest, after one year. As of December 31, no interest expense had been recognized.

 3.  On February 25, Pendleton paid $36,000 for 12 months of rent beginning on March 1. 
On February 25, Pendleton made a journal entry debiting Prepaid Rent Expense.

 4.  At the beginning of 2012, Pendleton had $825 in supplies on hand. During 2012, Pend-
leton purchased $7,290 in supplies. On December 31, 2012, Pendleton had $1,035 in 
supplies on hand.

For each item listed, prepare the necessary adjusting entries to be made on December 31, 2012.

Analysis of Accounts
Answer the following questions:
 1.  If offi  ce supplies on hand amounted to $2,750 at the beginning of the period and total pur-

chases of offi  ce supplies during the period amounted to $14,200, determine the ending balance 
of offi  ce supplies on hand if offi  ce supplies expense for the period amounted to $13,225.

 2.  If beginning and ending accounts receivable were $76,000 and $82,000, respectively, and 
total sales made on account for the period amounted to $174,000, determine the amount 
of cash collections from customers on account for the period.

 3.  Assume all rent revenues are received in advance and accounted for as unearned rent, and 
beginning and ending balances of unearned rent are $8,000 and $9,500, respectively. If 
total rent revenue for the period amounts to $23,000, determine the amount of rent col-
lections in advance for the period.

Classifying Account Balances
For each of the following accounts, indicate whether it would be found in the income statement 
or in the balance sheet.

Real and Nominal Accounts
Classify each of the following accounts as either a real account (R) or a nominal account (N):

 1. Cash
 2. Inventory
 3. Salaries Expense
 4. Prepaid Salaries
 5. Retained Earnings
 6.  Offi  ce Supplies 

 Expense
 7. Accounts Receivable
 8. Cost of Goods Sold

  9.  Maintenance  Expense
 10. Interest Receivable
 11. Capital Stock
 12. Accounts Payable
 13. Buildings
 14. Mortgage Payable
 15. Interest Expense
 16. Accounts Payable
 17. Notes Receivable

 18. Offi  ce Supplies
 19. Sales Revenue
 20. Insurance Expense
 21. Machinery
 22. Land
 23. Salaries Payable
 24. Prepaid Insurance
 25. Notes Payable
 26. Dividends



168 Part 1  Financial Reporting and the Accounting Cycle

L O  4

E  4 - 3 9

L O  4

E  4 - 4 0

L O  4

E  4 - 4 1

 1. Cash
 2. Sales Revenue
 3. Accounts Receivable
 4. Cost of Goods Sold
 5. Prepaid Insurance
 6. Capital Stock
 7. Retained Earnings
 8. Insurance Expense
 9. Salaries Payable

 10. Interest Expense
 11.  Insurance Premiums 

Payable
 12. Salaries Expense
 13. Accounts Payable
 14. Prepaid Salaries
 15. Utilities Expense
 16. Notes Payable
 17. Inventory

 18.  Property Tax 
Expense

 19. Rent Expense
 20. Interest Payable
 21. Income Taxes Payable
 22. Dividends
 23. Buildings
 24. Offi  ce Supplies
 25. Income Tax Expense

Closing Entry
Th e income statement for Basket Weavers Inc. for the year ended June 30, 2012, is provided.

Basket Weavers Inc.
Income Statement

For the Year Ended June 30, 2012

Sales revenue  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 786,000
Cost of goods sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (402,000)
Selling and general expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     (53,800)

Income before income taxes . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 330,200
Income tax expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   (115,570)

Net income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 214,630

 1. Prepare a journal entry to close the accounts to Retained Earnings.
 2.  What problem may arise in closing the accounts if the information from the income state-

ment is used?

Closing Entry 
Revenue and expense accounts of Reschke Training Services for November 30, 2012, are given as 
follows. Prepare a compound journal entry that will close the revenue and expense accounts to the 
retained earnings account.

Debit Credit

Sales Revenue . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $372,000
Cost of Goods Sold  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $189,500
Salaries Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 42,000
Interest Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,500
Rent Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12,600
Insurance Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,800
Property Tax Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 900
Supplies Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,600
Advertising Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 13,000

Closing Entries
Johstoneaux, Inc., reports the following numbers for 2012:

Johstoneaux, Inc.
Income Statement

For the Year Ended December 31, 2012

Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 420,300
Cost of goods sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (230,000)
Insurance expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (3,000)
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Selling and administrative expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  (90,000)

Income before taxes . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $   97,300
Income tax expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     (30,100)

Net income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $   67,200

Prepare journal entries to close the revenue and expense accounts to the retained earnings account.

Closing Entries
Th e following information relates to the Wycherly Company:

Wycherly Company
Income Statement

For the Year Ended December 31, 2012

Sales revenue  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  906,000
Interest revenue . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .       23,000

Net revenue . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  929,000
Cost of goods sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (450,000)
Selling and administrative expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .    (140,000)

Income before taxes . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  339,000
Income tax expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .    (135,600)

Net income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  203,400

Prepare journal entries to close the revenue and expense accounts to the retained earnings account.

Closing Dividends and Preparing a Post-Closing Trial Balance
A listing of account balances taken from the adjusted ledger account balances of Contemporary 
Literature Enterprises shows the following:

Cash . . . . . . . . . . . . . . . . . . . . . . . $   63,710 Salaries Payable . . . . . . . . . . . $   27,100
Accounts Receivable  . . . . . . . . . . . 154,230 Taxes Payable . . . . . . . . . . . . 36,990
Inventory . . . . . . . . . . . . . . . . . . . . 196,800 Unearned Rent . . . . . . . . . . . . 18,400
Prepaid Insurance. . . . . . . . . . . . . . 10,070 Mortgage Payable  . . . . . . . . . 190,500
Land . . . . . . . . . . . . . . . . . . . . . . . 234,000 Capital Stock . . . . . . . . . . . . . 130,000
Accounts Payable . . . . . . . . . . . . . . 68,540 Dividends. . . . . . . . . . . . . . . . 55,000
Notes Payable . . . . . . . . . . . . . . . . 92,000 Retained Earnings  . . . . . . . . . 150,280

All revenue and expense accounts have been closed to Retained Earnings. Dividends has not yet 
been closed.
 1. Prepare the closing entry for Dividends.
 2. Prepare a post-closing trial balance for December 31, 2012.

Closing Dividends and Preparing a Post-Closing Trial Balance
Below is a listing of account balances taken from the adjusted ledger account balances of Jolley 
Manufacturing Corporation.

Cash . . . . . . . . . . . . . . . . . . . . . . $  16,400 Income Taxes Payable  . . . . . . . . . . $  7,000
Accounts Receivable  . . . . . . . . . . 23,500 Mortgage Payable  . . . . . . . . . . . . . 82,500
Inventory . . . . . . . . . . . . . . . . . . . 71,000 Notes Payable . . . . . . . . . . . . . . . . 23,000
Prepaid Advertising  . . . . . . . . . . . 4,000 Unearned Rent . . . . . . . . . . . . . . . . 4,200
Building . . . . . . . . . . . . . . . . . . . . 110,000 Capital Stock . . . . . . . . . . . . . . . . . 80,000
Land . . . . . . . . . . . . . . . . . . . . . . 45,000 Dividends. . . . . . . . . . . . . . . . . . . . 14,800
Accounts Payable . . . . . . . . . . . . . 24,000 Retained Earnings  . . . . . . . . . . . . . 56,000
Wages Payable  . . . . . . . . . . . . . . 8,000
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All revenues and expense accounts have been closed to Retained Earnings. Dividends has not yet 
been closed.
 1.  Prepare the closing entry for Dividends.
 2.  Prepare a post-closing trial balance for December 31, 2012.

P r o b l e m s

Cash- and Accrual-Basis Accounting
In the course of your examination of the books and records of Karen Company, you fi nd the fol-
lowing data:

Salaries earned by employees in 2012  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  61,000
Salaries paid in 2012 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 53,000
Total sales revenue in 2012  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 927,000
Cash collected from sales in 2012  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 952,000
Utilities expense incurred in 2012 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7,500
Utility bills paid in 2012  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,300
Cost of goods sold in 2012  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 602,000
Cash paid on purchases in 2012 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 613,000
Inventory at December 31, 2012  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 416,000
Tax assessment for 2012 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,210
Taxes paid in 2012 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,930
Rent expense for 2012 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 36,000
Rent paid in 2012  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 41,000

Required:
 1. Compute Karen’s net income for 2012 using cash-basis accounting.
 2. Compute Karen’s net income for 2012 using accrual-basis accounting.
 3.  Interpretive Question: Why is accrual-basis accounting normally used? Can you see any 

opportunities for improperly reporting income under cash-basis accounting? Explain.

Adjusting Entries
Th e information presented below is for MedQuest Pharmacy, Inc.
 a.  Salaries for the period December 26, 2012, through December 31, 2012, amounted to 

$17,840 and have not been recorded or paid. (Ignore payroll taxes.)
 b.  Interest of $5,225 is payable for three months on an 11%, $190,000 loan and has not 

been recorded.
 c.  Rent of $36,000 was paid for six months in advance on December 1 and debited to Pre-

paid Rent.
 d.  Rent of $76,000 was credited to an unearned revenue account when received. Of this 

amount, $42,100 is still unearned at year-end.
 e.  Th e expired portion of an insurance policy is $2,400. Prepaid Insurance was originally debited.
 f.  Interest revenue of $400 from a $4,000 note has been earned but not collected or recorded.

Required:
Prepare the adjusting entries that should be made on December 31, 2012. (Omit explanations.)

Adjusting Entries
Th e information presented below is for Steff en Sweet Shop.
 a.  Interest of $12,600 is payable for September 2012 through December 2012 on a 7%, 

$540,000 loan and has not been recorded.
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 b.  Rent of $76,900 was credited to an unearned revenue account when received. Of this 
amount, $37,750 is still unearned at year-end.

 c.  Interest revenue of $11,200 from a $140,000 note has been earned but not collected or 
recorded.

 d.  Th e expired portion of an insurance policy is $6,320. Prepaid Insurance was originally debited.
 e.  Rent of $45,000 was paid for six months in advance on October 15, 2012, and debited to 

Prepaid Rent.
 f.  Salaries for the period December 26, 2012, to December 31, 2012, amounted to $21,700 

and have not been recorded or paid. (Ignore payroll taxes.)

Required:
Prepare the adjusting entries that should be made on December 31, 2012. (Omit explanations.)

Year-End Analysis of Accounts
An analysis of cash records and account balances of Wells, Inc., for 2012 is as follows:

Account Balances 
Jan. 1, 2012

Account Balances 
Dec. 31, 2012

Cash Received 
or Paid in 2012

Wages Payable  . . . . . . . . . . . . $2,600 $3,000
Unearned Rent . . . . . . . . . . . . . 4,500 5,000
Prepaid Insurance. . . . . . . . . . . 100 120
Paid for wages . . . . . . . . . . . . . $29,600
Received for rent . . . . . . . . . . . 12,000
Paid for insurance  . . . . . . . . . . 720

Required:
Determine the amounts that should be included on the 2012 income statement for (1) wages 
expense, (2) rent revenue, and (3) insurance expense.

Year-End Analysis of Accounts
An analysis of cash records and account balances of High-Rise Properties, Inc., for 2012 is as follows:

Account Balances 
Jan. 1, 2012

Account Balances 
Dec. 31, 2012

Cash Received 
or Paid in 2012

Salaries Payable . . . . . . . . . . . . . . $22,800 $26,300
Unearned Rent . . . . . . . . . . . . . . . 6,750 8,200
Prepaid Insurance. . . . . . . . . . . . . 2,900 1,700
Paid for salaries . . . . . . . . . . . . . . $112,000
Received for rent . . . . . . . . . . . . . 56,400
Paid for insurance  . . . . . . . . . . . . 17,500

Required:
Determine the amounts that should be included on the 2012 income statement for (1) salaries 
expense, (2) rent revenue, and (3) insurance expense.

Account Classifi cations and Debit-Credit Relationships
Using the format provided, for each account identify (1) whether the account is a balance sheet 
(B/S) or an income statement (I/S) account;  (2) whether it is an asset (A), a liability (L), an own-
ers’ equity (OE), a revenue (R), or an expense (E) account; (3) whether the account is a real or 
a  nominal account; (4) whether the account will be “closed” or left “open” at year-end; and (5) 
whether the account normally has a debit or a credit balance. Th e following example is provided:
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Account Title
(1)

B/S or l/S
(2)

A, L, OE, R, E
(3)

Real or Nominal
(4)

Closed or Open
(5)

Debit/Credit

Cash B/S A Real Open Debit

 1. Accounts Receivable
 2. Accounts Payable
 3. Prepaid Insurance
 4. Mortgage Payable
 5. Rent Expense
 6. Sales Revenue
 7. Cost of Goods Sold
 8. Dividends
 9. Capital Stock

 10. Inventory
 11. Retained Earnings
 12. Prepaid Rent
 13. Supplies on Hand
 14. Utilities Expense
 15. Income Taxes Payable
 16. Interest Revenue
 17. Notes Payable
 18. Income Tax Expense

 19. Wages Payable
 20.  Unearned Rent 

 Revenue
 21. Land
 22.  Unearned Consulting 

Fees
 23. Interest Receivable
 24. Consulting Fees

Closing Entries
Th e income statement for Joe’s Asphalt, Inc., for the year ended December 31, 2012, is as follows:

Joe’s Asphalt, Inc.
Income Statement

For the Year Ended December 31, 2012

Sales revenue  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $904,000
Less expenses:

Cost of goods sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $726,000
Salaries expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 144,000
Interest expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,500
Offi ce supplies expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7,640
Insurance expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9,860
Property tax expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   22,400
Total expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  920,400

Net loss. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $(16,400)

Dividends of $36,000 were paid on December 30, 2012.

Required:
 1.  Give the entry required on December 31, 2012, to properly close the income statement 

accounts.
 2. Give the entry required to close the dividends account at December 31, 2012.

Closing Entries
Th e income statement for Jiff y Woodworkers Inc., for the year ended December 31, 2012, is as follows:

Jiffy Woodworkers Inc.
Income Statement

For the Year Ended December 31, 2012

Sales revenue  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $876,530
Less expenses:

Cost of goods sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $585,700
Wages expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 108,450
Utilities expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,120
Insurance expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7,340
Property tax expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,600
Rent expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $52,500
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Advertising expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 13,300
Interest expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     7,150
Total expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   788,160

Net income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  88,370

Dividends of $24,800 were paid on December 30, 2012.

Required:
 1.  Give the entry required on December 31, 2012, to properly close the income statement 

accounts.
 2. Give the entry required to close the dividends account at December 31, 2012.

Unifying Concepts: Adjusting and Closing Entries 
Th e unadjusted and adjusted trial balances of White Company as of December 31, 2012, are pre-
sented below.

White Company
Trial Balance

December 31, 2012

Unadjusted Adjusted

Debits Credits Debits Credits

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . $  21,250 $  21,250
Accounts Receivable  . . . . . . . . . . . . . . 11,250 11,250
Supplies on Hand . . . . . . . . . . . . . . . . . 5,195 3,895
Prepaid Rent  . . . . . . . . . . . . . . . . . . . . 17,545 7,545
Prepaid Insurance. . . . . . . . . . . . . . . . . 1,985 1,100
Buildings (net)  . . . . . . . . . . . . . . . . . . . 95,000 95,000
Land . . . . . . . . . . . . . . . . . . . . . . . . . . 45,720 45,720
Accounts Payable . . . . . . . . . . . . . . . . . $    9,350 $    9,350
Wages Payable . . . . . . . . . . . . . . . . . . . . 5,700
Income Taxes Payable . . . . . . . . . . . . . . . 580
Interest Payable . . . . . . . . . . . . . . . . . . . 450 1,050
Notes Payable . . . . . . . . . . . . . . . . . . . . 65,000 65,000
Capital Stock . . . . . . . . . . . . . . . . . . . . . . . 84,320 84,320
Consulting Fees Earned  . . . . . . . . . . . . . . 142,380 142,380
Wages Expense  . . . . . . . . . . . . . . . . . . . 92,335 98,035
Rent Expense . . . . . . . . . . . . . . . . . . . . 10,000
Interest Expense  . . . . . . . . . . . . . . . . . 3,500 4,100
Insurance Expense . . . . . . . . . . . . . . . . 585 1,470
Supplies Expenses . . . . . . . . . . . . . . . . 4,365 5,665
Income Tax Expense . . . . . . . . . . . . . . .       2,770                       3,350                

Totals. . . . . . . . . . . . . . . . . . . . . . . . $301,500 $301,500 $308,380 $308,380

Required:
 1.  Prepare the journal entries that are required to adjust the accounts at December 31, 2012.
 2. Prepare the journal entry that is required to close the accounts at December 31, 2012.

Unifying Concepts: Analysis of Accounts 
Th e bookkeeper for Boomer Sky Company accidentally pressed the wrong computer key and erased 
the amount of Retained Earnings. You have been asked to analyze the following data and provide 
some key numbers for the board of directors meeting, which is to take place in 30 minutes. With the 
exception of Retained Earnings, the following account balances are available at December 31, 2012.
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Cash  . . . . . . . . . . . . . . . . . . . . . . . . $  39,000 Accounts Receivable . . . . . . . . . . . . . $  74,000
Furniture (net)  . . . . . . . . . . . . . . . . . 26,000 Inventory . . . . . . . . . . . . . . . . . . . . . . 95,000
Accounts Payable . . . . . . . . . . . . . . 105,000 Notes Payable . . . . . . . . . . . . . . . . . . 220,000
Land . . . . . . . . . . . . . . . . . . . . . . . . . 185,000 Supplies on Hand . . . . . . . . . . . . . . . 8,000
Buildings (net) . . . . . . . . . . . . . . . . . 310,000 Capital Stock . . . . . . . . . . . . . . . . . . . 275,000
Sales Revenue . . . . . . . . . . . . . . . . . 520,000 Dividends . . . . . . . . . . . . . . . . . . . . . . 25,000
Salaries Expense  . . . . . . . . . . . . . . 80,000 Retained Earnings . . . . . . . . . . . . . . .        ?       
Cost of Goods Sold  . . . . . . . . . . . . 370,000

Required:
 1. Compute the amount of total assets at December 31, 2012.
 2. Compute the amount of net income for the year ended December 31, 2012.
 3.  After all closing entries are made, what is the amount of Retained Earnings at December 

31, 2012?
 4. What was the beginning retained earnings balance at January 1, 2012?

Unifying Concepts: Analysis and Correction of Errors
At the end of November 2012, the general ledger of Peacock Clothing Company showed the fol-
lowing amounts:

Assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $103,070
Liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . 53,300
Owners’ Equity  . . . . . . . . . . . . . . . . . . . . . . 76,300

Th e company’s bookkeeper is new on the job and does not have much accounting experience. Be-
cause the bookkeeper has made numerous errors, total assets do not equal liabilities plus owners’ 
equity. Th e following is a list of errors made.
 a.  Inventory that cost $64,000 was sold, but the entry to record cost of goods sold was not made.
 b.  Credit sales of $23,400 were posted to the general ledger as $32,400. Th e accounts receiv-

able were posted correctly.
 c.  Inventory of $14,800 was purchased on account and received before the end of Novem-

ber, but no entry to record the purchase was made until December.
 d. November salaries payable of $4,000 were not recorded until paid in December.
 e. Common stock was issued for $25,000 and credited to Accounts Payable.
 f.  Inventory purchased for $42,030 was incorrectly posted to the asset account as $24,500. 

No error was made in the liability account.

Required:
Determine the correct balances of assets, liabilities, and owners’ equity at the end of November.

Unifying Concepts: The Accounting Cycle
Th e post-closing trial balance of Anderson Company at December 31, 2011, is shown here.

Anderson Company
Post-Closing Trial Balance

December 31, 2011

Debits Credits

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  15,000
Accounts Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000
Land . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150,000
Accounts Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  25,000
Notes Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 35,000
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Capital Stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $125,000
Retained Earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .                    30,000

 Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $215,000 $215,000

During 2012, Anderson Company had the following transactions:
 a. Inventory purchases were $80,000, all on credit (debit Inventory).
 b. An additional $10,000 of capital stock was issued for cash.
 c.  Merchandise that cost $100,000 was sold for $180,000; $100,000 were credit sales and the bal-

ance were cash sales. (Debit Cost of Goods Sold and credit Inventory for sale of merchandise.)
 d. Th e notes were paid, including $7,000 interest.
 e. $105,000 was collected from customers.
 f. $95,000 was paid to reduce accounts payable.
 g. Salaries expense was $30,000, all paid in cash.
 h. A $10,000 cash dividend was declared and paid.

Required:
 1. Prepare journal entries to record each of the 2012 transactions.
 2.  Set up T-accounts with the proper balances at January 1, 2012, and post the journal en-

tries to the T-accounts.
 3.  Prepare an income statement for the year ended December 31, 2012, and a balance sheet 

as of that date. Also prepare a statement of retained earnings.
 4. Prepare the entries necessary to close the nominal accounts, including Dividends.
 5.  Post the closing entries to the ledger accounts [label (i) and (j)] and prepare a post-closing 

trial balance at December 31, 2012.

A n a l y t i c a l  A s s i g n m e n t s

Preparing Forecasts
Th is spreadsheet assignment is a continuation of the spreadsheet assignments given in earlier chap-
ters. If you completed those spreadsheets, you have a head start on this one.
 1.  Refer back to the balance sheet and income statement created using the fi nancial state-

ment numbers for Handyman Company for 2012 [given in part (1) of the Cumulative 
Spreadsheet Project assignment in Chapter 2]. With these historical numbers for 2012 as 
a starting point, Handyman wishes to prepare a forecasted balance sheet and a forecasted 
income statement for 2013. In preparing the forecasted fi nancial statements for 2013, 
consider the following additional information:

  a. Sales in 2013 are expected to increase by 40% over 2012 sales of $700.
  b.  In the forecasted balance sheet for 2013, cash, receivables, inventory, and accounts 

payable will all increase at the same rate as sales (40%) relative to 2012. Th ese increases 
occur because, with the planned 40% increase in the volume of business and no plans 
to signifi cantly change its methods of operation, Handyman will probably also experi-
ence a 40% increase in the levels of its current operating assets and liabilities.

  c.  In 2013, Handyman expects to acquire new property, plant, and equipment costing $80.
  d.  Accumulated depreciation is the cumulative amount of depreciation expense that 

Handyman has reported over its years in business. Th us, the forecasted amount of 
accumulated depreciation for 2013 can be computed as accumulated depreciation as 
of the end of 2012 plus the forecasted depreciation expense for 2013.

  e.  New short-term loans payable will be acquired in an amount suffi  cient to make Handyman’s 
current ratio (current assets divided by current liabilities) in 2013 exactly equal to 2.0.

  f. No new long-term debt will be acquired in 2013.
(continued )
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  g.  No cash dividends will be paid in 2013. Remember that the amount of retained earn-
ings at the end of any year is the beginning retained earnings amount plus net income 
minus dividends.

  h.  In this exercise, the forecasted amount of paid-in capital is the “plug” fi gure. In other 
words, the forecasted balance in paid-in capital at the end of 2013 is the amount nec-
essary to make the forecasted balance sheet balance such that forecasted total assets 
equal forecasted total liabilities. A key reason for preparing forecasted fi nancial state-
ments is to identify in advance whether any additional fi nancing will be required.

  i.  Th e $160 in operating expenses reported in 2012 breaks down as follows: $5 depre-
ciation expense, $155 other operating expenses.

  j.  In the forecasted income statement for 2013, cost of goods sold and other operating 
expenses will both increase at the same rate as sales (40%) relative to 2012. Th is is an-
other way of saying that the amount of these expenses, relative to the amount of sales, 
will probably stay about the same year to year unless Handyman plans to signifi cantly 
change the way it does business.

  k.  Th e amount of Handyman’s depreciation expense is determined by how much prop-
erty, plant, and equipment the company has. In 2012, Handyman had $5 of depreci-
ation expense on $199 of property, plant, and equipment, meaning that depreciation 
was equal to 2.5% ($5/$l99) of the amount of property, plant, and equipment. It is 
expected that the same relationship will hold in 2013.

  l.  Interest expense depends on how much interest-bearing debt a company has. In 2012, 
Handyman reported interest expense of $9 on long-term debt of $207. (Note: To 
simplify this exercise, we will ignore interest expense on the short-term loan payable.) 
Because Handyman is expected to have the same amount of long-term debt in 2013, 
our best guess is that interest expense will remain the same.

  m.  Income tax expense is determined by how much pretax income a company has. And 
the most reasonable assumption to make is that a company’s tax rate, equal to income 
tax expense divided by pretax income, will stay constant from year to year. Handy-
man’s income tax rate in 2012 was 33% ($4/$12).

 2.  Repeat (1) assuming that forecasted sales growth in 2013 is 20% instead of 40%. Clearly 
state any assumptions that you make.

Using Financial Statements for Investment Decisions
Several doctors are considering the purchase of a small real estate business as an investment. Be-
cause you have some training in the accounting cycle, they have hired you to review the real estate 
company’s accounting records and to prepare a balance sheet and an income statement for their use. 
In analyzing various business documents, you verify the following data.

Th e account balances at the beginning of the current year were as follows:

Cash in Bank . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  7,800
Notes Receivable (from Current Owner)  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,000
Supplies on Hand . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 750
Prepaid Offi ce Rent . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,500
Accounts Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 450
Owners’ Equity  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 22,600

During the current year, the following summarized transactions took place:
 a.  Th e owner paid $1,200 to the business to cover the interest on the note receivable ($10,000 

× 0.12 × 1 year). Nothing was paid on the principal.
 b.  Real estate commissions earned during the year totaled $45,500. Of this amount, $1,000 

has not been received by year-end.
 c.  Th e company purchased $500 of supplies during the year. A count at year-end shows $300 

worth still on hand.
 d. Th e $4,500 paid for offi  ce rental was for 18 months, beginning in January of this year.



 Completing the Accounting Cycle Chapter 4 177

A A  4 - 5 9

D i s c u s s i o n

A A  4 - 6 0

J u d g m e n t  C a l l

A A  4 - 6 1

J u d g m e n t  C a l l

A A  4 - 6 2

R e a l  C o m p a n y 

A n a l y s i s

 e. Utilities paid during the year amounted to $1,500.
 f.  During the year, $400 of accounts payable were paid; the balance in Accounts Payable at 

year-end is $300, with the adjustment being debited to Miscellaneous Offi  ce Expense.
 g.  Th e owner paid himself $1,500 a month as a salary and paid a part-time secretary $2,400 

for the year. (Ignore payroll taxes.)
Prepare a balance sheet and an income statement for the real estate business. Does the business ap-
pear profi table? Does the balance sheet raise any questions or concerns? What other information 
might the doctors want to consider in making this investment decision?

Accounting and Ethical Issues Involving the Closing Process
Silva and Juanita Rodriquez are the owners of Year-Round Landscape, Inc., a small landscape and yard 
service business in southern California. Th e business is three years old and has grown signifi cantly, espe-
cially during the past year. To sustain this growth, Year-Round Landscape must expand operations.

While in the past, the Rodriquezes have been able to secure funds for the business from person-
al resources, they must now seek a bank loan. To satisfy bank requirements, Year-Round Landscape 
must provide a set of fi nancial statements, including comparative income statements showing the 
growth in earnings over the past three years. 

In analyzing the records, Silva notices that the nominal accounts have not yet been closed for 
this year. Furthermore, Silva is aware of a major contract that is to be signed on January 3, only 
three days after the December 31 year-end for the business. Silva estimates that this contract will 
increase current year earnings by 20% and suggests that the closing process be delayed one week so 
that this major contract can be included in this year’s operating results. 

What accounting issues are involved in this case? What are the ethical issues?

You Decide: Should deferred compensation packages be disclosed in the notes to the 
fi nancial statements, or should they be recorded as liabilities?
Recently, corporate accounting scandals have brought about an increased scrutiny of executive 
compensation. Companies are being criticized for their role in accounting for stock options, infl at-
ed salaries, and personal loans to executives. However, there is one hidden treasure that should not 
be overlooked: deferred compensation packages for executives. Th ese are retirement packages that 
will allow executives to set aside, pretax, up to 100% of their cash compensation, earning as much 
as a 10% return. For many companies, these deferred compensation packages represent corporate 
liabilities that are not in the fi nancial statements or even disclosed in the notes. How should they 
be reported and/or disclosed, if at all?

You Decide: Should intellectual properties be recorded as assets on the balance sheet or 
disclosed in the notes to the fi nancial statements?
Intellectual property refers to creations of the mind. Examples include inventions, symbols, names, 
images, logos, and designs used in commerce. For example, the annual reports for a mutual fund 
company will often list all fund managers with their associated professional credentials, academic 
history, and honors they have received. Th is provides useful information to the investors and helps 
individuals realize the value of good fund managers. Is there a way to “quantify” this type of infor-
mation so that it can appear in the balance sheet as an asset to the fi rm?

Wal-Mart
Using Wal-Mart’s 2009 Form 10-K contained in Appendix A, answer the following questions:
 1.  Find note #1 in Wal-Mart’s annual report. Specifi cally locate the “Revenue Recognition” 

heading. In the case of shopping cards, does the company recognize revenue when the card 
is purchased?

 2.  Sam’s Club sells 12-month membership cards. Are the revenues associated with the sale of those 
cards recognized when the card is sold, at the end of the 12 months, or at some other point?
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Home Depot
Selected fi nancial statement information for Home Depot is given in the table below. Using this 
information, answer the following questions:
 (all numbers in millions)
 Retained earnings balance — 01/29/06  $28,686 million

Net Income Dividends

For year ended January 28, 2007 $5,761 $1,395
For year ended February 3, 2008 4,395 1,709
For year ended February 1, 2009 2,260 1,521

 1. Compute Home Depot’s retained earnings balance at the end of each year.
 2.  Divide dividends by net income for each year. Th e result is termed the “dividend payout 

ratio.” Did Home Depot’s dividend payout ratio increase or decrease over time?

Exchange Rate Adjustments
As many fi rms increasingly operate in an international economy, not only are companies having 
transactions with others in foreign countries, but those transactions are sometimes denominated in 
a foreign currency. Th at is, if a company in the United States makes a purchase from a company in 
Japan, the U.S. company may have to pay for the purchase in Japanese yen.

Suppose American, Inc., purchased inventory from Japan, Inc., on December 15, 2011. Japan, 
Inc. expects to receive 1,000,000 Japanese yen in 30 days. To record a journal entry for this pur-
chase, you would need to know what 1,000,000 yen are worth today. Suppose that on December 
15, 2011, one yen is worth $0.07 (this is called an exchange rate). What journal entry would be 
made on American, Inc.’s books?

Since exchange rates change every day, the amount of U.S. dollars to be paid on January 15, 
2012, will likely be diff erent than the originally recorded $70,000. In addition, to correctly state 
the liability on December 31, 2011, an adjustment will be required. Suppose that at year-end, one 
Japanese yen is worth $0.08. What adjusting entry would be made to refl ect this change in ex-
change rates as of December 31, 2011? (Hint: Th e accounts being adjusted with this journal entry 
will be the accounts payable account and an exchange gain or loss.)

When the invoice is paid on January 15, 2012, it is likely that the number of U.S. dollars re-
quired to purchase 1,000,000 Japanese yen will again have changed. Suppose exchange rates have 
increased to $0.09. Provide the journal entry to pay the invoice.

Do Two Wrongs Make a Right?
Jex Varner, chief fi nancial offi  cer of Wyndam, Inc., is involved in a meeting with the fi rm’s newly 
hired external auditors, Ernst & Price. Th e external auditors have noted several adjusting entries 
that they believe should be refl ected in the current period’s fi nancial statements. Specifi cally, there 
are questions regarding $400,000 of cash that has been received (and recorded as revenue) but not 
yet earned. Th e auditors feel that this amount should be recognized as a liability.

Jex counters that the fi rm’s policy has always been to recognize revenue when the cash is re-
ceived. He states that $350,000 of cash was received in December of last year, earned in January, 
and no adjustment was made. To be consistent, he continues, he doesn’t believe any adjustments 
should be made this year.

As a member of the external auditing team, do you agree with Jex’s reasoning? If you think that 
an adjustment needs to be made, what journal entry would you propose? What should be done 
about the $350,000 that has been earned this year even though the cash was received last year?
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    Internal Controls:
Ensuring the Integrity of

Financial Information

5

L O 1  Identify the types of problems that can appear 
in fi nancial statements. Mechanical errors in the record-
ing or posting process and mistakes in accounting estimates 
can result in incorrect fi nancial statement numbers. Financial 
statements can also be intentionally misstated by managers 
seeking to fraudulently deceive investors and creditors.

L O 2  Describe the safeguards employed to ensure 
that fi nancial statements are free from problems. Ethical 
and careful managers are much more likely to establish condi-
tions and procedures that result in fair fi nancial statements. 
Such managers insist on a carefully designed accounting sys-
tem that captures all company transactions. These managers 
also ensure that internal checks and balances (internal con-
trols) prevent accidental loss and intentional theft and fraud.

L O 3  Understand the concept of earnings man-
agement and why it occurs. Managers sometimes are 
motivated to manage reported earnings in order to meet 
internal targets and look good to outsiders. He or she can 
consequently fall into a downward spiral of deception which 
can result in a massive loss of reputation for the manager 
and the company.

L O 4  Understand the major parts of the Sarbanes-
Oxley Act and how it impacts fi nancial reporting. The 
Sarbanes-Oxley Act was passed by Congress in 2002 in 
response to the public uproar over a rash of large corporate 
accounting scandals. The Act places a personal responsibility 
on corporate managers to produce reliable fi nancial reports 
and raises the standards for external auditors.

L O 5  Describe the role of auditors and how their 
presence affects the integrity of fi nancial statements. 
Auditors increase the reliance that users can place on fi nancial 
reports. Internal auditors monitor accounting processes in a 
company on an ongoing basis. External auditors certify that 
the fi nancial statements released to the public are a fair repre-
sentation of the company’s fi nancial position and performance.

L O 6  Explain the role of the Securities and Exchange 
Commission in adding credibility to fi nancial statements. 
The SEC has legal authority to set fi nancial accounting standards 
in the United States; in practice, the SEC allows the FASB to set 
these standards. The SEC also oversees the certifi cation of ex-
ternal auditors and requires publicly traded companies to provide 
quarterly fi nancial statements to the public.

After studying this chapter, you should be able to:
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S E T T I N G  T H E  S TA G E

 accounting fraud ever reported, SEC investigations, the resignation 
and incarceration of CEO Bernard Ebbers, a $101.9 billion  bankruptcy, 
and a stock that was worth less than a pay phone call.1

While WorldCom committed several different types of fi nancial 
statement frauds, the largest was the manipulation of expenses and 
assets. WorldCom admitted that it concealed over $9 billion in expens-
es, all of which was converted into false profi ts. In essence, instead 
of expensing costs that had been incurred, the company was listing 
these costs as assets and putting them on the balance sheet. These 
expenditures should have been subtracted from revenues on the in-
come statement and reported as expenses when incurred. The result 
was that reported expenses were lower than they should have been on 
the income statement and reported assets and owners’ equity were 
higher than they should have been on the balance sheet.

S
oon after being sketched out as an idea for a long-distance 
telephone company on a coffee shop napkin, LDDS (Long 
Distance Discount Service) was formed and began provid-
ing service as a long-distance reseller. The company grew 

quickly, and its $40 billion merger with MCI in 1998 was the largest 
corporate merger in history at the time. The resulting WorldCom, a 
telecom giant, was also a favorite with investors and Wall Street ana-
lysts and until 2002, it appeared to be one of the greatest corporate 
success stories ever.

Not long after, however, the success of the company’s fi nances 
began to unravel with the accumulation of debt and expenses, the fall 
of the stock market, and drops in long-distance rates and revenue. In 
the end, WorldCom disclosed massive fi nancial statement fraud and 
fi led for bankruptcy, becoming a horror story involving the largest 

In Chapters 1 through 4, which have outlined fi nancial accounting statements and the accounting cycle, the assumption was that the fi nancial 
reporting process always works the way it should and that the resulting fi nancial statements are accurate. In reality, however, because of unin-
tentional errors, as well as intentional deception or fraud (such as WorldCom), the resulting fi nancial statements sometimes contain errors or 
omissions that can mislead investors, creditors, and other users.

In this chapter, we show how fi nancial statements might be manipulated, and we discuss the safeguards built into the fi nancial reporting 
system to prevent these abuses. We also examine the role that auditors play in ensuring that the fi nancial statements fairly represent the fi nancial 
performance of the fi rm.

1 CEO Bemie Ebbers was sentenced to 25 years in prison for his role in orchestrating the WorldCom fi nancial statement fraud. 
His sentence is the longest ever for a CEO found guilty of committing corporate crimes while running a Fortune 500 company.

Obviously, most businesses do not engage in massive frauds like WorldCom. Financial deception 
is rare because 
• the majority of business managers are honest, possess integrity, and would not be associated 

with fraudulent activity;
• safeguards have been built into the accounting system to prevent and detect activities that are 

inconsistent with the objectives of a business. 
Th ese safeguards attempt to eliminate problems from being introduced into the fi nancial state-
ments. However, during the past few years, there have been numerous fi nancial statement frauds 
disclosed at companies like Enron, WorldCom, Adelphia, Global Crossing, Xerox, Quest, Waste 
Management, Cendant, Sunbeam, Tyco, Satyam, Madoff , and others.

L O  1
   The Types of Problems That 

Can Occur
WHAT Identify the types of problems that can appear in fi nancial statements.
WHY Problems can signal underlying issues associated with a company’s system of controls.
HOW Watch closely for accidental problems, honest disagreements, and intentional problems.
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Before proceeding further, we need to make an important distinction regarding these prob-
lems. Problems in the fi nancial statements can result for several different reasons.

• Errors – Result when unintentional mistakes are made in recording transactions, 
posting transactions, summarizing accounts, and so forth. Errors are not intentional 
and when detected are immediately corrected. Errors can result from sloppy ac-
counting, bad assumptions, misinformation, miscalculations, and other factors.

• Disagreements – Result when different people arrive at different conclusions based 
on the same set of facts. Because accounting involves judgment and estimates, 
opportunities for honest disagreements in judgment abound. These disagreements 
often come about because of the different incentives that motivate those involved 
with producing the fi nancial statements. For example, there might be differing views 
about what percentage of reported receivables will be collected or how long equip-
ment and other assets will last.

• Frauds – Result from intentional errors. Fraudulent fi nancial reporting occurs when 
management chooses to intentionally manipulate the fi nancial statements to serve 
their own purposes, such as meeting Wall Street’s earnings forecasts as was the 
case with WorldCom.

An accounting system should be designed to signifi cantly reduce the possibility that problems, 
in whatever form, will make their way into fi nancial statements. When it is discovered that the fi nan-
cial statements of public companies are wrong, for whatever reason, they must be restated (reissued 
with correct amounts). In recent years, the number of restatements has increased, as shown below2.

Year Number of U.S. Restatements

2000 233
2001 270
2002 330
2003 323
2004 619
2005 1,295
2006 1,526
2007 1,270

Types of Errors in the Reporting Process
Errors can occur in most stages of the accounting cycle. 

Errors in Transactions and Journal Entries Transactions, like selling products or services, pay-
ing salaries, buying inventory, and paying taxes, are entered into the accounting records through 
journal entries. For example, if $5,000 is paid to an attorney for legal services, the following journal 
entry is made:

Legal Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000
 Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000
  Paid an attorney $5,000 for legal services.

An invoice from the law fi rm should support this entry. Errors could be introduced into the 
fi nancial reporting process if 
• Th e invoice from the law fi rm was lost and the legal expense was not entered into the 

 accounting records.

2 Th is information comes from a 2008 Glass Lewis Report and includes restatements of both quarterly and annual fi nancial 
statements.
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• Th e amount entered into the accounting records was incorrect.
• Th e accounts involved were incorrectly identifi ed.

Errors in Accounts and Ledgers Even when journal entries properly summarize legitimate trans-
actions, errors and misstatements can be introduced into the fi nancial records because journal entry 
data are not summarized appropriately or accurately in the ledgers. Using the previous example, 
errors could occur at the posting stage of the accounting cycle if the legal expense is entered in the 
wrong account in the ledger or if an incorrect amount is posted to the correct account. Posting the 
correct amount to the wrong expense account would result in the correct total for all expenses, but 
individual expense account balances would be incorrect.

A more severe error occurs at the ledger stage if amounts that should be included in asset or 
liability accounts are improperly included in expense or revenue accounts, or vice versa. Examples 
include 
• recording insurance expense as prepaid insurance (an asset);
• recording purchases of goods for resale as inventory (an asset) when they should be reported 

as cost of goods sold (an expense);
• recording money received from customers as revenue when it should be recorded as unearned 

revenue (a liability);
• not reporting supplies used as an expense.

Disagreements in Judgment
Many people think that accounting involves exactness and precision and that accountants simply 
record the facts, total the numbers, and present unbiased results. Nothing could be further from 
the truth. Accountants are constantly making judgments and estimates regarding the past and the 
future. 

Recall the landscaping business from Chapters 3 and 4 and imagine that, as your lawn 
care and landscaping business has become more successful, you have been able to obtain big-
ger and better jobs. Recently, you signed a contract to provide all the landscaping for a new 
condominium complex currently under construction. The terms of the contract call for pay-
ment of one-half of the contract amount up front and the remaining one-half upon comple-
tion. You begin working on the condominium landscaping in early December, but it looks as 
though you will not finish until well into January. To prepare financial statements at the end 
of December, how much of the condominium contract should you report as revenue? The an-
swer depends on how close to completion the job is. If you are 25% complete, it makes sense 
to report 25% of the contract amount as revenue. If you are 75% complete, report 75% of 
the contract amount as revenue. The hard part is determining how much of the job has been 
completed.

Suppose you contact two landscapers (friendly competitors) and ask them to provide you with 
an estimate of how complete the landscaping job is at year-end. Would it be possible for these two 
people to arrive at diff erent conclusions regarding the percentage of completion? Which one would 
be right? Diff erent people can look at the same set of facts and arrive at diff erent conclusions. 
Th ey’re not wrong, just diff erent. In this case, the diff erent estimates would result in diff erent fi nan-
cial statement numbers. Th ese diff erent numbers could make the diff erence between your company 
showing a profi t or reporting a loss.

Consider another example. Most of your customers pay promptly, but some take a little 
longer to pay. A few customers discontinue their lawn care service and never pay for some of 
the services they received. Your problem is that when you provide a service for a customer, you 
do not know if that customer will be a “prompt payer,” a “slow payer,” or a “no payer.” Rec-
ognizing that a certain percentage of your customers will be “no payers,” should you record a 
receivable (and a revenue) for the full amount of every sale? As you will learn in Chapter 6, most 
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 businesses recognize that a certain percentage of receivables will be uncollectible. How should 
you arrive at the amount of your receivables that won’t be collected? Is it possible that your 
estimate will be slightly off ? Could diff erent people legitimately arrive at diff erent estimates? 
Of course. Th ese diff erent estimates will then aff ect the results reported in the fi nancial state-
ments. Th ere are many more estimates like these required when preparing fi nancial statements 
for most companies.

Fraudulent Financial Reporting
Fraudulent fi nancial reporting is intentional. Recall the journal entry for legal expense and assume that 
a company’s accountant embezzles $5,000. Th e following journal entry would conceal the fraud:

Legal Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000
 Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000
  Paid an attorney $5,000 for legal services.

Th e accountant could prepare the journal entry without supporting documentation (e.g., an 
invoice) or create a fi ctitious invoice from a phantom law fi rm.

Unless someone is watching closely, the theft may go undetected. Because the accountant 
made a fi ctitious entry to Legal Expense, the accounting records appear to be correct, and the ac-
counting equation still balances. Cash, an asset, is stolen, and the recognition of an expense results 
in owners’ equity being reduced by the same amount.

Assets
(decreased by $5,000)

Liabilities Owners' Equity
(decreased by $5,000)

+=

While this theft is small, more serious fi nancial statement fraud occurs when top management 
intentionally manipulates the fi nancial statements in much larger amounts.

Th ere are many diff erent ways for management to commit fi nancial statement fraud. One 
example is listing revenues, profi ts and cash that don’t exist, as was the case with Satyam, a global 
outsourcing and IT company based in India. Th e CEO of Satyam confessed to making up more 
than 10,000 fi ctitious employees to siphon money from the company. Th e $1 billion in cash that 
the company reported it had turned out to be less than $60 
million in real money. Other examples include not recording 
sales returns or uncollectible receivables, as was the case with 
the vacuum maker, Regina, or not recording various expenses, 
understating liabilities, and overstating assets like inventory or 
receivables, as was the case with Phar-Mor.

What could be done to ensure that errors, disagreements in 
judgment, and fraudulent fi nancial reporting do not occur?

S T O P  &  T H I N K
Wha

 The fi nancial reports for most companies are accurate.
 Inaccurate fi nancial reports can result from:

  Unintentional errors
  Disagreements in judgment
  Fraud

R E M E M B E R  T H I S

T
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3 AU Section 319, par. 06, Codifi cation of Statements on Auditing Standards, CCH Inc., 1994, p. 98.

Most companies have the following fi ve concerns in mind when they are designing 
internal controls:

 1.  To provide accurate accounting records and fi nancial statements containing reliable 
data for business decisions.

 2.  To safeguard assets and records. Most companies think of their assets as including 
their fi nancial assets (such as cash or property), their employees, their confi dential 
information, and their reputation and image.

 3.  To effectively and effi ciently run their operations, without duplication of effort or waste.
 4. To follow management policies.
 5.  To comply with the Foreign Corrupt Practices and Sarbanes-Oxley acts, which require 

companies to maintain proper record-keeping systems and controls.

Th e responsibility for establishing and maintaining the internal control structure belongs to a 
company’s management. All companies whose stock is publicly traded are required by law to keep 
records that represent the fi rm’s transactions accurately and fairly. In addition, they must maintain 
adequate systems of internal accounting control. Following the rash of reported fi nancial state-
ment frauds in 2001 and 2002, Congress passed the Sarbanes-Oxley Act (known as the Corporate 

Sarbanes-Oxley Act A law passed 
by Congress in 2002 that gives the 
SEC signifi cant oversight responsibil-
ity and control over companies issuing 
fi nancial statements and their external 
auditors.

By far, the vast majority of fi nancial statements are as accurate as possible, and the preparers are 
honest. Federal Express (FedEx), the shipping company, as do all public companies, requires 
that its executives annually sign off  on a code of ethics that assures that they have no confl icts of 
interest or know of improprieties. FedEx’s policy requires that employees involved in any kind 
of dishonesty be immediately terminated and prosecuted. According to FedEx’s vice president 
of internal audit, “... magnitude is not the issue. It doesn’t matter if the impropriety involves a 
thousand or a million dollars, our company will not tolerate anything that is done unethically 
or inappropriately.” 

However, to help ensure that fi nancial reports are accurate and to prevent problems like 
those that occurred at WorldCom, several safeguards have been built into the fi nancial reporting 
system and structure of most organizations in the United States. Th ese safeguards, called the 

internal  control structure, are internal to the organiza-
tion preparing the fi nancial statements. Th e American 
Institute of Certifi ed Public Accountants (AICPA) has 
defi ned internal control as “the policies and procedures es-
tablished to provide reasonable assurance that specifi c en-
tity objectives will be achieved.”3 Th ese internal controls 
protect investors and creditors and help management in 
their eff orts to run their organizations as eff ectively and 
effi  ciently as possible.

internal control structure Policies 
and procedures established to provide 
management with reasonable assur-
ance that the objectives of an entity 
will be achieved.

C A U T I O N

If you encounter an organization or fi nancial statements that 
do not have these controls and safeguards, exercise extreme 
care.

C

If yo

L O  2
   Safeguards Designed to 

Minimize Problems
WHAT  Describe the safeguards employed to ensure that fi nancial statements are free from 

 problems.
WHY  Knowing the various elements of a control system allows one to begin to assess their 

 effectiveness.
HOW  Employ adequate segregation of duties, proper procedures for authorization, physical control 

over assets and records, adequate documents and records, and independent checks on 
performance.
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 Responsibility Act) in 2002. Th is far-sweeping corporate reform act requires, among other things, 
that every company’s annual report contain an “internal control report,” which must 

1.  state the responsibility of management for establishing and maintaining an adequate 
internal control structure and procedures for fi nancial reporting; 

2.  contain an assessment of the eff ectiveness of the internal control structure by 
 management;

3.  contain an independent assessment of the reliability of internal controls by the 
 independent auditor. 

Th e act also requires that the CEO and CFO of every public company prepare and sign a 
statement to accompany their fi nancial statements that certifi es the “appropriateness of the fi nan-
cial statements and disclosures contained in the report.” Th e statement shown in Exhibit 5.1 was 
included in the 2008 annual report of IBM Corporation.

A company’s internal control structure can be divided into fi ve basic categories:4

1. Th e control environment
2. Risk assessment
3. Control activities 
4. Information and communication
5. Monitoring

Th is chapter will focus on the control environment, control activities, and the need for monitoring; 
risk assessment and information and communication are more relevant to auditing courses.

E X H I B I T  5 . 1  I B M  C o r p o r a t i o n ’ s  2 0 0 8  M a n a g e m e n t  L e t t e r

Report of Management

Management’s Report on Internal Control Over Financial Reporting
Management is responsible for establishing and maintaining adequate internal control over fi nancial reporting of the company. Internal control over 

fi nancial reporting is a process designed to provide reasonable assurance regarding the reliability of fi nancial reporting and the preparation of fi nancial 
statements for external purposes in accordance with accounting principles generally accepted in the United States of America.

The company’s internal control over fi nancial reporting includes those policies and procedures that (i) pertain to the maintenance of records that, 
in reasonable detail, accurately and fairly refl ect the transactions and dispositions of the assets of the company; (ii) provide reasonable assurance that 
transactions are recorded as necessary to permit preparation of fi nancial statements in accordance with accounting principles generally accepted in the 
United States of America, and that receipts and expenditures of the company are being made only in accordance with authorizations of management and 
directors of the company; and (iii) provide reasonable assurance regarding prevention or timely detection of unauthorized acquisition, use, or disposition of 
the company’s assets that could have a material effect on the fi nancial statements.

Because of its inherent limitations, internal control over fi nancial reporting may not prevent or detect misstatements. Also, projections of any evalua-
tion of effectiveness to future periods are subject to the risk that controls may become inadequate because of changes in conditions, or that the degree of 
compliance with the policies or procedures may deteriorate.

Management conducted an evaluation of the effectiveness of internal control over fi nancial reporting based on the framework in Internal Control-
Integrated Framework issued by the Committee of Sponsoring Organizations of the Treadway Commission (COSO). Based on this evaluation, management 
concluded that the company’s internal control over fi nancial reporting was effective as of December 31, 2008.

Samuel J. Palmisano    Mark Loughridge
Chairman of the Board,   Senior Vice President,
President and Chief Executive Offi cer  Chief Financial Offi cer
February 24, 2009    February 24, 2009

4 Th ese fi ve categories were outlined by the Committee of Sponsoring Organizations (COSO). Most companies use the COSO 
framework to assess the reliability of their internal controls.
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The Control Environment
Th e control environment consists of the actions, policies, and procedures that refl ect the overall 
attitudes of top management, the directors, and the owners about control and its importance to 
the company. In a strong control environment, management believes control is important and 
makes sure that everyone responds conscientiously to the control policies and procedures. Such 
companies also generally develop an organizational structure that identifi es clear lines of author-
ity and responsibility. A complex organizational structure can make it easier to conceal dishonest 
transactions.

Another element of a good control environment relates to independent oversight of signifi cant 
management decisions. Th is generally includes a board of directors, consisting primarily of indi-
viduals independent of the company’s management.

Every major company has a board of directors. A good control environment would sug-
gest that a subset of these directors form an audit committee. For public companies, the audit 
committee must be comprised of independent, outside directors (members of the board who 
are not offi  cers of the company). Th e internal and external auditors are accountable to this 
audit committee. Under the Sarbanes-Oxley Act, members of the audit committee must be 
fi nancially literate and one of them must be a fi nancial expert as defi ned by the Securities and 
Exchange Commission. Th e audit committee must be directly responsible for the appointment, 
compensation, and oversight of the work of the external auditor and must have the authority 
to engage independent legal counsel or other advisors if it suspects any wrongdoing. External 
auditors who suspect wrongdoing in fi nancial reporting should forward those concerns to the 
audit committee.

Control Activities (Procedures)
Control activities or control procedures are those policies and procedures, in addition to the 
 control environment and accounting system, that management has adopted to provide reasonable 
assurance that the company’s established objectives will be met and that fi nancial reports are 
 accurate. Control activities fall into fi ve categories: 

1. Segregation of duties
2. Proper procedures for authorizations
3. Physical control over assets and records
4. Adequate documents and records
5. Independent checks on performance

Th e fi rst three are referred to as preventative controls because they “prevent” problems from oc-
curring. Th e last two are referred to as detective controls because they help catch problems that are 
occurring before the problems become large.

Adequate Segregation of Duties A good internal control system should provide for the appropri-
ate segregation of duties. Th is means that no one department or individual should be responsible 
for handling all or confl icting phases of a transaction. In some small businesses, this segregation is 
not possible because of the limited number of employees. Segregation of duties is usually the most 
eff ective of all controls but it is also the most expensive. Nevertheless, three functions should be 
performed by separate departments or by diff erent people whenever possible.

1. Authorization. Authorizing and approving the execution of transactions; for example, 
approving the sale of a building or land.

2. Record keeping. Recording the transactions in the accounting records.
3. Custody of assets. Having physical possession of or control over the assets involved in 

transactions, including operational responsibility; for example, having the key to the safe 

control environment The actions, 
policies, and procedures that refl ect 
the overall attitudes of top manage-
ment about control and its importance 
to the entity.

organizational structure Lines of 
authority and responsibility.

audit committee Members of a 
company’s board of directors who 
are responsible for dealing with the 
external and internal auditors.

control activities (procedures) 
 Policies and procedures used by 
 management to meet their objectives.

preventative controls Internal 
control activities that are designed to 
prevent the occurrence of errors and 
fraud.

detective controls Internal control 
activities that are designed to detect 
the occurrence of errors and fraud.

segregation of duties A strat-
egy to provide an internal check on 
performance through separation of 
authorization of transactions from 
custody of related assets, operational 
responsibilities from record-keeping 
responsibilities, and custody of assets 
from accounting personnel.
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in which cash or investment securities are kept or, more generally, having control over 
the production function.

By separating the responsibilities for these duties, a company realizes the effi  ciency derived 
from specialization and also reduces the errors, both intentional and unintentional, that might 
otherwise occur.

Proper Procedures for Authorization A strong system of internal control requires proper au-
thorization for every transaction. In the typical corporate organization, this authorization origi-
nates with the stockholders who elect a board of directors. It is then delegated from the board 
of directors to upper-level management and eventually throughout the organization. While the 
board of directors and upper-level management possess a fairly general power of authorization, a 
clerk usually has limited authority. Th us, the board would authorize dividends, a general change 
in policies, or a merger; a clerk would be restricted to authorizing credit on a specifi c cash transac-
tion. Only certain people should be authorized to enter data into accounting records and prepare 
accounting reports.

Physical Control Over Assets and Records Some of the most crucial policies and procedures 
involve the use of adequate physical safeguards to protect resources. For example, a bank would 
not allow signifi cant amounts of money to be transported in an ordinary car. Similarly, a company 
should not leave its valuable assets or records unprotected. Examples of physical safeguards are 
fi reproof vaults for the storage of classifi ed information, currency, and marketable securities; and 
guards, fences, and remote-control cameras for the protection of equipment, materials, and mer-
chandise. Recreating lost or destroyed records can be costly and time-consuming, so companies 
make backup copies of records.

Adequate Documents and Records A key to good controls 
is an adequate system of documentation and records. As ex-
plained in Chapter 3, documents are the physical, objective 
evidence of accounting transactions. Th eir existence allows 
management to review any transaction for appropriate autho-
rization. Documents are also the means by which information 
is communicated throughout an organization. In short, ade-
quate documentation provides evidence that the recording and 
summarizing functions that lead to fi nancial reports are be-
ing performed properly. A well-designed document has several 
characteristics: 

• It is easily interpreted and understood.
• It has been designed with all possible uses in mind.
• It has been pre-numbered for easy identifi cation and tracking.
•  It is formatted so that it can be handled quickly and 

 effi  ciently.

Documents can be actual pieces of paper or information in a 
computer database.

Independent Checks on Performance Having independent checks on performance is a valu-
able control technique. Independent checks incorporate reviews of functions, as well as the internal 
checks created from a proper segregation of duties.

Th ere are many ways to independently check performance. Using independent reviewers, like 
auditors, is one of the most common. In addition, mandatory vacations, where another employee 
performs the vacationing person’s duties, periodic rotations or transfers, or merely having someone 
independent of the accounting records reconcile the bank statement are all types of independent 
checks.

physical safeguards Physical 
precautions used to protect assets 
and records.

independent checks Procedures for 
continual internal verifi cation of other 
controls.

One of the preventative controls a company may take to protect its 
valuable resources is placing them in fi reproof vaults.
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L O  3   Reasons for Earnings Management
WHAT Understand the concept of earnings management and why it occurs.
WHY  Circumstances can result in good people being put in pressure situations that result in their 

making poor choices.
HOW Familiarize yourself with several common techniques for earnings management.

  Most organizations have an internal control system that, among 
other things, helps ensure integrity in fi nancial reports. The various 
elements of control that relate to fi nancial reporting are summarized 
as follows.

Control Environment Control Activities (Procedures)

1.  Management philosophy and 
operating style

2. Organizational structure
3. Audit committee

1. Segregation of duties (preventative control)
2.  Proper procedures for authorization 

(preventative control)
3.  Physical control over assets and records 

(preventative control)
4.  Adequate documents and records (detective 

control)
5.  Independent checks on performance 

(detective control)

R E M E M B E R  T H I S

 

Accountants, using the concepts of accrual accounting and the accounting standards that have been 
issued, add information value by making estimates and assumptions to convert the raw cash fl ow 
data into accrual data. However, the same fl exibility that allows accountants to use professional 
judgment to produce fi nancial statements that accurately portray a company’s fi nancial condition 
also allows desperate managers to “manage” the reported numbers.5

Some of the reasons that managers may manipulate reported earnings are as follows:
• Meet internal targets
• Meet external expectations
• Income smoothing
• Window dressing for an IPO or a loan

Meet Internal Targets
Internal earnings targets are an important tool in motivating managers to increase sales eff orts, 
control costs, and use resources more effi  ciently. But as with any performance measurement tool, 

internal earnings targets Financial 
goals established within a company.

5 Extreme “earnings management” may result from fraudulent activities, but not all earnings management activities are fraudulent.
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the person being evaluated will have a tendency to forget the economic factors underlying the mea-
surement and instead focus on the measured number itself.

Meet External Expectations
A wide variety of external stakeholders have an interest in the fi nancial performance of a company. 
For example, employees and customers want a company to do well so that it can survive for the 
long run and make good on its long-term pension and warranty obligations. Suppliers want as-
surance that they will receive payment and, more importantly, that the purchasing company will 
be a reliable purchaser for many years into the future. For these stakeholders, signs of fi nancial 
weakness, such as the reporting of negative earnings, are very bad news indeed. Accordingly, we 
shouldn’t be surprised that in some companies when the initial computations reveal that a company 
will report a net loss, the company’s accountants are asked to go back to the accrual judgments and 
estimates to see if just a few more dollars of earnings can be squeezed out in order to get earnings 
to be positive.

Income Smoothing
Examine the time series of earnings for Company A and Company B shown in Exhibit 5.2. For 
Company A, the amount of earnings increases steadily for each year from Year 1 through Year 10. 
For Company B, the earnings series is like a roller coaster ride. Companies A and B have the same 
earnings in Year 1 and the same earnings in Year 10, and they also have the same total earnings over 
the 10-year period included in the graph. At the end of Year 10, if you were asked which company 
you would prefer to loan money to or to invest in, you would almost certainly choose Company A. 
Th e earnings stream of Company A gives you a sense of stability, reliability, and reduced risk.

Now, imagine yourself as the chief executive offi  cer of Company B. You know that through 
aggressive accounting assumptions, you can strategically defer or accelerate the recognition of some 
revenues and expenses and smooth your reported earnings stream to be like that shown for Com-
pany A. Would you be tempted to do so? Th e practice of carefully timing the recognition of rev-
enues and expenses to even out the amount of reported earnings from one year to the next is called 
income smoothing. By making a company appear to be less volatile, income smoothing can make 
it easier for a company to obtain a loan on favorable terms and to attract investors.

income smoothing The practice 
of carefully timing the recognition of 
revenues and expenses to even out 
the amount of reported earnings from 
one year to the next.

E X H I B I T  5 . 2  I n c o m e  S m o o t h i n g
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Window Dressing for an IPO or a Loan
For companies entering phases where it is critical that reported earnings look good, accounting 
assumptions can be stretched—sometimes to the breaking point. Such phases include just before 

making a large loan application or just before the initial pub-
lic off ering (IPO) of stock. Many studies have demonstrated 
the tendency of managers in U.S. companies to boost their 
reported earnings using accounting assumptions in the period 
before an IPO.

With all of the incentives to manage earnings, it isn’t sur-
prising that managers occasionally do use the fl exibility inher-
ent in accrual accounting to actually manage earnings. And the 
more accounting training one has, the easier it is to see how 
accounting judgments and estimates can be used to “enhance” 
the reported numbers. In fact, there have been nationwide 
seminars on exactly how to eff ectively manage earnings. 

The Earnings Management Continuum
Not all earnings management schemes are created equal. Th e continuum in Exhibit 5.3 illustrates 
that earnings management can range from savvy timing of transactions to outright fraud. Keep 
in mind that in most companies, earnings management, if it is practiced at all, does not extend 
beyond the savvy transaction timing found at the left end of the continuum. However, because of 
the importance, and economic signifi cance, of the catastrophic reporting failures that are some-
times associated with companies that engage in more elaborate earnings management, the entire 
continuum is discussed here.

Strategic Matching As mentioned, through awareness of the benefi ts of consistently meeting 
earnings targets or of reporting a stable income stream, a company can make extra eff orts to ensure 
that certain key transactions are completed quickly, or delayed, in order for them to be recognized 
in the most advantageous quarter.

Change in Methods or Estimates with Full Disclosure Companies frequently change accounting 
estimates regarding bad debts, return on pension funds, depreciation lives, and so forth. Although 
such changes are a routine part of adjusting accounting estimates to refl ect the most current in-
formation available, they can be used to manage the amount of reported earnings. Because the 
impact of such changes is fully disclosed, any earnings management motivation could be detected 
by fi nancial statement users willing to do a little detective work.

Change in Methods or Estimates with Little or No Disclosure Some accounting changes, however, 
are made without full disclosure. For example, in 1999 Xerox reported that the company changed 
the estimated interest rate used in recording sales-type leases without describing the change in the 
notes to the fi nancial statements. Failing to disclose the impact of the change resulted in fi nancial 

F Y I
There are two common ways to engage in earnings manage-
ment: (1) modifying operating decisions, such as delaying ex-
penditures for research and development, and (2) modifying ac-
counting, such as massaging the timing or judgments involved 
in making accounting estimates. Most fi nancial statement ob-
servers believe the fi rst type of earnings management is more 
appropriate than the second.

E X H I B I T  5 . 3  T h e  E a r n i n g s  M a n a g e m e n t  C o n t i n u u m

Savvy
Transaction
Timing

Aggressive
Accounting

Deceptive
Accounting

Fraudulent
Reporting Fraud

Strategic
Matching

Change in Methods
or Estimates with
Full Disclosure

Change inMethods
or Estimates but with
Little or No Disclosure

Non-GAAP
Accounting

Fictitious
Transaction
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statement users being misled. Th ese users evaluated the reported earnings of Xerox under the in-
correct assumption that the results were compiled using a consistent set of accounting methods 
and estimates and could therefore be meaningfully compared to prior-year results. As indicated in 
Exhibit 5.3, this constitutes deceptive accounting.

Non-GAAP Accounting Toward the far end of the earnings management continuum lies the earn-
ings management tool that can be politely called “non-GAAP accounting.” A more descriptive label 
in many cases is “fraudulent reporting,” although non-GAAP accounting can also be the result of 
inadvertent errors. For example, some of Enron’s accounting practices in advance of its messy ac-
counting meltdown in 2001 violated the letter of the standards by using some accounting practices 
that were not allowed under GAAP.

Fictitious Transactions As mentioned previously in this chapter, Regina did not record the return 
of over 40,000 vacuums. In fact, the company rented secret warehouses in which to store returned 
merchandise in order to avoid recording the returns. Th is is an example of outright fraud, which is the 
deceptive concealment of transactions (like the sales returns) or the creation of fi ctitious transactions.

Th e fi ve items displayed in Exhibit 5.3 also mirror the progression in earnings management 
strategies followed by individual companies. Th ese activities start small and legitimate and really 
refl ect nothing more than the strategic timing of transactions to smooth reported results. In the 
face of operating results that fall short of targets, a company might make some cosmetic changes in 
accounting estimates in order to meet earnings expectations, but would fully disclose these changes 
to avoid deceiving serious fi nancial statement users. If operating results are far short of expectations, 
an increasingly desperate management might cross the line into deceptive accounting by making 
accounting changes that are not disclosed or by violating GAAP completely. Finally, when the gap 
between expected results and actual results is so great that it cannot be closed by any accounting as-
sumption, a manager who is still fi xated on making the target number must resort to out-and-out 
fraud by inventing transactions and customers. Th e key thing to remember is that the forces encour-
aging managers and accountants to manage earnings are real, and if one is not aware of those forces, it 
is easy to gradually slip from the left side of the earnings management continuum to the other side.

Is Earnings Management Ethical?
Everyone agrees that the creation of fi ctitious transactions, at the far right side of the earnings man-
agement continuum, is unethical. But there the universal agreement ends with respect to what is 
and is not ethical. For example, managers and their auditors frequently disagree about what consti-
tutes fraudulent, non-GAAP reporting. For example, WorldCom’s CFO vigorously defended the 
capitalization, rather than the expensing, of the disputed $3.8 billion in local phone access charges. 
In the view of the CFO, this “fraudulent reporting” was both ethical and in conformity with GAAP. 
And as one moves even further to the left on the earnings management continuum, disagreement 
about whether a certain act is or is not ethical increases. For example, when a company makes an 
accounting change, how can a line be drawn between suffi  cient and deceptive disclosure? And 
who is to judge whether the strategic timing of gains and losses by a company is unethical or just 
prudent business practice?

Exhibit 5.4 contains a fi gure called the GAAP oval. Th is oval represents the fl exibility a manager 
has, within GAAP, to report one earnings number from among many possibilities based on diff erent 
methods and assumptions. Clearly, reporting a number corresponding with points D or E, which 
are both outside the GAAP oval, is unethical. Th e diffi  cult ethical question is whether the manager 
has a responsibility to try to report an earnings number exactly in the middle of the possible range, 
like point B. Or does the manager have a responsibility to report the most conservative, worst-case 
number, like point A? Is it wrong for the manager to try to use accounting fl exibility to report an 
earnings number corresponding with point C, which is the highest possible earnings number that 
is still in conformity with GAAP? And what cost is there, in terms of credibility, for a manager who 
makes a conservative set of accounting assumptions one year, perhaps when overall operating per-
formance is good, and an aggressive set of assumptions the next year, perhaps to try to hide lacklus-
ter operating performance? Finally, note also that the boundary of the oval is fuzzy, so it sometimes 

GAAP oval A diagram that represents 
the fl exibility a manager has, within 
GAAP, to report one earnings number 
from among many possibilities based 
on different methods and assump-
tions.
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is not clear whether a certain set of computations is or is 
not in conformity with GAAP.

Of course, whether a manager actually does manage 
earnings and whether he or she crosses the line and violates 
GAAP to do so, is partially a function of the fear (and costs) 
of getting caught and of the general ethical culture of the 
company. But it is also a function of the personal ethics of the 
manager, and the manager’s ability to recognize that fraudu-
lent and deceptive fi nancial reporting is part of a continuum 
that starts with innocent window dressing but can end with 

full-scale fraud. Th ere is no neon sign giving a fi nal warning or saying, “Beware, don’t cross this line!” 
Th us, each individual must be constantly aware of where he or she is with respect to the earnings 
management continuum in Exhibit 5.3 and the GAAP oval in Exhibit 5.4. Boards of directors and 
fi nancial statement preparers should also be aware that, as a group, managers are notoriously overopti-
mistic about the future business prospects of their companies. Th erefore, a company policy of having a 
consistently conservative approach to accounting is a good counterbalance to managers who might try 
to justify optimistic accounting assumptions on the basis of a business turnaround that is “just around 
the corner.”

Personal Ethics
Th e large number of accounting scandals in recent years has demonstrated that personal ethics 
and fi nancial reporting are inextricably connected. Th e GAAP oval illustrates that there is a range 
of earnings numbers a company can report for a year and still be in strict conformity with GAAP. 
Th us, earnings management can and does occur without any violation of the accounting rules. If 
one takes a strictly legalistic view of the world, it is clear that managers should manage earnings 
when they have concluded that the potential costs in terms of lost credibility are outweighed by the 
fi nancial reporting benefi ts, because earnings can be managed without violating any rules.

A contrasting view is that the practice of fi nancial accounting is not a matter of simply apply-
ing a list of rules to a set of objective facts. Management intent often enters into the decision of 
how to report a particular item. For example, land is reported as a long-term asset on the balance 
sheet unless management intends to sell the land within one year of the balance sheet date. In the 
context of earnings management, an important consideration is whether savvy transaction timing 
or changes in accounting methods or estimates are done to better communicate the economic 

C A U T I O N

Nonaccountants are under the impression that there is no GAAP 
oval. Instead, they believe that there is only a GAAP point, a 
single quantity that represents the one, true earnings number. 
Managers must be aware that because of this attitude the pub-
lic can be very unforgiving of companies that are found to have 
“innocently” managed earnings.
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performance of the business to fi nancial statement users or whether the earnings management 
techniques are used with the intent to deceive. And if earnings management is done to deceive, who 
is management trying to deceive? If management is trying to deceive potential investors, lenders, 
regulatory authorities, employees, or other company stakeholders, then managing earnings poses a 
real risk of lost credibility in the future. And most of us believe that intentionally trying to deceive 
others is wrong, no matter what the economic consequences.

The reasons that management might manage earnings include:

  Pressure to meet internal earnings targets
  Pressure to meet external expectations
  Smoothing income
  Preparing to apply for a loan or to offer stock to the public

Earnings management can take the form of:

  Careful timing of transactions
  Changing accounting methods or estimates with full disclosure
  Changing accounting methods or estimates WITHOUT adequate disclosure
  Non-GAAP accounting
  Fictitious transactions

Because of the possible abuses associated with earnings management, it is important 
that accountants be persons of high personal integrity.

R E M E M B E R  T H I S

Th

L O  4   The Sarbanes-Oxley Act
WHAT Understand the major parts of the Sarbanes-Oxley Act and how it impacts fi nancial reporting.
WHY  Management’s activities are being carefully scrutinized to ensure that they are acting in the 

best interest of the company and its shareholders.
HOW  Through the PCAOB and constraints on auditors and management, the Sarbanes-Oxley Act 

aims to ensure fair reporting.

Th e Sarbanes-Oxley Act is the most comprehensive legislation aff ecting the accuracy of fi nancial 
reports since the initial acts that created the SEC in 1933 and 1934. Th e major eff ects of this legis-
lation can be divided into three categories: the establishment of independent oversight of auditors, 
constraints on auditors, and constraints on company management.

Public Company Accounting Oversight Board
Sarbanes-Oxley required the establishment of a Public Company Accounting Oversight Board 
(PCAOB), with fi ve full-time members, to oversee the accounting and auditing profession. Th is 
board is required to do the following:
•  Register all public accounting fi rms that provide audits for public companies.
•  Establish standards relating to the preparation of audit reports for public companies.
• Conduct inspections (reviews) of accounting fi rms.

Public Company Accounting 
Oversight Board (PCAOB) Board of 
fi ve full-time members established by 
the Sarbanes-Oxley Act to oversee the 
accounting and auditing profession.
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•  Conduct investigations and disciplinary proceedings and impose appropriate sanctions on 
pubic accounting fi rms whose performance is inadequate.

• Enforce compliance with the Sarbanes-Oxley Act.

Constraints on Auditors
To ensure that external auditors remain independent, Sarbanes-Oxley requires the following:
•  Accounting fi rms that audit public companies are prohibited from providing several nonaudit 

services to their clients, including 
 • bookkeeping or other services related to the accounting records or fi nancial statements;
 • fi nancial information systems design and implementation;
 • appraisal or valuation services; 
 • actuarial services; 
 • internal audit outsourcing services;
 • management functions or human resources;
 •  broker or dealer, investment adviser or investment banking services;
 • legal services and expert services unrelated to the audit;
 • any other service that the Board determines is impermissible.
• Audit partners on engagements be rotated off  the audit every fi ve years
• Auditors report to and be retained by the audit committee rather than the CFO or other 

members of the company’s management

Constraints on Management
Restoring public confi dence in the fi nancial reporting process requires that management assure 
fi nancial statement users of the steps taken to provide quality fi nancial information. To that end, 
Sarbanes-Oxley requires management to do the following:
• Th e CEO and CFO of each public company must prepare a statement to accompany the 

audit report to certify to the appropriateness of the fi nancial statements and disclosures. 
Management must also provide an assessment of internal controls in each annual report.

• All public companies must develop and enforce an offi  cer code of ethics.
• Loans to executive offi  cers and directors are prohibited.
• Management must support a much stronger board and audit committee in each public 

company. Th e audit committee is a subset of the board of directors and must consist only of 
individuals who are not part of the management team of the company.
Only time will tell how eff ective this law is in preventing and deterring fi nancial statement 

misstatements. One defi nite outcome is that because of this legislation, public companies are taking 
their fi nancial reporting responsibilities much more seriously than ever before.

The Sarbanes-Oxley Act has the following major provisions:

  Public Company Accounting Oversight Board. Established to oversee the certifi -
cation of auditors

  Constraints on auditors. Stricter rules to ensure that external auditors maintain 
their independence

  Constraints on management. Provisions to make corporate CEOs and CFOs 
personally responsible for reliable fi nancial statements

R E M E M B E R  T H I S
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L O  5
   The Role of Auditors in the 

 Accounting Process
WHAT Describe the role of auditors and how their presence affects the integrity of fi nancial statements.
WHY Auditors provide an independent check on a company’s accounting and internal control systems. 
HOW Auditors employ various procedures to validate the company’s fi nancial statement results.

Someone needs to check and make sure that the accounting system is running as designed and that 
the resulting fi nancial statements fairly present the fi nancial performance of the company. Auditors 
are that “someone.” Auditors provide management (and stockholders) with some assurance that the 
internal control system is functioning properly and that the fi nancial statements fairly represent the 
fi nancial performance of the fi rm. Two types of auditors are typically employed by management—
internal and external auditors.

Internal Auditors
Most large organizations have a staff  of internal auditors, an independent group of experts in 
controls, accounting, and operations. Th is group monitors operating results and fi nancial records, 
evaluates internal controls, assists with increasing the effi  ciency and eff ectiveness of operations, 
and even detects fraud. Th e audit manager reports directly to the president (or other high-level 
executive offi  cer) and to the audit committee of the board of directors. By performing independent 
evaluations of an organization’s internal controls, the internal auditors help preserve integrity in the 
reporting process. Employees who know that internal auditors are reviewing operations and reports 
are less likely to manipulate records and, if they do, their actions may be discovered.

Internal auditors’ responsibilities vary considerably, depending upon the organization. Some 
internal audit staff s consist of only one or two employees who spend most of their time performing 
reviews of fi nancial records or internal controls. In large organizations, the internal audit staff  may 
include over 100 individuals who search for and investigate fraud, work to improve operational 
effi  ciency and eff ectiveness, and make sure their organization is 
complying with various laws and regulations.

Organizations that have a competent group of internal au-
ditors generally have fewer fi nancial reporting problems than do 
organizations that don’t have internal auditors.

External Auditors
Probably the greatest safeguard in the fi nancial reporting system in the United States is the require-
ment that fi rms have external audits of their fi nancial statements and internal controls. External 
 auditors examine an organization’s fi nancial statements to determine if they are prepared and pre-
sented in accordance with GAAP and are free from material (signifi cant) misstatement. Th ey also 
issue opinions about the reliability of an organization’s internal controls. External audits are per-
formed by certifi ed public accounting (CPA) fi rms. CPA audits are required by the Securities and 
Exchange Commission and the major stock exchanges for all companies whose stock is publicly 
traded. Companies that are not public also request CPA audits because, in addition to instilling 
confi dence in users of fi nancial reports, banks and lenders usually require them. In conducting 
audits, CPAs are required by generally accepted auditing standards (GAAS) to provide reason-
able assurance that signifi cant fraud or misstatement is not present in fi nancial statements. Because 
CPAs cannot audit every transaction of an organization, and because detecting collusive manage-
ment deception is sometimes impossible, it is not possible for auditors to guarantee that fi nancial 
statements are “correct.” Instead, they can only provide reasonable assurance that fi nancial state-
ments are “presented fairly.” Even with audits, there are still a few occasions when major fi nancial 
statement fraud is not detected, though the Sarbanes-Oxley Act made major reforms in the way 

internal auditors An independent 
group of experts (in controls, account-
ing, and operations) who monitor op-
erating results and fi nancial records, 
evaluate internal controls, assist with 
increasing the effi ciency and effective-
ness of operations, and detect fraud.

external auditors Independent 
CPAs who are retained by organiza-
tions to perform audits of fi nancial 
statements.

generally accepted auditing 
standards (GAAS) Auditing 
standards developed by the 
PCAOB for public companies and 
AICPA for private companies.

What could auditors do to ensure that the fi nancial reporting 
system in a company is working properly? Be specifi c.

S T O P  &  T H I N K
Wha
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CPAs must conduct their audits, who they report to, and what 
their penalties are for not conducting proper audits.

CPA audits of fi nancial statements have become very im-
portant in the United States because of the enormous size of 
many corporations. Because the stockholders, the owners of 
corporations, are usually diff erent individuals from a company’s 
management, audits provide comfort to these owners/investors 
that management is carrying out its stewardship function ap-
propriately.

What Do Auditors Do?
While management has the primary responsibility to prepare the fi nancial statements and en-
sure that the internal control system is functioning properly, internal auditors provide an inde-
pendent assessment of how well the controls are working. External auditors usually study the 
internal control system to see if they can rely on it as they perform their audits and issue their 
own independent opinion about the adequacy of the internal controls. If the internal control 
system is functioning correctly, it increases the likelihood that the resulting fi nancial information 
is reliable.

Auditors gain confi dence in the quality of the reporting process using several diff erent pro-
cesses: interviews, observation, sampling, confi rmation, and analytical procedures. Several of 
these processes are used by both internal and external auditors, while some are used primarily 
by external auditors. Exhibit 5.5 provides a list of these procedures and indicates who uses them 
most often. 

Interviews Auditors interview employees to ensure that procedures are understood, proper docu-
mentation is being made, and proper authorization is being obtained. Th rough interviews, auditors 
identify potential weaknesses in the control system that will be examined using testing proce-
dures.

Observation Observation is done to verify compliance with procedures and to ensure that ac-
counting records agree with physical records. For example, auditors in a bank will count the cash in 
a vault to ensure that recorded amounts agree with the actual cash on hand. Auditors will also verify 
the existence of inventory by doing a physical count of product. Auditors will also use observation 
to ensure that employees are complying with proper procedures.

Sampling As auditors cannot examine every transaction, they select a sample of transactions for 
analysis. Based on the results of their analysis, they may conclude that the internal control pro-
cedures are either being complied with, resulting in reliable fi nancial information, or unreliable, 
which would require further testing.

F Y I
As of 2009, four international public accounting fi rms—Ernst & 
Young, PricewaterhouseCoopers, Deloitte & Touche, and 
KPMG, known collectively as the “Big 4”—were responsible 
for auditing the majority of the Fortune 500 companies, as well 
as most other large, publicly traded companies in the United 
States.

E X H I B I T  5 . 5  A u d i t  P r o c e s s e s  U s e d  b y  A u d i t o r s

 Internal Auditors External Auditors

Interviews X X

Observation X X

Sampling X X

Confi rmation — X

Analytical procedures — X
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Confi rmation Used primarily by external auditors, confi rmations are used to verify the bal-
ances in accounts that result from transactions with outsiders. For example, banks could be 
contacted to verify loan amounts or lines of credit, and customers could be contacted to verify 
account balances. Th is procedure ensures that the balances listed on the fi nancial statements 
do, in fact, exist.

Analytical Procedures Analytical procedures are used to provide guidance to external auditors in 
identifying areas that may deserve attention. Analytical procedures use techniques like comparative 
ratio analysis. By comparing the results of ratio analysis from one period to the next, auditors may 
be able to identify areas where additional investigation may be appropriate.

At the completion of an audit, the auditors issue a report that accompanies the fi nancial state-
ments and describes to readers, in general terms, what was done by the audit fi rm and whether 
accounting rules were followed. Th e report also indicates an opinion as to whether the fi nan-
cial statements and the accompanying notes fairly represent the fi nancial condition of the fi rm. 
Exhibit 5.6 includes Wal-Mart’s 2009 independent auditors’ report.

Are External (Independent) Auditors Independent?
Independent auditors are hired by the audit committee of the board of directors to make sure that 
the fi nancial statements prepared by management fairly represent the fi nancial performance of the 
company. Since the company being audited is paying the auditors, is there a danger that the audi-
tors may not be independent? Is there a possibility that auditors will go along with whatever man-
agement says because management is paying them? Th at possibility exists, but a number of factors 
work as a counterbalance.

First, the Sarbanes-Oxley Act requires companies to maintain an adequate system of internal 
controls. If persons in management knowingly violate this law, they can go to jail (a number of 

Report of Independent Registered Accounting Firm

The Board of Directors and Shareholders of Wal-Mart Stores, Inc.
We have audited the accompanying consolidated balance sheets of Wal-Mart Stores, Inc. as of January 31, 2009 and 2008, and the related con-

solidated statements of income, shareholders’ equity, and cash fl ows for each of the three years in the period ended January 31, 2009. These fi nancial 
statements are the responsibility of the Company’s management. Our responsibility is to express an opinion on these fi nancial statements based on 
our audits.

We conducted our audits in accordance with the standards of the Public Company Accounting Oversight Board (United States). Those standards 
require that we plan and perform the audit to obtain reasonable assurance about whether the fi nancial statements are free of material misstatement. An 
audit includes examining, on a test basis, evidence supporting the amounts and disclosures in the fi nancial statements. An audit also includes assessing the 
accounting principles used and signifi cant estimates made by management, as well as evaluating the overall fi nancial statement presentation. We believe 
that our audits provide a reasonable basis for our opinion.

In our opinion, the fi nancial statements referred to above present fairly, in all material respects, the consolidated fi nancial position of Wal-Mart Stores, 
Inc. at January 31, 2009 and 2008, and the consolidated results of its operations and its cash fl ows for each of the three years in the period ended January 
31, 2009, in conformity with U.S. generally accepted accounting principles.

We also have audited, in accordance with the standards of the Public Company Accounting Oversight Board (United States), Wal-Mart Stores, 
Inc.’s internal control over fi nancial reporting as of January 31, 2009, based on criteria established in Internal Control–Integrated Framework issued 
by the Committee of Sponsoring Organizations of the Treadway Commission and our report dated March 27, 2009 expressed an unqualifi ed opinion 
thereon.

Ernst & Young LLP
Rogers, Arkansas
March 27, 2009

E X H I B I T  5 . 6   W a l - M a r t ’ s  2 0 0 9  I n d e p e n d e n t  A u d i t o r s ’ 
R e p o r t
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top managers have) and would be subject to personal fi nes. In addition, the company is subject to 
corporate fi nes. Th us, management would be taking a big risk if they interfere with the auditors.

Second, external auditors have a responsibility to fi nancial statement users to ensure that fi nan-
cial statements are fairly presented. Th e U.S. legal system provides auditors with fi nancial incentives 
to remain independent. As an example, the auditors in the Phar-Mor fi nancial statement fraud case 
were sued by plaintiff s for over $1 billion. A jury held the audit fi rm liable, and that fi rm settled 
with the plaintiff s. Th us, external auditors are taking a big risk if they compromise their indepen-
dence and integrity.

Th ird, auditors have a reputation to protect. Th e reason auditors are hired at all is because the 
investing public believes they provide an independent check on the reliability and integrity of the 
fi nancial information. If an audit fi rm were no longer perceived in this manner, companies would 
cease to employ it. 

Knowing the incentives that infl uence auditors to provide fair and reliable fi nancial informa-
tion, we begin to see how the issues relating to disagreements in judgment can work themselves 
out. On the one hand, the management team has an incentive to provide fi nancial statement in-
formation that portrays the company in the most favorable position possible. On the other hand, 
auditors must ensure that the information being provided is unbiased and fair. If auditors don’t live 
up to their charge, they can end up paying to litigants much more than they ever received in audit 
fees. Th e Securities and Exchange Commission and the Public Company Accounting Oversight 
Board are working with public accounting fi rms to ensure that independence remains a keystone 
of the auditing profession.

If management is allowed to paint an overly optimistic picture of the fi rm’s performance by us-
ing estimates that bias the fi nancial reports, the audit fi rm will pay (via litigation) if those estimates 
prove to be materially wrong in the future. To protect itself, the audit fi rm would prefer that manage-
ment use conservative estimates, but management will not always go along with the auditors in this 
regard. It is this tension, resulting from diff ering incentives, that provides fi nancial statement users 
with information that, taken as a whole, fairly represents the fi nancial performance of a business.

  Auditors provide a check and balance to ensure that the fi nancial statements fairly 
refl ect the fi nancial performance of a business.

  Internal auditors ensure integrity in the fi nancial records and evaluate and encourage 
adherence to the organization’s internal controls.

  External certifi ed public accountants ensure the integrity of the fi nancial reporting 
process with independent audits of fi nancial statements.

  Independent fi nancial statement audits are required for all public companies, and 
often by creditors and other users.

R E M E M B E R  T H I S

A

L O  6
   The Securities and Exchange 

 Commission
WHAT  Explain the role of the Securities and Exchange Commission in adding credibility to fi nancial 

statements.
WHY  The Securities and Exchange Commission is the fi nal word in the United States when it comes 

to acceptable fi nancial reporting.
HOW  Authority was granted by Congress to the Securities and Exchange Commission to regulate 

fi nancial markets. This authority is exercised through various reporting requirements as well 
as enforcement abilities.
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In addition to the role of independent internal and external auditors, the U.S. government plays a 
role in ensuring the integrity of fi nancial information. Th e Securities and Exchange Commission 
(SEC) is responsible for ensuring that investors, creditors, and other fi nancial statement users are 
provided with reliable information upon which to make investment decisions.

Th e SEC is an agency of the federal government and was organized in the 1930s because of 
fi nancial reporting and stock market abuses. One such abuse was price manipulation. It was not 
uncommon in the 1920s for stockbrokers or dealers to indulge in “wash sales” or “matched orders,” 
in which successive buy and sell orders created a false impression of stock activity and forced prices 
up. Th is maneuver allowed those involved to reap huge profi ts before the price fell back to its true 
market level. Outright deceit by issuing false and misleading fi nancial statements was another im-
proper practice to make profi ts at the expense of unwary investors.

Th e Securities Act of 1933 requires most companies planning to issue new debt or stock secu-
rities to the public to submit a registration statement to the SEC for approval. Th e SEC examines 
these statements for completeness and adequacy before permitting companies to sell securities 
through securities exchanges. Th e Securities Exchange Act of 1934 requires all public companies to 
fi le detailed periodic reports with the SEC.

Th e SEC requires a considerable amount of information to be included in these fi lings. Among 
other things, a company must submit fi nancial statements that have been audited by CPAs and that 
contain an opinion issued by those CPAs.

Of the many reports required by the SEC, the following have the most direct impact on fi nan-
cial reporting:
• Registration statements. Th ese include various forms that must be fi led and approved before 

a company can sell securities through the securities exchanges.
• Form 10-K. Th is report must be fi led annually for all publicly held companies. Th e report 

contains extensive fi nancial information, including audited fi nancial statements by indepen-
dent CPAs. Th e 10-K also requires additional disclosure beyond that typically provided in 
the audited fi nancial statements, like the executive compensation of top management and the 
details of property, plant, and equipment transactions.

• Form 10-Q. Th is report must be fi led quarterly for all publicly held companies. It contains 
certain fi nancial information and requires a CPA’s involvement.
Because the SEC has statutory power to mandate any reporting requirement it feels is needed, 

it has considerable infl uence in setting generally accepted accounting principles and disclosure re-
quirements for fi nancial statements. Generally, the SEC accepts the accounting pronouncements of 
the Financial Accounting Standards Board and other bodies like the AICPA. In addition, the SEC 
has the power to establish rules for any CPA associated with audited fi nancial statements submitted 
to the commission.

Th e SEC is given broad enforcement powers under the 1934 Act. If the rules of operation for 
stock exchanges prove to be ineff ectual in implementing the requirements of the SEC, the SEC can 
alter or supplement them. Th e SEC can even suspend trading of a company’s stock. If substantive 
hearings show that the issuer failed to comply with the requirements of the securities laws, the SEC 
can “de-list” any security. Brokers and dealers can be prevented, either temporarily or permanently, 
from working in the securities market, and investigations can be initiated, if necessary, to determine 
violations of any of the acts or rules administered by the SEC.

The Effect of the 1934 Act on 
Independent  Accountants
Accountants are involved in the preparation and review of a major portion of the reports and 
statements required by the 1934 Act. Accountants also can be censured, and their work is subject 
to approval by the SEC. Th e fi nancial statements in the annual report to stockholders and in the 
10-K report must be audited. In addition, accountants consult and assist in the preparation of the 
quarterly 10-Q reports and the other periodic reports.

Securities and Exchange Com-
mission (SEC) The government body 
responsible for regulating the fi nancial 
reporting practices of most publicly 
owned corporations in connection with 
the buying and selling of stocks and 
bonds.



More recently, the Sarbanes-Oxley Act has strengthened 
the authority of the SEC to monitor fi nancial reporting. Th e 
SEC now has more resources and authority, oversight for the 
Public Company Accounting Oversight Board, more control 
over auditors and reporting companies, and, in general, a great-
er responsibility to protect investors and creditors who rely on 
fi nancial reports.

F Y I
In 2008, a $50 billion fraud (the largest in U.S. history) commit-
ted by a 70-year-old Wall Street executive, Bernie Madoff, was 
discovered. In subsequent congressional hearings, the chairman 
of the SEC admitted that his agency had missed repeated op-
portunities to discover the fraud.

  The Securities and Exchange Commission (SEC) is an agency of the federal government.
  The SEC’s purpose is to assist investors in public companies by regulating stock and 
bond markets and by requiring certain disclosures.

  The SEC has statutory authority to establish accounting principles, but it basically 
accepts pronouncements of the FASB and AICPA as authoritative.

  Common reports required by the SEC are registration statements and Forms 10-K 
and 10-Q.

  The SEC can suspend trading and even de-list securities.
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L O 1   Identify the types of problems that can appear in fi nancial statements. Three types of  problems 
can affect fi nancial statements.

Errors Unintentional mistakes that can enter the accounting system at the transaction and 
journal entry stage or when journal entries are posted to accounts

Disagreements in judgment Differences in opinion about what numbers should be reported in the fi nancial 
 statements based on different estimates

Fraud Intentional misrepresentations in the fi nancial statements

L O 2   Describe the safeguards employed to ensure that fi nancial statements are free from 
problems. Internal controls are safeguards built into an organization that help to protect assets 
and increase reliability of the accounting records. The three basic internal control structure 
categories are

1. The control environment
2. The accounting systems
3. The control procedures

The fi ve types of control procedures are

1. Segregation of duties
2. Procedures for authorizations
3. Documents and records
4. Physical safeguards
5. Independent checks

200 Part 1  Financial Reporting and the Accounting Cycle
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L O 3  Understand the concept of earnings management and why it occurs.

Reasons for earnings management • Pressure to meet internal earnings targets
• Pressure to meet external expectations
• Smoothing income
• Preparing to apply for a loan or to offer stock to the public

Techniques of earnings management • Careful timing of transactions
• Changing accounting methods or estimates with full disclosure
• Changing accounting methods or estimates withOUT adequate disclosure
• Non-GAAP accounting
• Fictitious transactions

L O 4  Understand the major parts of the Sarbanes-Oxley Act and how it impacts fi nancial reporting.

Public Company Accounting Oversight • Register all public accounting fi rms.

Board (PCAOB) • Establish auditing standards.
• Inspect public accounting fi rms.

Constraints on auditors • Auditors are prohibited from providing nonaudit services to audit clients.
• Audit partners must rotate every fi ve years.
• Auditors must report to the audit committee of the board of directors.

Constraints on management •  The CEO and the CFO must personally certify the reliability of the fi nan-
cial statements.

• Companies must have a code of ethics.
• Loans to company executives are prohibited.
• Audit committees must be strengthened.

L O 5   Describe the role of auditors and how their presence affects the integrity of fi nancial 
 statements.

Internal auditors • Evaluate internal controls
• Monitor operating results
• Ensure compliance with laws and company policy
• Detect fraud

External auditors  Gather evidence to be able to certify the fairness of the fi nancial statements 
through:
• Interviews
• Observation
• Sampling
• Confi rmation
• Analytical procedures

• External audits are required of most public companies by the SEC.
• External audits must be performed by CPAs who are licensed by the individual states in which they practice.

L O 6   Explain the role of the Securities and Exchange Commission in adding credibility to fi nancial 
statements.

•  The SEC is the agency of the federal government charged with the responsibility of assisting investors by making sure 
they are provided with reliable information upon which to make investment decisions.

•  The SEC was organized in the 1930s and requires certain periodic reports of companies that sell stock publicly in the 
United States, such as Forms 10-Q and 10-K.
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• The SEC adds credibility to fi nancial statements by
 •  Requiring independent audits
 •  Reviewing fi nancial statements itself
 •  Sanctioning fi rms that violate its standards

K e y  T e r m s  &  C o n c e p t s

audit committee, 186
control activities (procedures), 186
control environment, 186
detective controls, 186
external auditors, 195
GAAP oval, 191
generally accepted auditing standards 

(GAAS), 195

income smoothing, 189
independent checks, 187
internal auditors, 195
internal control structure, 184
internal earnings target, 188
organizational structure, 186
physical safeguards, 187
preventative controls, 186

Public Company Accounting Oversight 
Board (PCAOB), 193

Sarbanes-Oxley Act, 184
Securities and Exchange Commission 

(SEC), 199
segregation of duties, 186

 1.  How can a person tell whether an entry to an ex-
pense account is payment for a legitimate expen-
diture or a means of concealing a theft of cash?

 2.  How would it be possible to overstate revenues? 
What eff ect would an overstatement of revenues 
have on total assets?

 3.  What are the major elements of a system of inter-
nal controls?

 4.  Identify fi ve diff erent types of control procedures.
 5.  What are the four factors that might motivate a 

manager to attempt to manage earnings?
 6.  (a) What is the purpose of internal earnings tar-

gets? (b) What is the risk associated with internal 
earnings targets?

 7.  What is meant by the term income smoothing?
 8.  What are the fi ve labels in the earnings manage-

ment continuum in Exhibit 5.3, and what general 
types of actions are associated with each of the 
labels?

 9.  Is there anything wrong with using a diff erent ac-
counting estimate this year compared to last year, 
as long as both estimates fall within a generally 
accepted range for your industry?

10.  Refer to the GAAP oval in Exhibit 5.4. (a) In 
what important way is point E diff erent from 

point C? (b) In what important way is point A 
diff erent from point C?

11.  What are the duties of the Public Company Ac-
counting Oversight Board? 

12.  What constraints does the Sarbanes-Oxley Act 
place on auditors?

13.  As a result of the Sarbanes-Oxley Act, public 
companies were required to change the way they 
do business. What practice does Sarbanes-Oxley 
forbid?

14.  How do internal auditors add to the credibility of 
fi nancial statements?

15.  What is the purpose of a fi nancial statement audit 
by CPAs?

16.  Do you believe that outside auditors (CPAs) who ex-
amine the fi nancial statements of a company, while 
being paid by that company, can be independent?

17.  Th e SEC requires companies to register with it 
when they sell stocks or bonds and also requires 
periodic reporting thereafter. Which of these 
reports, the initial registration statements or 
the subsequent periodic reports, do you believe 
would be scrutinized more closely by the SEC?

 18.  What do you suspect is the relationship between 
the FASB and the SEC?

 P U T  I T  O N  PA P E R
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L O  1
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L O  1

L O  3

E  5 - 3

Accounting Errors—Transaction Errors
How would the following errors aff ect the account balances and the basic accounting equation, 
Assets = Liabilities + Owners’ Equity? How do the misstatements aff ect income?
 a. Th e purchase of a truck is recorded as an expense instead of an asset.
 b. A cash payment on accounts receivable is received but not recorded.
 c. Fictitious sales on account are recorded.
 d.  A clerk misreads a handwritten invoice for repairs and records it as $1,500 instead of $1,800.
 e.  Payment is received on December 31 for the next three months’ rent and is recorded as 

revenue.

Errors in Financial Statements
Th e following fi nancial statements are available for Sherwood Real Estate Company:

Balance Sheet

Assets Liabilities

Cash  . . . . . . . . . . . . . . $         1,300 Accounts payable  . . . . . . . . $   100,000
Receivable from sale of 
 real estate. . . . . . . . . 5,000,000

Mortgage payable . . . . . . . .
Total liabilities . . . . . . . . . . .

  6,000,000
$  6,100,000

Interest receivable* . . . . 180,000
Real estate properties . .     6,000,000

Stockholders’ Equity
Capital stock. . . . . . . . . . . . $     10,000
Retained earnings  . . . . . . . .   5,071,300
Total stockholders’ equity. . .     5,081,300

Total assets  . . . . . . . . . $11,181,300
Total liabilities and  
 sto ckholders’ equity . . . . . $11,181,300

*Interest Receivable applies to Receivable from sale of real estate.

Income Statement

Gain on sale of real estate . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $3,200,000
Interest income* . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .      180,000

Total revenues. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $3,380,000
Expenses  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   1,200,000

Net income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $2,180,000

*Interest Income applies to Receivable from sale of real estate.

Sherwood Company is using these fi nancial statements to entice investors to buy stock in the 
company. However, a recent FBI investigation revealed that the sale of real estate was a fabricated 
transaction with a fi ctitious company that was recorded to make the fi nancial statements look bet-
ter. Th e sales price was $5,000,000 with a zero cash down payment and a $5,000,000 receivable. 
Prepare fi nancial statements for Sherwood Company showing what its total assets, liabilities, stock-
holders’ equity, and income really are with the sale of real estate removed.

Appropriateness of Accounting Rules
In the early 1990s, the top executive of a large oil refi ning company was convicted of fi nancial state-
ment fraud. One of the issues in the case involved the way the company accounted for its oil inven-
tories. Th e company would purchase crude oil from exploration companies and then process the 
oil into fi nished oil products, like jet fuel or diesel fuel. Because there was a ready market for these 

E x e r c i s e s
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L O  2

E  5 - 4

L O  5

E  5 - 5

L O  5

E  5 - 6

L O  5

E  5 - 7

L O  5

L O  6

E  5 - 8

fi nished products, as soon as the company purchased the crude oil, it would value its oil inventory 
at the selling prices of the fi nished products less the cost to refi ne the oil. Th is type of accounting 
was questioned because it allowed the company to recognize profi t before the actual sale (and even 
refi ning) of the oil. Nevertheless, one of the large CPA fi rms attested to the use of this method. If 
you were the judge in this case, would you be critical of this accounting practice?

Internal Control Procedures
As an auditor, you have discovered the following problems with the accounting system control pro-
cedures of Jim’s Supply Store. For each of the following occurrences, tell which of the fi ve internal 
control procedures was lacking. Also, recommend how the company should change its procedures 
to avoid the problem in the future.
 a.  Jim’s Supply Store’s losses due to bad debts have increased dramatically over the past year. 

In an eff ort to increase sales, the managers of certain stores have allowed large credit sales 
to occur without review or approval.

 b.  An accountant hid his theft of $200 from the company’s bank account by changing the 
monthly reconciliation. He knew the manipulation would not be discovered.

 c.  Mark Peterson works in the storeroom. He maintains the inventory records, counts the 
inventory, and has unlimited access to the storeroom. He occasionally steals items of inven-
tory and hides the theft by including the value of the stolen goods in his inventory count.

 d. Receiving reports are sometimes fi lled out days after shipments have arrived.

Internal Auditing—Staffi ng Internal Audits
A manufacturing corporation recently reassigned one of its accounting managers to the internal 
audit department. He had successfully directed the western-area accounting offi  ce, and the corpo-
ration thought his skills would be valuable to the internal audit department. Th e director of the 
internal audit division knew of this individual’s experience in the western-area accounting offi  ce 
and assigned him to audit that same offi  ce.

Should the internal auditor be assigned to audit the same offi  ce in which he recently worked? 
What problems could arise in this situation?

Internal Auditing
Which of the following is not applicable to the internal audit function?
 a. Deter or catch employee fraud.
 b. Issue an opinion for investors regarding the reliability of the fi nancial statements.
 c. Be guided by its own set of professional standards.
 d.  Help to ensure that the accounting function is performed correctly and that the fi nancial 

statements are prepared accurately.

Internal Auditing—External Auditor’s Reliance on Internal Auditors
Pierson, CPA, is planning an audit of the fi nancial statements of Generic Company. In determining 
the nature, timing, and extent of the auditing procedures, Pierson is considering Generic’s internal 
audit function, which is staff ed by Shawn Goff .
 1. In what ways may Goff ’s work be relevant to Pierson?
 2.  What factors should Pierson consider, and what inquiries should Pierson make in deciding 

whether to rely on Goff ’s work?

Ensuring the Integrity of Financial Reporting
Th ree college seniors with majors in accounting are discussing alternative career plans. All three want 
to enter careers that will help to ensure the integrity of fi nancial reporting. Th e fi rst wants to become 
an internal auditor. She believes that by ensuring appropriate internal controls within a company, 
the fi nancial statements will be reliable. Th e second wants to go to work in public accounting and 



 Internal Controls: Ensuring the Integrity of Financial Information Chapter 5 205

L O  5

E  5 - 9

L O  5

E  5 - 1 0

L O  5

E  5 - 1 1

L O  6

E  5 - 1 2

L O  6

E  5 - 1 3

L O  6

E  5 - 1 4

perform external audits of companies. He believes that external auditors are independent and can 
make sure that fi nancial statements are correct. Th e third student believes that neither choice will be 
adding much value to the integrity of fi nancial statements because, in both cases, the auditors will be 
receiving their pay (either directly or indirectly) from the companies they audit. He believes the only 
way to make a real diff erence is to work for the Securities and Exchange Commission, using the “arm 
of government regulation” to force companies to issue appropriate fi nancial statements and then 
punishing them when their fi nancial statements are misleading. In your opinion, which of these three 
students will make the largest contribution toward ensuring integrity in the fi nancial statements?

External Auditors—Purpose of an Audit
What is the purpose of external auditors providing an opinion on a company’s fi nancial  statements?

Auditing Financial Statements
Th e Utah Lakers professional basketball team has recently decided to sell stock and become a 
public company. In determining what it must do to fi le a registration statement with the SEC, the 
company realizes that it needs to have an audit opinion to accompany its fi nancial statements. Th e 
company has recently approached two accounting students at a major university and asked them 
to “audit” its fi nancial statements to be submitted to the SEC. Should the two accounting students 
accept the work and perform the audit?

Auditing Negligence
A few years ago, the offi  cers of Phar-Mor, a discount retail chain, were convicted of issuing fraudu-
lent fi nancial statements. Th e company had overstated its inventory by moving inventory from 
store to store and counting the same inventory several times. For example, a case of Coca-Cola 
would be counted at one store and then moved to another store and counted again. Phar-Mor’s 
auditors were accused of performing negligent audits because they didn’t catch these inventory 
movements. Do you believe that the external auditors were negligent in this case?

Securities and Exchange Commission—Authority to Set Accounting Standards
Which organization—the Securities and Exchange Commission, the American Institute of Certifi ed 
Public Accountants, or the Financial Accounting Standards Board—has federal government authority 
to set accounting standards and reporting requirements? Some people have argued that all accounting 
rule making should be done by the federal government. Do you agree? Why or why not?

Securities and Exchange Commission—Role of the SEC
Describe the role of the SEC and its infl uence on the practice of auditing.

Securities and Exchange Commission—Information Needed for Investing
As an investor, you are considering buying stock in a relatively new company. Medical Horizons, 
Inc., has been in existence for 10 years and is now about to go public. Th e fi rst stock off ering will 
be listed on the New York Stock Exchange next week.
 1.  What kind of information would you like to know before investing in the company? 

Where can you fi nd this information?
 2.  How does the SEC protect the securities market from companies that are fraudulent or in 

poor fi nancial condition?
 3.  Besides stock market investors, what other parties might be interested in knowing fi nan-

cial data about companies?
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Securities and Exchange Commission
Many people have argued that the purpose of the SEC is to protect investors. Some believe that the 
best way to do this is by preventing weak companies from issuing stock. Others say that the SEC 
should require full disclosure and then let the buyer beware. Which do you think is more appropri-
ate: a preventive role or a disclosure role?

A n a l y t i c a l  A s s i g n m e n t s

Analyzing the Impact of Errors
Th is spreadsheet assignment is a continuation of the spreadsheet assignment given in Chapter 2. 
 1.  Refer back to the fi nancial statement numbers for Handyman Company for 2012 [given 

in part (1) of the Cumulative Spreadsheet Project assignment in Chapter 2]. Using the 
balance sheet and income statement created with those numbers, create spreadsheet cell 
formulas to compute and display values for the following ratios:

  a.  Current assets divided by current liabilities (often called the current ratio)
  b.  Total liabilities divided by total assets (often called the debt ratio)
  c.  Sales divided by total assets (often called asset turnover)
  d.  Net income divided by total stockholders’ equity (often called return on equity)

Th e details of these ratios will be discussed in detail in subsequent chapters.
 2.  To observe the impact that errors and fraudulent transactions can have on the fi nancial 

statements, determine what these ratios would have been if (1) each of the following trans-
actions was recorded as described and (2) the transaction was recorded correctly. Treat 
each transaction independently, meaning that before determining the impact of each new 
transaction you should reset the fi nancial statement values to their original amounts. Each 
of the hypothetical transactions is assumed to occur on the last day of the year.

  a.  Created receivables by creating fi ctitious sales of $140 all on account.
  b.   Purchased $80 of inventory on account but incorrectly increased the property, plant, 

and equipment account instead of increasing Inventory.
  c.   Borrowed $60 with a short-term payable. Th e liability was incorrectly recorded as 

Long-Term Debt.
  d.   An inventory purchase on account in the amount of $90 was not recorded until the 

next year.

Auditing a Company
Jerry Stillwell, the owner of a small company, asked Jones, a CPA, to conduct an audit of the 
company’s fi nancial statements. Stillwell told Jones that the audit needed to be completed in time 
to submit audited fi nancial statements to a bank as part of a loan application. Jones immediately 
accepted the assignment and agreed to provide an auditor’s report within two weeks.

Because Jones was busy, he hired two accounting students to perform the audit. After two 
hours of instruction, he sent them off  to conduct the audit. Jones told the students not to spend 
time reviewing the internal controls, but instead to concentrate on proving the mathematical ac-
curacy of the ledgers and other fi nancial records.

Th e students followed Jones’s instructions, and after 10 days, they provided the fi nancial state-
ments, which did not include notes. Jones reviewed the statements and prepared an auditor’s report. 
Th e report did not refer to generally accepted accounting principles and contained no mention of 
any qualifi cations or disclosures. Briefl y describe the problems with this audit.

Income Smoothing and an IPO
You are an analyst for an investment fund that invests in initial public off erings (IPOs). You are 
looking at the fi nancial statements of two companies, Clark Company and Durfee Company, that 
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plan to go public soon. Net income for the past three years for the two companies has been as fol-
lows (in thousands):

Year Clark Net Income Durfee Net Income

2009 $10,000 $17,000
2010 14,000 1,000
2011 20,000 26,000

If both companies issue the same number of shares and if the initial share prices are the same, which 
of the two companies appears to be a more attractive investment? Explain your reasoning. Also, 
what alternate sources of data would you look at to fi nd out if the reported earnings amounts ac-
curately portray the business performance of these two companies over the past three years?

If It Isn’t Fraud, Then It’s Ethical
Cruella DeVil is the chief fi nancial offi  cer (CFO) of a local publicly traded company. Cruella was 
recently invited to speak to accounting students at the local university. One of the students asked 
Cruella whether she thought earnings management was ethical. Cruella laughed and responded 
that her view was that anything that was not explicitly prohibited by the accounting standards or 
by government regulations was ethical. What do you think of Cruella’s opinion?

GAAP Is a Point, Not an Oval!
You are the chief fi nancial offi  cer (CFO) of Lorien Company, which is publicly traded. At the an-
nual shareholders’ meeting, you have been asked to discuss the company’s recent reported results. 
As part of your presentation, you illustrated the minimum and maximum values for net income 
that could have been reported by Lorien under a range of accounting assumptions used by other 
companies in your industry. Your statement prompted a cry of outrage from one of the sharehold-
ers present at the meeting. Th is shareholder accused you of being an unprincipled liar and stated 
that any suggestion that there is a range of possible net income values for a given company in a 
given year indicates an overly liberal approach to fi nancial reporting. Th is shareholder has moved 
that your employment contract be immediately terminated because of an apparent lack of moral 
character. Th e shareholder’s arguments have been persuasive to a large number of people present at 
the meeting. What can you say to defend yourself?

You Decide: Which is more important—having a good system of internal controls or hiring 
honest employees?
Is an internal control structure really necessary? Your uncle doesn’t seem to think so. He works for 
a regional employment staffi  ng service and recently commented, “As long as a company hires hard-
working, honest people, fraud and abusive fi nancial reporting cases will be almost nonexistent. 
People with integrity will always make the right choice. In the last six months, we haven’t placed 
anyone for employment who has been fi red or let go for fraudulent activity!” A friend argues, how-
ever, that anyone presented with the right pressures can commit fraud and that opportunities must 
be eliminated through an eff ective internal control structure. Who do you agree with?

You Decide: Can auditors rely on client personnel to assist them with their audit?
Should external auditors do all audit procedures themselves, or should the relationship between the 
 auditor and the client be more friendly? You have just graduated from college and are now working as an 
auditor for a public accounting fi rm. Your fi rst client is a major shipping company on the west coast that 
specializes in sending goods to China. As part of your fi rst assignment, you are asked to count the num-
ber of metal containers in the storage warehouse and verify their contents. As you begin, the warehouse 
manager (and long-time friend of the fi rm) comes to you and says, “Don’t worry about looking inside 
the containers. Our guys did that last week and we are running low on time.” What should you do?
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Wal-Mart
Locate the 2009 Form 10-K for Wal-Mart in Appendix A and consider the following questions:
 1.  With respect to the report of the external auditors to “the Board of Directors and Share-

holders of Wal-Mart Stores, Inc.”:
  a. Who is Wal-Mart’s external auditor?
  b.  How long after the end of Wal-Mart’s fi scal year did the external auditor complete 

the audit?
 2. With respect to the report of management concerning the fi nancial statements:
  a.  Who is responsible for the fi nancial statements?
  b.   After reading the paragraph on internal control, indicate whether you agree or dis-

agree with the following statement: “Th e purpose of an internal control system is to 
ensure that all transactions are always recorded and that all assets are always com-
pletely safeguarded.”

  c.   After looking at the description of the members of the audit committee (in the sec-
ond paragraph), do you think that any members of the Walton family are members 
of that committee?

Circle K
At one time, Circle K was the second-largest convenience store chain in the United States. At its 
peak, Circle K operated 4,685 stores in 32 states. Circle K’s rapid expansion was fi nanced through 
long-term borrowing. Interest on this large debt, combined with increased price competition from 
convenience stores operated by oil companies, squeezed the profi ts of Circle K. For the fi scal year 
ended April 30, 1990, Circle K reported a loss of $773 million. In May 1990, Circle K fi led for 
Chapter 11 bankruptcy protection. Subsequently, Circle K was taken over by Tosco, a large inde-
pendent oil company.
 1.  In the fi scal year ended April 30, 1989, Circle K experienced signifi cant fi nancial diffi  cul-

ty. Reported profi ts were down 74.5% from the year before. In the president’s letter to the 
shareholders, Circle K explained that 1989 was a “disappointing” year and that manage-
ment was seeking an outside company to come in and buy out the Circle K shareholders. 
How do you think all this bad news was refl ected in the auditor’s report accompanying the 
fi nancial statements dated April 30, 1989?

 2.  Circle K reported a loss of $773 million for the year ended April 30, 1990. Just a week 
after the end of the fi scal year, the CEO was fi red. One week after that, Circle K declared 
bankruptcy. Th e audit report was completed approximately two months later. How do 
you think the news of the bankruptcy was refl ected in the auditor’s report accompanying 
the fi nancial statements dated April 30, 1990?

Do the Financial Statements Give a True and Fair View?
Swire Pacifi c, Ltd., is one of the largest companies in the world. Th e primary operations of the 
company are in the region of Hong Kong, China, and Taiwan where it has operated for over 125 
years. Swire operates Cathay Pacifi c Airways and has extensive real estate holdings in Hong Kong. 
Th e 2008 auditor’s report (prepared by PricewaterhouseCoopers) for Swire Pacifi c, dated March 
12, 2009, read as follows (in part):

An audit involves performing procedures to obtain audit evidence about the amounts 
and disclosures in the accounts. . . . An audit also includes evaluating the appropriateness 
of accounting policies used and the reasonableness of accounting estimates made by the 
Directors, as well as evaluating the overall presentation of the accounts. . . .

In our opinion, the accounts give a true and fair view of the state of aff airs of the 
Company and of the Group as at 31st December 2008. . . .

Although the concept of a “true and fair view” is not part of the auditor’s terminology in the 
United States, it is used by auditors all over the world. Th e “true and fair view” concept states that 
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an auditor must make sure that the fi nancial statements give an honest representation of the eco-
nomic status of the company, even if the company violates generally accepted accounting principles 
in order to do so.
 1.  Review the opinion language in the auditor’s report for Wal-Mart (see Appendix A). Does 

the audit report state unconditionally that Wal-Mart’s fi nancial statements are a fair repre-
sentation of the economic status of the company?

 2.  Auditors in the United States concentrate on performing audits to ensure that fi nan-
cial statements are prepared in accordance with generally accepted accounting principles. 
What economic and legal realities in the United States would make it diffi  cult for U.S. 
auditors to apply the “true and fair view” concept?

Blowing the Whistle on Former Partners
On St. Patrick’s Day in 1992, Chambers Development Company, one of the largest landfi ll and 
waste management fi rms in the United States, announced that it had been engaging in improper 
accounting for years. Wall Street fear over what this announcement implied about the company’s 
track record of steady earnings growth sent Chambers’ stock price plunging by 62% in one day.

Th e improper accounting by Chambers had been discovered in the course of the external 
audit. Th e auditors found that $362 million in expenses had not been reported since Chambers 
fi rst became a public company in 1985. If this amount of additional expense had been reported, it 
would have completely wiped out all the profi t reported by Chambers since it fi rst went public. Th e 
diffi  cult part of this situation was that a large number of the fi nancial staff  working for Chambers 
were former partners in the audit fi rm performing the audit. Th ese accountants had fi rst worked as 
independent external auditors at Chambers, then were hired by Chambers, and subsequently were 
audited by their old partners.

What ethical and economic issues did the auditors of Chambers Development Company face 
as they considered whether to blow the whistle on their former partners?
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As a recently hired accountant for a small business, Bearing, Inc., you are provided with last year’s balance sheet, income 
statement, and post-closing trial balance to familiarize yourself with the business.

Bearing, Inc.
Balance Sheet

December 31, 2011

Assets

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $22,100
Accounts receivable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .      27,000
Inventory  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 13,500
Supplies . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .        600
Total assets  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $63,200

Liabilities and Stockholders’ Equity

Liabilities:
Accounts payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $17,000
Salaries payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,500
Income taxes payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     3,200

Total liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $23,700
Stockholders’ equity: 

Capital stock (10,000 shares outstanding)  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $20,000
Retained earnings. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   19,500

Total stockholders’ equity. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   39,500
Total liabilities and stockholders’ equity . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $63,200

Bearing, Inc.
Income Statement

For the Year Ended December 31, 2011

Sales revenue . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $143,000
Rent revenue. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .      4,000
Total revenues. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $147,000
Less cost of goods sold  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     85,000
Gross margin  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  62,000
Less operating expenses:

Supplies expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $    1,200
Salaries expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 31,000
Miscellaneous expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .      6,400     38,600

Income before taxes  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  23,400
Less income taxes  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .       8,190
Net income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  15,210

Earnings per share ($15,210 ÷ 10,000 shares)  . . . . . . . . . . . . . . . . . . . . . . . . . . . . $       1.52
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Bearing, Inc.
Post-Closing Trial Balance

December 31, 2011

Debits Credits

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $22,100
Accounts Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 27,000
Inventory  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 13,500
Supplies . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 600
Accounts Payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $17,000
Salaries Payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,500
Income Taxes Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,200
Capital Stock  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000
Retained Earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .      19,500

Totals  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $63,200 $63,200

You are also given the following information that summarizes the business activity for the current year, 2012.

a. Issued 6,000 additional shares of capital stock for $30,000 cash.
b.  Borrowed $10,000 on January 2, 2012, from Metropolis Bank as a long-term loan.

Interest for the year is $700, payable on January 2, 2012.
c. Paid $5,100 cash on September 1 to lease a truck for one year.
d. Received $1,800 on November 1 from a tenant for six months’ rent.
e. Paid $900 on December 1 for a one-year insurance policy.
f. Purchased $250 of supplies for cash.
g. Purchased inventory for $80,000 on account.
h. Sold inventory for $105,000 on account; cost of the merchandise sold was $60,000.
i. Collected $95,000 cash from customers’ accounts receivable.
j. Paid $65,000 cash for inventories purchased during the year.
k. Paid $34,000 for sales reps’ salaries, including $3,500 owed at the beginning of 2012.
l. No dividends were paid during the year.
m. Th e income taxes payable for 2011 were paid.
n.  For adjusting entries, all prepaid expenses are initially recorded as assets, and all unearned revenues are 

 initially recorded as liabilities.
o. At year-end, $400 worth of supplies are on hand.
p. At year-end, an additional $4,000 of sales salaries are owed, but have not yet been paid.
q. Income tax expense is based on a 35% corporate tax rate.

You are asked to do the following:

 1.  Journalize the transactions for the current year, 2012, using the accounts listed on the fi nancial statements 
and other appropriate accounts (you may omit explanations).

 2.  Set up T-accounts and enter the beginning balances from the December 31, 2011, post-closing trial balance 
for Bearing. Post all current year journal entries to the T-accounts.

 3.  Journalize and post any necessary adjusting entries at the end of 2012. (Hint: Items b, c, d, e, m, o, and p 
require adjustment.)

 4.  After the adjusting entries are posted, prepare a trial balance, a balance sheet, and an income statement for 
2012. (Hint: Income before income taxes should equal $8,175.)

 5.  Journalize and post closing entries for 2012 and prepare a post-closing trial balance.
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After studying this chapter, you should be able to:

L O 1  Understand the three basic types of business 
activities: operating, investing, and fi nancing. Operating 
activities are the day-to-day activities of a business like selling 
products, purchasing inventory, and paying for wages. Invest-
ing activities primarily relate to the purchase of property, 
plant, and equipment and the sale of those assets after they 
have been used. Financing activities are the borrowing of 
money and its repayment, and the receipt of funds from inves-
tors and payment of dividends back to those investors.

L O 2  Use the two revenue recognition criteria to 
decide when the revenue from a sale or service should 
be recorded in the accounting records. Companies 
should recognize revenue only after they provide a good or 
service and after they receive a valid promise of payment. 
Deciding when to recognize revenue is a critical issue in 
 accounting judgment. 

L O 3  Properly account for the collection of cash 
and describe the business controls necessary to safe-
guard cash. Companies frequently sell on credit, collecting 
the cash after the sales revenue has already been recorded. 
Sales discounts are used to encourage early payment of 
accounts. Cash is a tempting target for theft or fraud, so 
adequate safeguards must be established within a business to 
protect the cash.

L O 4  Record the losses resulting from credit 
customers who do not pay their bills. In order to match 
bad debt expense with revenue in the appropriate year, the 
amount of the accounts that will ultimately be uncollectible 

must be forecasted before individual bad debts are specifi -
cally identifi ed. Two ways to perform this estimate are the 
percentage of sales and aging.

L O 5  Evaluate a company’s management of its 
receivables by computing and analyzing appropriate 
 fi nancial ratios. A company’s credit policy can be evaluated 
by computing how quickly the company collects its receivables.

L O 6  Match revenues and expenses by estimating 
and recording future warranty and service costs associ-
ated with a sale. When warranty promises are made, the 
total cost to be associated with those promises is estimated 
and recorded as an expense at the time of the sale.

L O 7  Reconcile a checking account. A bank recon-
ciliation is a detailed explanation of why the amount of cash a 
company or individual has in the bank differs from the amount 
recorded in the company or individual’s own records. Most of 
the differences are caused by timing. 

L O 8  Account for the impact of changing 
 exchange rates on the value of accounts receivable 
denominated in foreign currencies. Making sales 
 denominated in a foreign currency exposes a company to risk 
because the U.S. dollar value of that currency can fl uctuate 
between the time of the sale and the actual collection. These 
fl uctuations create foreign currency gains and losses.
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S E T T I N G  T H E  S TA G E

What happened to Internet companies? As investors were afraid 
of missing out on the next “Microsoft,” the value of many high-tech 
companies was based on rumors, beta versions, and vaporware. 
Once investors realized the outlandish prices being paid for these tech 
companies, they began focusing on revenues and profi ts. As many 
Internet companies never posted a profi t, they went out of business.

So, how does Yahoo! make money? Throughout its history, Yahoo! 
has generated almost all of its revenue through the sale of advertis-
ing space on its Web pages. In 2008, 88% of Yahoo!’s $7.2 billion 
in revenue was generated through marketing services. Yahoo! has 
various methods of marketing and advertising and is very specifi c in 
its annual report as to how revenue is recognized for each of its rev-
enue sources—and for good reason. The recent accounting scandals 
coupled with the bursting of the 
Internet bubble have placed a 
renewed emphasis on when rev-
enue should be recognized.

I
n 1993, Jerry Yang and David Filo were supposed to be working 
on their Ph.D. theses in computer-aided design at Stanford. In-
stead, they found themselves spending more and more research 
time surfi ng through the incredible amount of information avail-

able on the newly created “World Wide Web.” Jerry and David quickly 
learned that the key to surfi ng the vast quantities of information on the 
Web was to be able to organize the information. They compiled a list 
of their favorite Web sites, which they e-mailed to friends and posted 
on the Web. The Web site eventually became known as Yahoo!

By 1994, thousands were using Yahoo! to access information on the 
Web. In fact, the demand was so great that Jerry and David were spend-
ing 20-plus hours a day on their “hobby.”  Convinced that Yahoo! could be 
turned into a business, Jerry and David accepted a $4 million investment 
from a venture capital fi rm and turned Yahoo! into one of the most 
recognized names among Internet companies.  In January of 2000, the 
company was worth over $100 billion. Then the “Internet bubble” burst, 
and Yahoo!’s value in June of 2009 was approximately $23 billion.

For Internet companies like Yahoo!, investors are extremely interested in the amount of revenue reported in the income statement. For example, until 
2003, Amazon.com had never reported a profi t (revenue minus expenses) in its history; the company lost $149 million in 2002 alone. Yet, because 
of the $3.9 billion in revenue it reported in 2002, Amazon.com was viewed as a major player in the Internet economy. As a result, Amazon.com had 
a market value of $12 billion in May 2003. Exhibit 6.1 illustrates how the stock of both Yahoo! and Amazon.com has performed since 1998.

The amount of revenue reported by traditional companies, like Boeing, Wal-Mart, and General Electric, is also of interest to investors 
because increased revenues almost always lead to increased profi ts. Consequently, there is sometimes great pressure on companies to report 
as much revenue as possible. To balance this pressure, accounting rules have been established to govern exactly when it is appropriate for a 
company to report the revenue from a transaction in the income statement. In this chapter, you will study the accounting rules governing the 
proper recognition of revenue. You will also learn how to account for cash collections and how to handle customer accounts that are uncollectible. 
Selling goods and services, collecting the cash, and handling customer accounts are fundamental to the operation of any business. Accordingly, 
properly recording these activities is fundamental to the practice of accounting.

venture capital fi rm A company that 
provides needed cash to companies in 
return for an ownership interest.

E X H I B I T  6 . 1  S t o c k  P e r f o r m a n c e  f o r  Y a h o o !  a n d  A m a z o n . c o m
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With the basics of the accounting environment, the fi nancial statements, and the accounting cycle 
behind us, it is now time to use accounting to understand how businesses work, how the various 
activities of business are accounted for, and how businesses report their operating results to inves-
tors. Th e activities of most businesses can be divided into three groups:
• Operating activities
• Investing activities
• Financing activities

Operating activities involve selling products or services, buying inventory for resale, and in-
curring and paying for necessary expenses associated with the primary activities of the business. 
Th e operating activities of Yahoo! include selling advertising space on the company’s Web pages, 
paying employees to maintain the Yahoo! system and develop new software, and paying to advertise 
the Yahoo! brand name on TV and in magazines. It is easy to identify operating activities because 
they are always associated with the primary purpose of a business. Operating activities are covered 
in Chapters 6 through 8.

Investing activities involve the purchase of assets for use in the business. Th e assets purchased 
as part of investing activities include property, plant, and equipment, as well as fi nancial assets like 
investments in stocks and bonds of other companies. Investing activities are distinguishable from 
operating activities because they occur less frequently and the amounts involved in each transaction 
are usually quite large. For example, while most businesses buy and sell inventory or services to 
customers on a daily basis (operating activities), only rarely do they buy and sell buildings, equip-
ment, and stocks and bonds of other companies. It is important to note that buying inventory for 
resale is an operating activity, not an investing activity. Investing activities are covered in Chapters 
9 and 12.

Financing activities involve raising money to fi nance a business by means other than op-
erations. In addition to earning money through profi table operations, there are two other ways 
to fund a business: (1) money can be borrowed from creditors (debt fi nancing), or (2) money 
can be raised by selling stock or ownership interests in the business to investors (equity fi nanc-
ing). Debt fi nancing is the subject of Chapter 10, while equity fi nancing will be discussed in 
Chapter 11.

After studying the operating, investing, and fi nancing activities of a business in Chapters 6 
through 12, you will be ready to combine your knowledge of how businesses operate with the 
basic accounting knowledge you gained from Chapters 1 through 5. To do this, we will study the 
statement of cash fl ows, which is structured around the activities of a business and requires a sound 
understanding of the balance sheet, the income statement, and how the activities of a business tie 
together (Chapter 13). Th roughout Chapters 6 through 12, we will discuss how fi nancial statement 
numbers are used to make decisions. Chapter 14 will bring together all of the fi nancial ratios that 
have been discussed and provide a framework for how they are used. Exhibit 6.2 provides a graphi-
cal road map of the business and reporting activities that will be discussed in these eight chapters.

Although Chapters 6 through 12 are organized around business activities, it is important to 
understand how these activities relate to the basic fi nancial statements. To help you understand 

operating activities Transac-
tions and events that involve selling 
products or services and incurring the 
necessary expenses associated with 
the primary activities of the business.

investing activities Transactions and 
events that involve the purchase and 
sale of property, plant, equipment, 
and other assets not generally held 
for resale.

fi nancing activities Transactions 
and events whereby resources are 
obtained from, or repaid to, owners 
(equity fi nancing) and creditors (debt 
fi nancing).

L O  1    Major Activities of a Business
WHAT Understand the three basic types of business activities: operating, investing, and fi nancing.
WHY  The activities of a company inform fi nancial statement users how a company is doing at rais-

ing money (fi nancing), investing in assets (investing), and generating income (operating).
HOW  Use the three primary fi nancial statements, which provide information as to the operating, 

investing, and fi nancing activities of a business. The statement of cash fl ows is organized 
around the operating-investing-fi nancing framework.
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these relationships, an exhibit will be presented below and at the beginning of each of the next 
seven chapters, where possible, that identifi es:
• Th e time line of transactions to be covered in the chapter
• Specifi c accounts associated with those transactions
• Summary journal entries relating to those accounts
• How the fi nancial statements are ultimately aff ected because of those transactions

Exhibit 6.3 shows that Chapter 6 covers Cash, Accounts Receivable, and Warranty Liability on 
the balance sheet; Sales, Bad Debt Expense, and Warranty Expense on the income statement; and 
Receipts from Customers on the statement of cash fl ows.

E X H I B I T  6 . 2  M a j o r  A c t i v i t i e s  o f  a  B u s i n e s s

Operating Activities

1. Sell products and services (Ch. 6)
2. Acquire inventory for resale
 (Ch. 7)
3. Acquire and pay for other
 operating items and report 
 profitability (Ch. 8)

1. Debt financing (Ch. 10)
2. Equity financing (Ch. 11)

1. Statement of cash flows (Ch. 13)
2. Financial statement analysis
    (Ch. 14)

1. Buying and selling property,
 plant, and equipment (Ch. 9)
2. Buying and selling stocks and
 bonds of other companies
 (Ch. 12)

Financing Activities

Financial Statement
Summary and Review

Investing Activities

E X H I B I T  6 . 3  A c t i v i t y :  S e l l i n g  a  P r o d u c t  o r  S e r v i c e

Accept
Returns

Deliver
Product

Collect
Cash

Struggle
Non-Payment

Provide
Continued
Service

RETURNS

Accept
An Order

Journal
Entry

No J/E A/R
    Sales

Cash
    A/R

Sales Returns
    A/R (cash)

Bad Debt Expense
    Allowance

Warranty Expense
    Warranty Liability

F/S
Impact

A/R (  )
Sales (  )

Cash (  )
A/R (  )

Exp (  )
A/R (  )

Exp (  )
Allow (  )

Exp (  )
Liability (  )
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L O  2   Recognizing Revenue
WHAT  Use the two revenue recognition criteria to decide when the revenue from a sale or service 

should be recorded in the accounting records.
WHY To ensure that revenue is recognized in the proper accounting period.
HOW  Create a journal entry to record the revenue and the resulting increase in assets (either cash 

or accounts receivable).

Th e operations of a business revolve around the sale of a product or a service. McDonald’s sells 
fast food; Wal-Mart sells food and other household goods; Bank of America loans money and 
sells fi nancial services; Yahoo! sells advertising space on its Web pages. Just as the sale of a product 
or service is at the heart of any business, proper recording of the revenue from sales and services is 
fundamental to the practice of accounting.

Consideration of the time line in Exhibit 6.3 raises a number of very interesting accounting 
questions:
• When should revenue be recognized—when the initial order is placed, when the good 

or service is provided, when the cash is collected, or later, when there is no longer any 
chance that the customer will return the product or demand a refund because of faulty 
service?

• What accounting procedures are used to manage and safeguard cash as it is collected?
• How do you account for bad debts (customers who don’t pay their bills)?
• How do you account for the possibility that sales this year may obligate you to make 

 warranty repairs and provide continuing customer service for many years to come?
Th e following sections will address these accounting issues, beginning with the important 

question of when to recognize revenue.

When Should Revenue Be Recognized?
Revenue recognition is the phrase that accountants use to refer to the recording of a sale through a 
journal entry in the formal accounting records. Revenue is usually recognized when two important 
criteria have been met:

revenue recognition The process of 
recording revenue in the accounting 
records; occurs after the work has 
been substantially completed and 
cash collection is reasonably assured.

R E M E M B E R  T H I S

  Operating activities involve selling products or services, buying inventory for resale, 
and incurring and paying for necessary expenses associated with the primary activi-
ties of a business.

  Investing activities include purchasing assets for use in the business and making 
investments in items such as stocks and bonds.

  Financing activities include raising money to fi nance a business by means other than 
operations.
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1. Th e work has been substantially completed (the company has done something).
2. Cash, or a valid promise of future payment, has been received (the company has received 

something in return).
As a practical matter, most companies record sales when goods are shipped to customers. 

Credit sales are recognized as revenues before cash is collected, and revenue from services is usually 
recognized when the service is performed, not necessarily when cash is received.

To illustrate, assume that on a typical business day, Farm Land Products sells 30 sacks of fertil-
izer for cash and 20 sacks on credit, all at $10 per sack. Given these data, the $500 of revenue is 
recorded as follows:

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 300
Accounts Receivable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200
 Sales Revenue . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 500
  Sold 30 sacks of fertilizer for cash and 20 sacks on credit.

Although the debit entries are made to diff erent accounts, the credit entry for the full amount 
is to a revenue account. Th us, accrual-basis accounting requires the recognition of $500 in revenue 
instead of the $300 that would be recognized if the focus were merely on cash collection.

Application of the Revenue Recognition Criteria
Th e Farm Land example was used to illustrate a straightforward case of revenue recognition at 
the time a sale is made. Th e Farm Land customers bought $500 worth of fertilizer, paying $300 
cash and promising to pay $200 later; the $500 of revenue was recognized immediately. In 
reality, sales transactions are usually more complex, involving such things as uncertainty about 
exactly when the transaction is actually completed and whether a valid promise of payment has 
actually been received from the customer. What if the terms of the sale had also required Farm 
Land to deliver the fertilizer to the customers at no extra charge? In this case, proper applica-
tion of the “work done” revenue recognition criterion would require that the revenue not be 
recorded until actual delivery had taken place. Alternatively, assume that the fertilizer sale was 
accompanied by a guarantee that, within 30 days, customers could return the unused portion 
of fertilizer for a full refund. If very few customers ever seek a refund, revenue should still be 
recognized at the time of sale. But, for example, if over 70% of fertilizer customers later seek 
refunds, the “cash collectible” revenue recognition criterion suggests that no revenue should be 
recognized until the completion of the 30-day return period, since Farm Land then becomes 
reasonably assured of the amount of cash it will collect from the $500 in sales. Th is situation 
illustrates the need for accountants to exercise professional judgment and account for the eco-
nomic reality of a transaction instead of blindly relying on technical legal rules about whether 
a sale has taken place. Other examples of the application of the revenue recognition criteria are 
given below.

Yahoo! As mentioned in the opening scenario, Yahoo! derives most of its revenue from the 
sale of banner ads on its Web pages. Yahoo! recognizes advertising revenue as the impressions 
occur. An “impression” is delivered when an advertisement appears on a page viewed by users. 
Th is revenue recognition practice makes sense if Yahoo! is reasonably certain of collecting pay-
ment for these impressions because Yahoo! has completed its work of providing the impressions. 
Yahoo! often guarantees an advertiser a minimum number of impressions. To the extent that 
the  minimum  guaranteed impressions are not met as of the date the fi nancial statements are 
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prepared, Yahoo! delays recognizing the advertising revenue until the guaranteed number of 
impressions is reached.

Microsoft Th e nature of the computer software industry pres-
ents several sticky revenue recognition issues. Th e installation of 
software and the promise of software upgrades require software 
companies to consider when the earnings process is  substantially 
complete. Are the revenue recognition criteria satisfi ed at the 
point of sale, when the software is installed, or after promised 
upgrades are delivered? Microsoft recognizes a portion (75% 
for their Windows XP Home software) of the software price as 
revenue immediately upon delivery of the software to you. Th e 
rest of the software price is recognized as revenue gradually over 
time as the technical support service is provided.

Boeing Boeing recognizes revenue from commercial aircraft sales at the time the aircraft are deliv-
ered to the airline. For example, in 2008, Boeing recognized revenue from the delivery of 375 com-
mercial aircraft, including 290 737s. In contrast, many of Boeing’s government contracts require 
years of work before any product is delivered. If Boeing did not recognize any revenue during this 
extended production period, its economic activity for that period would be understated. Th us, the 
accounting rules allow Boeing to recognize revenue piecemeal as it reaches “scheduled performance 
milestones.” Th is type of “proportional performance” technique is commonly used to recognize 
revenue from transactions that extend over a long period of time, such as highway construction 
projects or season tickets for a professional sports team.

Rent-A-Center Rent-A-Center operates 3,029 rent-to-own stores in the United States where 
customers rent consumer goods like furniture and DVD players under an agreement giving 
them ownership of the item if they continue to make their payments for the entire rental period. 
Rent-to-own stores attract customers who cannot aff ord the outright purchase of consumer 
goods and who anticipate diffi  culty in receiving credit through normal channels. Th us, a big 
concern for Rent-A-Center is collecting the full amount of cash due under a rental contract. In 
fact, Rent-A-Center states that only about 25% of its customers complete the full term of their 
agreement. With such a high likelihood of customers stopping payments on their rental agree-
ments, Rent-A-Center recognizes revenue from a specifi c contract only gradually as the cash is 
actually collected.

When the “work” associated with a sale extends over a signifi cant period of time, or when cash 
collectibility is in doubt, as illustrated in the examples here, the accountant must use professional 
judgment in applying the revenue recognition criteria to determine the proper time to record 
the sale.

Properly recognizing revenue is made more diffi  cult by the fact that companies often have an 
understandable desire to report revenue as soon as possible. For example, for a company that is 
applying for a large loan or making an initial public off ering of stock, it is critical that reported rev-
enue, and thus reported net income, be as high as possible. In addition, company managers are of-

ten scrambling to make revenue or profi t targets. In many cases, 
the managers’ bonuses depend on whether these targets are met. 
Accordingly, managers often have great interest in making sure 
that revenue is recognized this year rather than waiting until next 
year. Receivables and revenue continue to be ripe areas for abuse 
or outright fraud because the associated accounting journal en-
try is so temptingly easy to make: debit Accounts Receivable and 
credit Revenue.

Not all software companies support this revenue recognition 
practice; they would prefer to recognize all of the revenue from 
a software sale immediately at the time of the sale. Microsoft, 
on the other hand, has been very supportive of the rule. Why 
do you think Microsoft supports the accounting rule that many 
other software fi rms oppose?

S T O P  &  T H I N K
Not

Many colleges and universities prepare fi nancial statements 
that are released to the public. When do you think a college or 
university should recognize revenue from student tuition?

S T O P  &  T H I N K
Man
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I N T E R N AT I O N A L

Recognizing Revenues in the 
Rest of the World

International accounting standards contain 
some differences when it comes to revenue 
recognition. For example, if a market exists 

for a product so that its sale at an established 
price is practically ensured without signifi cant 
selling effort, revenues may be recognized at 
the point of completed production. Examples 
of this situation may occur with certain pre-
cious metals and agricultural products that are 
supported by government price guarantees. In

these situations, revenue is recognized when the 
mining or production of the goods is complete 
because the earnings process is considered to 
be substantially complete and the existence of 
a virtually guaranteed purchaser provides evi-
dence that payment will be received. As another 
example, gains and losses from increases and 
decreases in the fair value of biological assets 
(such as cows) and agricultural produce (such 
as harvested wheat) are recognized when they 
occur, without waiting until the items are subse-
quently sold.

D O  T H I S . . .D O  T H

Using the revenue recognition criteria, when would the following companies recognize revenues?

 1 Groceries sold to customers at Wal-Mart
 2 A plane ticket sold by Delta for a trip to be taken in six months
 3 A 30-year mortgage issued by Bank of America

 S O L U T I O N …

 1  Revenue related to groceries sold to customers at Wal-Mart would be recognized at the point of sale.  At that mo-
ment, the customer has possession of the groceries and has either paid or, using a credit card, promised to pay.

 2  Delta will recognize revenue when the plane has fl own, thus six months from the date of the ticket sale.  While 
Delta receives cash in advance of providing the service, it cannot recognize revenue until it has provided the service.

 3  Bank of America will earn interest on the mortgage over its 30-year life.  It will recognize a portion of each pay-
ment as interest income each month for the next 30 years.

R E M E M B E R  T H I S

  Revenue is recognized after
   the work is done and
   cash collectibility is reasonably ensured.

  The entry to record revenue from the sale of merchandise or from the performance 
of a service is:

Cash (and/or Accounts Receivable)  . . . . . . . . . . . . . . . . . . . . XXX

Sales Revenue (or Service Revenue) . . . . . . . . . . . . . . . . . .  XXX
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L O  3   Cash Collection
WHAT  Properly account for the collection of cash and describe the business controls necessary to 

safeguard cash.
WHY  Sales Discounts and Sales Returns can affect the amount of cash collected from a sale.  In 

addition, because it is the most liquid of assets, safeguards must be in place to ensure the 
proper handling of and accounting for cash.

HOW  Sales Discounts and Sales Returns are recorded and subtracted from the gross sales fi gure 
to arrive at a net sales amount. Common cash controls ensure that access to cash is limited 
and that the recording and handling of cash are not performed by the same person.

Recall the Farm Land Products example in which fertilizer was sold, partially for cash and partially 
on credit. Farm Land recorded the sales as follows:

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 300
Accounts Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200
 Sales Revenue  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 500
  Sold 30 sacks of fertilizer for cash and 20 sacks on credit.

Subsequent collection of the $200 accounts receivable is recorded as follows:

Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200
 Accounts Receivable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200
  Collected cash for $200 credit sale.

Note that Sales Revenue is not credited again when the cash is collected; the revenue was al-
ready recognized when the sale was made.

Th e following T-accounts show that the net result of these two transactions is an increase in 
Cash and Sales Revenue of $500.

Cash Accounts Receivable Sales Revenue

Original sale 300 200 500

Collection of account 200 200

Final balances 500 0 500

To balance 
sheet

To income 
statement

Th ese two entries illustrate simple sales and collection transactions. Many companies, however, 
off er sales discounts and must deal with merchandise returns. 

Sales Discounts
In many sales transactions, the buyer is given a discount if the bill is paid promptly. Such in-
centives to pay quickly are called sales discounts, or cash discounts, and the discount terms 
are typically expressed in abbreviated form. For example, 2/10, n/30 means that a buyer will 

sales discount A reduction in the 
selling price allowed if payment is 
received within a specifi ed period.
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receive a 2% discount from the selling price if payment is made within 10 days of the date of 
purchase, but that the full amount must be paid within 30 days or it will be considered past 
due. A 2% discount is a strong incentive for a customer to pay within 10 days because it is 
equivalent to paying an annual interest rate of about 36% to wait and pay after the discount 
period. In fact, if the amount owed is substantial, most fi rms will borrow money, if necessary, 
to take advantage of a sales discount. Th e interest rate they will have to pay a lending institu-
tion to borrow the money is considerably less than the eff ective interest rate of missing the 
sales discount.

If an account receivable is paid within a specifi ed discount period, the entry to record the re-
ceipt of cash is diff erent from the cash receipt entry shown earlier. Th us, if the $200 in Farm Land 
credit sales were made with discount terms of 2/10, n/30, and if the customer paid within the 
discount period, the entry to record the receipt of cash is:

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 196
Sales Discounts ($200 × 0.02) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4
 Accounts Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200
  Collected cash within the discount period for $200 credit sale.

Sales Discounts is a contra account (specifi cally, a contra-revenue account), which means that 
it is deducted from sales revenue on the income statement. Th is account is included with other 
revenue accounts in the general ledger, but unlike other revenue accounts, it has a debit balance 
rather than a credit balance.

Sales Returns and Allowances
Customers often return merchandise, either because the item is defective or for a variety of 
other reasons. Most companies generally accept merchandise returns in order to maintain 
good customer relations. When merchandise is returned, the company must make an entry to 
reduce revenues and to reduce either Cash (a cash refund) or Accounts Receivable (an adjust-
ment to the customer’s account). A similar entry is required when the sales price is reduced 
because the merchandise was defective or damaged during shipment to the customer. To 
illustrate the type of entry needed, assume that before any payments on account are made, 
Farm Land customers return goods costing $150; $100 in returns were made by cash cus-
tomers, and $50 in returns were made by credit customers. The entry to record the return of 
merchandise is:

Sales Returns and Allowances . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150
 Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100
 Accounts Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50

Received $150 of returned merchandise; $100 from cash customers 
and $50 from credit customers.

Th e credit customers will be sent a credit memorandum for the return, stating that credit has 
been granted and that the balance of their accounts (in total) is now $150 ($200 original credit 
purchase less $50 returns). Like Sales Discounts, Sales Returns and Allowances is a contra account 
that is deducted from sales revenue on the income statement. Th e income statement presentation 
for the revenue accounts, assuming payment within the discount period on the $150 balance in 
Accounts Receivable, is as follows.

contra account An account that 
is offset or deducted from another 
account.

sales returns and allowances A 
contra-revenue account in which the 
return of, or allowance for reduction in 
the price of, merchandise previously 
sold is recorded.
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Income Statement

Sales revenue  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 500
Less: Sales discounts* . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (3)
Less: Sales returns and allowances . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   (150)
Net sales revenue  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $347

*($200 − $50) × 0.02 = $3
Note that when merchandise is returned, sales discounts for the subsequent payment are granted only on 
the selling price of the merchandise not returned.

It might seem that the use of contra accounts (Sales Discounts and Sales Returns and Allow-
ances) involves extra steps that would not be necessary if discounts and returns of merchandise 
were deducted directly from Sales Revenue. Although such direct deductions would have the same 
fi nal eff ect on net income, the contra accounts separate initial sales from all returns, allowances, 
and discounts. Th is permits a company’s management to analyze the extent to which customers are 
returning merchandise, receiving allowances, and taking advantage of discounts. If management 
fi nd that excessive amounts of merchandise are being returned, they may decide that the company’s 
sales returns policy is too liberal or that the quality of its merchandise needs improvement.

A company’s total recorded sales, before any discounts or returns and allowances, are referred 
to as gross sales. When sales discounts or sales returns and allowances are deducted from gross 
sales, the resulting amount is referred to as net sales.

Control of Cash
Cash includes coins, currency, money orders and checks (made payable or endorsed to the com-
pany), and money on deposit with banks or savings institutions that are available for use to satisfy 
the company’s obligations. All the various transactions involving these forms of cash are usually 
summarized and reported under a single balance sheet account, Cash.

Because it is the easiest asset to spend if it is stolen, cash 
is a tempting target, particularly vulnerable to loss or mis-
use, and must be carefully safeguarded. Several control proce-
dures have been developed to help management monitor and 
protect cash. 

One of the most important controls is separating the han-
dling of cash from the recording of cash. In this way, it be-
comes more diffi  cult for theft or errors to occur. If the cash 
records are maintained by an employee who also has access to 

the cash itself, cash can be stolen or “borrowed,” and the employee can cover up the shortage by 
falsifying the accounting records.

A second cash control practice is to require that all cash receipts be deposited daily in bank accounts. 
Th is disciplined, rigid process ensures that personal responsibility for the handling of cash is focused on 
the individual assigned to make the regular deposit. In addition, this process prevents the accumulation 
of a large amount of cash—even the most trusted employee can be tempted by a large cash hoard.

A third cash control practice is to require that all cash expenditures (except those paid out of a 
miscellaneous petty cash fund) be made with prenumbered checks. As we all know from managing 
our personal fi nances, payments made with pocket cash are quickly forgotten and easily concealed. 
In contrast, payments made by check are well documented, both in our personal check registers 
and by our bank.

In addition to safeguarding cash, a business must ensure that cash is wisely managed. In fact, 
many businesses establish elaborate control and budgeting procedures for monitoring cash bal-
ances and estimating future cash needs. Companies also try to keep only minimum balances in 
no-interest or low-interest checking accounts; other cash is kept in more high-yielding investments 
such as certifi cates of deposit.

gross sales Total recorded sales 
 before sales discounts and sales 
returns and allowances.

net sales Gross sales less sales 
discounts and sales returns and 
 allowances.

cash Coins, currency, money orders, 
checks, and funds on deposit with 
fi nancial institutions.

F Y I
In its balance sheet (see Appendix A), Wal-Mart follows the 
common practice of combining cash and short-term investments 
(bonds and U.S. Treasury securities) for the total Cash amount.
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L O  4
   Accounting for Credit Customers 

Who Don’t Pay
WHAT Record the losses resulting from credit customers who do not pay their bills.
WHY  Once a sale is recorded, the matching principle requires that expenses associated with the 

sale, such as estimated bad debts, be recorded in the period of the sale.
HOW  Companies can estimate the likelihood that some receivables will not be collected using 

percentage of sales or percentage of receivables methods.

D O  T H I S . . .D O  T H

Hendrix Company had $100,000 and $40,000 in credit and cash sales, respectively, during the month. Customers who pur-
chased on credit received sales discounts totaling $2,700 when paying for $90,000 of the goods purchased. Th e balance will 
be paid in the following month. In addition, $4,500 in merchandise was returned (all from customers who purchased using 
cash). Provide all the journal entries for the month relating to these transactions and compute net sales for the month.

 S O L U T I O N …

Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . 40,000
Accounts Receivable . . . . . . . . . . . . . . . 100,000
 Sales . . . . . . . . . . . . . . . . . . . . . . . . . 140,000

Cash. . . . . . . . . . . . . . . . . . . . . . . . . . 87,300
Sales Discounts. . . . . . . . . . . . . . . . . . 2,700
 Accounts Receivable . . . . . . . . . . . . 90,000

Sales Returns  . . . . . . . . . . . . . . . . . . . . 4,500
 Cash. . . . . . . . . . . . . . . . . . . . . . . . . 4,500

Gross sales ($100,000 + $40,000). . . . . $140,000
Less: Sales discounts . . . . . . . . . . . . . . . (2,700)
Less: Sales returns . . . . . . . . . . . . . . . . .      (4,500)
Net sales . . . . . . . . . . . . . . . . . . . . . . . . $132,800

R E M E M B E R  T H I S

Net sales can be calculated as follows:

Gross Sales
– Sales Discounts
– Sales Returns and Allowances
= Net Sales

Common cash controls include:

 Separation of duties in handling and accounting for cash
 Daily deposits of all cash receipts
 Payment of all expenditures by prenumbered checks
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Th e term receivables refers to a company’s claims for money, goods, or services. Receivables are 
created through various types of transactions, the two most common being the sale of merchandise 
or services on credit and the lending of money. On a personal level, we are all familiar with credit. 
Because credit is so readily available, we can buy items like cars, refrigerators, and big-screen TVs, 
even when we cannot aff ord to pay cash for them. Major retail companies such as Sears, oil com-
panies such as Shell, and credit card companies such as Visa, Mastercard, and American Express 
have made credit available to almost every person in the United States. We live in a credit world—
not only on the individual level, but also at the wholesale and manufacturing business levels.

In business, credit sales give rise to the most common type of receivables: accounts receivable. 
Accounts receivable are the amounts owed to a business by its 
credit customers and are usually collected in cash within 10 to 
60 days. Accounts receivable result from agreements between 
a company and its credit customers; a more formal contract, 
including interest on the unpaid balance, is called a note receiv-
able. Receivables that are to be converted to cash within a year 
(or the normal operating cycle) are classifi ed as current assets 
and listed on the balance sheet below Cash.

When companies sell goods and services on credit (as most 
do), there are usually some customers who do not pay for the 
merchandise they purchase; these are referred to as bad debts. 
In fact, most businesses expect a small percentage of their re-
ceivables to be uncollectible. If a fi rm tries too hard to eliminate 
the possibility of losses from nonpaying customers, it usually 
makes its credit policy so restrictive that valuable sales are lost. 
On the other hand, if a fi rm extends credit too easily, the total 
cost of maintaining the accounts receivable system may exceed 
the benefi t gained from attracting customers by allowing them 
to buy on credit (due to the number of accounts to track and 
uncollectible receivables to try to collect). Because of this dilem-
ma, most fi rms carefully monitor their credit sales and accounts 
receivable to ensure that their policies are neither too restrictive 
nor too liberal.

When an account receivable becomes uncollectible, a fi rm incurs a bad debt loss. Th is loss (called 
bad debt expense) is recognized as a cost of doing business, so it is classifi ed as a selling expense. 

It might be tempting to wait until you are sure that an account is not going to be paid before 
you recognize a bad debt expense associated with that account.  Th is is called the direct write-off 
method, and this method would most likely violate the matching principle, which requires that all 
costs and expenses incurred in generating revenues be identifi ed with those revenues period by pe-
riod. With the direct write-off  method, sales made in one accounting period may not be recognized 
as uncollectible until the next period.  Th e preferred alternative is called the allowance method.

The Allowance Method
Th e allowance method satisfi es the matching principle because it accounts for uncollectibles dur-
ing the same period in which the sales occurred. With this method, a fi rm uses its experience (or 
industry averages) to estimate the amount of receivables arising from this year’s credit sales that will 
ultimately become uncollectible. Th at estimate is recorded as bad debt expense in the period of sale. 
Although the use of estimates may result in a somewhat imprecise expense fi gure, this is generally 
thought to be a less serious problem than the direct write-off  method’s failure to match bad debt 
expenses with the sales that caused them. In addition, with experience, these estimates tend to be 
quite accurate.

To illustrate the allowance method, assume that Farm Land Products estimates that the bad 
debts created by its $300,000 in credit sales in 2012 will ultimately total $4,500. Note that this 

receivables Claims for money, 
goods, or services.

accounts receivable A current asset 
representing money due for services 
performed or merchandise sold on 
credit.

bad debt An uncollectible account 
receivable.

bad debt expense An account 
that represents the portion of the 
current period’s credit sales that are 
estimated to be uncollectible.

direct write-off method The record-
ing of actual losses from uncollectible 
accounts as expenses during the 
period in which accounts receivable 
are determined to be uncollectible.

allowance method The recording 
of estimated losses due to uncollect-
ible accounts as expenses during the 
period in which the sales occurred.

Credit card sales can be viewed as a way for a business to reap 
the benefi t of increased credit sales without having to set up a 
 bookkeeping and collection service for accounts receivable.
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is a statistical estimate—on average, bad debts will be $4,500, but Farm Land does not yet know 
exactly which customers will be the ones who will fail to pay. Th e entry to record this estimated 
bad debt expense is:

Bad Debt Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,500
 Allowance for Bad Debts . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,500
  To record the estimated bad debt expense for the current year.

Bad Debt Expense is a selling expense on the income statement, and Allowance for Bad Debts 
is a contra account to Accounts Receivable on the balance sheet. An allowance account is used 
because the company does not yet know which receivables will not be collected. Later on, for ex-
ample, in 2013, as actual losses are recognized, the balance in Allowance for Bad Debts is reduced. 
For example, if in 2013 Jake Palmer’s receivable for $1,500 is specifi cally identifi ed as being uncol-
lectible, the entry is:

Allowance for Bad Debts . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,500
 Accounts Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,500
  To write off the uncollectible account of Jake Palmer.

Note that the write-off  entry in 2013 does not aff ect net income in 2013. Instead, the net 
income in 2012, when the credit sale to Jake Palmer was originally made, already refl ects the esti-
mated bad debt expense. Th ink of this entry as follows: Th e $1,500 Jake Palmer account has been 
shown to be bad, so it is “thrown away” via a credit to Accounts Receivable. In addition, Allowance 
for Bad Debts, which is a general estimate of the amount of bad accounts, is reduced by $1,500 
because the bad Palmer account has been specifi cally identifi ed and eliminated. In one entry, the 
amounts in Accounts Receivable and Allowance for Bad Debts have been reduced. Assume that 
the balance in Accounts Receivable was $50,000 and the balance in Allowance for Bad Debts was 
$4,500 before the Palmer account was written off . Th e net amount in Accounts Receivable after the 
$1,500 write-off  is exactly the same as it was before the entry, as shown here.

Before Write-Off Entry After Write-Off Entry

Accounts receivable  . . . . . . . . . . . . . $50,000 Accounts receivable 
 ($50,000 −  $1,500). . . . . . . . . . . . . . $48,500

Less allowance for bad debts. . . . . . . 4,500
                

Less allowance for bad debts 
 ($4,500 −  $1,500). . . . . . . . . . . . . . .     3,000

Net balance  . . . . . . . . . . . . . . . . . . . $45,500 Net balance  . . . . . . . . . . . . . . . . . . . . . . $45,500

Th e net balance of $45,500 refl ects the estimated net realizable value of accounts receivable, 
that is, the amount of receivables the company actually expects to collect.

Th e following T-account shows the kinds of entries that are made to Allowance for Bad Debts:

Allowance for Bad Debts

Actual write-offs of 
uncollectible accounts

Estimates of 
uncollectible accounts

Occasionally, a customer whose account has been written off  as uncollectible later pays the 
outstanding balance. When this happens, the company reverses the entry that was used to write off  
the account and then recognizes the payment. For example, if Jake Palmer pays the $1,500 after his 
account has already been written off , the entries to correct the accounting records are:

allowance for bad debts A contra 
account, deducted from Accounts 
Receivable, that shows the estimated 
losses from uncollectible accounts.

net realizable value of accounts 
receivable The net amount that 
would be received if all receivables 
considered collectible were collected; 
equal to total accounts receivable less 
the allowance for bad debts.
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Accounts Receivable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,500
 Allowance for Bad Debts . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,500
  To reinstate the balance previously written off as uncollectible.

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,500
 Accounts Receivable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,500
  Received payment in full of previously written-off accounts receivable.

Because customers sometimes pay their balances after their accounts are written off , it is im-
portant for a company to have good control over both the cash collection procedures and the 

accounting for accounts receivable. Otherwise, such payments 
as the previously written-off  $1,500 could be pocketed by the 
employee who receives the cash, and it would never be missed. 
Th is is one reason that most companies separate the handling of 
cash from the recording of cash transactions in the accounts.

Because the amount recorded in Bad Debt Expense aff ects 
both the reported net realizable value of the receivables and net 
income, companies must be careful to use good estimation pro-

cedures. Th ese estimates can focus on an examination of either the total number of credit sales during 
the period or the outstanding receivables at year-end to determine their collectibility.

Estimating Uncollectible Accounts Receivable as a Percentage of Credit Sales One method of 
estimating bad debt expense is to estimate uncollectible receivables as a percentage of credit sales for 
the period. If a company uses this method, the amount of uncollectibles will be a straight percent-
age of the current year’s credit sales. Th at percentage will be a projection based on experience in 
prior years, modifi ed for any changes expected for the current period. For example, for Farm Land, 
credit sales for the year of $300,000 are expected to generate bad debts of $4,500, indicating that 
1.5% of all credit sales are expected to be uncollectible ($4,500/$300,000 = 1.5%). Farm Land 
would evaluate the percentage each year, in light of its continued experience, to see whether the 
same percentage still seems reasonable. In addition, if economic conditions have changed for Farm 
Land’s customers (such as the onset of a recession, making it more likely that debts will remain 
uncollected), the percentage would be adjusted.

When this percentage of sales method is used, the existing balance (if there is one) in Allow-
ance for Bad Debts does not aff ect the amount computed and is not included in the adjusting entry 
to record bad debt expense. Th e 1.5% of the current year’s sales that is estimated to be uncollectible 
is calculated and entered separately, and then added to the existing balance. For example, if the 
existing credit balance is $2,000, the $4,500 will be added, making the new credit balance $6,500. 
Th e rationale for not considering the existing $2,000 balance in Allowance for Bad Debts is that it 
relates to previous periods’ sales and refl ects the company’s estimate (as of the beginning of the year) 
of prior years’ accounts receivable that are expected to be uncollectible.

In determining the percentage of credit sales that will be uncollectible, a company must esti-
mate the total amount of loss on the basis of experience or industry averages. Obviously, a company 
that has been in business for several years should be able to make more accurate estimates than a 
new company. Many established companies use a three- or fi ve-year average as the basis for estimat-
ing losses from uncollectible accounts.

Estimating Uncollectible Accounts Receivable as a Percentage of Total Receivables Anoth-
er way to estimate uncollectible receivables is to use a percentage of total receivables. Using this 
method, the amount of uncollectibles is a percentage of the total receivables balance at the end of 
the period. Assume that Farm Land decides to use this method and determines that 12% of the 
$50,000 in the year-end Accounts Receivable will ultimately be uncollectible. Accordingly, the 
credit balance in Allowance for Bad Debts should be $6,000 ($50,000 × 0.12). If there is no exist-
ing balance in Allowance for Bad Debts representing the estimate of bad accounts left over from 
prior years, then an entry for $6,000 is made. If the account has an existing balance, however, only 

F Y I
Banks often recover loan amounts that were previously written 
off as uncollectible. For example, for the three-year period end-
ing in 2008, Citigroup managed to collect a total of $5.466 
billion in loans that had been written off in prior years.
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the net amount needed to bring the credit balance to $6,000 is added. For example, an existing 
credit balance of $2,000 in Allowance for Bad Debts results in the following adjusting entry:

Bad Debt Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,000
 Allowance for Bad Debts  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,000
   To adjust the allowance account to the desired balance 

($6,000 − $2,000 = $4,000).

In all cases, the ending balance in Allowance for Bad Debts should be the amount of total 
receivables estimated to be uncollectible.

In estimating bad debt expense, the percentage of sales method focuses on an estimation 
based directly on the level of the current year’s credit sales. With the percentage of total receivables 
method, the focus is on estimating total bad debts existing at the end of the period; this number 
is compared to the leftover bad debts from prior years, and the diff erence is bad debt expense, the 
new bad debts created in the current period. Th ese two techniques are merely alternative estimation 
approaches. In practice, as a check, a company would probably use both procedures to ensure that 
they yield roughly consistent results.

Aging Accounts Receivable. In the example just given, the correct amount of the ending Al-
lowance for Bad Debts balance was computed by applying the estimated uncollectible percentage 
(12%) to the entire Accounts Receivable balance ($50,000). In a more refi ned method of estimat-
ing the appropriate ending balance in Allowance for Bad Debts, a company bases its calculations 
on how long its receivables have been outstanding. With this procedure, called aging accounts 
 receivable, each receivable is categorized according to age, such as current, 1–30 days past due, 
31–60 days past due, 61–90 days past due, 91–120 days past due, and over 120 days past due. 
Once the receivables in each age classifi cation are totaled, each total is multiplied by an appropriate 
uncollectible percentage (as determined by experience), recognizing that the older the receivable, 
the less likely the company is to collect. Exhibit 6.4 shows how Farm Land could use an aging 
accounts receivable analysis to estimate the amount of its $50,000 ending balance in Accounts 
Receivable that will ultimately be uncollectible.

Th e allowance for bad debts estimate obtained using the aging method is $5,897. If the exist-
ing credit balance in Allowance for Bad Debts is $2,000, the required adjusting entry is:

Bad Debt Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,897
 Allowance for Bad Debts  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,897
   To adjust the allowance account to the desired ending balance 

($5,897 − $2,000 = $3,897).

Th e aging of accounts receivable is probably the most accurate method of estimating uncol-
lectible accounts. It also enables a company to identify its problem customers. Companies that base 
their estimates of uncollectible accounts on credit sales or total 
outstanding receivables also often age their receivables as a way 
of monitoring the individual accounts receivable balances.

Real-World Illustration of 
Accounting for Bad Debts
Th e application of bad debt accounting is illustrated using the fi nancial statements of Yahoo! for 
2006–2008. As shown in Exhibit 6.5, Yahoo! reported accounts receivable at the end of 2008 of 
$1.112 billion and a bad debt allowance of $51.6 million. In other words, credit customers owed 
Yahoo! $1.112 billion as of the end of 2008; however, Yahoo!’s best estimate was that $51.6 million 

aging accounts receivable The 
process of categorizing each account 
receivable by the number of days it 
has been outstanding.

F Y I
The aging method is merely a more refi ned technique for esti-
mating the desired balance in Allowance for Bad Debts.
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of this amount would never be collected. Th is bad debt allowance amounted to 4.6% of the Ac-
counts Receivable balance, up from 4.2% in 2007. For a company operating in a stable economic 
environment with little change in the nature of its credit customers, this percentage would be 
expected to be about the same from year to year. In the case of Yahoo!, operating in the volatile 
Internet economy, it appears that there has been some variation in the collectibility of accounts 
receivable from one year to the next.

E X H I B I T  6 . 4  A g i n g  A c c o u n t s  R e c e i v a b l e

Days Past Due

Customer Balance Current 1–30 31–60 61–90 91–120 Over 120

A. Adams $10,000 $10,000

R. Bartholomew 6,500 $  5,000 $1,500

F. Christiansen 6,250 5,000 $1,250

G. Dover 7,260 7,260

M. Ellis 4,000 4,000

G. Erkland 2,250 $2,250

R. Fisher 1,500 500 $1,000

J. Palmer 1,500 1,500

E. Zeigler   10,740     4,000   6,740                                               

Totals $50,000 $23,000 $9,990 $12,260 $2,250 $1,000 $1,500

Estimate of Losses from Uncollectible Accounts

Age Balance
Percentage Estimated 

to Be Uncollectible Amount

Current $23,000 1.5 $   345

1–30 days past due 9,990 4.0 400

31–60 days past due 12,260 20.0 2,452

61–90 days past due 2,250 40.0 900

91–120 days past due 1,000 60.0 600

Over 120 days past due     1,500 80.0   1,200

Totals $50,000 $5,897*

*Receivables that are likely to be uncollectible.

E X H I B I T  6 . 5  B a d  D e b t  E x p e n s e  f o r  Y a h o o !

Year of
Ending Accounts 

Receivable
Ending Bad 

Debt Allowance
Bad Debt Allowance as a 

Percentage of Accounts Receivable

2007 $1,102,053* $46,521 4.2%

2008 1,112,050 51,600 4.6%

*Dollar amounts are in thousands.
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Sales on account for the period totaled $500,000. Th e allowance for bad debts account had a balance at the beginning of 
the year of $14,500. Accounts Receivable written off  as uncollectible during the year totaled $12,300.

Compute bad debt expense for the period assuming the following:

1  3% of sales are deemed uncollectible.
2  An aging of accounts receivables estimates that $16,000 will prove uncollectible.

 S O L U T I O N …

1 $500,000 × 0.03 = $15,000 bad debt expense
2 Beginning balance + Bad debt expense – Actual write-off s = Ending balance

  $14,500 + Bad debt expense – $12,300 = $16,000
  Bad debt expense = $13,800

D O  T H I S . . .

Sales on account
the year of $14,5

Compute ba

D O  T H

Two ways of accounting for losses from uncollectible receivables 
 include:

 Allowance method (generally accepted)
 Direct write-off method (NOT generally accepted)

Two ways of estimating losses from uncollectible receivables include:

 Percentage of credit sales (existing balance is ignored)
  Fraction of total outstanding receivables (often determined by aging the accounts 
receivable) (existing balance is considered)

R E M E M B E R  T H I S

L O  5
   Assessing How Well Companies 

Manage Their Receivables
WHAT  Evaluate a company’s management of its receivables by computing and analyzing  appropriate 

fi nancial ratios.
WHY  The effective management of accounts receivable is critical to the operation of any business 

that sells on credit.
HOW  The most commonly used tool to monitor receivables is the average collection period, which 

refl ects the average number of days that lapse between the time a sale is made and the time 
cash is collected.

As introduced in Chapter 4, information from the fi nancial statements can be used to evaluate a 
company’s performance. An important element of overall company performance is the effi  cient use 
of assets. With regard to accounts receivable, ineffi  cient use means that too much cash is tied up 
in the form of receivables. A company that collects its receivables on a timely basis has cash to pay 
its bills. Companies that do not do a good job of collecting receivables are often cash poor, paying 
interest on short-term loans to cover their cash shortage or losing interest that could be earned by 
investing cash.
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Th ere are several methods of evaluating how well an organization is managing its accounts 
receivable. Th e most common method involves computing two ratios, accounts receivable turnover 
and average collection period. Th e accounts receivable turnover ratio is an attempt to determine 
how many times during the year a company is “turning over” or collecting its receivables. It is a 
measure of how many times old receivables are collected and replaced by new receivables. Accounts 
receivable turnover is calculated as follows:

Accounts Receivable Turnover =
Sales Revenue

Average Accounts Receivable

Notice that the numerator of this ratio is sales revenue, not credit sales. Conceptually, one 
might consider comparing the level of accounts receivable to the amount of credit sales instead of 
total sales. However, companies rarely, if ever, disclose how much of their sales are credit sales. For 
this ratio, you can think of cash sales as credit sales with a very short collection time (0 days). Also 
note that the denominator uses average accounts receivable instead of the ending balance. Th is 
recognizes that sales are generated throughout the year; the average Accounts Receivable balance is 
an approximation of the amount that prevailed during the year. If the Accounts Receivable balance 
is relatively unchanged during the year, then using the ending balance is acceptable and common. 
Th e following are the accounts receivable turnover ratios for two well-known companies for 2008:

Wal-Mart:
$401.244 billion

= 106.3 times
$3.774 billion

Boeing:
$60.909 billion

= 10.7 times
$5.671 billion

From this analysis, you can see that Wal-Mart turns its receivables over much more often than 
does Boeing. Th is is not surprising given the diff erent nature of the two businesses. Wal-Mart sells 
primarily to retail customers for cash. Remember, from Wal-Mart’s standpoint, a credit card sale is 
the same as a cash sale since Wal-Mart receives its money instantly; it is the credit card company 
that must worry about collecting the receivable. Boeing, on the other hand, sells to airlines and 
governments that have established business credit relationships with Boeing. Th us, the nature of its 
business dictates that Boeing has a much larger fraction of its sales tied up in the form of accounts 
receivable than does Wal-Mart.

Accounts receivable turnover can then be converted into the number of days it takes to collect 
receivables by computing a ratio called average collection period. Th is ratio is computed by divid-
ing 365 (or the number of days in a year) by the accounts receivable turnover as follows:

Average Collection Period =
365

Accounts Receivable Turnover

Computing this ratio for both Wal-Mart and Boeing shows that it takes Wal-Mart only 3.4 
days (365 ÷ 106.3) on average to collect its receivables, while Boeing takes an average of 34.1 days 
(365 ÷ 10.7).

Consider what might happen to Boeing‘s average collection period during an economic reces-
sion. During a recession, purchasers are often strapped for cash and try to delay paying on their 
accounts for as long as possible. Boeing might be faced with airlines that still want to buy airplanes 
but wish to stretch out the payment period. Th e result would be a rise in Boeing‘s average collection 
period; more of Boeing‘s resources would be tied up in the form of accounts receivable. In turn, 
Boeing would have to increase its borrowing in order to pay its own bills since it would be collect-
ing less cash from its slow-paying customers. Proper receivables management involves balancing the 
desire to extend credit in order to increase sales with the need to collect the cash quickly in order 
to pay off  your own bills.

accounts receivable turnover A 
measure used to indicate how fast 
a company collects its receivables; 
computed by dividing sales by aver-
age accounts receivable.

average collection period A 
measure of the average number of 
days it takes to collect a credit sale; 
computed by dividing 365 days by the 
accounts receivable turnover.
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L O  6
   Recording Warranty and Service 

Costs Associated with a Sale
WHAT  Match revenues and expenses by estimating and recording future warranty and service costs 

associated with a sale.
WHY  The matching principle requires that future warranty costs be accounted for in the period in 

which the original sale occurs.
HOW  The warranty obligation is quantifi ed by estimating, based on past experience, the probable 

amount of future warranty costs. This amount is recognized as an expense in the period of 
the associated sale.

Farm Land sold 50 sacks of fertilizer for $500. Assume that as part of each sale, Farm Land off ers 
to send a customer service representative to the home or place of business of any purchaser who 
wants more detailed instructions on how to apply the fertilizer. Historical experience suggests that 
the buyer of one fertilizer sack in 10 will request a visit from a Farm Land representative, and the 
material and labor cost of each visit averages $35. So, with 50 sacks of fertilizer sold, Farm Land has 
obligated itself to provide, on average, $175 in future customer service [(50 ÷ 10) × $35]. Proper 
matching requires that this $175 expense be estimated and recognized in the same period in which 
the associated sale is recognized. Otherwise, if the company waited to record customer service ex-
pense until the actual visits are requested, this period’s sales revenue would be reported in the same 
income statement with customer service expense arising from last period’s sales. Th e accountant is 
giving up some precision because the service expense must be estimated in advance. Th is sacrifi ce 
in precision is worth the benefi t of being able to better match revenues and expenses.

Th e entry to recognize Farm Land’s estimated service expense from the sale of 50 sacks of fertil-
izer is as follows:

Compute the average collection period for Google for 2008 given sales for 2008 of $21,795 million and beginning and 
ending Accounts Receivable balances of $2,162 million and $2,642 million, respectively.

 S O L U T I O N …

 $21,795/[($2,162 + $2,642)/2] = 9.1 accounts receivable turnover
 365 days/9.1 = 40.1 days as its average collection period

D O  T H I S . . .

Compute the av
ending Accounts

D O  T H

Careful management of accounts receivable is a balance between:

 Extending credit to increase your sales
 Collecting cash quickly to reduce your need to borrow

Two ratios commonly used in monitoring the level of receivables are:

 Accounts receivable turnover (Sales Revenue ÷ Average Accounts Receivable)
 Average collection period (365 ÷ Accounts Receivable Turnover)

R E M E M B E R  T H I S
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Customer Service Expense. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 175
 Estimated Liability for Service . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 175
  Estimated customer service costs on sales [(50 ÷ 10) × $35].

Th e credit entry, Estimated Liability for Service, is a liability. When actual expenses are incurred 
in providing the customer service, the liability is eliminated with the following type of entry:

Estimated Liability for Service. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 145
 Wages Payable (to service employees). . . . . . . . . . . . . . . . . . . . . . . . . . . 100
 Supplies  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 45
  Actual customer service costs incurred.

Th is entry shows that supplies and labor were required to honor the service agreements. Th is 
procedure results in the service expense being recognized at the time of sale, not necessarily when 
the actual service occurs.

After these two journal entries are made, the remaining balance in Estimated Liability for Ser-
vice will be $30, shown as follows:

Estimated Liability for Service

Estimate at time of sale 175

Actual service costs incurred 145

Remaining balance 30

Th e $30 balance represents the estimated amount of service that still must be provided in 
the future resulting from the sale of the 50 sacks of fertilizer. If actual experience suggests that the 
estimated service cost is too high, a lower estimate would be made in connection with subsequent 
fertilizer sales. If estimated liability for service is too low, a higher estimate is made for subsequent 
sales. Th e important point is that the accountant would not try to go back and “fi x” an estimate 
that later proves to be inexact; the accountant merely monitors the relationship between the esti-
mated and actual service costs in order to adjust future estimates accordingly.

Th e accounting just shown for estimated service costs is the same procedure used for estimated 
warranty costs. For example, General Motors (GM) promises automobile buyers that it will fi x, 
at no charge to the buyer, certain mechanical problems for a certain period of time. GM estimates 
and records this warranty expense at the time the automobile sales are made. At the end of 2008, 
GM reported an existing liability for warranty costs of $3.8 billion. Th is amount is what GM 
estimates it will have to spend on warranty repairs in 2009 (and later years) on cars sold in 2008 
(and earlier).

If a company makes promises about future warranty repairs or continued 
customer service as part of the sale, the value of these promises should 
be estimated and recorded as an expense at the time of the sale. The 
entry has the following general format:

Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . XXX

 Warranty Liability  . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  XXX

R E M E M B E R  T H I S
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Th us far, the chapter has covered the main topics associated with selling goods or services, col-
lecting the proceeds from those sales, and estimating and recording bad debt expense and service 
expense. Th e expanded material will cover two additional topics. First, an important tool of cash 
control, the bank reconciliation, will be explained. Second, the fi nancial statement implications of 
making sales denominated in foreign currencies will be illustrated.

Compute the amount of warranty expense for the period if the beginning and ending balances in a company’s estimated 
liability for warranties account are $165,500 and $172,400, respectively, and that actual warranty costs of $317,250 were 
paid during the period.

 S O L U T I O N …

Th e T-account for Estimated Liability for Warranties would be as follows:

Estimated Liability for Warranties

Actual costs 317,250 Beginning balance $165,000
Expense ??

Ending Balance 172,400

Warranty expense for the period is $324,150.

D O  T H I S . . .

Compute the am
liability for warra
paid during the p

D O  T H

L O  7   Reconciling the Bank Account
WHAT   Reconcile a checking account.
WHY   The periodic reconciliation of a company’s cash balance with the records of its fi nancial insti-

tution provides a control to safeguard cash.
HOW   The bank statement’s cash balance must be reconciled with the balance recorded on the 

company’s books. Any differences are identifi ed, and appropriate adjusting entries and cor-
rections are made.

With the exception of small amounts of petty cash kept for miscellaneous purposes, most cash is 
kept in various bank accounts. Generally, only a few employees are authorized to sign checks, and 
they must have their signatures on fi le with the bank.

Each month, the business receives a bank statement that shows the cash balance at the begin-
ning of the period, the deposits, the amounts of the checks processed, and the cash balance at the 
end of the period. With the statement, the bank includes all of that month’s canceled checks (or 
at least a listing of the checks), as well as debit and credit memos [for example, an explanation of 
charges for NSF (not suffi cient funds) checks and service fees]. From a bank’s perspective, cus-
tomers’ deposits are liabilities; hence, debit memos reduce the company’s cash balance, and credit 
memos increase the balance.

Th e July bank statement for one of Hunt Company’s accounts is presented in Exhibit 6.6. Th is 
statement shows all activity in the cash account as recorded by the bank and includes four bank ad-
justments to Hunt’s balance—a bank service charge of $7 (the bank’s monthly fee), $60 of interest 

NSF (not suffi cient funds) check A 
check that is not honored by a bank 
because of insuffi cient cash in the 
check writer’s account.
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paid by First Security Bank on Hunt’s average balance, a $425 transfer into another account, and a 
$3,200 direct deposit made by a customer who regularly deposits payments directly to Hunt’s bank 
account. Other adjustments that are commonly made by a bank to a company’s account include:
• NSF (not suffi  cient funds). Th is is the cancellation of a prior deposit that could not be collected 

because of insuffi  cient funds in the check writer’s (payer’s) account. When a check is received 
and deposited in the payee’s account, the check is assumed to represent funds that will be col-
lected from the payer’s bank. When a bank refuses to honor a check because of insuffi  cient funds 
in the account on which it was written, the check is returned to the payee’s bank and is marked 
“NSF.” Th e amount of the check, which was originally recorded as a deposit (addition) to the 
payee’s account, is deducted from the account when the check is returned unpaid.

• ATM (automated teller machine) transactions. Th ese are deposits and withdrawals made by 
the depositor at automated teller machines.

• Withdrawals for credit card transactions paid directly from accounts. Th ese types of 
cards, called debit cards, are like using plastic checks. Instead of the card holder getting a bill 
or statement, the amount charged is deducted from the card holder’s bank balance.

• MS (miscellaneous). Other adjustments made by a bank.

E X H I B I T  6 . 6  J u l y  B a n k  S t a t e m e n t  f o r  H u n t  C o m p a n y

First Security Bank Statement of Account

Helena, Montana 59601

HUNT COMPANY Account Number 325-78126

1900 S. PARK LANE

HELENA, MT 59601 Date of Statement JULY 31, 2012

Check Checks and Deposits and
Number Withdrawals Additions Date Balance

6/30 13,000

068,2110/7041026

621 250 1,500 7/03 14,110

052,3150/7068226

040,3180/7012326

2,140 7/09 15,180

579,4101/7502426

566,4141/7013626

425 T 7/15 14,240

3,200 D 7/18 17,440

628 765 7/19 16,675

629 4,825 7/22 11,850

630 420 7/24 11,430

632 326 1,600 7/25 12,704

2,100 7/26 14,804

633 210 7/29 14,594

635 225 7/31 14,369

7 SC 60 I 7/31 14,422

9,178 10,600 14,422

TOTAL CHECKS AND TOTAL DEPOSITS BALANCE

WITHDRAWALS AND ADDITIONS

NSF Not Sufficient D Direct Deposit I Interest T Transfer Out of Account
Funds SC Service Charge MS Miscellaneous ATM Automated Teller

Machine Transaction
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It is unusual for the ending balance on the bank statement to equal the amount of cash re-
corded in a company’s cash account. Th e most common reasons for diff erences are:

• Time period diff erences. Th e time period of the bank statement does not coincide with the 
timing of the company’s postings to the cash account.

• Deposits in transit. Th ese are deposits that have not been processed by the bank as of the 
bank statement date, usually because they were made at or near the end of the month.

• Outstanding checks. Th ese are checks that have been written and deducted from a com-
pany’s cash account but have not cleared or been deducted by the bank as of the bank 
statement date.

• Bank debits. Th ese are deductions made by the bank that have not yet been recorded by the 
company. Th e most common are monthly service charges, NSF checks, and bank transfers 
out of the account.

• Bank credits. Th ese are additions made by the bank to a company’s account before they are 
recorded by the company. Th e most common source is interest paid by the bank on the ac-
count balance.

• Accounting errors. Th ese are numerical errors made by either the company or the bank. Th e 
most common is transposition of numbers.

Th e process of determining the reasons for the diff erences between the bank balance and the 
company’s cash account balance is called a bank reconciliation. Th is usually results in adjusting 
both the bank statement and the book (cash account) balances. If the balances were not reconciled 
(if the cash balance were left as is), the fi gure used on the fi nancial statements would probably be 
incorrect, and external users would not have accurate information for decision making. More im-
portantly, the bank reconciliation can serve as an independent check to ensure that the cash is being 
accounted for correctly within the company.

We will use Hunt Company’s bank account to illustrate a bank reconciliation. Th e statement 
shown in Exhibit 6.6 indicates an ending balance of $14,422 for the month of July. After arrang-
ing the month’s canceled checks in numerical order and examining the bank statement, Hunt’s 
accountant notes the following:

1. A deposit of $3,100 on July 31 was not shown on the bank statement. (It was in transit 
at the end of the month.)

2. Checks No. 625 for $326, No. 631 for $426, and No. 634 for $185 are outstanding. 
Check No. 627 was voided at the time it was written.

3. Th e bank’s service charge for the month is $7.
4. A direct deposit of $3,200 was made by Joy Company, a regular customer.
5. A transfer of $425 was made out of Hunt’s account into the account of Martin Custodial 

Service for payment owed.
6. Th e bank paid interest of $60 on Hunt’s average balance.
7. Check No. 630 for Th elma Jones’s wages was recorded in the accounting records as $240 

instead of the correct amount, $420.
8. Th e cash account in the general ledger shows a balance on July 31 of $13,937.

Th e bank reconciliation is shown in Exhibit 6.7. Since the bank and book balances now agree, 
the $16,585 adjusted cash balance is the amount that will be reported on the fi nancial statements. 
If the adjusted book and bank balances had not agreed, the accountant would have had to search 
for errors in bookkeeping or in the bank’s fi gures. When the balances fi nally agree, any necessary 
adjustments are made to the cash account to bring it to the correct balance. Th e entries to correct 
the balance include debits to Cash for all reconciling additions to the book balance and credits to 
Cash for all reconciling deductions from the book balance. Additions and deductions from the 
bank balance do not require adjustments to the company’s books; the deposits in transit and the 
outstanding checks have already been recorded by the company, and, of course, bank errors are 
corrected by notifying the bank and having the bank make corrections. Th e adjustments required 
to correct Hunt’s cash account are:

bank reconciliation The process of 
systematically comparing the cash 
balance as reported by the bank with 
the cash balance on the company’s 
books and explaining any differences.
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Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,260
Accounts Receivable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,200
Interest Revenue  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60

To record the additions due to the July bank reconciliation (a $3,200 
deposit made by Joy Company and $60 interest).

Custodial Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 425
Miscellaneous Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7
Wages Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 180

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 612
To record the deductions due to the July bank reconciliation (service 
charge, $7; a $180 recording error, check No. 630; bank transfer of 
$425 to Martin Custodial Service).

E X H I B I T  6 . 7  J u l y  B a n k  R e c o n c i l i a t i o n  f o r  H u n t  C o m p a n y

Hunt Company
Bank Reconciliation

July 31, 2012

Balance per bank statement. . . . . . . . . . . . . . $14,422 Balance per books  . . . . . . . . . . . . . . . . . . . . . . . $13,937

Additions to bank balance: Additions to book balance:
Deposit in transit . . . . . . . . . . . . . . . . . . . . . .      3,100 Direct deposit . . . . . . . . . . . . . . . . . . . . . . . . . . . $3,200

 Total . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $17,522 Interest. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .        60      3,260

 Total . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $17,197

Deductions from bank balance: Deductions from book balance:
Outstanding checks: 625. . . . . . . . . . . . . . . . $326 Service charge  . . . . . . . . . . . . . . . . . . . . . . . . . . $    7

          631  . . . . . . . . . . . . . . . 426 Bank transfer  . . . . . . . . . . . . . . . . . . . . . . . . . . . 425

          634  . . . . . . . . . . . . . . .   185          (937) Error in recording check No. 630 
 (for Jones’s wages)  . . . . . . . . . . . . . . . . . . . . .      180        (612)

Adjusted bank balance  . . . . . . . . . . . . . . $16,585 Adjusted book balance  . . . . . . . . . . . . . . . . . $16,585

R E M E M B E R  T H I S

A bank reconciliation has the following general format:

  Balance per bank
 + Deposits in transit
 − Outstanding checks
 +/− Bank errors or other adjustments for things that the bank doesn’t yet know about
 = Adjusted balance per bank
  Balance per books
 +  Interest received, automatic deposits, and other additions revealed in the bank 

statement
 − Service fees and other subtractions revealed in the bank statement
 +/− Book errors or other adjustments for things unrefl ected in the books up to this point
 = Adjusted balance per books

The reconciliation is not complete until the adjusted balance per books is equal 
to the adjusted balance per bank.
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L O  8   Foreign Currency Transactions
WHAT   Account for the impact of changing exchange rates on the value of accounts receivable de-

nominated in foreign currencies.
WHY   Foreign currency transactions expose companies to exchange rate risk during the time be-

tween the sale and the receipt of payment of the foreign currency obligation.
HOW   Gains or losses resulting from exchange rate changes are recognized in the period in which 

the exchange rate changes occur.

All of the sales illustrated to this point in the text have been denominated in U.S. dollars. How-
ever, many U.S. companies do a large portion of their business in foreign countries. For example, 
Wal-Mart reports that sales in 2008 were denominated in currencies other than the U.S. dollar, 
including the Japanese yen, British pound, and Canadian dollar. So, what would Wal-Mart have to 
do to record a software sale denominated in Japanese yen or British pounds? 

When a U.S. company sells a good or provides a service to a party in a foreign country, the 
transaction amount is frequently denominated in U.S. dollars. Th e U.S. dollar is a relatively stable 
currency, and buyers from Azerbaijan to Zimbabwe are often eager to avoid the uncertainty as-
sociated with payments denominated in their local currencies. For example, no matter where they 
are located, buyers and sellers of crude oil almost always write the contract price in terms of U.S. 

Clapton Company received a bank statement at the end of the month. Th e statement contained the following:

Ending balance $9,500
Bank service charge for the month 65
Interest earned and added by the bank to the account balance 45

In comparing the bank statement to its own cash records, Clapton found the following:

Deposits made but not yet recorded by the bank $2,700
Checks written and mailed but not yet recorded by the bank 3,900

Before making any adjustment suggested by the bank statement, the cash balance according to the books is $8,320. What 
is the correct cash balance as of the end of the month? Verify this amount by reconciling the bank statement with the cash 
balance on the books.

 S O L U T I O N …

Balance per bank statement . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 9,500
Add: Deposits in transit . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . +  2,700
Deduct: Outstanding checks . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . –    3,900
Correct balance . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 8,300

Balance per books  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 8,320
Add: Interest earned . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . +      45
Deduct: Bank service charge . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . –       65
Correct balance . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 8,300

D O  T H I S . . .

Clapton Compan

Ending balanc

D O  T H
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 dollars. A U.S. company accounts for a sales contract with a foreign buyer with the sales price 
denominated in U.S. dollars in the way previously illustrated in this chapter; no new accounting 
issues are raised. However, if a U.S. company enters into a transaction in which the price is denomi-
nated in a foreign currency, the U.S. company must use special accounting procedures to recognize 
the change in the value of the transaction as foreign currency exchange rates fl uctuate. For example, 
if Wal-Mart makes a credit sale with a price of 100,000 Indonesian rupiah, Wal-Mart knows that 
it will eventually collect 100,000 rupiah, but Wal-Mart does not know what those rupiah will be 
worth, in U.S. dollar terms, until the actual rupiah payment is received. Such a transaction is called 
a foreign currency transaction.

Foreign Currency Transaction Example
To illustrate the accounting for a sale denominated in a foreign currency, assume that American 
Company sold goods with a price of 20,000,000 Korean won on March 23 to one of its Korean 
customers. Payment in Korean won is due July 12. American Company prepares quarterly fi nancial 
statements on June 30. Th e following exchange rates apply:

U.S. Dollar Value of 
One Korean Won Event

April 23 $0.0010 Sale
June 30 0.0007 Financial statements prepared
July 12 0.0008 Payment received on account

On April 23, each Korean won is worth one-tenth of one U.S. cent. In other words, it takes 
1,000 Korean won (1/0.0010) to buy one U.S. dollar. At this exchange rate, the 20,000,000-
Korean-won contract is worth $20,000 (20,000,000 × $0.0010).

On April 23, American Company records the sale and the account receivable in its books as 
follows:

Accounts Receivable (fc). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000
 Sales Revenue  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000

Note that this journal entry is exactly the same as those illustrated earlier in the chapter. Th e 
(fc) indicates that the Accounts Receivable asset is denominated in a foreign currency and, thus, 
subject to exchange rate fl uctuations. Because the fi nancial statements of American Company are 
reported in U.S. dollars, all transaction amounts must be converted into their U.S. dollar equiva-
lents when they are entered into the formal accounting system.

On June 30, American Company prepares its quarterly fi nancial statements. Because the 
20,000,000-Korean-won contract price has not yet been collected in cash, American Company 
still has a receivable denominated in Korean won and must refl ect the eff ect of the change in the 
exchange rate on the U.S. dollar value of that receivable. In this case, the Korean won has decreased 
in value and is worth only $0.0007 on June 30. If American Company had to settle the contract on 
June 30, it would receive only $14,000 (20,000,000 × $0.0007). Th us, American Company must 
recognize an exchange loss of $6,000, or 20,000,000 × ($0.0010 − $0.0007). On July 12, American 
Company receives payment from its Korean customer. In the interim, the value of the Korean won 
has increased slightly to $0.0008. When the receivable is collected, the 20,000,000 Korean won 
are worth $16,000 (20,000,000 × $0.0008), so now American Company has experienced a gain 
relative to its position on June 30. Th e eff ects of the fl uctuation in the value of the Korean won can 
be summarized as follows:

foreign currency transaction A sale 
in which the price is denominated in 
a currency other than the currency of 
the seller’s home country.
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U.S. Dollar Value of 
Receivable Gain or Loss

April 23 $20,000 Not applicable
June 30 14,000 $6,000 loss
July 12 16,000 $2,000 gain

Th is information would be reported in American Company’s three primary fi nancial 
 statements in the second quarter (ending June 30) and the third quarter (beginning July 1) as 
follows:

Second Quarter:

Income Statement Balance Sheet Statement of Cash Flows

Sales revenue $20,000 Accounts receivable $14,000 Cash collected from customers $         0
Foreign exchange loss (6,000)

Third Quarter:

Income Statement Balance Sheet Statement of Cash Flows

Sales revenue $         0 Cash $16,000 Cash collected from customers $16,000
Foreign exchange gain 2,000 Accounts receivable 0

Th e net result of the sale in the second quarter, the collection of cash in the third quarter, 
and the changing exchange rates in between is to record a sale of $20,000, the collection of cash 
of $16,000, and a net exchange loss of $4,000 (a $6,000 loss in the second quarter and a $2,000 
gain in the third quarter). Th e important point to note is that the sale is measured at the exchange 
rate on the date of sale and that any fl uctuations between the sale date and the settlement date are 
recognized as exchange gains or losses.

What could American Company have done in the previous example to reduce its exposure to 
the risk associated with changing exchange rates? Th e easiest thing would have been to denominate 
the transaction in U.S. dollars. Th en the risk of exchange rate changes would have fallen on the 
Korean company. Secondly, American Company could have locked in the price of Korean won by 
entering into a forward contract with a foreign currency broker. A forward contract is an example 
of a derivative contract. Derivatives are becoming more and more commonplace in today’s business 
environment.

R E M E M B E R  T H I S

  When a U.S. company makes a sale that is denominated in a foreign currency, the 
sale is called a foreign currency transaction.

  Sale: measured at the exchange rate on the date of sale
  Cash collection: measured at the exchange rate on the date of collection

  Any fl uctuations between the sale date and the cash collection date are recognized 
as exchange gains or losses.
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On November 6 of Year 1, Vaughn Company sold goods on account to a customer  in Indonesia. Th e purchase price is 
100,000,000 Indonesian rupiah. On November 6, the exchange rate was 8,700 rupiah for 1 U.S. dollar. On December 31, 
the exchange rate was 10,000 rupiah for 1 U.S. dollar. Th e company received payment on the account on March 23 of Year 
2. On that date, the exchange rate was 9,100 rupiah for 1 U.S. dollar. Determine the amount of gain or loss that will be 
recognized by Vaughn Company in Year 1 and in Year 2. 

 S O L U T I O N …

Th e value of 100,000,000 rupiah in U.S. dollars on each of the following dates is:

11/6/Y1 $11,494
12/31/Y1 10,000
3/23/Y2 10,989

Th erefore, in Year 1, Vaughn lost $1,494 because the exchange rate declined, and in Year 2, Vaughn had a $989 gain 
because the exchanged rate increased between 12/31/Y1 and 03/23/Y2.
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S L O 1  Understand the three basic types of business activities: operating, investing, and fi nancing.

Operating activities • Selling products or services

• Buying inventory for resale

•  Incurring and paying for necessary expenses associated with the primary activities of a business

Investing activities • Purchasing assets for use in the business

• Making investments in such items as stocks and bonds

Financing activities • Borrowing money and repaying loans

• Issuing new shares of stock

• Paying cash dividends

L O 2   Use the two revenue recognition criteria to decide when the revenue from a sale or service 
should be recorded in the accounting records. Revenue is recognized after:

• the work is done and
• cash collectibility is reasonably ensured.
Revenue for long-term contracts is recognized in proportion to the amount of the contract completed.

L O 3   Properly account for the collection of cash and describe the business controls necessary to 
safeguard cash.

• Net sales can be calculated as follows:

242 Part 2 Operating Activities
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    Gross Sales
 – Sales Discounts
 – Sales Returns and Allowances 
 = Net Sales
• Common cash controls include:
 •  Separation of duties in handling and accounting for cash
 •  Daily deposits of all cash receipts
 •  Payment of all expenditures by prenumbered checks

L O 4   Record the losses resulting from credit customers who do not pay their bills. Two ways of 
 accounting for losses from uncollectible receivables are:

• Allowance method (generally accepted)
• Direct write-off method (NOT generally accepted)

Two ways of estimating losses from uncollectible receivables are:
• Percentage of credit sales
• Fraction of total outstanding receivables (often determined by aging the accounts receivable)

L O 5   Evaluate a company’s management of its receivables by computing and analyzing appropri-
ate fi nancial ratios. Careful management of accounts receivable is a balance between:

• Extending credit to increase your sales
• Collecting cash quickly to reduce your need to borrow

Two ratios commonly used in monitoring the level of receivables are:
• Accounts receivable turnover (Sales Revenue ÷ Average Accounts Receivable)
• Average collection period (365 ÷ Accounts Receivable Turnover)

L O 6   Match revenues and expenses by estimating and recording future warranty and service costs 
associated with a sale. If a company makes promises about future warranty repairs or continued 
customer service as part of the sale, the value of those promises should be estimated and recorded as 
an expense (and liability) at the time of the sale.

L O 7   Reconcile a checking account.

  Balance per bank:
 + Deposits in transit
 − Outstanding checks
 +/− Bank errors or other adjustments for things that the bank doesn’t yet know about 
 =      Adjusted balance per bank

  Balance per books:
 + Interest received, automatic deposits, and other additions revealed in the bank statement
 − Service fees and other subtractions revealed in the bank statement
 +/− Book errors or other adjustments for things heretofore unrefl ected in the books
 = Adjusted balance per books

L O 8   Account for the impact of changing exchange rates on the value of accounts receivable 
denominated in foreign currencies. When a U.S. company makes a sale that is denominated in a 
foreign currency, the sale is called a foreign currency transaction.

• Sale: measured at the exchange rate on the date of sale
• Cash collection: measured at the exchange rate on the date of collection
Any fl uctuations between the sale date and the cash collection date are recognized as exchange gains or losses.
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R e v i e w  P r o b l e m

Accounting for Receivables and Warranty Obligations
Douglas Company sells furniture. Approximately 10% of its sales are cash; the remainder are on credit. During the year 
ended December 31, 2012, the company had net credit sales of $2,200,000. As of December 31, 2012, total accounts 
receivable were $800,000, and Allowance for Bad Debts had a debit balance of $1,100 prior to adjustment. In the past, 
approximately 1% of credit sales have proved to be uncollectible. An aging analysis of the individual accounts receivable 
revealed that $32,000 of the Accounts Receivable balance appeared to be uncollectible.

Th e largest credit sale during the year occurred on December 4, 2012, for $72,000 to Aaron Company. Terms of the 
sale were 2/10, n/30. On December 13, Aaron Company paid $60,000 of the receivable balance and took advantage of 
the 2% discount. Th e remaining $12,000 was still outstanding on March 31, 2013, when Douglas Company learned that 
Aaron Company had declared bankruptcy. Douglas wrote the receivable off  as uncollectible.

On December 31, 2012, Douglas Company estimated that it would cost $11,000 in labor and various expenditures 
to service the furniture it had sold (under 90-day warranty agreements) during the last three months of 2012. During 
January 2013, the company spent $430 in labor and $600 for supplies to perform service on defective furniture that was 
sold during the year 2012.

Required:
Prepare the following journal entries:
 1. Th e sale of $72,000 of furniture on December 4, 2012, to Aaron Company on credit.
 2.  Th e collection of $58,800 from Aaron Company on December 13, 2012, assuming the company allows the 

discount on partial payment.
 3. Record Bad Debt Expense on December 31, 2012, using the percentage of credit sales method.
 4. Record Bad Debt Expense on December 31, 2012, using the aging of receivables method.
 5. Record estimated warranty expense on December 31, 2012.
 6. Record actual expenditures to service defective furniture under the warranty agreements on January 31, 2013.
 7. Write off  the balance of the Aaron Company receivable as uncollectible, March 31, 2013.

Solution
Th e journal entries would be recorded as follows:

1. Dec. 4, 2012 Accounts Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 72,000
 Sales Revenue. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 72,000
  Sold $72,000 of furniture to Aaron Company on credit.

2. Dec. 13, 2012 Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 58,800
Sales Discounts  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,200
 Accounts Receivable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60,000
   Collected $58,800 from Aaron Company on December 4 sale and 

 recognized the 2% discount taken (0.02 × $60,000 = $1,200).
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3. Dec. 31, 2012 Bad Debt Expense. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 22,000
 Allowance for Bad Debts  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 22,000
   Recorded bad debt expense as 1% of credit sales of $2,200,000 

($2,200,000 × 0.01 = $22,000).
Note: When using the percentage of credit sales method to estimate bad debt expense, the existing balance 
in the allowance for bad debts account is ignored.

4. Dec. 31, 2012 Bad Debt Expense. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 33,100
 Allowance for Bad Debts  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 33,100
   Recorded bad debt expense using the aging of accounts receivable 

method ($32,000 + $1,100 debit balance).
Note: When using the percentage of total receivables method (e.g., by aging receivables) to estimate bad 
debt expense, the existing balance in Allowance for Bad Debts must be taken into consideration so that 
the new balance is the amount of receivables not expected to be collected.

5. Dec. 31, 2012 Customer Service Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 11,000
 Estimated Liability for Service. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 11,000
   Estimated customer service (warranty) costs on furniture sold during 

the last three months of 2012. (The warranty period is 90 days).

6. Jan. 31, 2013 Estimated Liability for Service  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,030
 Wages Payable (to service employees) . . . . . . . . . . . . . . . . . . . . . . . . 430
 Supplies  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 600
  Actual customer service costs incurred.

7. Mar. 31, 2013 Allowance for Bad Debts  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12,000
 Accounts Receivable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12,000
   Wrote off the balance in the Aaron Company account as uncollectible.

  P U T  I T  O N  PA P E R

D i s c u s s i o n  Q u e s t i o n s

1. What are the three types of basic business activities?
2.  Why is the purchase of inventory for resale to customers 

classifi ed as an operating activity rather than an invest-
ing activity?

3. When should revenues be recognized and reported?
4.  Why do you think misstatement of revenues (e.g., rec-

ognizing revenues before they are earned) is one of the 
most common ways to manipulate fi nancial statements?

5.  Why is it important to have separate sales returns and 
allowances and sales discounts accounts? Wouldn’t it be 
much easier to directly reduce the sales revenue account 
for these adjustments?

6.  Why do companies usually have more controls for cash 
than for other assets?

7.  What are three generally practiced controls for cash, and 
what is the purpose of each control?

 8.  Why do most companies tolerate having a small per-
centage of uncollectible accounts receivable?

 9.  Why does the accounting profession require the use of 
the allowance method of accounting for losses due to 
bad debts rather than the direct write-off  method? 

10.  With the allowance method, why is the net balance, or 
net realizable value, of Accounts Receivable the same 
after the write-off  of a receivable as it was prior to the 
write-off  of the uncollectible account?

11.  Why is the “aging” of accounts receivable usually more 
accurate than basing the estimate on total receivables?

12.  Why is it important to monitor operating ratios such as 
accounts receivable turnover?

13.  Why must the customer service expense (warranty) 
sometimes be recorded in the period prior to when the 
actual customer services will be performed?
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Classifying Major Business Activities
Classify each of the following business activities as an operating, an investing, or a fi nancing activity.
 a. Acquiring inventory for resale
 b. Buying and selling stocks and bonds of other companies
 c. Selling shares of stock to investors for cash
 d. Selling products or services
 e. Buying property, plant, or equipment
 f. Acquiring and paying for other operating items
 g. Selling property, plant, or equipment
 h. Borrowing cash from creditors

Revenue Recognition
In which one of the following situations should revenue be recognized?
 a. Th e earnings process has begun and cash collectibility is reasonably ensured.
 b. Th e earnings process has begun and cash has been collected.
 c.  Th e earnings process is substantially complete and cash collectibility is not yet reasonably 

ensured.
 d. Th e earnings process will soon begin and cash has been collected.
 e.  Th e earnings process is substantially complete and cash collectibility is reasonably  ensured.

Revenue Recognition
Make the journal entry necessary to record the sale of 175 books at $29 per book. Ninety-fi ve of 
the books were sold for cash, and 80 were sold on credit.

Cash Collection
Refer to the data in PE 6-3. Make the journal entry necessary when the company receives payment 
for the 80 books sold on credit.

Sales Discounts
Refer to the data in PE 6-3. Assume that all of the 80 books sold on credit were sold to a single  customer 
and that the terms of the credit sale were 2/10, n/30. Make the journal entry necessary to record the 
receipt of the cash payment assuming that (1) the customer paid the balance on the account fi ve days 
after the purchase and (2) the customer paid the balance on the account 20 days after the purchase.

Sales Returns and Allowances
Refer to the data in PE 6-3. Assume a customer found that 15 of the books were misprinted and 
returned the 15 books for a refund. Prepare the journal entry necessary in the records of the selling 
company to record the receipt of the returned books assuming that (1) the books were returned by 
a cash customer and (2) the books were returned by a credit customer.

Computing Net Sales
Using the following data, compute net sales.

Sales discounts. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $     50,000
Accounts receivable, ending. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 125,000
Gross sales  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,500,000
Inventory, ending. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200,000
Sales returns and allowances . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 75,000

P r a c t i c e  E x e r c i s e s
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Control of Cash
Which one of the following is not an important control associated with cash?
 a. All cash expenditures must be made with prenumbered checks.
 b. Th e cash balance must never fall below the sum of inventory and accounts receivable.
 c. All cash receipts must be deposited daily.
 d. Th e handling of cash must be separated from the recording of cash.

The Allowance Method
Morrison Company had credit sales of $2,500,000 during the year, its fi rst year of business. 
 Morrison has estimated that $50,000 of these sales on account will ultimately be uncollectible. In 
addition, a year-end review of accounts identifi ed that of the $200,000 in accounts outstanding as 
of the end of the year, $43,000 were worthless because the business customers associated with those 
accounts had gone bankrupt. Using the allowance method of accounting for bad debt expense, 
make the journal entries necessary to record (1) bad debt expense for the year and (2) the write-off  
of uncollectible accounts at the end of the year.

Computing Net Accounts Receivable
Refer to the data in PE 6-9. Taking into account the allowance for bad debts established at the end 
of the year, compute the net realizable value of accounts receivable (1) before the write-off  of uncol-
lectible accounts and (2) after the write-off  of uncollectible accounts.

Collecting an Account Previously Written Off
Refer to the data in PE 6-9. Assume that one customer, whose account had previously been written 
off , returned from exile in the Bahamas and paid his account of $7,000. Make the journal entry or 
entries necessary to record the receipt of this payment.

Estimating Uncollectible Accounts Receivable as a Percentage of Credit Sales
Palmer Company had an Accounts Receivable balance of $85,000 and an Allowance for Bad Debts 
balance of $3,400 (credit) at the end of the year (before any adjusting entry). Credit sales for the 
year totaled $860,000. Th e accountant determined that 1% of this year’s credit sales will ultimately 
be uncollectible. Make the journal entry necessary to record bad debt expense for the year.

Estimating Uncollectible Accounts Receivable as a Percentage of Total Receivables
Joplin Company had an Accounts Receivable balance of $102,000 and an Allowance for Bad Debts 
balance of $2,700 (credit) at the end of the year (before any adjusting entry). Credit sales for the 
year totaled $910,000. Th e accountant determined that 9% of the ending accounts receivable will 
ultimately be uncollectible. Make the journal entry necessary to record bad debt expense for the 
year.

Estimating Uncollectible Accounts Receivable Using Aging Accounts Receivable
Harrison Company reports the following aging accounts receivable data:

Days Past Due

Customer Balance Current 1–30 31–60 61–90 91–120 Over 120

T. Gardner $  3,750 $  2,250 $1,500
J. Gammon 4,000 1,000 $2,500 $  500
M. Orser 2,000 2,000
K. Saxton 1,000 750 $250
K. Welch 4,000 $4,000
R. Beckstrom 10,900 8,000 2,900

(continued )
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Days Past Due

Customer Balance Current 1–30 31–60 61–90 91–120 Over 120

B. Roberts 3,900 3,900
L. Wilcox $  5,850 $  5,200 $650
J. Gagon 1,500 $1,500
A. Wycherly     1,750              $1,750                                          

Totals $38,650 $16,450 $8,150 $7,150 $900 $2,000 $4,000

In addition, the company provides the following estimates for accounts that will ultimately be 
uncollectible:

Age
Percentage Estimated to 

Be Uncollectible

Current . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1.75%
1–30 days past due . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6
31–60 days past due . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15
61–90 days past due . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 35
91–120 days past due . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 65
Over 120 days past due . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 90

Using this information, make the journal entry necessary to record bad debt expense. Assume that: 
(1) the balance in the allowance for bad debts account (before adjustment) is $2,000 (credit) and 
(2) the balance in the allowance for bad debts account (before adjustment) is $3,600 (debit).

Evaluating Quality of Accounts Receivable
Crosby Company reports the following data for the past three years:

Year Ending Accounts Receivable Ending Allowance for Bad Debts

Year 3 $307,800 $51,650
Year 2 268,150 37,540
Year 1 224,300 21,800

Compute the allowance for bad debts as a percentage of accounts receivable and evaluate the qual-
ity of accounts receivable over the three-year period.

Accounts Receivable Turnover
Using the following data, calculate this company’s accounts receivable turnover.

Accounts receivable balance, December 31 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  54,000
Inventory balance, December 31 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 59,000
Sales revenue  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 520,000
Cost of goods sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 310,000
Accounts receivable balance, January 1 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 46,000

Average Collection Period
Refer to the data in PE 6-16. Calculate the company’s average collection period.

Warranty Expense
Frampton Company has determined, based on past experience, that 15% of all tires sold will 
need repairs within the warranty period. When customers request a tire repair under the warranty 
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 agreement, each visit costs an average of $20 in parts and labor. Th e company sold 600 tires  during 
the year. Make the journal entry necessary to record warranty expense for the year.

Repairs under Warranty
Refer to the data in PE 6-18. Assume that during the following year, 20 customers bring in 80 tires 
for warranty repairs. Th e labor and supplies associated with these repairs were $900 and $350, re-
spectively. Make the journal entry necessary to record the performance of these warranty services.

E x e r c i s e s

Recognizing Revenue
Th e fi scal year-end (when they close their books) for the Green Bay Packers is March 30 of each 
year. If the Packers sell season football tickets in February for the coming football season, when 
should the revenue from those ticket sales be recognized?

Recognizing Revenue
James Dee Company cleans the outside walls of buildings. Th e average job generates revenue of 
$800,000 and takes about two weeks to complete. Customers are required to pay for a job within 
30 days after its completion. James Dee Company guarantees its work for fi ve years—if the build-
ing walls get dirty within fi ve years, James Dee will clean them again at no charge. James Dee is 
considering recognizing revenue using one of the following methods:
 a. Recognize revenue when James Dee signs the contract to do the job.
 b. Recognize revenue when James Dee begins the work.
 c. Recognize revenue immediately after the completion of the job.
 d. Recognize revenue 30 days after the completion of the job when the cash is collected.
 e. Wait until the fi ve-year guarantee period is over before recognizing any revenue.
Which revenue recognition option would you recommend to James Dee? Explain your answer.

Recognizing Revenue—Long-Term Construction Projects
In the year 2002, Salt Lake City, Utah, hosted the Winter Olympics. To get ready for the Olympics, 
most of the major roads and highways in and around Salt Lake City were renovated. It took over 
three years to complete the highway projects, and Wasatch Constructors, the construction com-
pany performing the work, didn’t want to wait until the work was completed to recognize revenue. 
How should the revenue on these highway construction projects have been recognized?

Revenue Recognition
Yummy, Inc., is a franchiser that off ers for sale an exclusive franchise agreement for $30,000. Under 
the terms of the agreement, the purchaser of a franchise receives a variety of services associated with the 
construction of a Yummy Submarine and Yogurt Shop, access to various product supply services, and 
continuing management advice and assistance once the retail unit is up and running. Th e contract calls 
for the franchise purchaser to make cash payments of $10,000 per year for three years to Yummy, Inc.

How should Yummy, Inc., account for the sale of a franchise contract? Specifi cally, when 
should the revenue and receivable be recognized?

Control of Cash
Molly Maloney is an employee of Marshall Company, a small manufacturing concern. Her respon-
sibilities include opening the daily mail, depositing the cash and checks received into the bank, 
and making the accounting entries to record the receipt of cash and the reduction of receivables. 
Explain how Maloney might be able to misuse some of Marshall’s cash receipts. As a consultant, 
what control procedures would you recommend?
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Recording Sales Transactions
On June 24, 2012, Sudweeks Company sold merchandise to Brooke Bowman for $70,000 with 
terms 2/10, n/30. On June 30, Bowman paid $39,200 on her account and was allowed a discount 
for the timely payment. On July 20, Bowman paid $21,000 on her account and returned $9,000 
of merchandise, claiming that it did not meet contract terms.

Record the necessary journal entries for Sudweeks Company on June 24, June 30, and July 20.

Recording Sales Transactions
Solar Company sold merchandise on account to Kit Company for $9,000 on June 3, 2012, with 
terms 2/10, n/30. On June 7, 2012, Solar Company received $850 of returned merchandise from 
Kit Company and issued a credit memorandum for the appropriate amount. Solar Company re-
ceived payment for the balance of the bill on June 21, 2012.

Record the necessary journal entries for Solar Company on June 3, June 7, and June 21.

Estimating Bad Debts
Th e trial balance of Sparkling Jewelry Company at the end of its 2012 fi scal year included the fol-
lowing account balances:

Account

Accounts receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $66,400
Allowance for bad debts . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,300 (debit balance)

Th e company has not yet recorded any bad debt expense for 2012.
Determine the amount of bad debt expense to be recognized by Sparkling Jewelry Company 

for 2012, assuming the following independent situations:
 1.  An aging accounts receivable analysis indicates that probable uncollectible accounts re-

ceivable at year-end amount to $3,900.
 2.  Company policy is to maintain a provision for uncollectible accounts receivable equal to 

4% of outstanding accounts receivable.
 3.  Company policy is to estimate uncollectible accounts receivable as equal to 1% of the 

previous year’s annual sales, which were $350,000.

Accounting for Bad Debts
Th e following data were associated with the accounts receivable and uncollectible accounts of Julia 
Jay, Inc., during 2012:
 a.  Th e opening credit balance in Allowance for Bad Debts was $600,000 at January 1, 2012.
 b.  During 2012, the company realized that specifi c accounts receivable totaling $630,000 

had gone bad and had been written off .
 c.  An account receivable of $35,000 was collected during 2012. Th is account had previously 

been written off  as a bad debt in 2011.
 d.  Th e company decided that Allowance for Bad Debts would be $650,000 at the end of 2012.

 1.  Prepare journal entries to show how these events would be recognized in the  accounting 
system using the allowance method.

 2.  Discuss the advantages of the allowance method when compared to the direct  method 
with respect to the matching principle.

Accounting for Uncollectible Accounts Receivable
Mahogany Company had the following information relating to its accounts receivable at December 
31, 2011, and for the year ended December 31, 2012:
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Accounts receivable balance at 12/31/11  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $   750,000
Allowance for bad debts at 12/31/11 (credit balance) . . . . . . . . . . . . . . . . . . . . . . . 45,000
Gross sales during 2012 (all credit)  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,500,000
Collections from customers during 2012  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $3,075,000
Accounts written off as uncollectible during 2012  . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000
Estimated uncollectible receivables at 12/31/12  . . . . . . . . . . . . . . . . . . . . . . . . . . 90,000

Mahogany Company uses the percentage of receivables method to estimate bad debt expense.
 1.  At December 31, 2012, what is the balance of Mahogany Company’s Allowance for Bad 

Debts? What is the bad debt expense for 2012?
 2.  At December 31, 2012, what is the balance of Mahogany Company’s gross accounts 

 receivable?

Aging of Accounts Receivable
Smoot Company’s accounts receivable reveal the following balances:

Age of Accounts Receivable Balance

Current . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $720,000
1–30 days past due . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 395,000
31–60 days past due . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 105,000
61–90 days past due . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 52,000
91–120 days past due . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 13,000

Th e credit balance in Allowance for Bad Debts is now $42,000. After a thorough analysis of its col-
lection history, the company estimates that the following percentages of receivables will eventually 
prove uncollectible:

Current . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0.5%
1–30 days past due . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3.0
31–60 days past due . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 16.0
61–90 days past due . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 52.5
91–120 days past due . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 92.0

Prepare an aging schedule for the accounts receivable, and give the journal entry for recording 
the necessary change in the allowance for bad debts account.

Aging of Accounts Receivable
Th e following aging of accounts receivable is for Harry Company at the end of its fi rst year of  business:

Aging of Accounts Receivable
December 31, 2012

Overall
Less Than 30 

Days
31 to 60 

Days
61 to 90 

Days
Over 90 

Days

Ken Nelson $  10,000 $    8,000 $1,000 $1,000 
Elaine Anderson 40,000 31,000 $  4,000 5,000
Bryan Crist 12,000 3,000 4,000 2,000 3,000
Renee Warner 60,000 50,000 10,000
Nelson Hsia 16,000 10,000 6,000
Stella Valerio     25,000     20,000                5,000            

Totals $163,000 $122,000 $24,000 $8,000 $9,000
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Harry Company has collected the following bad debt information from a consultant familiar with 
Harry’s industry:

Age of Account
Percentage Ultimately 

Uncollectible

Less than 30 days . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2%
31–60 days . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10
61–90 days . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30
Over 90 days . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 75

 1. Compute the appropriate Allowance for Bad Debts as of December 31, 2012.
 2.  Make the journal entry required to record this allowance. Remember that, since this is 

Harry’s fi rst year of operations, the allowance account at the beginning of the year was $0.
 3. What is Harry’s net accounts receivable balance as of December 31, 2012?

Accounting for Uncollectible Receivables—Percentage of Sales Method
Th e trial balance of Beecher’s Sporting Warehouse, Inc., shows a $110,000 outstanding balance in 
Accounts Receivable at the end of 2011. During 2012, 90% of the total credit sales of $4,400,000 
was collected, and no receivables were written off  as uncollectible. Th e company estimated that 
1.5% of the credit sales would be uncollectible. During 2013, the account of Damon Shilling, who 
owed $7,300, was judged to be uncollectible and was written off . At the end of 2013, the amount 
previously written off  was collected in full from Mr. Shilling.

Prepare the necessary journal entries for recording all the preceding transactions relating to 
uncollectibles on the books of Beecher’s Sporting Warehouse, Inc.

Comparing the Percentage of Sales and the Percentage of Receivables Methods
Bauer Company uses the percentage of sales method for computing bad debt expense. As of Janu-
ary 1, 2012, the balance of Allowance for Bad Debts was $300,000. Write-off s of uncollectible 
accounts during 2012 totaled $360,000. Reported bad debt expense for 2012 was $430,000, com-
puted using the percentage of sales method.

Th omas & Steff en, the auditors of Bauer’s fi nancial statements, compiled an aging accounts 
receivable analysis of Bauer’s accounts at the end of 2012. Th is analysis has led Th omas & Steff en to 
estimate that, of the accounts receivable Bauer has as of the end of 2012, $650,000 will ultimately 
prove to be uncollectible.

Given their analysis, Th omas & Steff en, the auditors, think that Bauer should make an  adjustment 
to its 2012 fi nancial statements. What adjusting journal entry should Th omas &  Steff en suggest?

Ratio Analysis
Th e following are summary fi nancial data for Parker Enterprises, Inc., and Boulder, Inc., for three 
recent years:

Year 3 Year 2 Year 1

Net sales (in millions):
 Parker Enterprises, Inc.  . . . . . . . . . . . . . . . . . . . . . $  3,700 $  3,875 $  3,882
 Boulder, Inc.  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 17,825 16,549 15,242
Net accounts receivable (in millions):
 Parker Enterprises, Inc.  . . . . . . . . . . . . . . . . . . . . . 1,400 1,800 1,725
 Boulder, Inc.  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,525 5,800 6,205

 1.  Using the above data, compute the accounts receivable turnover and average collection 
period for each company for Years 2 and 3.

 2. Which company appears to have the better credit management policy?
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Assessing How Well Companies Manage Their Receivables
Assume that Leif Company has the following data related to its accounts receivable:

2011 2012

Net sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $2,470,000 $3,040,000
Net receivables:
 Beginning of year . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 520,000 565,000
 End of year  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 565,000 605,000

Use these data to compute accounts receivable turnover ratios and average collection periods 
for 2011 and 2012. Based on your analysis, is Leif Company managing its receivables better or 
worse in 2012 than it did in 2011?

Measuring Accounts Receivable Quality
Th e following accounts receivable information is for Kayley Company:

2012 2011 2010

Accounts receivable  . . . . . . . . . . . . . . . . . . . . . . $670,000 $580,000 $500,000
Allowance for bad debts  . . . . . . . . . . . . . . . . . . . 47,000 44,000 41,000

Did the creditworthiness of Kayley’s customers increase or decrease between 2010 and 2012? 
 Explain.

Accounting for Warranties
Pip Havisham, president of Pinpoint Electronics Stores, has been concerned recently about de-
clining sales due to increased competition in the area. Pip has noticed that many of the national 
stores selling television sets and appliances have been placing heavy emphasis on warranties in their 
marketing programs. In an eff ort to revitalize sales, Pip has decided to off er free service and repairs 
for one year as a warranty on his television sets. Based on experience, Pip believes that fi rst-year 
service and repair costs on the television sets will be approximately 6% of sales. Th e fi rst month of 
operations following the initiation of Pip’s new marketing plan showed signifi cant increases in sales 
of TV sets. Total sales of TV sets for the fi rst three months under the warranty plan were $14,000, 
$11,000, and $18,000, respectively.
 1.  Assuming that Pip prepares adjusting entries and fi nancial statements for his own use at 

the end of each month, prepare the appropriate entry to recognize customer service (war-
ranty) expense for each of these fi rst three months.

 2.  Prepare the appropriate entry to record services provided to repair sets under warranty in 
the second month, assuming that the following costs were incurred: labor (paid in cash), 
$580; supplies, $410.

Accounting for Warranties
Ainge Auto sells used cars and trucks. During 2012, it sold 53 cars and trucks for a total of 
$1,400,000. Ainge provides a 24-month, 30,000-mile warranty on the used cars and trucks sold. 
Ainge estimates that it will cost $25,000 in labor and $20,000 in parts to service (during the fol-
lowing year) the cars and trucks sold in 2012.

In January 2013, Joleen Glassett brought her truck in for warranty repairs. Ainge Auto fi xed 
the truck under its warranty agreement. It cost Ainge $450 in labor and $310 in parts to fi x 
Joleen Glassett’s truck. Prepare the journal entries to record (1) Ainge Auto’s estimated customer 
service liability as of December 31, 2012, and (2) the costs incurred in repairing the truck in 
 January 2013.
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Recognizing Revenue
Brad Company sells ships. Each ship sells for over $25 million. Brad never starts building a ship 
until it receives a specifi c order from a customer. Brad usually takes about four years to build a ship. 
After construction is completed and during the fi rst three years the customer uses the ship, Brad 
agrees to repair anything on the ship free of charge. Th e customers pay for the ships over a period 
of 10 years after the date of delivery.

Brad Company is considering the following alternatives for recognizing revenue from its sale 
of ships:
 a. Recognize revenue when Brad receives the order to do the job
 b. Recognize revenue when Brad begins the work
 c. Recognize revenue proportionately during the four-year construction period
 d. Recognize revenue immediately after the customer takes possession of the ship
 e. Wait until the three-year guarantee period is over before recognizing any revenue
 f. Wait until the 10-year payment period is over before recognizing any revenue

Required:
 1.  Which of the methods, (a) through (f ), should Brad use to recognize revenue? Support 

your answer.
 2.  Interpretive Question: A member of Congress has introduced a bill that would require 

the SEC to crack down on lenient revenue recognition practices by shipbuilding compa-
nies. Th is bill would require Brad Company to use method (f ) above. Th e “logic” behind 
the congressperson’s bill is that no revenue should ever be recognized until the complete 
amount of cash is in hand. You have been hired as a lobbyist by Brad Company to speak 
against this bill. What arguments would you use on Capitol Hill to sway representatives 
to vote against this bill?

Recognizing Revenue
Th e Ho Man Tin Tennis Club sells lifetime memberships for $20,000 each. A lifetime membership 
entitles a person to unlimited access to the club’s tennis courts, weight room, exercise equipment, 
and swimming pool. Once a lifetime membership fee is paid, it is not refundable for any reason.

Judy Chan and her partners are the owners of Ho Man Tin Tennis Club. In order to overcome 
a cash shortage, they intend to seek investment funds from new partners. Judy and her partners are 
meeting with their accountant to provide information for preparation of fi nancial statements. Th ey 
are considering when they should recognize revenue from the sale of lifetime memberships.

Required:
Answer the following questions:
 1.  When should the lifetime membership fees be recognized as revenue? Remember, they are 

nonrefundable.
 2.  Interpretive Question: What incentives would Judy and her partners have for recognizing the 

entire amount of the lifetime membership fee as revenue at the time it is collected? Since the 
entire amount will ultimately be recognized anyway, what diff erence does the timing make?

Sales Transactions
Buckaroo Company and Yearling Company entered into the following transactions:
 a.  Buckaroo Company sold merchandise to Yearling Company for $135,000, terms 2/10, n/30.
 b. Prior to payment, Yearling Company returned $14,000 of the merchandise for credit.
 c. Yearling Company paid Buckaroo Company in full within the discount period.
 d.  Yearling Company paid Buckaroo Company in full after the discount period. [Assume 

that transaction (c) did not occur.]

P r o b l e m s
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Required:
Prepare journal entries to record the transactions for Buckaroo Company (the seller).

Cash Fraud
Mac Faber was the controller of the Lewiston National Bank. In his position as controller, he was 
in charge of all accounting functions. He wrote cashier’s checks for the bank and reconciled the 
bank statement. He alone could approve exceptions to credit limits for bank customers, and even 
the internal auditors reported to him. Unknown to the bank, Mac had recently divorced and was 
supporting two households. In addition, many of his personal investments had soured, including a 
major farm implement dealership that had lost $40,000 in the last year. Several months after Mac 
had left the bank for another job, it was discovered that a vendor had paid twice and that the second 
payment had been deposited in Mac’s personal account. Because Mac was not there to cover his 
tracks (as he had been on previous occasions), an investigation ensued. It was determined that Mac 
had used his position in the bank to steal $117,000 over a period of two years. Mac was prosecuted 
and sentenced to 30 months in a federal penitentiary.

Required:
 1. What internal control weaknesses allowed Mac to perpetrate the fraud?
 2. What motivated Mac to perpetrate the fraud?

Analysis of Allowance for Bad Debts
Domitian Corporation accounts for uncollectible accounts receivable using the allowance 
  method.

As of December 31, 2011, the credit balance in Allowance for Bad Debts was $170,000. Dur-
ing 2012, credit sales totaled $12,000,000, $105,000 of accounts receivable were written off  as 
uncollectible, and recoveries of accounts previously written off  amounted to $10,000. An aging of 
accounts receivable at December 31, 2012, showed the following:

Classifi cation of Receivable
Accounts Receivable Balance 

as of December 31, 2012
Percentage Estimated 

Uncollectible

Current. . . . . . . . . . . . . . . . . . . . . . . . . $1,690,000 2%
1–30 days past due  . . . . . . . . . . . . . . . 720,000 11
31–60 days past due  . . . . . . . . . . . . . . 380,000 20
Over 60 days past due  . . . . . . . . . . . . .        90,000 75

$2,880,000

Required:
 1.  Prepare the journal entry to record bad debt expense for 2012, assuming bad debts are 

estimated using the aging of receivables method.
 2.  Record journal entries to account for the actual write-off  of $105,000 uncollectible 

 accounts receivable and the collection of $10,000 in receivables that had previously been 
written off .

Accounting for Accounts Receivable
Assume that Dominum Company had the following balances in its receivable accounts on Decem-
ber 31, 2011:

Accounts receivable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $640,000
Allowance for bad debts  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,600 (credit balance)
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Transactions during 2012 were as follows:

Gross credit sales  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $2,100,000
Collections of accounts receivable 
 ($1,840,000 less cash discounts of $32,000) . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,808,000
Sales returns and allowances (from credit sales) . . . . . . . . . . . . . . . . . . . . . . . . . . . . 24,000
Accounts receivable written off as uncollectible  . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9,400
Balance in Allowance for Bad Debts on December 31, 2012 
 (based on percent of total accounts receivable)  . . . . . . . . . . . . . . . . . . . . . . . . . . 21,800

Required:
 1. Prepare entries for the 2012 transactions.
 2. What amount will Dominum Company report for:
  a.  Net sales on its 2012 income statement?
  b.  Total accounts receivable on its balance sheet of December 31, 2012?

Analysis of Receivables
Juniper Company was formed in 2002. Sales have increased on the average of 5% per year during 
its fi rst 10 years of existence, with total sales for 2011 amounting to $400,000. Since incorpo-
ration, Juniper Company has used the allowance method to account for uncollectible accounts 
 receivable.

On January 1,2012, the company’s Allowance for Bad Debts had a credit balance of $5,000. 
During 2012, accounts totaling $3,500 were written off  as uncollectible.

Required:
 1.  What does the January 1, 2012, credit balance of $5,000 in Allowance for Bad Debts 

represent?
 2.  Since Juniper Company wrote off  $3,500 in uncollectible accounts receivable during 

2012, was the prior year’s estimate of uncollectible accounts receivable overstated?
 3. Prepare journal entries to record:
  a.  Th e $3,500 write-off  of receivables during 2012.
  b.   Juniper Company’s 2012 bad debt expense, assuming an aging of the December 31, 

2012, accounts receivable indicates that potential uncollectible accounts at year-end 
total $9,000.

Computing and Recording Bad Debt Expense
During 2012, Slainge Corporation had a total of $8,000,000 in sales, of which 85% were on credit. 
At year-end, the Accounts Receivable balance showed a total of $3,600,000, which had been aged 
as follows:

Age Amount

Current . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $3,100,000
1–30 days past due . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 300,000
31–60 days past due . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000
61–90 days past due . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80,000
Over 90 days past due . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .        20,000

$3,600,000

Prepare the journal entry required at year-end to record the bad debt expense under each of the 
following independent conditions. Assume, where applicable, that Allowance for Bad Debts had a 
credit balance of $9,500 immediately before these adjustments.
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Required:
 1.  Based on experience, uncollectible accounts existing at year-end are estimated to be 2.5% 

of total accounts receivable.
 2. Based on experience, uncollectible accounts are estimated to be the sum of:
  1% of current accounts receivable
  7% of accounts 1–30 days past due
  12% of accounts 31–60 days past due
  21% of accounts 61–90 days past due
  35% of accounts over 90 days past due

Unifying Concepts: Aging of Accounts Receivable and Uncollectible Accounts 
Capital Edge Company has found that, historically, 0.5% of its current accounts receivable, 3% of 
accounts 1 to 30 days past due, 4.5% of accounts 31 to 60 days past due, 8% of accounts 61 to 90 
days past due, and 10% of accounts over 90 days past due are uncollectible. Th e following schedule 
shows an aging of the accounts receivable as of December 31, 2012:

Days Past Due

Current 1–30 31–60 61–90 Over 90

Balance $105,600 $31,400 $14,200 $3,600 $900

Th e balances at December 31, 2012, in selected accounts are as follows. (Assume that the allowance 
method is used.)

Sales revenue . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $560,100
Sales returns  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,300
Allowance for bad debts  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,100 (credit balance)

Required:
 1.  Given these data, make the necessary adjusting entry (or entries) for uncollectible ac-

counts receivable on December 31, 2012, on Capital Edge’s books.
 2.  On February 14, 2013, Shannon Johnson, a customer, informed Capital Edge Company 

that she was going bankrupt and would not be able to pay her account of $89. Make the 
appropriate entry (or entries).

 3.  On June 29, 2013, Shannon Johnson was able to pay the amount she owed in full. Make 
the appropriate entry (or entries).

 4.  Assume that Allowance for Bad Debts at December 31, 2012, had a debit balance of 
$1,100 instead of a credit balance of $1,100. Make the necessary adjusting journal entry 
that would be needed on December 31, 2012.

Estimating Uncollectible Accounts
Ulysis Corporation makes and sells clothing to fashion stores throughout the country. On De-
cember 31, 2012, before adjusting entries were made, it had the following account balances on its 
books:

Accounts receivable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  2,320,000
Sales revenue, 2012 (60% were credit sales)  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 16,000,000
Allowance for bad debts (credit balance) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,000
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Required:
 1.  Make the appropriate adjusting entry on December 31, 2012, to record the allowance 

for bad debts if uncollectible accounts receivable are estimated to be 3% of accounts 
 receivable.

 2.  Make the appropriate adjusting entry on December 31, 2012, to record the allowance for 
bad debts if uncollectible accounts receivable are estimated on the basis of an aging of ac-
counts receivable; the aging schedule reveals the following:

Balance of Accounts 
Receivable

Percent Estimated to 
Become Uncollectible

Current. . . . . . . . . . . . . . . . . . . . $1,200,000 0.5%
1–30 days past due  . . . . . . . . . . 800,000 1
31–60 days past due  . . . . . . . . . 200,000 4
61–90 days past due  . . . . . . . . . 80,000 20
Over 90 days past due  . . . . . . . . 40,000 30

 3.  Now assume that on March 3, 2013, it was determined that a $64,000 account receivable 
from Petite Corners is uncollectible. Record the bad debt, assuming the allowance method 
is used.

 4.  Further assume that on June 4, 2013, Petite Corners paid this previously written-off  debt 
of $64,000. Record the payment, assuming  the allowance method had been used on 
March 3 to record the bad debt.

 5.  Interpretive Question: Why is the allowance method of accounting for bad debts pre-
ferred over the direct write-off  method?

The Aging Method
Th e following aging of accounts receivable is for Coby Company at the end of 2012:

Aging of Accounts Receivable
December 31, 2012

Overall
Less Than 
30 Days

31 to 60 
Days

61 to 90 
Days

Over 90 
Days

Travis Campbell $  50,000 $  40,000 $  5,000 $  2,000 $  3,000
Linda Reed 35,000 31,000 4,000
Jack Riding 110,000 100,000 10,000
Joy Riddle 20,000 3,000 10,000 4,000 3,000
Afzal Shah 90,000 60,000 21,000 4,000 5,000
Edna Ramos     80,000     60,000   16,000                  4,000

Totals $385,000 $294,000 $66,000 $10,000 $15,000

Coby Company had a credit balance of $20,000 in its allowance for bad debts account at the begin-
ning of 2012. Write-off s for the year totaled $16,500. Coby Company makes only one adjusting 
entry to record bad debt expense at the end of the year. Historically, Coby Company has experi-
enced the following with respect to the collection of its accounts receivable:

Age of Account
Percentage Ultimately 

Uncollectible

Less than 30 days. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1%
31–60 days  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5
61–90 days  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30
Over 90 days  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 90
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Required:
 1. Compute the appropriate balance of Allowance for Bad Debts as of December 31, 2012.
 2.  Make the journal entry required to record this allowance for bad debts balance. Remember 

that the allowance account already has an existing balance.
 3. What is Coby’s net accounts receivable balance as of December 31, 2012?

Analysis of Accounts Receivable Quantity and Quality
Th e following accounts receivable information is for Trapper Company:

2012 2011 2010

Accounts receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . $135,000 $  76,000 $112,000
Allowance for bad debts . . . . . . . . . . . . . . . . . . . . . . . . 8,000 4,900 7,800
Sales revenue  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 280,000 265,000 240,000

Required:
 1.  With the big increase in Allowance for Bad Debts in 2012, Trapper Company is con-

cerned that the creditworthiness of its customers declined from 2011 to 2012. Is there any 
support for this view in the accounts receivable data? Explain.

 2.  Interpretive Question: Is there any cause for alarm in the accounts receivable data for 
2012? Explain.

A n a l y t i c a l  A s s i g n m e n t s

Creating a Forecasted Balance Sheet and Income Statement
Th is spreadsheet assignment is a continuation of the spreadsheet assignments given in earlier chap-
ters. If you completed those spreadsheets, you have a head start on this one. If needed, review the 
spreadsheet assignment for Chapter 4 to refresh your memory on how to construct forecasted 
fi nancial statements. 
 1.  Handyman wishes to prepare a forecasted balance sheet and income statement for 2013. 

Use the original fi nancial statement numbers for 2012 [given in part (1) of the Cumula-
tive Spreadsheet Project assignment in Chapter 2] as the basis for the forecast, along with 
the following additional information:

  a.  Sales in 2013 are expected to increase by 40% over 2012 sales of $700.
  b.   In 2013, Handyman expects to acquire new property, plant, and equipment costing 

$80.
  c.   Th e $160 in other operating expenses reported in 2012 includes $5 of depreciation 

expense.
  d.  No new long-term debt will be acquired in 2013.
  e.  No cash dividends will be paid in 2013.
  f.   New short-term loans payable will be acquired in an amount suffi  cient to make 

Handyman’s current ratio in 2013 exactly equal to 2.0.
Note: Th ese statements were constructed as part of the spreadsheet assignment in Chapter 4. You 
can use that spreadsheet as a starting point if you have completed that assignment.
  For this exercise, the current assets are expected to behave as follows:
   i.  Cash and inventory will increase at the same rate as sales.
   ii.   Th e forecasted amount of accounts receivable in 2013 is determined using the 

forecasted value for the average collection period. For simplicity, do the compu-
tations using the end-of-period accounts receivable balance instead of the average 
balance. Th e average collection period for 2013 is expected to be 14.08 days.
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Clearly state any additional assumptions that you make.
 2. Repeat (1), with the following change in assumptions:
  a.  Average collection period is expected to be 9.06 days.
  b.  Average collection period is expected to be 20.00 days.
 3.  Comment on the diff erences in the forecasted values of accounts receivable in 2013 under 

each of the following assumptions about the average collection period: 14.08 days, 9.06 
days, and 20.00 days. Under which assumption will Handyman‘s forecasted cash fl ow 
from operating activities be higher? Explain.

Recognizing Revenue
Healthcare, Inc., operates a number of medical testing facilities around the United States. Drug 
manufacturers, such as Merck and Bristol-Myers Squibb, contract with Healthcare for testing of 
their newly developed drugs and other medical treatments. Healthcare advertises, gets patients, and 
then administers the drugs or other experimental treatments, under a doctor’s care, to determine 
their eff ectiveness. Th e Food and Drug Administration requires such human testing before allowing 
drugs to be prescribed by doctors and sold by pharmacists. A typical contract might read as follows:

Healthcare, Inc., will administer the new drug, “Lexitol,” to 50 patients, once a week for 
10 weeks, to determine its eff ectiveness in treating male baldness. Merck will pay Health-
care, Inc., $100 per patient visit, to be billed at the conclusion of the test period. Th e total 
amount of the contract is $50,000 (50 patients × 10 visits × $100 per visit).

Given these kinds of contracts, when should Healthcare recognize revenue—when contracts are 
signed, when patient visits take place, when drug manufacturers are billed, or when cash is  collected?

Credit Policy Review
Th e president, vice president, and sales manager of Moorer Corporation were discussing the com-
pany’s present credit policy. Th e sales manager suggested that potential sales were being lost to 
competitors because of Moorer Corporation’s tight restrictions on granting credit to consumers. He 
stated that if credit policies were loosened, the current year’s estimated credit sales of $3,000,000 
could be increased by at least 20% next year with an increase in uncollectible accounts receivable 
of only $10,000 over this year’s amount of $37,500. He argued that because the company’s cost of 
sales is only 25% of revenues, the company would certainly come out ahead.

Th e vice president, however, suggested that a better alternative to easier credit terms would be 
to accept consumer credit cards such as Visa or Mastercard. She argued that this alternative could 
increase sales by 40%. Th e credit card fi nance charges to Moorer Corporation would be 4% of the 
additional sales.

Th e president said that he wasn’t at all sure that increasing credit sales of any kind was a good 
thing. In fact, he suggested that the $37,500 of uncollectible accounts receivable was altogether too 
high. He wondered whether the company should discontinue off ering sales on account.

With the information given, determine whether Moorer Corporation would be better off  un-
der the sales manager’s proposal or the vice president’s proposal. Also, address the president’s sug-
gestion that credit sales of all types be abolished.

You Decide: Can pre-billing customers increase revenues?
For the past year, you have been working as an accountant for a local Internet Service Provider. 
Business is growing steadily with the holiday season just around the corner. Th e company hopes 
to reach more customers next year through additional advertising. In order to do so, it will need 
a loan from the bank. You overheard your boss say that if revenues increase 5% by year-end, the 
company will be in good enough shape to receive the loan. Your boss asks you to send out invoices 
to a handful of customers charging them for a service that won’t be provided until the next year and 
to recognize the billings as revenue. He says they will eventually receive the service but it is more 
important to recognize the sale now. What should you do?
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You Decide: Can a company overestimate bad debts in good years and then use lower 
estimates when times are bad?
Th e company you work for has been highly profi table this year. Your boss tells you to overestimate 
the allowance for doubtful accounts. He says the income statement can handle the charge this year 
and the excess reserve can be used to increase earnings in future years. Is his proposal acceptable?

Wal-Mart
Locate the 2009 Form 10-K for Wal-Mart in Appendix A and consider the following questions:
 1.  Provide the summary journal entry that Wal-Mart would have made to record its net sales 

for the fi scal year ended January 31, 2009 (assume all sales were on account).
 2.  Given Wal-Mart’s beginning and ending balances in Accounts Receivable, along with your 

journal entry from part (1), estimate the amount of cash collected from customers during 
the year.

 3.  Locate Wal-Mart’s note on revenue recognition. What is Wal-Mart’s revenue recognition 
policy?

Bank of America
Bank of America is one of the oldest banks in America, as well as one of the largest. It has opera-
tions in all 50 states, the District of Columbia, and over 40 foreign countries. Information from 
Bank of America’s annual report follows. (Amounts are in millions.)

2008 2007

Bad debt expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $26,922 $  8,357
Write-off of uncollectible accounts  . . . . . . . . . . . . . . . . . . . . . . . . . . . . 17,666 7,730
Allowance for bad debts (year-end) . . . . . . . . . . . . . . . . . . . . . . . . . . . . 23,492 12,106

Using this information, answer the following questions:
 1.  Provide the journal entry made by Bank of America to record bad debt expense for 

2008.
 2.  Provide the journal entry made by Bank of America to record the write-off  of actual bad 

debts during 2008.
 3.  Estimate the amount of bad debts previously written off  that Bank of America recovered 

in 2008.

Microsoft and IBM
Information from comparative income statements and balance sheets for Microsoft and IBM is 
given below. (Amounts are in millions.)

Microsoft IBM

2008 2007 2008 2007

Sales  . . . . . . . . . . . . . . . . . . . .  $60,420 $51,122 $103,630 $98,786
Accounts receivable  . . . . . . . . .  13,589 11,338 10,906 11,428

Use this information to answer the following questions:
 1.  Without doing any computations, which company do you think has the lowest average 

collection period?
 2. Compute Microsoft’s average collection period for 2008.
 3. Compute IBM’s average collection period for 2008.
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Samsung
Th e economic downturn in South Korea in late 1997 focused world attention on what had hereto-
fore been viewed as one of the world’s economic powerhouses. Symptomatic of the economic col-
lapse was the freefall in Korea’s currency, the won, which declined in value from 845 won per U.S. 
dollar on December 31, 1996, to 1,695 won per dollar on December 31, 1997.

When Korea’s economy soured, many sought to blame the economy’s unusual structure, which 
concentrates a large fraction of the economic activity in the hands of just a few companies, called 
chaebol. Chaebol are large Korean conglomerates (groups of loosely connected fi rms with central 
ownership) that are usually centered around a family-owned parent company. Th e growth of the 
chaebol in the years since the Korean War has been aided by government nurturing.

In Korea, there are now four super-chaebol—Hyundai, Samsung, Daewoo, and Lucky 
Goldstar. Collectively, these four conglomerates account for between 40 and 45% of South Korea’s 
gross national product.

Th e following information is from Samsung’s 1997 annual report. All numbers are in trillions 
of Korean won.

1997 1996

Net sales  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 91,519 74,641
Accounts receivable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,064 6,233

 1.  Did Samsung’s sales increase in 1997, relative to 1996, in terms of U.S. dollars? Explain. 
What exchange rate information would allow you to make a more accurate calculation?

 2.  Compute Samsung’s average collection period for both 1996 and 1997. Instead of using 
the average accounts receivable balance, use the end-of-year balance.

 3.  Comment on the change in the average collection period from 1996 to 1997, especially in 
light of the economic conditions in Korea in 1997.

 4.  What do you think happened to Samsung’s accounts payable balance in 1997, relative to 
1996? Explain.

Changing Our Estimates in Order to Meet Analysts’ Expectations
John Verner is the controller for BioMedic, Inc., a biotechnology company. John is fi nishing his 
preparation of the preliminary fi nancial statements for a meeting of the board of directors sched-
uled for later in the day. At the board’s prior meeting, members discussed the need to report earn-
ings of at least $1.32 per share. It was not mentioned specifi cally at the meeting, but everyone on 
the board knows that fi nancial analysts have forecast that BioMedic will report earnings per share 
(EPS) of $1.32; failure to meet analysts‘ expectations could hurt BioMedic‘s chances of going for-
ward with its planned initial public off ering (IPO) later this year.

Unfortunately, the preliminary EPS fi gure is coming up short. John knows that the board will 
take a serious look at the estimates and assumptions made in preparing the income statement. In 
anticipation of the board’s review, John has identifi ed the following two issues:
 1.  In the past, bad debt expense has been computed using the percentage of sales method. 

Th e percentage used has varied between 3 and 35%. Th is year, John assumed a rate of 
3%. If he were to modify his estimate of bad debt expense to 2.5% of sales, income would 
increase by $700,000.

 2.  BioMedic, Inc., off ers a warranty on many of the products it sells. Like bad debt expense, 
warranty expense is computed as a percentage of sales. John is considering modifying his 
estimate of warranty expense from 1.4% of sales down to 1.1%. Th is modifi cation would 
result in a $420,000 increase in net income.

Th ese two changes, considered together, would result in BioMedic being able to report EPS of 
$1.33 per share, thereby allowing the company to publicly announce that it had exceeded analysts’ 
expectations. Without these changes, BioMedic will report EPS of $1.21 per share.

What issues should John consider before he makes the changes to the income statement? Would 
John be doing something wrong by making these changes? Would John be breaking the law?
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bank reconciliation, 237
foreign currency transaction, 240
NSF (not suffi cient funds) check, 235

 61.  What are the major reasons that the balance of a bank statement is usually diff erent from 
the cash book balance (Cash per the general ledger)?

 62.  Why don’t the additions and deductions from the bank balance on a bank reconciliation 
require adjustment by the company?

 63.  Do all transactions by U.S. companies with foreign parties require special accounting 
procedures by the U.S. companies? Explain.

P r a c t i c e  E x e r c i s e s

Bank Reconciliation
Company G received a bank statement at the end of the month. Th e statement contained the following:

Ending balance . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $61,000
Bank service charge for the month . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 275
Interest earned and added by the bank to the account balance. . . . . . . . . . . . . . . . . . . . 195

In comparing the bank statement to its own cash records, the company found the following:

Deposits made but not yet recorded by the bank. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $14,300
Checks written and mailed but not yet recorded by the bank  . . . . . . . . . . . . . . . . . . . . . 26,700

Before making any adjustments suggested by the bank statement, the cash balance according 
to the books is $48,680. What is the correct cash balance as of the end of the month? Verify this 
amount by reconciling the bank statement with the cash balance on the books.

Journal Entries from a Bank Reconciliation
Refer to PE 6-64. Make all journal entries necessary on the company’s books to adjust the reported 
cash balance in response to the receipt of the bank statement.

Journal Entry to Record a Foreign Currency Transaction
On November 6 of Year 1, Havens Company provided services (on account) to a client located in 
Th ailand. Th e contract price is 100,000 Th ai baht. On November 6, the exchange rate was 50 baht 
for one U.S. dollar. On December 31, the exchange rate was 40 baht for one U.S. dollar. Havens  
received payment on the account on March 23 of Year 2. On that date, the exchange rate was 100 
baht for one U.S. dollar. Make the journal entry necessary on November 6 to record the perfor-
mance of the service.

K e y  T e r m s  &  C o n c e p t s

D i s c u s s i o n  Q u e s t i o n s
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Computation of Foreign Exchange Gains and Losses
Refer to PE 6-66. Compute the foreign exchange gain or loss that should be reported in (1) Year 1 
and (2) Year 2.

E x e r c i s e s

Preparing a Bank Reconciliation
Prepare a bank reconciliation for Bend Company at January 31, 2012, using the information shown.
 1.  Cash per the accounting records at January 31 amounted to $228,909; the bank statement 

on this same date showed a balance of $204,008.
 2.  Th e canceled checks returned by the bank included a check written by DeVoe Company 

for $6,987 that had been deducted from Bend’s account in error.
 3. Deposits in transit as of January 31, 2012, amounted to $33,442.
 4.  Th e following amounts were adjustments to Bend Company’s account on the bank statement:
  a.  Service charges of $64.
  b.  An NSF check of $4,100.
  c.  Interest earned on the account, $110.
 5.  Checks written by Bend Company that have not yet cleared the bank include four checks 

totaling $19,582.

Preparing a Bank Reconciliation 
Th e records of Derma Corporation show the following bank statement information for December:
 a. Bank balance, December 31, 2012, $87,450
 b. Service charges for December, $50
 c. Rent collected by bank, $1,000
 d. Note receivable collected by bank (including $300 interest), $2,300
 e.  December check returned marked NSF (check was a payment of an account receivable), $200
 f.  Bank erroneously reduced Derma’s account for a check written by Dunna Company, $1,000
 g. Cash account balance, December 31, 2012, $81,200
 h. Outstanding checks, $9,200
 i. Deposits in transit, $5,000
 1. Prepare a bank reconciliation for December.
 2. Prepare the entry to correct the cash account as of December 31, 2012.

Reconciling Book and Bank Balances
Jensen Company has just received the September 30, 2012, bank statement summarized in the 
following schedule:

Charges Deposits Balance

Balance, September 1. . . . . . . . . . . . . . . . . . . . . . . $  5,100
Deposits recorded during September . . . . . . . . . . . . $27,000 32,100
Checks cleared during September  . . . . . . . . . . . . . . $27,300 4,800
NSF check, J. J. Jones  . . . . . . . . . . . . . . . . . . . . . . 50 4,750
Bank service charges  . . . . . . . . . . . . . . . . . . . . . . . 10 4,740
Balance, September 30. . . . . . . . . . . . . . . . . . . . . . 4,740
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Cash on hand (recorded on Jensen’s books but not deposited) on September 1 and September 30 
amounted to $200. Th ere were no deposits in transit or checks outstanding at September 1, 2012. 
Th e cash account for September refl ected the following:

Cash

Sept. 1 Balance 5,300 Sept. Checks 28,000

Sept. Deposits 29,500

Answer the following questions. (Hint: It may be helpful to prepare a complete bank 
 reconciliation.)
 1. What is the ending balance per the cash account before adjustments?
 2. What adjustments should be added to the depositor’s books?
 3. What is the total amount of the deductions from the depositor’s books?
 4. What is the total amount to be added to the bank’s balance?
 5. What is the total amount to be deducted from the bank’s balance?

Foreign Currency Transaction
Orange Peel, a U.S. company, sold 140,000 cases of tropical fruit to Hanoi Foods, a Vietnamese 
fi rm, for 4.25 billion Vietnamese dong. Th e sale was made on November 17, 2012, when one U.S. 
dollar equaled 17,000 dong. Payment of 4.25 billion Vietnamese dong was due to Orange Peel on 
January 16, 2013. At December 31, 2012, one U.S. dollar equaled 17,600 dong, and on January 
16, 2013, one U.S. dollar equaled 18,200 dong.
 1.  What will be the value of the accounts receivable on December 31, 2012, in Vietnamese dong?
 2.  What will be the value of the accounts receivable on December 31, 2012, in U.S.  dollars?
 3. Will Orange Peel recognize an exchange gain or loss at December 31, 2012? Explain.
 4. Will Orange Peel recognize an exchange gain or loss on January 16, 2013? Explain.
 5.  In connection with this sale, what amount will Orange Peel report as Sales Revenue in its 

income statement for 2012?
 6.  In connection with this sale, what amount will Orange Peel report as Cash Collected from 

Customers in its statement of cash fl ows for 2013?

Foreign Currency Transaction
American, Inc., sells one widget to Japanese Company at an agreed-upon price of 1,000,000 yen. 
On the day of the sale, one yen is equal to $0.01. American, Inc., maintains its accounting records 
in U.S. dollars. Th erefore, the amount in yen must be converted to U.S. dollars.
 1.  Provide the journal entry that would be made by American, Inc., on the day of the sale, 

assuming Japanese Company pays for the widget on the day of the sale.
 2.  Most sales are on account, meaning that payment will not be received for 30 days or even 

longer. What issues will arise for American, Inc., if the sale is made with payment due in 
30 days? (Hint: What might happen to the value of the yen in relation to the dollar during 
the 30-day period?)

 3.  Suppose that 30 days from the date of the sale the value of one yen is equal to $0.008. What 
journal entry would be made when the 1,000,000 yen are received by American, Inc.?
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Preparing a Bank Reconciliation 
Milton Company has just received the following monthly bank statement for June 2012.

Date Checks Deposits Balance

June 01 $25,000
June 02 $     150 24,850
June 03 $  6,000 30,850
June 04 750 30,100
June 05 1,500 28,600
June 07 8,050 20,550
June 09 8,000 28,550
June 10 3,660 24,890
June 11 2,690 22,200
June 12 9,000 31,200
June 13 550 30,650
June 17 7,500 23,150
June 20 5,500 28,650
June 21 650 28,000
June 22 700 27,300
June 23 4,140† 31,440
June 25 1,000 30,440
June 30          50*              30,390

Totals $27,250 $32,640

*Bank service charge
†Note collected, including $140 interest

Data from the cash account of Milton Company for June are as follows:

June 1 balances $20,440

Checks written: Deposits:
June  1 . . . . . . . . . . . . . . . . . . . . . $  1,500 June  2 . . . . . . . . . . . . . . . . . . $  6,000
        4 . . . . . . . . . . . . . . . . . . . . . 8,500         5 . . . . . . . . . . . . . . . . . . 8,000
        6 . . . . . . . . . . . . . . . . . . . . . 2,690       10 . . . . . . . . . . . . . . . . . . 9,000
        8 . . . . . . . . . . . . . . . . . . . . . 550       18 . . . . . . . . . . . . . . . . . . 5,500
        9 . . . . . . . . . . . . . . . . . . . . . 7,500       30 . . . . . . . . . . . . . . . . . .     6,000
      12 . . . . . . . . . . . . . . . . . . . . . 650 $34,500
      19 . . . . . . . . . . . . . . . . . . . . . 700
      22 . . . . . . . . . . . . . . . . . . . . . 1,000
      26 . . . . . . . . . . . . . . . . . . . . . 1,300
      27 . . . . . . . . . . . . . . . . . . . . .     1,360

$25,750

At the end of May, Milton had three checks outstanding for a total of $4,560. All three checks were 
processed by the bank during June. Th ere were no deposits outstanding at the end of May. It was 
discovered during the reconciliation process that a check for $8,050, written on June 4 for supplies, 
was improperly recorded on the books as $8,500.

P r o b l e m s
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Required:
 1. Determine the amount of deposits in transit at the end of June.
 2. Determine the amount of outstanding checks at the end of June.
 3. Prepare a June bank reconciliation.
 4. Prepare the journal entries to correct the cash account.
 5.  Interpretive Question: Why is it important that the cash account be reconciled on a 

timely basis?

Determining Where the Cash Went
Kim Lee, the bookkeeper for Briton Company, had never missed a day’s work for the past 10 years 
until last week. Since that time, he has not been located. You now suspect that Kim may have em-
bezzled money from the company. Th e following bank reconciliation, prepared by Kim last month, 
is available to help you determine if a theft occurred:

Briton Company
Bank Reconciliation for August 2012

Prepared by Kim Lee

Balance per bank statement. . . . . . . . $192,056 Balance per books  . . . . . . . . . . . $169,598
Additions to bank balance: Additions to book balance:
Deposits in transit . . . . . . . . . . . . . . . 8,000 Note collected by bank  . . . . . . . . 250

Interest earned  . . . . . . . . . . . . . . 600
Deductions from bank balance: Deductions from book balance:
Outstanding checks: NSF check  . . . . . . . . . . . . . . . . . (1,800)

#201 . . . . . . . . . . . . . . . . . . . . (19,200) Bank service charges  . . . . . . . . . (48)
#204 . . . . . . . . . . . . . . . . . . . . (5,000)
#205 . . . . . . . . . . . . . . . . . . . . (4,058)
#295 . . . . . . . . . . . . . . . . . . . . (195)
#565 . . . . . . . . . . . . . . . . . . . . (1,920)
#567 . . . . . . . . . . . . . . . . . . . . (615)
#568 . . . . . . . . . . . . . . . . . . . .         (468)                

Adjusted bank balance. . . . . . . . . . $168,600 Adjusted book balance. . . . . . . $168,600

In examining the bank reconciliation, you decide to review canceled checks returned by the bank. 
You fi nd that check stubs for check nos. 201, 204, 205, and 295 indicate that these checks were 
supposedly voided when written. All other bank reconciliation data have been verifi ed as correct.

Required:
 1. Compute the amount suspected stolen by Kim.
 2.  Interpretive Question: Describe how Kim accounted for the stolen money. What would 

have prevented the theft?

Accounting for a Foreign Currency Transaction
On December 19, 2012, Teacup Company performed services for Candlestick Company. Th e con-
tracted price for the services was 45,000 euros, to be paid on March 23, 2013. On December 19, 
2012, one euro equaled $0.78. On December 31, 2012, one euro equaled $0.84, and on March 
23, 2013, one euro equaled $0.73. Teacup is a U.S. company.

(continued )
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Required:
 1.  Make the journal entry on Teacup’s books to record the provision of services on December 

19, 2012.
 2.  Make the necessary adjusting entry on Teacup’s books on December 31 to adjust the ac-

count receivable to its appropriate U.S. dollar value.
 3.  Make the journal entry on Teacup’s books to record the collection of the 45,000 euros on 

March 23.
 4.  Interpretive Question: Why would Teacup, a U.S. company, agree to denominate the 

contract in euros instead of in U.S. dollars?
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  Inventory
and the Cost of Sales

L O 1  Identify what items and costs should be 
included in inventory and cost of goods sold. Inventory 
is goods held for sale in the normal course of business. In a 
manufacturing fi rm, inventory is composed of raw materials, 
work in process, and fi nished goods. Inventory cost consists 
of all costs involved in buying the inventory and preparing it 
for sale. Proper calculation of inventory cost is absolutely 
critical for making fi nancial reporting, production, pricing, 
and strategy decisions.

L O 2  Account for inventory purchases and sales 
using both a perpetual and a periodic inventory system. 
With a perpetual system, inventory records are updated 
whenever a purchase or a sale is made. With a periodic 
system, inventory records are not updated when a sale 
is made.

L O 3  Calculate cost of goods sold using the results 
of an inventory count and understand the impact of 
errors in ending inventory on reported cost of goods 
sold. Beginning inventory and purchases numbers are added 
to compute how much inventory was available for sale. An 
inventory count reveals how much was not sold; the difference 
is equal to the cost of goods sold. Overstating the amount of 
ending inventory causes profi ts to be overstated as well.

L O 4  Apply the four inventory cost fl ow 
alternatives: specifi c identifi cation, FIFO, LIFO, and 
average cost. In order to calculate cost of goods sold and 
ending inventory, the accountant must make an assumption 
about which units are sold fi rst. With FIFO, the oldest units 
are assumed to be sold fi rst. With LIFO, the newest units are 
assumed to be sold fi rst. With the average cost assumption, 
all units are assigned the same average cost, independent of 
their specifi c actual cost.

L O 5  Use fi nancial ratios to evaluate a company’s 
inventory level. The length of the operating cycle is the time 
from the purchase of inventory to the collection of cash from 

the sale of that inventory; this interval is equal to the number 
of days’ sales in inventory plus the average collection period. 
The length of this interval should be compared to the average 
time taken to pay for inventory purchases.

L O 6  Analyze the impact of inventory errors 
on reported cost of goods sold. Overstating ending 
inventory this year causes profi ts to be overstated this year 
but understated next year. This reversal occurs because 
ending inventory for this year becomes beginning inventory 
for next year. The effects are reversed if ending inventory is 
understated this year.

L O 7  Describe the complications that arise when 
LIFO or average cost is used with a perpetual inventory 
system. When LIFO is used with a perpetual inventory 
system, the identifi cation of the “newest unit” changes every 
time a purchase is made. Accordingly, identifi cation of the 
units sold must be done sale by sale, using the specifi c timing 
of sales and purchases. Similarly, when the average cost 
assumption is made with a perpetual inventory system, the 
“average cost” changes every time a purchase is made.

L O 8  Apply the lower-of-cost-or-market method 
of accounting for inventory. Inventory should be reported 
in the balance sheet at the lower of its historical cost or its 
current market value. Current market value is computed by 
comparing replacement cost to the inventory’s net realizable 
value (selling price less selling cost).

L O 9  Explain the gross margin method of 
estimating inventories. Knowledge of a company’s 
historical gross profi t percentage can be used to estimate 
a company’s cost of goods sold. This estimate, combined 
with sales and purchases data, can be used to estimate the 
amount of inventory a company has.

After studying this chapter, you should be able to:
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manufacturers and farmers. Sales growth was partially driven by the 
persuasive advertising copy written by Richard Sears for the famous 
Sears catalog. In fact, his product descriptions have been politely called 
“fanciful.” But the company compensated by backing its products with 
an unconditional money-back guarantee for dissatisfi ed customers.

Sears began as a retailer buying inventory in bulk and selling it to 
the masses. Sears continues to leverage one of its biggest assets—its 
in-house brand names such as Kenmore and Craftsman. In fact, sales 
of Sears appliances and tools make up two-thirds of the company’s 
annual revenue. Currently, Sears is the leader in appliance sales and 
outsells the next 12 competitors combined. In an attempt to overhaul 
its clothing lines, Sears bought the well-known catalog and Internet re-
tailer, Land’s End, in June 2002, and in March 2005, Sears and Kmart
merged, forming a retailing powerhouse to compete with Wal-Mart.

S
ears, Roebuck & Company began as the result of an inventory 
mistake when a shipment of gold watches was mistakenly sent to a 
jeweler in Redwood Falls, Minnesota. When the jeweler refused to 
accept delivery of the unwanted watches, they were purchased 

by an enterprising railroad agent who saw an opportunity to make some 
money. Richard Sears sold all of those watches, ordered more, and started 
the R. W. Sears Watch Company. The next year, Sears moved his opera-
tion to Chicago, where he found a partner in watchmaker Alvah Roebuck, 
and in 1893, they incorporated under the name “Sears, Roebuck & Co.”

The company’s initial growth was fueled by mail-order sales to 
farmers. Sears bought goods in volume from manufacturers. Then, tak-
ing advantage of cheap parcel post and rural free delivery (RFD) rates, 
Sears shipped the goods directly to customers, thereby bypassing the 
profi t markups of the chain of middlemen usually  standing between 

Like Sears, every business has products or services that it sells. In Chapter 6, the focus was on revenues and receivables arising from the sale 
of products and services. In this chapter, the focus is on accounting for the products and services that are sold.

Traditionally, companies have been divided into two groups: service companies and product companies. Companies like hotels, cable TV networks, 
banks, carpet cleaners, and professionals like lawyers, accountants, and engineers all sell services. In contrast, supermarkets, steel mills, and book stores 
sell products. Because the practice of accounting evolved in a business environment dominated by manufacturing and merchandising fi rms, the account-
ing for service companies is signifi cantly less developed than the accounting for companies that sell products. In this chapter, we discuss traditional ac-
counting for product companies, emphasizing cost of goods sold and inventory. In Chapter 8, we will discuss operating expenses that are common to both 
service and product fi rms. Further discussion of accounting for service companies is included in Chapter 16 of Accounting: Concepts and Applications.

Inventory accounting is considerably more complex for manufacturing fi rms than for merchandising fi rms. In a retail or wholesale business, 
the cost of goods sold is simply the costs incurred in purchasing the merchandise sold during the period; inventory is simply the cost of products 
purchased and not yet sold. Manufacturing fi rms, however, produce the goods they sell, so inventory and cost of goods sold must include all 
manufacturing costs of the products produced and sold. Because it is much easier to understand the concept of inventory and cost of goods sold 
in the context of retail and wholesale fi rms, manufacturing fi rms will not be considered in detail in this chapter. The details of inventory accounting 
for manufacturing fi rms will be covered in Chapter 16 of Accounting: Concepts and Applications.

Fifty years ago, inventory was arguably the most important asset on the balance sheet. However, changes in the economy have led to a 
decrease in the relative importance of inventory. For example, as illustrated in Exhibit 7.1, inventory for the 50 largest companies in the United 
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States declined steadily from over 15% of total assets in 1979 to 4.84% of total assets in 2006. This trend is a result of two factors: more ef-
fi cient management of inventory because of improved information technology and a decrease in the prominence of old-style, smokestack indus-
tries that carried large inventories. Companies in the growth industries of services, technology, and information often have little or no inventory.

L O  1   Inventory and Cost of Goods Sold
WHAT Identify what items and costs should be included in inventory and cost of goods sold.
WHY  Properly accounting for inventory costs ensures that both assets and expenses are reported 

correctly.
HOW  Computing the cost of inventory, particularly inventory that is being manufactured, requires 

that various costs in addition to costs of the physical product be accounted for properly. 

Inventory is the name given to goods that are either manufactured or purchased for resale in the 
normal course of business. A car dealer’s inventory is comprised of automobiles; a grocery store’s 
inventory consists of vegetables, meats, dairy products, canned goods, and bakery items; Sears’ in-
ventory is comprised of shirts, Kenmore appliances, DieHard® batteries, and more. Like other items 
of value, such as cash or equipment, inventory is classifi ed as an asset and reported on the balance 
sheet. When products are sold, they are no longer assets. Th e costs to purchase or manufacture 
the products must be removed from the asset classifi cation (inventory) on the balance sheet and 
reported on the income statement as an expense—cost of goods sold.

Th e timeline in Exhibit 7.2 illustrates the business issues involved with inventory as well as the 
fi nancial statement eff ects of those business issues. Th e accounting questions associated with the 
items in the timeline are as follows:
• When is inventory considered to have been purchased—when it is ordered, shipped, 

 received, or paid for? Similarly, when is the inventory considered to have been sold?

inventory Goods held for resale.

cost of goods sold The costs 
incurred to purchase or manufac-
ture the merchandise sold during 
a period.
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• Which of the costs associated with the “value added” process are considered to be part of the 
cost of inventory, and which are simply business expenses for that period?

• How should total inventory cost be divided between the inventory that was sold (cost of 
goods sold) and the inventory that remains (ending inventory)?
Th ese questions are addressed in the following sections of this chapter.

What Is Inventory?
In a merchandising fi rm, either wholesale or retail, inventory is composed of the items that have 
been purchased in order to be resold to customers. In a supermarket, milk is inventory, a shopping 
cart is not. In a manufacturing company, there are three diff erent types of inventory: raw materials, 
work in process, and fi nished goods.

Raw Materials Raw materials are goods acquired in a relatively undeveloped state that will even-
tually compose a major part of the fi nished product. If you are making bicycles, one of the raw 
materials is tubular steel. For a computer assembler, raw materials inventory is composed of plastic, 
wires, and Intel Pentium® chips.

Work in Process Work in process consists of partially fi nished products. When you take a tour of 
a manufacturing plant, you are seeing work-in-process inventory.

Finished Goods Finished goods are the completed products waiting for sale. A completed car 
rolling off  the automobile assembly line is part of fi nished goods inventory.

What Costs Are Included in Inventory Cost?
Inventory cost consists of all costs involved in buying the inventory and preparing it for sale. In 
the case of raw materials or goods acquired for resale by a merchandising fi rm, cost includes the 
purchase price, freight, and receiving and storage costs.

Th e cost of work-in-process inventory is the sum of the costs of the raw materials, the produc-
tion labor, and some share of the manufacturing overhead required to keep the factory running. 
Th e cost of an item in fi nished goods inventory is the total of the materials, labor, and overhead 
costs used in the production process for that item. As you can imagine, accumulating these costs 
and calculating a cost per unit is quite a diffi  cult task. Th e cost of a fi nished automobile includes the 
cost of the steel and rubber; the salaries and wages of assembly workers, inspectors, and testers; the 
factory insurance; the workers’ pension benefi ts; and much more. Th is costing process is a key part 
of management accounting and is covered in Chapter 16 in the management accounting section of 
Accounting: Concepts and Applications.

Th e costs just described are all costs expended in order to get inventory produced and ready to sell. 
Th ese costs are appropriately included in inventory costs. Th ose costs incurred in the sales eff ort itself 
are not inventory costs, but instead should be reported as operating expenses in the period in which 
they are incurred. For example, the costs of maintaining the fi nished goods warehouse or the retail 
showroom are period expenses. Salespersons’ salaries are period expenses, as is the cost of advertising 
(Chapter 8 discusses advertising). In addition, general nonfactory administrative costs are also period 
expenses. Examples are the costs of the corporate headquarters and the company president’s salary.

Who Owns the Inventory?
As a general rule, goods should be included in the inventory of the business holding legal title. So, 
a merchandising fi rm is considered to have purchased inventory once it has legal title to the inven-
tory. Similarly, the inventory is considered to be sold when legal title passes to the customer. In 
most cases, this “legal title” rule is easy to apply—if you go into a business and look around, it is 
probably safe to assume that the inventory you see belongs to that business. In the case of goods in 
transit and goods on consignment, however, this “legal title” rule can be rather diffi  cult to apply.

raw materials Materials purchased 
for use in manufacturing products.

work in process Partially completed 
units in production.

fi nished goods Manufactured prod-
ucts ready for sale.

manufacturing overhead The indi-
rect manufacturing costs associated 
with producing inventory.
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Goods Being Shipped When goods are being shipped (in transit) from the seller to the buyer, 
who owns the inventory that is on a truck or railroad car—the seller or the buyer? If the seller pays 
for the shipping costs, the arrangement is known as FOB (free-on-board) destination, and the seller 
owns the merchandise from the time it is shipped until it is delivered to the buyer. If the buyer pays 
the shipping costs, the arrangement is known as FOB (free-on-board) shipping point, and the buyer 
owns the merchandise during transit. Th us, in determining which items should be counted and 
included in the inventory balance for a period, a company must note the amount of merchandise in 
transit and the terms under which it is being shipped. In all cases, merchandise should be included 
in the inventory of the party who owns it; for goods in transit, this is generally the party who is 
paying the shipping costs. Th e impact of shipping terms on the ownership of goods in transit is 
summarized in Exhibit 7.3.

Goods on Consignment Sometimes the inventory a fi rm stocks in its warehouse has not actually 
been purchased from suppliers. With a consignment arrangement, suppliers (the consignors) pro-
vide inventory for resale while retaining ownership of the inventory until it is sold. (Th is is referred 
to in the business world as a “sale-through” arrangement as opposed to a “sell-in” arrangement 
where sales to distributors are recorded as revenue.) Th e fi rm selling the merchandise (the consign-
ee) merely stocks and sells the merchandise for the supplier/owner and receives a commission on 
any sales as payment for services rendered. Th rough a consignment arrangement, the manufacturer 
enables dealers to acquire a broad sample of inventory without incurring the purchase and fi nance 
charges required to actually buy the inventory. It is extremely important that goods being held on 
consignment not be included in the inventory of the fi rm holding the goods for sale even though 
they are physically on that fi rm’s premises. It is equally important that the supplier/owner properly 
include all such goods in its records even though the inventory is not on its premises.

An example of a company that successfully uses consignment sales as part of its business strat-
egy is International Airline Support Group, Inc. Th is company is a leading distributor of aircraft 
spare parts for large jet airplanes. Th e company uses consignments because, as stated in its annual 
report, this arrangement allows it “to obtain parts inventory on a favorable basis without commit-
ting its capital to purchasing inventory.”

Ending Inventory and Cost of Goods Sold
Inventory purchased or manufactured during a period is added to beginning inventory, and the to-
tal cost of this inventory is called the cost of goods available for sale. At the end of an accounting 
period, total cost of goods available for sale must be allocated between inventory still remaining (to 
be reported in the balance sheet as an asset) and inventory sold during the period (to be reported 
in the income statement as an expense, Cost of Goods Sold).

Th is cost allocation process is extremely important because the more cost that is said to remain 
in ending inventory, the less cost is reported as cost of goods sold on the income statement. Th is 

FOB (free-on-board) destination 
A business term meaning that 
the  seller of merchandise bears 
the  shipping costs and maintains 
 ownership until the merchandise is 
delivered to the buyer.

FOB (free-on-board) shipping point 
A business term meaning that the 
buyer of merchandise bears the ship-
ping costs and acquires ownership at 
the point of shipment.

consignment An arrangement 
whereby merchandise owned by 
one party, the consignor, is sold by 
another party, the consignee, usually 
on a commission basis.

cost of goods available for sale 
The cost of all merchandise available 
for sale during the period; equal to the 
sum of beginning inventory and net 
purchases.

E X H I B I T  7 . 3  O w n e r s h i p  T r a n s f e r  f o r  G o o d s  i n  T r a n s i t

Seller Buyer

FOB
Shipping Point

• Buyer owns
 goods in transit

• Ownership changes
 at shipping point

FOB
Destination

• Seller owns
 goods in transit

• Ownership changes
 at destination



274 Part 2 Operating Activities

is why accurately determining who owns the inventory is such a big issue. Making a mistake with 
inventory ownership will result in misstating both the income statement and the balance sheet. For 
this reason, accountants must be careful of inventory errors because they directly aff ect reported net 
income. Inventory errors are discussed later in this chapter.

Th e cost allocation process also involves a signifi cant amount of accounting judgment. Identi-
cal inventory items are usually purchased at varying prices throughout the year, so to calculate the 
amount of ending inventory and cost of goods sold, the accountant must determine which items 
(the low cost or high cost) remain and which were sold. Again, this decision can directly aff ect the 
amount of reported cost of goods sold and net income. Inventory cost fl ow assumptions are dis-
cussed later in the chapter.

  Inventory is comprised of goods held for sale in the normal course of business.
  For a manufacturing fi rm, the three types of inventory are raw materials, work in 
process, and fi nished goods.

  All costs incurred in producing or buying and getting inventory ready to sell should 
be added to inventory cost.

  Inventory should be recorded on the books of the company holding legal title.
  At the end of an accounting period, the total cost of goods available for sale during 
the period must be allocated between ending inventory and cost of goods sold.

R E M E M B E R  T H I S

In

L O  2   
 Accounting for Inventory  Purchases 
and Sales

WHAT  Account for inventory purchases and sales using both a perpetual and a periodic inventory 
system.

WHY  Understanding the costs and benefi ts of the periodic and perpetual inventory systems allows 
companies to determine which system will best fi ll their needs.

HOW  A periodic inventory system is simple and inexpensive to operate but also provides relatively 
low-quality information. Using a perpetual inventory system can require costly technology, but 
the quality of the information generated by the system is high.

To begin a more detailed study of inventory accounting, we must fi rst establish a solid understand-
ing of the journal entries used to record inventory transactions. Th e accounting procedures for 
recording purchases and sales of inventory using both a periodic and a perpetual inventory system 
are detailed in this section.

Overview of Perpetual and Periodic Systems
Some businesses track changes in inventory levels on a continuous basis, recording inventory in-
creases and decreases with each individual purchase and sale to maintain a running total of the 
inventory balance. Th is is called a perpetual inventory system. Other businesses rely on quarterly 
or yearly inventory counts to reveal which inventory items have been sold. Th is is called a periodic 
inventory system.

Perpetual You own a discount appliance superstore. Your biggest-selling items are washers, dry-
ers, refrigerators, microwaves, and dishwashers. You advertise your weekly sale items on local TV 



 Inventory and the Cost of Sales Chapter 7 275

stations, and your sales volume is quite heavy. You have 50 salespeople who work independently of 
one another. You have found that customers get very upset if they come to buy an advertised item 
and you have run out. In this business environment, would it make sense to keep a running total 
of the quantity remaining of each inventory item and update it each time a sale is made? Yes, the 
benefi t of having current information on each inventory item would make it worthwhile to spend 
a little extra time to update the inventory records when a sale is made.

Th is appliance store would probably use a perpetual inventory system. With a perpetual  system, 
inventory records are updated whenever a purchase or a sale is made. In this way, the inventory re-
cords at any given time refl ect how many of each inventory item should be in the warehouse or out 
on the store shelves. A perpetual system is most often used when each individual inventory item has a 
relatively high value or when there are large costs to running out of or overstocking specifi c items.

Periodic You operate a newsstand in a busy metropolitan subway station. Almost all of your 
sales occur during the morning and the evening rush hours. You sell a diverse array of items—
newspapers, magazines, pens, snacks, and other odds and ends. During rush hour, your business is 
a fast-paced pressure cooker; the longer you take with one customer, the more chance that the busy 
commuters waiting in line for service will tire of waiting and you will lose sales. In this business 
environment, would it make sense to have each customer wait while you meticulously check off  on 
an inventory sheet exactly which items were sold? No, the delay caused by this detailed bookkeep-
ing would cause you to lose customers. It makes more sense to wait until the end of the day, count 
up what inventory you still have left, compare that to what you started with, and use those numbers 
to calculate how many of each inventory item you sold during the day.

Th is newsstand scenario is an example of a situation where a periodic inventory system is 
appropriate. With a periodic system, inventory records are not updated when a sale is made; only 
the dollar amount of the sale is recorded. Periodic systems are most often used when inventory is 
comprised of a large number of diverse items, each with a relatively low value.

Impact of Information Technology Over the past 25 years, advances in information technology 
have lowered the cost of maintaining a perpetual inventory system. As a result, more businesses have 
adopted perpetual systems so that they can more closely track inventory levels. A visible manifesta-
tion of this trend is in supermarkets. Twenty years ago, the checkout clerk rang up the price of each 
item on a cash register. After the customers walked out of the store with their groceries, the store 
knew the total amount of the sale but did not know which individual items had been sold. Th is was 
a periodic inventory system. Now, with laser scanning equipment tied into the supermarket’s com-
puter system, most supermarkets operate under a perpetual system. Th e store manager knows  exactly 
what you bought and exactly how many of each item should still be left on the store shelves.

Perpetual and Periodic Journal Entries
Th e following transactions for Grantsville Clothing Store will be used to illustrate the diff erences 
in bookkeeping procedures between a business using a perpetual inventory system and one using a 
periodic inventory system:

perpetual inventory system 
A system of accounting for  inventory 
in which detailed records of the 
number of units and the cost of each 
purchase and sales transaction are 
prepared throughout the accounting 
period.

periodic inventory system A system 
of accounting for inventory in which 
cost of goods sold is determined and 
inventory is adjusted at the end of the 
accounting period, not when merchan-
dise is purchased or sold.

a. Purchased on account: 1,000 shirts at a cost of $10 each for a total of $10,000.
b. Purchased on account: 300 pairs of pants at a cost of $18 each for a total of 

$5,400.
c. Paid cash for separate shipping costs on the shirts purchased in (a), $970. The supplier 

of the pants purchased in (b) included the shipping costs in the $18 purchase price.
d. Returned 30 of the shirts (costing $300) to the supplier because they were stained.
e. Paid for the shirt purchase. A 2% discount was given on the $9,700 bill [(1,000 

purchased − 30 returned) × $10] because of payment within the 10-day discount 
period (payment terms were 2/10, n/30).

(continued)
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Th e journal entries for the perpetual inventory system should seem familiar to you—a per-
petual system has been assumed in all earlier chapters of the text. A perpetual system was assumed 
because it is logical and is the system all companies would choose if there were no cost to updating 
the inventory records each time a sale or purchase is made. As mentioned, a periodic inventory 
system is sometimes a practical necessity.

Purchases With a perpetual system, all purchases are added (debited) directly to Inventory. With 
a periodic system, the inventory balance is only updated using an inventory count at the end of the 
period; inventory purchases during the period are recorded in a temporary holding account called 
Purchases. As will be illustrated later, at the end of the period, the balance in Purchases is closed to 
Inventory in connection with the computation of cost of goods sold.

Entries (a) and (b) to record the shirt and pants purchases are given below.

Perpetual Periodic

a. Inventory 10,000 Purchases 10,000
 Accounts Payable 10,000  Accounts Payable 10,000

b. Inventory 5,400 Purchases 5,400
 Accounts Payable 5,400  Accounts Payable 5,400

Transportation Costs Th e cost of transporting the inventory is an additional inventory cost. 
Sometimes, as with the pants for Grantsville Clothing, the shipping cost is already included in the 
purchase price, so a separate entry to record the transportation costs is not needed. When a separate 
payment is made for transportation costs, it is recorded as follows:

Perpetual Periodic

c. Inventory 970 Freight In 970
 Cash 970  Cash 970

With a perpetual inventory system, transportation costs are added directly to the inventory 
balance. With a periodic inventory system, another temporary holding account, Freight In, is cre-
ated, and transportation costs are accumulated in this account during the period. Like the pur-
chases account, Freight In is added to Inventory at the end of the period in connection with the 
computation of cost of goods sold.

Purchase Returns With a perpetual system, the return of unsatisfactory merchandise to the sup-
plier results in a decrease in Inventory. In addition, since no payment will have to be made for the 
returned merchandise, Accounts Payable is reduced by the same amount. With a periodic system, 
the amount of the returned merchandise is recorded in yet another temporary holding account 
called Purchase Returns. Purchase Returns is a contra account to Purchases and is also closed to 
Inventory as part of the computation of cost of goods sold.

Perpetual Periodic

d. Accounts Payable 300 Accounts Payable 300
 Inventory 300  Purchase Returns 300

f. Paid $5,400 for the pants purchase. No discount was allowed because payment 
was made after the discount period.

g. Sold on account: 600 shirts at a price of $25 each for a total of $15,000.
h. Sold on account: 200 pairs of pants at a price of $40 each for a total of $8,000.
i. Accepted return of 50 shirts by dissatisfi ed customers.
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If the returned merchandise had already been paid for, the supplier would most likely return 
the purchase price. In this case, the debit would be to Cash instead of to Accounts Payable.

Purchase Discounts As discussed in Chapter 6, sellers sometimes off er inducements for credit custom-
ers to pay quickly. Here, Grantsville takes advantage of purchase discounts to save money on the pay-
ment for the shirts. Th e amount of the purchase discount is $194 ($9,700 × 0.02), so the total payment 
for the shirts is $9,506 ($9,700 − $194). Th e amount recorded for inventory should refl ect the actual 
amount paid to purchase the inventory. With a perpetual inventory system, this is shown by subtracting 
the purchase discount amount from the inventory account. With a periodic inventory system, another 
holding account is created to accumulate purchase discounts taken during the period.

Perpetual Periodic

e. Accounts Payable 9,700 Accounts Payable 9,700
 Inventory 194  Purchase Discounts 194
 Cash 9,506  Cash 9,506

f. Accounts Payable 5,400 Accounts Payable 5,400
 Cash 5,400  Cash 5,400

Note that the payment for the pants is made after the discount period, so the full amount 
must be paid. Since this transaction had no impact on Inventory, the entry is the same for both the 
perpetual and the periodic system.

In terms of journal entries, the diff erence between a perpetual and a periodic inventory system 
is that all adjustments to inventory under a perpetual system are entered directly in the inventory 
account; with a periodic system, all inventory adjustments are accumulated in an array of tempo-
rary holding accounts: Purchases, Freight In, Purchase Returns, and Purchase Discounts.

Sales Th e sales of shirts and pants would be recorded as follows:

Perpetual Periodic

g. Accounts Receivable 15,000 Accounts Receivable 15,000
 Sales (600 × $25) 15,000  Sales 15,000
Cost of Goods Sold 6,000
 Inventory (600 × $10) 6,000

h. Accounts Receivable 8,000 Accounts Receivable 8,000
 Sales (200 × $40) 8,000  Sales 8,000
Cost of Goods Sold 3,600
 Inventory (200 × $18) 3,600

Th ese entries refl ect the primary diff erence between a perpetual and a periodic inventory sys-
tem—with a periodic system, no attempt is made to recognize cost of goods sold on a transaction-
by-transaction basis. In fact, with a periodic system, Grantsville would not even know how many 
shirts and how many pairs of pants had been sold. Instead, only total sales of $23,000 ($15,000 + 
$8,000) would be known.

Th e cost of goods sold for the shirts recorded here is $10 each. Th e actual cost per shirt, after 
adjusting for freight in and purchase discounts, is $10.80, computed as follows:

Total purchase price (1,000 shirts) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $10,000
Plus: Freight in  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 970
Less: Purchase returns (30 shirts) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (300)
Less: Purchase discounts  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .       (194)

Total cost of shirts (970 shirts)   . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $10,476
Total cost $10,476 ÷ 970 shirts = $10.80 per shirt

In practice, it is unlikely that a fi rm using a perpetual inventory system would bother to 
adjust unit costs for the eff ects of freight cost and purchase discounts on an ongoing basis. Th e 



278 Part 2 Operating Activities

cost of doing these calculations could easily outweigh any 
 resulting improvement in the quality of cost information.

Sales Returns As discussed in Chapter 6, dissatisfi ed custom-
ers sometimes return their purchases. Th e journal entries to 
 record the return of 50 shirts are as follows:

Perpetual Periodic

i. Sales Returns (50 × $25) 1,250 Sales Returns 1,250
 Accounts Receivable 1,250  Accounts Receivable 1,250
Inventory (50 × $10) 500
 Cost of Goods Sold 500

Under the perpetual system, not only are the sales for the returned items canceled, but the cost 
of the returned inventory is also removed from Cost of Goods Sold and restored to the inventory 
account.

Closing Entries After all of the journal entries are posted to the ledger, the T-accounts for Inven-
tory and Cost of Goods Sold, under a perpetual system, would appear as follows:

Inventory Cost of Goods Sold

(a) 10,000 (d) 300 (g) 6,000 (i) 500

(b) 5,400 (e) 194 (h) 3,600

(c) 970 (g) 6,000

(i) 500 (h) 3,600

Bal. 6,776 Bal. 9,100

Th ese numbers, after being verifi ed by a physical count of the inventory (as described in the 
next section), would be reported in the fi nancial statements—the $6,776 of Inventory in the bal-
ance sheet and the $9,100 of Cost of Goods Sold in the income statement.

Review the journal entries (a) through (i) under the periodic inventory system and notice that 
none of the amounts have been entered in either Inventory or Cost of Goods Sold. As a result, both 
of these accounts will have zero balances at year-end. Actually, the inventory account would have the 
same balance it had at the beginning of the period, which, in this example, we will assume to be zero.

With a periodic inventory system, the correct balances can only be determined after an actual 
count of the ending inventory. Once ending inventory is known, the correct balances are recorded 
in Inventory and Cost of Goods Sold through a series of closing entries. Two entries are made:

1. Transfer all the temporary holding account balances to the inventory account. At this 
point, the inventory account balance is equal to the cost of goods available for sale 
(beginning inventory plus the net cost of purchases for the period).

2. Reduce Inventory by the amount of Cost of Goods Sold. At this point, the inventory 
account balance is equal to the ending inventory amount, and the appropriate cost of 
goods sold amount is also recognized.

To illustrate, the information for Grantsville will be used. Th e entry to transfer all the tempo-
rary holding accounts to the inventory account is as follows:

Inventory  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15,876
Purchase Returns  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 300
Purchase Discounts. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 194
 Freight In. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 970
 Purchases . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15,400
  Closing of temporary inventory accounts for periodic system.

Should the returned inventory be recorded at its original cost 
of $10 per shirt?

S T O P  &  T H I N K
Sho
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Th e inventory debit of $15,876 is the amount of net purchases for the period. Notice that, 
after this entry has been posted, the balances in all the temporary holding accounts will have been 
reduced to zero. As mentioned, after the addition of net purchases, the inventory account balance 
represents cost of goods available for sale (the sum of beginning inventory and net purchases). 
 Remember that, in this example, beginning inventory is assumed to be zero.

Th e second closing entry involves the adjustment of Inventory to its appropriate ending bal-
ance and the creation of the cost of goods sold account. Th is cost of goods sold account would be 
closed when other nominal accounts (e.g., Sales Salaries, Interest Expense, etc.) are closed. If the 
year-end physical count indicates that the ending inventory balance should be $6,776, the appro-
priate entry is as follows:

Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9,100
 Inventory ($15,876 − $6,776)  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9,100
  Adjustment of inventory account to appropriate ending balance.

Here, the values for both ending inventory ($6,776) and cost of goods sold ($9,100) are the same 
with either a perpetual or a periodic inventory system. So, what is the practical diff erence between the 
two systems? One diff erence is that a perpetual system can tell you the inventory balance and the cumu-
lative cost of goods sold at any time during the period. With a periodic system, on the other hand, you 
must wait until the inventory is counted at the end of the period to compute the amount of inventory 
or cost of goods sold. Another diff erence is that, with a perpetual system, you can compare the inven-
tory  records to the amount of inventory actually on hand and thus determine whether any inventory 
has been lost or stolen. As described in the next section, this comparison is not possible with a periodic 
system.

net purchases The net cost of 
inventory purchased during a period, 
after adding the cost of freight in and 
subtracting returns and discounts.

D O  T H I S . . .D O  T H

For each of the following businesses, indicate whether the business would be more likely to use a perpetual or a periodic 
inventory system.

 1 Automobile dealer
 2 Summer snow-cone stand
 3 Supermarket
 4 Large appliance retailer
 5 Newsstand
 6 Discount clothing retailer

R E M E M B E R  T H I S

  With a perpetual inventory system, the amount of inventory and cost of goods sold 
for the period are tracked on an ongoing basis.

  With a periodic inventory system, inventory and cost of goods sold are computed 
using an end-of-period inventory count.

  With a periodic system, inventory-related items are recorded in temporary holding 
accounts that are transferred to the inventory account at the end of the period.
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L O  3
   Counting Inventory and Calculating 

Cost of Goods Sold
WHAT  Calculate cost of goods sold using the results of an inventory count and understand the 

impact of errors in ending inventory on reported cost of goods sold.
WHY  A physical inventory count checks the accuracy of accounting records and allows a business 

to follow up on unexplained differences. 
HOW  Conduct a physical quantity count of inventory, assign each type of merchandise a unit cost, 

multiply the quantity by its unit cost, and (for perpetual systems) compare to the recorded 
inventory balance.

 S O L U T I O N …

Perpetual Periodic

1 Automobile dealer X
2 Summer snow-cone stand X
3 Supermarket X
4 Large appliance retailer X
5 Newsstand X
6 Discount clothing retailer X

Both the summer snow-cone stand and the newsstand involve busy (hopefully) locations where the small sales price of 
the merchandise is still substantially greater than the cost of the merchandise. Th us, it doesn’t make economic sense to 
potentially lose customers by making them wait while you do detailed accounting to track inventory that has a relatively 
low cost.

Regular physical counts of the existing inventory are essential to maintaining reliable inventory 
accounting records. With a perpetual system, the physical count can be compared to the recorded 
inventory balance to see whether any inventory has been lost or stolen. With a periodic system, a 
physical count is the only way to get the information necessary to compute cost of goods sold.

Taking a Physical Count of Inventory
No matter which inventory system a company is using, periodic physical counts are a necessary 
and important part of accounting for inventory. With a perpetual inventory system, the physical 
count either confi rms that the amount entered in the accounting records is accurate or highlights 
shortages and clerical errors. If, for example, employees have been stealing inventory, the theft will 
show up as a diff erence between the balance in the inventory account and the amount physically 
counted. A physical count of inventory involves two steps:

1. Quantity count. In most companies, physically counting all inventory is a time-
 consuming activity. Because sales transactions and merchandise deliveries can complicate 
matters, inventory is usually counted on holidays or after the close of business on the 
inventory day. Special care must be taken to ensure that all inventory owned, wherever 
its location, is counted and that inventory on hand but not owned (consignment 
inventory) is not counted.

2. Inventory costing. When the physical count has been completed, each type of merchan-
dise is assigned a unit cost. Th e quantity of each type of merchandise is multiplied by its 
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unit cost to determine the dollar value of the inventory. Th ese amounts are then added 
to obtain the total ending inventory for the business. Th is is the amount reported as 
Inventory on the balance sheet. Th e ending balance in the inventory account may have 
to be adjusted for any shortages discovered.

To illustrate the impact of a physical inventory count on the accounting records for both a 
periodic and a perpetual system, assume that Grantsville’s physical count, combined with inventory 
costing analysis, suggests that the correct amount for ending inventory is $5,950. Th is information 
can be combined with previous information from the accounting system as follows:

Periodic 
System

Perpetual 
System

Beginning inventory . . . . . . . . . . . . . . . . . . . . . . . . $         0 $         0
Plus: Net purchases  . . . . . . . . . . . . . . . . . . . . . . .   15,876   15,876

Cost of goods available for sale . . . . . . . . . . . . . . . $15,876 $15,876
Less: Ending inventory. . . . . . . . . . . . . . . . . . . . . .     5,950     6,776 (from inventory system)

Cost of goods sold  . . . . . . . . . . . . . . . . . . . . . . . . $  9,926 $  9,100 (from inventory system)
Goods lost or stolen  . . . . . . . . . . . . . . . . . . . . . . .  unknown        826 ($6,776 − $5,950)

Total cost of goods sold, lost, or stolen  . . . . . . . . . $  9,926 $  9,926

Recall that, in this example, the beginning inventory is assumed to be zero. Th e amount of net 
purchases is a combination of the items aff ecting the amount paid for inventory purchases dur-
ing the period: purchase price, freight in, purchase returns, and purchase discounts. Th e $15,876 
amount for net purchases was computed earlier in connection with the closing entry for the peri-
odic system.

Th is cost of goods sold computation highlights the key diff erence between a periodic and a 
perpetual inventory system. With a periodic system, the company does not know what ending 
inventory should be when the inventory count is performed. Th e best the company can do is count 
the inventory and assume that the diff erence between the cost of goods available for sale and the 
cost of goods still remaining (ending inventory) must represent the cost of goods that were sold. 
Actually, a business using a periodic system has no way of knowing whether these goods were sold, 
lost, stolen, or spoiled—all it knows for sure is that the goods are gone.

With a perpetual system, the accounting records themselves yield the cost of goods sold dur-
ing the period, as well as the amount of inventory that should be found when the physical count 
is made. For Grantsville, the predicted ending inventory is $6,776 (from the T-account shown ear-
lier); the actual ending inventory, according to the physical count, is only $5,950. Th e diff erence of 
$826 ($6,776 − $5,950) represents inventory lost, stolen, or ruined during the period. Th is amount 
is called inventory shrinkage. Th e adjusting entry needed to record this inventory shrinkage when 
using a perpetual inventory system is as follows:

Inventory Shrinkage . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 826
 Inventory ($6,776 – $5,950)  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 826
  Adjustment of perpetual inventory balance to refl ect inventory shrinkage.

For internal management purposes, the amount of inventory shrinkage would be tracked from one 
period to the next to detect whether the amount of “shrinkage” for any given period is unusually 
high. For external reporting purposes, the shrinkage amount would probably be combined with 
normal cost of goods sold, and the title “Cost of Goods Sold” would be given to the total. If this 
practice is followed, reported cost of goods sold would be the same under both a perpetual and a 
periodic inventory system. Th e diff erence is that, with a perpetual system, company management 
knows how much of the cost of goods sold was actually sold and how much represents inventory 
shrinkage.

inventory shrinkage The amount 
of inventory that is lost, stolen, or 
spoiled during a period; determined 
by comparing perpetual inventory 
records to the physical count of 
 inventory.
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With a periodic inventory system, no journal entry for in-
ventory shrinkage is made because the amount of shrinkage is 
unknown. Instead, the ending inventory amount derived from 
the physical count is used to make the second periodic inven-
tory closing entry (refer back to the section on Closing Entries). 
Using the $5,950 ending inventory amount, the appropriate 
periodic inventory closing entry is:

Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . 9,926
 Inventory ($15,876 – $5,950)  . . . . . . . . . . . . . . . 9,926
   Adjustment of inventory account to appropriate 

ending balance.

The Income Effect of an Error 
in Ending Inventory
Th e results of the physical inventory count directly aff ect the com-
putation of cost of goods sold with a periodic system and inven-
tory shrinkage with a perpetual system. Errors in the inventory 
count will cause the amount of cost of goods sold or inventory 

shrinkage to be misstated. To illustrate, assume that the correct inventory count for Grantsville is 
$5,950 but that the ending inventory value is mistakenly computed to be $6,450. Th e impact of this 
$500 ($6,450 − $5,950) inventory overstatement is as follows:

Periodic 
System

Perpetual 
System

Beginning inventory . . . . . . . . . . . . . . . . . . . . . . . . $         0 $         0
Plus: Net purchases  . . . . . . . . . . . . . . . . . . . . . . .   15,876   15,876

Cost of goods available for sale . . . . . . . . . . . . . . . $15,876 $15,876
Less: Ending inventory. . . . . . . . . . . . . . . . . . . . . .     6,450     6,776 (from inventory system)

Cost of goods sold  . . . . . . . . . . . . . . . . . . . . . . . . $  9,426 $  9,100 (from inventory system)
Goods lost or stolen  . . . . . . . . . . . . . . . . . . . . . . .  unknown        326 ($6,776 − $6,450)

Total cost of goods sold, lost, or stolen  . . . . . . . . . $  9,426 $  9,426

Th e $500 inventory overstatement reduces the reported cost of goods sold, lost, or stolen by 
$500, from $9,926 (computed earlier) to $9,426. Th is is because if we mistakenly think that we have 
more inventory remaining, then we will also mistakenly think that we must have sold less. Converse-
ly, if the physical count understates ending inventory, total cost of goods sold will be overstated.

Since an inventory overstatement decreases reported cost of 
goods sold, it will also increase reported gross margin and net in-
come. For this reason, the managers of a fi rm that is having diffi  -
culty meeting profi t targets are sometimes tempted to “mistakenly” 
overstate ending inventory. Because of this temptation, auditors 
must take care to review a company’s inventory counting process 
and also to physically observe a sample of the actual inventory. 

When cost of goods sold is subtracted from revenues, the re-
sult is the gross margin. Management watches gross margin and 
the gross margin percentage very closely because a slight increase or 
decrease can dramatically aff ect a company’s profi tability.

F Y I
Many new accounting graduates who are hired by public ac-
counting fi rms spend a portion of their fi rst year on the job 
checking the inventory counts done by clients. The benefi ts of 
this exposure are twofold: (1) these new auditors get an oppor-
tunity to see what a business actually does, and (2) the inventory 
count provides assurance that the inventory amount stated on 
the fi nancial statements is accurate.

CVS Caremark is a leader in the retail drugstore industry in the United 
States with net sales of $87.5 billion in fi scal 2008. Inventory shrink-
age for CVS for 2008 was estimated at $126.5 million, or almost 
0.15% of sales.
Source: CVS Caremark, 2008 Annual Report, p. 34.

©
 L

O
RE

DO
 R

UC
CH

IN
/I

ST
O

CK
PH

O
TO

.C
O

M
 



 Inventory and the Cost of Sales Chapter 7 283

Beginning inventory was $50,000. Purchases for the period total $760,000. A physical count at the end of the period re-
vealed ending inventory of $62,500. Compute cost of goods sold for the period.

 S O L U T I O N …

Beginning inventory $  50,000
Plus purchases   760,000

Goods available for sale $810,000
Less ending inventory  – 62,500

Cost of goods sold $747,500

D O  T H I S . . .

Beginning inven
vealed ending inv

D O  T H

L O  4   Inventory Cost Flow Assumptions
WHAT  Apply the four inventory cost fl ow alternatives: specifi c identifi cation, FIFO, LIFO, and average 

cost.
WHY  Cost fl ow assumptions can signifi cantly affect the numbers reported on the income state-

ment and the balance sheet.
HOW  The specifi c identifi cation method involves matching the actual cost of inventory with the 

revenue generated when the product is sold. The other valuation methods—LIFO (last in, fi rst 
out), FIFO (fi rst in, fi rst out), and average—systematically match costs with revenues based 
on an assumption regarding timing.

Consider the following transactions for the Ramona Rice Company for the year 2012.
Mar. 23 Purchased 10 kilos of rice, $4 per kilo.
Nov. 17 Purchased 10 kilos of rice, $9 per kilo.
Dec. 31 Sold 10 kilos of rice, $10 per kilo.
Th e surprisingly diffi  cult question to answer with this simple example is “How much income 

did Ramona make in 2012?” As you can see, it depends on which rice was sold on December 31. 
Th ere are three possibilities:

R E M E M B E R  T H I S

  A physical inventory count is necessary to ensure that inventory records match the 
actual existing inventory.

  If a perpetual system is used, an inventory count can be used to compute the amount 
of inventory shrinkage during the period.

  An error in the reported ending inventory amount can have a signifi cant effect on 
reported cost of goods sold, gross margin, and net income. For example, over-
statement of ending inventory results in understatement of cost of goods sold and 
overstatement of net income.
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Case #1
Sold

Old Rice

Case #2
Sold

New Rice

Case #3
Sold

Mixed Rice

Sales ($10 × 10 kilos) . . . . . . . . . . . . . . . . . . . . . . . . . . . $100 $100 $100
Cost of goods sold (10 kilos) . . . . . . . . . . . . . . . . . . . . . .     40    90     65

Gross margin  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  60 $ 10 $  35

In Case #1, it is assumed that the 10 kilos of rice sold on December 31 were the old ones, pur-
chased on March 23 for $4 per kilo. Accountants call this a FIFO (fi rst in, fi rst out) assumption. In 
Case #2, it is assumed that the company sold the new rice, purchased on November 17 for $9 per 
kilo. Accountants call this a LIFO (last in, fi rst out) assumption. In Case #3, it is assumed that all 
the rice is mixed together, so the cost per kilo is the average cost of all the rice available for sale, or 
$6.50 per kilo [($40 + $90) ÷ 20 kilos]. Accountants call this an average cost assumption.

In most cases, as with Ramona, there is no feasible way to track exactly which units were sold. 
Accordingly, in order to compute cost of goods sold, the accountant must make an assumption. 
Th is is not a case of tricky accountants trying to manipulate the reported numbers; instead, this is 
a case in which income simply cannot be computed unless the accountant uses his or her judgment 
and makes an assumption. In the following sections, we will examine in more detail the diff erent 
cost fl ow assumptions used by companies to determine inventories and cost of goods sold.

Specifi c Identifi cation Inventory Cost Flow
An alternative to the assumptions just described is to specifi cally identify the cost of each particular 
unit that is sold. Th is approach, called specifi c identifi cation, is often used by automobile dealers 
and other businesses that sell a limited number of units at a high price. To illustrate the specifi c 
identifi cation inventory costing method, consider the September 2012 records of Nephi Company, 
which sells one type of bicycle.

Sept.  1 Beginning inventory consisted of 10 bicycles costing $200 each.
    3 Purchased 8 bicycles costing $250 each.
  18 Purchased 16 bicycles costing $300 each.
  20 Purchased 10 bicycles costing $320 each.
  25 Sold 28 bicycles, $400 each.
Th ese inventory records show that during September, Nephi had 44 bicycles (10 from begin-

ning inventory and 34 that were purchased during the month) that it could have sold. However, 
only 28 bicycles were sold, leaving 16 on hand at the end of September. Using the specifi c identi-
fi cation method of inventory costing requires that the individual costs of the actual units sold be 
charged against revenue as cost of goods sold. To compute cost of goods sold and ending inventory 
amounts with this alternative, a company must know which units were actually sold and what the 
unit cost of each was.

Suppose that of the 28 bicycles sold by Nephi on September 25, 8 came from the beginning 
inventory, 4 came from the September 3 purchase, and 16 came from the September 18 purchase. 
With this information, cost of goods sold and ending inventory are computed as follows:

Bicycles Costs

Beginning inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10 $  2,000
Net purchases  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 34   10,000

Goods available for sale. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 44 $12,000
Ending inventory  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 16     4,600

Cost of goods sold  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 28 $  7,400

FIFO (fi rst in, fi rst out) An inventory 
cost fl ow assumption whereby the 
fi rst goods purchased are assumed 
to be the fi rst goods sold so that the 
ending inventory consists of the most 
recently purchased goods.

LIFO (last in, fi rst out) An inventory 
cost fl ow assumption whereby the last 
goods purchased are assumed to be 
the fi rst goods sold so that the ending 
inventory consists of the fi rst goods 
purchased.

average cost An inventory cost fl ow 
assumption whereby cost of goods 
sold and the cost of ending inventory 
are determined by using an average 
cost of all merchandise available for 
sale during the period.

specifi c identifi cation A method 
of valuing inventory and determining 
cost of goods sold whereby the actual 
costs of specifi c inventory items are 
assigned to them.
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Th e cost of ending inventory is the total of the individual costs of the bicycles still on hand at 
the end of the month, or:

2 bicycles from beginning inventory, $200 each  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $   400
4 bicycles purchased on September 3, $250 each  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,000
0 bicycles purchased on September 18, $300 each  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0
10 bicycles purchased on September 20, $320 each  . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   3,200

Total ending inventory (16 units)   . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $4,600

Similarly, the cost of goods sold is the total of the costs of the specifi c bicycles sold, or:

8 bicycles from beginning inventory, $200 each  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,600
4 bicycles purchased on September 3, $250 each  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,000
16 bicycles purchased on September 18, $300 each  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,800
0 bicycles purchased on September 20, $320 each  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .          0

Total cost of goods sold (28 units) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $7,400

For many companies, it is impractical, if not impossible, to keep track of specifi c units. In that 
case, an assumption must be made as to which units were sold during the period and which are still 
in inventory (as illustrated earlier with Ramona).

It is very important to remember that the accounting rules do not require that the assumed 
fl ow of goods for costing purposes match the actual physical movement of goods purchased and 
sold—though in some cases, the assumed cost fl ow may be similar to the physical fl ow. A grocery 
store, for example, usually tries to sell the oldest units fi rst to minimize spoilage. Th us, the physi-
cal fl ow of goods would refl ect a FIFO pattern, but the grocery store could use a FIFO, LIFO, or 
average cost assumption in determining the ending inventory and cost of goods sold numbers to be 
reported in the fi nancial statements. On the other hand, a company that stockpiles coal must fi rst 
sell the coal purchased last since it is on top of the pile. Th at company might use the LIFO cost 
assumption, which refl ects physical fl ow, or it might use one of the other alternatives.

FIFO Cost Flow Assumption
With FIFO, it is assumed that the oldest units are sold and the newest units remain in inventory. 
Using the FIFO inventory cost fl ow assumption, the ending inventory and cost of goods sold for 
Nephi are:

Bicycles Costs

Beginning inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10 $  2,000
Net purchases  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 34   10,000

Goods available for sale. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 44 $12,000
Ending inventory  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 16     5,000

Cost of goods sold  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 28 $  7,000

Th e $7,000 cost of goods sold and $5,000 cost of ending inventory are determined as follows:

FIFO cost of goods sold (oldest 28 units):
10 bicycles from beginning inventory, $200 each  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $2,000
8 bicycles purchased on September 3, $250 each  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000
10 bicycles purchased on September 18, $300 each  . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   3,000

Total FIFO cost of goods sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $7,000

(continued)
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FIFO ending inventory (newest 16 units):
6 bicycles purchased on September 18, $300 each  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,800
10 bicycles purchased on September 20, $320 each  . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   3,200

Total FIFO ending inventory. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $5,000

LIFO Cost Flow Assumption
LIFO is the opposite of FIFO. With LIFO, the cost of the most recent units purchased is trans-
ferred to cost of goods sold. When prices are rising, as they are for Nephi, LIFO provides higher 
cost of goods sold, and hence lower net income, than FIFO. Th is is because the newest (high-
priced) goods are assumed to have been sold. Using the LIFO inventory cost fl ow assumption, the 
ending inventory and cost of goods sold for Nephi are:

Bicycles Costs

Beginning inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10 $  2,000
Net purchases  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 34   10,000

Goods available for sale. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 44 $12,000
Ending inventory  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 16     3,500

Cost of goods sold  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 28 $  8,500

Th e $8,500 cost of goods sold and $3,500 cost of ending inventory are determined as follows:

LIFO cost of goods sold (newest 28 units):
10 bicycles purchased on September 20, $320 each  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $3,200
16 bicycles purchased on September 18, $300 each  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,800
2 bicycles purchased on September 3, $250 each  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .      500

Total LIFO cost of goods sold. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $8,500

LIFO ending inventory (oldest 16 units):
10 bicycles from beginning inventory, $200 each  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $2,000
6 bicycles purchased on September 3, $250 each  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   1,500

Total LIFO ending inventory  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $3,500

Average Cost Flow Assumption
With average costing, an average cost must be computed for all the inventory available for sale 
 during the period. Th e average unit cost for Nephi during September is computed as follows:

Bicycles Costs

Beginning inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10 $  2,000
Net purchases  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 34   10,000

Goods available for sale. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 44 $12,000
$12,000 ÷ 44 units = $272.73 per unit

With the average cost assumption, cost of goods sold is computed by multiplying the number 
of units sold by the average cost per unit. Similarly, the cost of ending inventory is computed by 
multiplying the number of units in ending inventory by the average cost per unit. Th ese calcula-
tions are as follows:
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Average Cost of Goods Sold: 28 units × $272.73 per unit = $7,636 (rounded)
Average Ending Inventory: 16 units × $272.73 per unit = $4,364 (rounded)

Th is information can be shown as follows:

Bicycles Costs

Beginning inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10 $  2,000
Net purchases  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 34   10,000

Goods available for sale. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 44 $12,000
Ending inventory  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 16     4,364

Cost of goods sold  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 28 $  7,636

A Comparison of All Inventory Costing Methods
Th e cost of goods sold and ending inventory amounts we have calculated using the three cost fl ow 
assumptions are summarized along with the resultant gross margins as follows:

FIFO LIFO Average

Sales revenue (28 × $400)  . . . . . . . . . . . . . . . . . . . . . . . . . $11,200 $11,200 $11,200
Cost of goods sold  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     7,000     8,500     7,636

Gross margin  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  4,200 $  2,700 $  3,564

Ending inventory  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  5,000 $  3,500 $  4,364

Note that the net result of each of the inventory cost fl ow assumptions is to allocate the total cost 
of goods available for sale of $12,000 between cost of goods sold and ending inventory.

Conceptual Comparison From a conceptual standpoint, LIFO gives a better refl ection of cost 
of goods sold in the income statement than does FIFO because the most recent goods (“last in”), 
with the most recent costs, are assumed to have been sold. Th us, LIFO cost of goods sold matches 
current revenues with current costs. Average cost is somewhere between LIFO and FIFO. On the 
balance sheet, however, FIFO gives a better measure of inventory value because, with the FIFO 
assumption, the “fi rst in” units are sold and the remaining units are the newest ones with the most 
recent costs. In summary, LIFO gives a conceptually better measure of income, but FIFO gives a 
conceptually better measure of inventory value on the balance sheet.

Financial Statement Impact Comparison As with Nephi, in times of rising inventory prices (the 
most common situation in the majority of industries today), cost of goods sold is highest with 
LIFO and lowest with FIFO. As a result, gross margin, net income, and ending inventory are 
lowest with LIFO and highest with FIFO. With the impact on the reported fi nancial statement 
numbers being so uniformly bad, you may be wondering why any company would ever voluntarily 
choose to use LIFO (during times of infl ation). Yet over half of the large companies in the United 
States currently use LIFO in accounting for at least some of 
their inventories.

Th e attractiveness of LIFO can be explained with one 
word—TAXES. If a company uses LIFO in a time of rising 
prices, reported cost of goods sold is higher, reported taxable 
income is lower, and cash paid for income taxes is lower. In fact, 
LIFO was invented in the 1930s in the United States for the sole 
purpose of allowing companies to lower their income tax pay-
ments. In most instances where accounting alternatives exist, 
fi rms are allowed to use one accounting method for tax purposes 

Over the entire life of a company—from its beginning with zero 
inventory until its fi nal closeout when the last inventory item is 
sold—is aggregate cost of goods sold more, less, or the same 
as aggregate purchases? How is this relationship affected by 
the inventory cost fl ow assumption used?

S T O P  &  T H I N K
Ove
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and another for fi nancial reporting. In 1939, however, when the Internal Revenue Service (1RS) 
 approved the use of LIFO, it ruled that fi rms may use LIFO for tax purposes only if they also use LIFO 
for fi nancial reporting purposes. Th erefore, companies must choose between reporting higher profi ts 
and paying higher taxes with FIFO or reporting lower profi ts and paying lower taxes with LIFO.

I N T E R N AT I O N A L

A Global Perspective on LIFO

The International Accounting Standards 
Board (IASB) has waffl ed in its opinion about 
LIFO. In its initial standard on inventory (IAS 

2), the IASB identifi ed LIFO, along with FIFO, aver-
age cost, and something called the base stock 
method (an extreme form of LIFO), as allowable 
inventory valuation methods. In 1989, the IASB 
proposed eliminating the base stock method, 
and in 1991, it tentatively decided to eliminate 

both the base stock method and LIFO. In 1992, 
the IASB decided to offi cially endorse FIFO and 
average cost, to kill the base stock method, and 
to let LIFO live on as a second-class “allowed al-
ternative treatment.” Finally, in December 2003 
the IASB adopted a revised version of IAS 2 and 
did away with LIFO once and for all. So while LIFO 
is an acceptable inventory method alternative in 
the United States, it is not allowed in countries 
that use international accounting standards.

D O  T H I S . . .D O  T H

Zielesch Company reports the following activity during October related to its inventory of watches:
Mar.   1 Beginning inventory consisted of 6 watches costing $40 each.
    5 Purchased 10 watches costing $45 each.
  11 Purchased 7 watches costing $48 each.
  22 Purchased 11 watches costing $50 each.
  27 Sold 27 watches for $150 each.

Determine (a) the cost of goods sold for the month and (b) the ending inventory balance for March 31 using 

1  FIFO cost fl ow assumption
2  LIFO cost fl ow assumption
3  Average cost fl ow assumption

R E M E M B E R  T H I S

  In most cases, an accountant must make an inventory cost fl ow assumption in order 
to compute cost of goods sold and ending inventory.

  With FIFO (fi rst in, fi rst out), it is assumed that the oldest inventory units are sold fi rst.
  With LIFO (last in, fi rst out), it is assumed that the newest units are sold fi rst.
  With the average cost assumption, the total goods available for sale are used to 
compute an average cost per unit for the period; this average cost is then used in 
calculating cost of goods sold and ending inventory.

  LIFO produces a better matching of current revenues and current expenses in the 
income statement; FIFO yields a balance sheet inventory value that is closer to the cur-
rent value of the inventory.

  The primary practical attraction of LIFO is that it lowers income tax payments during 
times of infl ation.
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 S O L U T I O N …

Watches

Beginning inventory 6
Net purchases 28

Goods available for sale 34
Ending inventory   7

Cost of goods sold 27

 1  FIFO cost fl ow assumption
   a  FIFO cost of goods sold:

6 watches from beginning inventory, $40 each $   240
10 watches purchased March 5, $45 each      450
7 watches purchased March 11, $48 each      336
4 watches purchased March 22, $50 each      200

Total cost of goods sold, (27 units) $1,226

   b  FIFO ending inventory

7 watches purchased March 22, $50 each $   350

 2 LIFO cost fl ow assumption
   a LIFO cost of goods sold

9 watches purchased March 5, $45 each $   405
7 watches purchased March 11, $48 each      336
11 watches purchased March 22, $50 each      550

Total cost of goods sold (27 units) $1,291

   b LIFO ending inventory

6 watches from beginning inventory, $40 each $240
1 watch purchased March 5, $45 each     45

Total ending inventory (7 units) $285

 3 Average cost fl ow assumption

Watches Costs

Beginning inventory 6 $   240
Net purchases 28   1,336

Goods available for sale 34 $1,576
($1,576 ÷ 34 units) = $46.3529 per unit

  a Average cost of goods sold: 27 units × $46.3529 per unit = $1,252 (rounded)
  b Average ending inventory: 7 units × $46.3529 per unit = $324 (rounded)
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L O  5
   Assessing How Well Companies 

Manage Their Inventories
WHAT Use fi nancial ratios to evaluate a company’s inventory level.
WHY  Interpretation of inventory-related ratios yields insight into the appropriateness of a com-

pany’s inventory management practices.
HOW  To calculate inventory turnover, divide cost of goods sold by average inventory; to compute 

number of days’ sales in inventory, divide 365 by inventory turnover. 

Money tied up in the form of inventories cannot be used for other purposes. Th erefore, compa-
nies try hard to minimize the necessary investment in inventories while at the same time assuring 
that they have enough inventory on hand to meet customer demand. In recent years a method of 
inventory management called just-in-time (JIT) inventory has become popular. JIT, (see Chapter 
23 of Accounting: Concepts and Applications) is an inventory management method that attempts to 
have exactly enough inventory arrive just in time for sale. Its purpose is to minimize the amount of 
money needed to purchase and hold inventory.

Evaluating the Level of Inventory
Two widely used measurements of how eff ectively a company is managing its inventory are the 
inventory turnover ratio and number of days’ sales in inventory. Inventory turnover provides a 
measure of how many times a company turns over, or replenishes, its inventory during a year. Th e 
calculation is similar to the accounts receivable turnover discussed in Chapter 6. It is calculated by 
dividing cost of goods sold by average inventory as follows:

Inventory Turnover =
Cost of Goods Sold
Average Inventory

Th e average inventory amount is the average of the beginning and ending inventory balances. 
Th e inventory turnover ratios for Sears, Safeway, and Caterpillar for 2008 are as follows (dollar 
amounts are in billions):

Sears Safeway Caterpillar

Cost of goods sold  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $34.118 $31.589 $38.415
Beginning inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9.963 2.798 7.204
Ending inventory  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8.795 2.591 8.781
Average inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9.379 2.695 7.993
Inventory turnover . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3.64 11.72 4.81

Here, Safeway turns its inventory over more frequently than Sears and Caterpillar. Th is result 
is what we would have predicted given that the companies are in diff erent businesses (supermarket, 
department store, and equipment dealer, respectively) and have diff erent types of inventory.

Inventory turnover can also be converted into the number of days’ sales in inventory. Th is 
ratio is computed by dividing 365, or the number of days in a year, by the inventory turnover, as 
follows:

Number of Days’
Sales in Inventory

=
365

Inventory Turnover

inventory turnover A measure of 
the effi ciency with which inventory is 
managed; computed by dividing cost 
of goods sold by average inventory 
for a period.

number of days’ sales in inventory 
An alternative measure of how well in-
ventory is being managed; computed 
by dividing 365 days by the inventory 
turnover ratio.
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Computing this ratio for Sears, Safeway, and Caterpillar yields the following:

Number of Days’ Sales in Inventory

Sears . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100.3 days
Safeway . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 31.1 days
Caterpillar. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 75.9 days

Like the number of days in receivables and the accounts receivable turnover ratios, the number 
of days in inventory and inventory turnover ratios are key indicators that management watches 
closely each period. Individuals analyzing how eff ective 
a company’s inventory management is would compare 
these ratios with those of other fi rms in the same in-
dustry and with comparable ratios for the same fi rm in 
previous years.

Impact of the Inventory Cost Flow Assumption As 
mentioned previously, in times of rising prices, the use 
of LIFO results in higher cost of goods sold and lower 
inventory values. Sears, Safeway, and Caterpillar all use 
LIFO. Each company includes supplemental disclosures in the fi nancial statement notes that allow 
users to compute what reported inventory and cost of goods sold would have been if the company 
had used FIFO. To illustrate the impact that the choice of inventory cost fl ow assumption can have 
on the reported numbers, consider the following comparison for Caterpillar for 2008:

Reported LIFO Numbers Numbers if Using FIFO

Cost of goods sold  . . . . . . . . . . . . . . . . . . . $38.415 $37.849
Average inventory . . . . . . . . . . . . . . . . . . . . 7.993 10.893
Inventory turnover . . . . . . . . . . . . . . . . . . . . 4.81 3.47
Number of days’ sales in inventory  . . . . . . . . 75.9 days 105.2 days

Th e diff erence in cost of goods sold for 2008 is not great because infl ation was relatively low 
in that year. However, the diff erence in the reported average inventory balance refl ects the cumula-
tive eff ect of infl ation for the many years since Caterpillar fi rst started using LIFO. Th e impact on 
the ratio values is dramatic. Of course, the diff erence between LIFO and FIFO is not as great for 
most companies as shown here for Caterpillar, but you can see that the choice of inventory cost 
fl ow assumption can aff ect the conclusions drawn about the fi nancial statements—if the fi nancial 
statement user is not careful.

Number of Days’ Purchases in Accounts Payable
In Chapter 6, we introduced the average collection period ratio. In this chapter, we have discussed the 
computation of the number of days’ sales in inventory. Taken together, these two ratios indicate the 
length of a fi rm’s operating cycle. Th e two ratios measure the amount of time it takes, on average, from 
the point when inventory is purchased to the point when cash is collected from the customer who 
purchased the inventory. For example, Sears’ 106-day operating cycle for 2008 is depicted below.

C A U T I O N

Sometimes these two inventory ratios are computed using end-
ing inventory rather than average inventory. This is appropriate 
if the inventory balance does not change much from the begin-
ning to the end of the year.

C

Som

Number of Days’
Sales in Inventory

106 days

Average Collection
Period

6 days100 days
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Is Sears’ operating cycle too long, too short, or just right? Th at is diffi  cult to tell without informa-
tion from prior years and from competitors. But by including one additional ratio in the analysis, 
we can learn more about how Sears is managing its operating cash fl ow. Th e number of days’ pur-
chases in accounts payable reveals the average length of time that elapses between the purchase of 
inventory on account and the cash payment for that inventory. Th e number of days’ purchases in 
accounts payable is computed by dividing total inventory purchases by average accounts payable 
and then dividing the result into 365 days:

Number of Days’ Purchases in 
Accounts Payable

=
365 Days

Purchases/Average Accounts Payable

Th e amount of inventory purchased during a year is computed by combining cost of goods 
sold with the change in the inventory balance for the year. If inventory increased during the year, 
then inventory purchases are equal to cost of goods sold plus the increase in the inventory balance. 
Similarly, if inventory decreased during the year, inventory purchases are equal to cost of goods sold 
minus the decrease in the inventory balance.

Th e number of days’ purchases in accounts payable indicates how long a company takes to 
pay its suppliers. For example, Sears’ number of days’ purchases in accounts payable for 2008 is 
computed as follows (dollar fi gures are in millions):

Cost of goods sold for 2008  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $34,118
Subtract decrease in inventory during 2008  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .    (1,168)

Inventory purchases during 2008 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $32,950

Average accounts payable during 2008  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  3,247

Number of Days’ Purchases 
in Accounts Payable

=
365 Days

$32,950/$3,247

= 36 Days

106 days

Number of Days’
Purchases in

Accounts Payable

External Financing
Needed

70 days36 days

Number of Days’
Sales in Inventory

Average Collection
Period

6 days100 days

Sears must pay its suppliers in 36 days but must 
wait for 106 days before receiving the cash from its cus-
tomers. Sears must fi nance the remaining 70 days (106 
days – 36 days) of its operating cycle with bank loans or 
additional stockholder investment or by charging inter-
est to those using its credit card debt.

Th ese calculations illustrate that proper manage-
ment of the sales/collection cycle, coupled with prudent 
fi nancing of inventory purchases on account, can reduce 
a company’s reliance on external fi nancing.

number of days’ purchases in 
accounts payable A measure of 
how well operating cash fl ow is being 
managed; computed by dividing total 
inventory purchases by average ac-
counts payable and then dividing 365 
days by the result.

C A U T I O N

This computation of the number of days’ purchases in accounts 
payable assumes that only inventory purchases on account are 
included in accounts payable. It is likely that the accounts pay-
able balance also includes such items as supplies purchased 
on account. Nevertheless, the purchase of inventory is typically 
the most signifi cant element of accounts payable.

C

This
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Skiba Company reported the following information for the year:

Ending inventory $3,000
Cost of goods sold 4,200
Beginning inventory 2,600

 Compute (1) inventory turnover and (2) number of days’ sales in inventory.

 S O L U T I O N …

 1  Inventory Turnover = Cost of Goods Sold/Average Inventory
   = $4,200/[($2,600 + $3,000)/2]
   = 1.50 times

 2  Number of Days’ Sales in Inventory = 365/Inventory Turnover
   = 365/1.50
   = 243.33 days

D O  T H I S . . .

Skiba Company 

D O  T H

Th us far, we have defi ned inventory and cost of goods sold; we have described the perpetual and 
periodic inventory systems, three inventory cost fl ow assumptions, and the use of fi nancial ratios 
to evaluate a company’s management of its inventory. Th ese topics are all suffi  cient for a basic un-
derstanding of the nature of inventory and cost of goods sold, as well as the most common ways of 
accounting for inventory. Th e four topics that will be discussed in the expanded material are 

Th e impact of more complicated inventory errors1. 
Complications that arise in using LIFO and average cost with a perpetual inventory 2. 
system
Reporting inventory at amounts below cost3. 
A method for estimating inventory without taking a physical count4. 

R E M E M B E R  T H I S

  Proper inventory management seeks a balance between keeping a lower inventory 
level to avoid tying up excess resources and maintaining a suffi cient inventory bal-
ance to ensure smooth business operation.

  Companies assess how well their inventory is being managed by using two ratios: (1) 
inventory turnover and (2) number of days’ sales in inventory.

  A company’s choice of inventory cost fl ow assumption can signifi cantly affect the 
values of these inventory ratios; intelligent ratio analysis requires considering possible 
accounting differences among companies.

  Comparison of the average collection period, number of days’ sales in inventory, and 
number of days’ purchases in accounts payable reveals how much of a company’s 
operating cycle it must fi nance through external fi nancing.
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L O  6   Inventory Errors
WHAT Analyze the impact of inventory errors on reported cost of goods sold.
WHY  Errors in the ending inventory affect profi ts in the current period, as well as profi ts in the next period.
HOW  Because the ending inventory of one period becomes the beginning inventory of the next period, 

undetected inventory errors affect two consecutive accounting periods.

Incorrect amounts for inventory on the balance sheet and cost of goods sold on the income state-
ment can result from errors in counting inventories, recording inventory transactions, or both. 
Th e eff ect of an error in the end-of-period inventory count was discussed earlier in the chapter. To 
examine the eff ects of other types of inventory errors, assume that Richfi eld Company had the fol-
lowing inventory records for 2012:

Inventory balance, January 1, 2012  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  8,000
Purchases through December 30, 2012 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000
Inventory balance, December 30, 2012  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12,000

Further assume that on December 31 the company purchased and received another $1,000 of 
inventory. Th e following comparison shows the kinds of inventory situations that might result:

The $1,000 of 
merchandise 
purchased on 
December 31 was

Incorrect* Incorrect Incorrect Correct

not recorded as a 
purchase and not 
counted as inventory

recorded as a 
purchase but not 
counted as inventory

not recorded as a 
purchase but counted 
as inventory              

recorded as a 
 purchase and 
counted as inventory

Beginning inventory $  8,000 (OK)** $  8,000 (OK) $  8,000 (OK) $  8,000 (OK)
Net purchases   20,000 (T)   21,000 (OK)   20,000 (c)   21,000 (OK)
Cost of goods 
 available for sale $28,000 (T) $29,000 (OK) $28,000 (T) $29,000 (OK)
Ending inventory   12,000 (T)   12,000 (T)   13,000 (OK)   13,000 (OK)

Cost of goods sold $16,000 (OK) $17,000 (c) $15,000 (T) $16,000 (OK)

  *This calculation produces the correct cost of goods sold but by an incorrect route—the errors in purchases and ending inventory offset each other.
**For the amount, T indicates it is too low, c means it is too high, and OK means it is correct.

In these calculations, the beginning inventory plus purchases equals the cost of goods that 
were “available for sale.” In other words, everything that “could be sold” must have either been on 
hand at the beginning of the period (beginning inventory) or purchased during the period (net 
purchases). Th en, ending inventory (what wasn’t sold) was subtracted from the cost of goods avail-
able for sale. Th e result is the cost of goods that were sold. Everything on hand (available) had to be 
either sold or left in ending inventory. Clearly, inventory and cost of goods sold can be misstated 
by the improper recording of inventory purchases or counting of inventory.

Similar errors can occur when inventory is sold. If a sale is recorded but the merchandise 
remains in the warehouse and is counted in the ending inventory, cost of goods sold will be un-
derstated, whereas gross margin and net income will be overstated. If a sale is not recorded but 
inventory is shipped and not counted in the ending inventory, gross margin and net income will be 
understated, and cost of goods sold will be overstated.

To illustrate these potential inventory errors, consider the following data for Richfi eld. Note 
that sales fi gures have been added and the ending inventory and the 2012 purchases now correctly 
include the $1,000 purchase of merchandise made on December 31, 2012.



 Inventory and the Cost of Sales Chapter 7 295

Sales revenue through December 30, 2012 (200% of cost)  . . . . . . . . . . . . . . . . . . . . . . $32,000
Inventory balance, January 1, 2012  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,000
Net purchases during 2012 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 21,000
Inventory balance, December 31, 2012  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 13,000

In addition, assume that on December 31, inventory that cost $1,000 was sold for $2,000. Th e 
merchandise was delivered to the buyer on December 31. Th e following analysis shows the kinds 
of situations that might result:

The $2,000 sale 
on December 31 was

Incorrect Incorrect Incorrect Correct

not recorded and the 
merchandise was 
counted as inventory

recorded and the 
merchandise was 
counted as inventory

not recorded and 
the merchandise 
was excluded from 
inventory              

recorded and the 
merchandise was 
excluded from 
inventory            

Sales revenue $32,000 (T)* $34,000 (OK) $32,000 (T) $34,000 (OK)
Cost of goods sold:
  Beginning inventory $  8,000 (OK) $  8,000 (OK) $  8,000 (OK) $  8,000 (OK)
  Net purchases   21,000 (OK)   21,000 (OK)   21,000 (OK)   21,000 (OK)
  Cost of goods
    available for sale $29,000 (OK) $29,000 (OK) $29,000 (OK) $29,000 (OK)
Ending inventory   13,000 (c)   13,000 (c)   12,000 (OK)   12,000 (OK)

Cost of goods sold $16,000 (T) $16,000 (T) $17,000 (OK) $17,000 (OK)

Gross margin $16,000 (T) $18,000 (c) $15,000 (T) $17,000 (OK)

*For the amount, T indicates it is too low, c means it is too high, and OK means it is correct.

To reduce the possibility of these types of inventory cutoff  errors, most businesses close their 
warehouses at year-end while they count inventory. If they are retailers, they typically count inven-
tory after hours. During the inventory counting period, businesses do not accept or ship merchan-
dise, nor do they enter purchase or sales transactions in their accounting records.

As explained, an error in inventory results in cost of goods sold being overstated or under-
stated. Th is error has the opposite eff ect on gross margin and, hence, on net income. For example, 
if at the end of the accounting period $2,000 of inventory is not counted, cost of goods sold will be 
$2,000 higher than it should be, and gross margin and net income will be understated by $2,000. 
Such inventory errors aff ect gross margin and net income not only in the current year but in the 
following year as well. A recording delay resulting in an understatement of purchases in one year, 
for example, results in an overstatement in the next year.

To illustrate how inventory errors aff ect gross margin and net income, assume the following 
correct data for Salina Corporation:

2011 2012

Sales revenue . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $50,000 $40,000
Cost of goods sold:
 Beginning inventory  . . . . . . . . . . . . . . . . . . . . . . . . . $10,000 $  5,000
 Net purchases. . . . . . . . . . . . . . . . . . . . . . . . . . . . .   20,000   25,000

 Cost of goods available for sale  . . . . . . . . . . . . . . . . $30,000 $30,000
 Ending inventory  . . . . . . . . . . . . . . . . . . . . . . . . . . .     5,000   10,000
Cost of goods sold  . . . . . . . . . . . . . . . . . . . . . . . . . . .   25,000   20,000
Gross margin  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $25,000 $20,000
Operating expenses  . . . . . . . . . . . . . . . . . . . . . . . . . .   10,000   10,000

Net income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $15,000 $10,000
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Now suppose that ending inventory in 2011 was overstated; that is, instead of the correct 
amount of $5,000, the count erroneously showed $7,000 of inventory on hand. Th e following 
analysis shows the eff ect of the error on net income in both 2011 and 2012:

2011 2012

Sales revenue . . . . . . . . . . . . . . . . . . . . . . . . . $50,000 $40,000
Cost of goods sold:

Beginning inventory  . . . . . . . . . . . . . . . . . . . $10,000 $  7,000 (c)
Net purchases. . . . . . . . . . . . . . . . . . . . . . .   20,000   25,000

Cost of goods available for sale  . . . . . . . . . . $30,000 $32,000 (c)
Ending inventory  . . . . . . . . . . . . . . . . . . . . .     7,000 (c)*   10,000

Cost of goods sold  . . . . . . . . . . . . . . . . . . . . .   23,000 (T)   22,000 (c)
Gross margin  . . . . . . . . . . . . . . . . . . . . . . . . . $27,000 (c) $18,000 (T)
Operating expenses  . . . . . . . . . . . . . . . . . . . .   10,000   10,000

Net income. . . . . . . . . . . . . . . . . . . . . . . . . . . $17,000 (c) $  8,000 (T)

*For the amount, c means it is too high, T means it is too low.

When the amount of ending inventory is overstated (as it was in 2011), both gross margin and 
net income are overstated by the same amount ($2,000 in 2011). If the ending inventory amount 
had been understated, net income and gross margin would also have been understated, again by 
the same amount.

Since the ending inventory in 2011 becomes the beginning inventory in 2012, the net income 
and gross margin for 2012 are also misstated. In 2012, however, beginning inventory is overstated, 
so gross margin and net income are understated, again by $2,000.

Th us, the errors in the two years off set or counterbalance each other, and if the count taken at 
the end of 2012 is correct, income in subsequent years will not be aff ected by this error.

Davis Company uses a periodic inventory system. Ending inventory for this period was understated by $150,000. What 
will be the eff ect of this error on this period’s net income?  Next period’s net income?

 S O L U T I O N …

For this period, ending inventory will be understated by $150,000, which means cost of goods sold will be overstated by 
$150,000. If cost of goods sold is overstated, then income will be understated by $150,000 (ignoring taxes). Next period, 
the eff ect will be exactly the opposite. Beginning inventory will be too low, which means cost of goods sold will be under-
stated by $150,000, and net income will be overstated by $150,000.

D O  T H I S . . .

Davis Company 
will be the eff ect 

D O  T H

R E M E M B E R  T H I S

  A misstatement of an ending inventory balance affects net income, both in the current 
year and in the next year.

  Errors in beginning and ending inventory have the opposite effect on cost of goods 
sold, gross margin, and net income.

  Errors in inventory correct themselves after two years if the physical count at the end 
of the second year shows the correct amount of ending inventory for that period.
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L O  7
   Complications of the Perpetual 

Method with LIFO and Average Cost
WHAT  Describe the complications that arise when LIFO or average cost is used with a perpetual 

inventory system.
WHY  With FIFO, the costs of goods sold and ending inventory computations provide the same 

results whether using the perpetual or periodic methods. With the LIFO and average cost 
methods, that is not the case.

HOW  Each individual sale must be evaluated at the time of the sale to determine which units were 
sold and which remain in inventory.

Remember that for Nephi Company, the simplifying assumption was made that all 28 bicycles 
were sold at the end of the month. In essence, this is the assumption made when a periodic inven-
tory system is used—goods are assumed to be sold at the end of the period because the exact time 
when particular goods are sold is not recorded. Computation of average cost and LIFO under a per-
petual system is complicated because the average cost of units available for sale changes every time 
a purchase is made, and the identifi cation of the “last in” units also changes with every purchase. 
Th ese perpetual system complications are illustrated below for Nephi, but now assuming that sales 
occurred at diff erent times during the month.

Sept. 1 Beginning inventory consisted of 10 bicycles costing $200 each.
   3 Purchased 8 bicycles costing $250 each.
   5 Sold 12 bicycles, $400 each.
 18 Purchased 16 bicycles costing $300 each.
 20 Purchased 10 bicycles costing $320 each.
 25 Sold 16 bicycles, $400 each.
When a perpetual system is used and sales occur during the period, the identifi cation of the 

“last in” units must be evaluated at the time of each individual sale, as follows:

September 5 sale of 12 bicycles, identifi cation of “last in” units:
8 bicycles purchased on September 3, $250 each  . . . . . . . . . . . . . . . . . . . . . . . . . $2,000
4 bicycles in beginning inventory, $200 each  . . . . . . . . . . . . . . . . . . . . . . . . . . . . .      800 $2,800

September 25 sale of 16 bicycles, identifi cation of “last in” units:
10 bicycles purchased on September 20, $320 each  . . . . . . . . . . . . . . . . . . . . . . . $3,200
6 bicycles purchased on September 18, $300 each  . . . . . . . . . . . . . . . . . . . . . . . .   1,800   5,000

Total perpetual LIFO cost of goods sold  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $7,800

Th is $7,800 amount for LIFO cost of goods sold under a perpetual inventory system compares 
to the $8,500 LIFO cost of goods sold computed earlier in the chapter assuming a periodic inven-
tory system. Again, the diff erence arises because the “last in” units are identifi ed at the end of the 
period with a periodic system; with a perpetual system, the “last in” units are identifi ed at the time 
of each individual sale.

A similar diff erence arises with the average cost method because, with a perpetual system, a 
new average cost per unit must be determined at the time each individual sale is made. Th is process 
is illustrated as follows:

September 5 sale of 12 bicycles, determination of average cost:
10 bicycles in beginning inventory, $200 each  . . . . . . . . . . . . . . . . . . . . . . . . . . . . $2,000
8 bicycles purchased on September 3, $250 each  . . . . . . . . . . . . . . . . . . . . . . . . .   2,000
Total cost of goods available for sale on September 5 . . . . . . . . . . . . . . . . . . . . . . . $4,000

(continued)
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Average cost on September 5: $4,000 ÷ 18 bicycles = $222.22 per bicycle
September 5 cost of goods sold:
 12 bicycles × $222.22 per bicycle = $2,667 (rounded)

September 25 sale of 16 bicycles, determination of average cost:
6 (18 − 12) bicycles; remaining cost ($4,000 − $2,667) . . . . . . . . . . . . . . . . . . $1,333
16 bicycles purchased on September 18, $300 each  . . . . . . . . . . . . . . . . . . . . 4,800
10 bicycles purchased on September 20, $320 each  . . . . . . . . . . . . . . . . . . . .   3,200
Total cost of goods available for sale on September 25 . . . . . . . . . . . . . . . . . . . $9,333

Average cost on September 25: $9,333 ÷ 32 bicycles = $291.66 per bicycle
September 25 cost of goods sold:
 16 bicycles × $291.66 per bicycle = $4,667 (rounded)

Total cost of goods sold: $2,667 + $4,667 = $7,334

Th is $7,334 cost of goods sold under the perpetual average method compares with $7,636 cost 
of goods sold under the periodic average method. Again, the diff erence is that one overall average 
cost for all goods available for sale during the period is used with a periodic system; with a perpetual 
system, a new average cost is computed at the time of each sale.

By the way, no complications arise in using FIFO with a perpetual system. Th is is because, no 
matter when sales occur, the “fi rst in” units are always the same ones. So, FIFO periodic and FIFO 
perpetual yield the same numbers for cost of goods sold and ending inventory.

Because of the complications associated with computing perpetual LIFO and perpetual aver-
age cost, many businesses that use average cost or LIFO for fi nancial reporting purposes use a sim-
ple FIFO assumption in maintaining their day-to-day perpetual inventory records. Th e perpetual 
FIFO records are then converted to periodic average cost or LIFO for the fi nancial reports.

R E M E M B E R  T H I S

  Using the average cost and LIFO inventory cost fl ow assumptions with a perpetual 
inventory system leads to some complications.

  These complications arise because the identity of the “last in” units changes with 
each new inventory purchase, as does the average cost of units purchased up to 
that point.

L O  8
   Reporting Inventory at Amounts 

Below Cost
WHAT Apply the lower-of-cost-or-market method of accounting for inventory.
WHY The lower-of-cost-or-market (LCM) rule refl ects the conservative tradition underlying accounting.
HOW  To use the lower-of-cost-or-market rule, the historical cost of the ending inventory is com-

pared with the inventory’s market value. If market value is less than historical cost, ending 
inventory is written down to the market value.
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All the inventory costing alternatives discussed in this chapter have one thing in common: they 
report inventory at cost. Occasionally, however, it becomes necessary to report inventory at an 
amount that is less than cost. Th is happens when the future value of the inventory is in doubt—
when it is damaged, used, or obsolete, or when it can be replaced new at a price that is less than its 
original cost.

Inventory Valued at Net Realizable Value
When inventory is damaged, used, or obsolete, it should be reported at no more than its net realiz-
able value. Th is is the amount the inventory can be sold for, minus any selling costs. Suppose, for 
example, that an automobile dealer has a demonstrator car that originally cost $18,000 and now 
can be sold for only $16,000. Th e car should be reported at its net realizable value. If a commission 
of $500 must be paid to sell the car, the net realizable value is $15,500, or $2,500 less than cost. 
Th is loss is calculated as follows:

Cost. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $18,000
Estimated selling price. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $16,000
Less selling commission  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .        500   15,500

Loss. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  2,500

To achieve a proper matching of revenues and expenses, a company must recognize this estimated 
loss as soon as it is determined that an economic loss has occurred (even before the car is sold). Th e 
journal entry required to recognize the loss and reduce the inventory amount of the car is:

Loss on Write-Down of Inventory (Expense) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,500
 Inventory  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,500
  To write down inventory to its net realizable value.

By writing down inventory to its net realizable value, a company recognizes a loss when it 
happens and shows no profi t or loss when the inventory is fi nally sold. Using net realizable values 
means that assets are not being reported at amounts that exceed their future economic benefi ts.

Inventory Valued at Lower of Cost or Market
Inventory must also be written down to an amount below cost if it can be replaced new at a price 
that is less than its original cost. In the electronics industry, for instance, the costs of computers 
have fallen dramatically in recent years. When goods remaining in ending inventory can be re-
placed with identical goods at a lower cost, the lower unit cost must be used in valuing the inven-
tory (provided that the replacement cost is not higher than net realizable value or lower than net 
realizable value minus a normal profi t). Th is is known as the lower-of-cost-or-market (LCM) rule. 
(In a sense, a more precise name would be the lower-of-actual-or-replacement-cost rule.)

Th e ceiling, or maximum market amount at which inventory can be carried on the books, is 
equivalent to net realizable value, which is the selling price less estimated selling costs. Th e ceiling 
is imposed because it makes no sense to value an inventory item above the amount that can be 
realized upon sale. For example, assume that a company purchased an inventory item for $10 and 
expected to sell it for $14. If the selling costs of the item amounted to $3, the ceiling or net realiz-
able value would be $11 ($14 − $3).

Th e fl oor is defi ned as the net realizable value minus a normal profi t. Th us, if the inventory 
item costing $10 had a normal profi t margin of 20%, or $2, the fl oor would be $9 (net realizable 
value of $11 less normal profi t of $2). Th is is the lowest amount at which inventory should be car-
ried in order to prevent showing losses in one period and large profi ts in subsequent periods.

net realizable value The selling 
price of an item less reasonable 
selling costs.

lower-of-cost-or-market (LCM) 
rule A basis for valuing inventory at 
the lower of original cost or current 
market value.

ceiling The maximum market amount 
at which inventory can be carried on 
the books; equal to net realizable 
value.

fl oor The minimum market amount at 
which inventory can be carried on the 
books; equal to net realizable value 
minus a normal profi t.
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In applying this LCM rule, you can follow certain basic guidelines:
1. Defi ne market value as:
 a. Replacement cost, if it falls between the ceiling and the fl oor
 b. Th e fl oor, if the replacement cost is less than the fl oor
 c.  Th e ceiling, if the replacement cost is higher than the ceiling (As a practical matter, 

when replacement cost, ceiling, and fl oor are compared, market is always the middle 
value.)

2.  Compare the defi ned market value with the original cost and choose the lower amount.
Th e following chart gives four separate examples of the application of the LCM rule; the resulting 
LCM amount is highlighted in each case.

Market

Item

Number 
of Items in 
Inventory

Original 
Cost (LIFO, 
FIFO, etc.)

Replacement 
Cost

Net Realizable 
Value (Ceiling)

Net Realizable 
Value Minus 

Normal Profi t 
(Floor)

A 10 $17 $16 $15 $10
B 8 21 18 23 16
C 30 26 21 31 22
D 20 19 16 34 25

Th e LCM rule can be applied in one of three ways: 
Compute cost and market fi gures for each item in inventory and use the lower of the 1. 
two amounts in each case.
Compute cost and market fi gures for the total inventory and then apply the LCM rule 2. 
to that total.
Apply the LCM rule to categories of inventory. 3. 

For a clothing store, categories of inventory might be all shirts, all pants, all suits, or all dresses.
To illustrate, we will use the above data to show how the LCM rule would be applied to each 

inventory item separately and to total inventory. (Th e third method is similar to the second, except 
that it may involve several totals, one for each category of inventory.)

Item

Number of 
Items in 

Inventory Original Cost Market Value

LCM for 
Individual 

Items

A 10 $17 × 10 units = $   170 $15 × 10 units = $   150 $   150
B 8 $21 ×   8 units = 168 $18 ×   8 units = 144 144
C 30 $26 × 30 units = 780 $22 × 30 units = 660 660
D 20 $19 × 20 units =       380 $25 × 20 units =       500      380

 $1,498 $1,454

$44

$164

$1,334

Using the fi rst method, apply the LCM rule to individual items, inventory is valued at $1,334, 
a write-down of $164 from the original cost. With the second method, using total inventory, the 
lower of total cost ($1,498) or total market value ($1,454) is used for a write-down of $44. Th e 
write-down is smaller when total inventory is used because the increase in market value of $120 in 
item D off sets decreases in items A, B, and C. In practice, each of the three methods is acceptable, 
but once a method has been selected, it should be followed consistently.
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D O  T H I S . . .D O  T H

For each of the following, identify the appropriate market value to compare with historical cost when determining the 
lower of cost or market.

Item
Replacement 

Cost
Net Realizable 

Value
Net Realizable Value 
Minus Normal Profi t

A $31 $38 $32
B 17 21 16
C 22 25 19
D 46 45 42

 S O L U T I O N …

Item A—Market would be $32 (the fl oor).

Item B—Market would be $17 (replacement cost).

Item C—Market would be $22 (replacement cost).

Item D—Market would be $45 (the ceiling).

Th e journal entry to write down the inventory to the lower of cost or market applying the 
LCM rule to individual items is:

Loss on Write-Down of Inventory (Expense)  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 164
 Inventory. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 164
  To write down inventory to lower of cost or market.

Th e amount of this entry would have been $44 if the LCM rule had been applied to total 
 inventory.

Th e LCM rule has gained wide acceptance because it reports inventory on the balance sheet at 
amounts that are consistent with future economic benefi ts. With this method, losses are recognized 
when they occur, not necessarily when a sale is made.

R E M E M B E R  T H I S

  The recorded amount of inventory should be written down (1) when it is damaged, 
used, or obsolete and (2) when it can be replaced (purchased new) at an amount that 
is less than its original cost.

  In the fi rst case, inventory is reported at its net realizable value, an amount that al-
lows a company to break even when the inventory is sold.

  In the second case, inventory is written down to the lower of cost or market.
  When using the lower-of-cost-or-market rule, market is defi ned as falling between the 
ceiling and fl oor.

  Ceiling is defi ned as the net realizable value; fl oor is net realizable value minus a 
normal profi t margin.

  In no case should inventory be reported at an amount that exceeds the ceiling or is 
less than the fl oor.

  These reporting alternatives are attempts to show assets at amounts that refl ect 
realistic future economic benefi ts.
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L O  9   Method of Estimating Inventories
WHAT Explain the gross margin method of estimating inventories.
WHY  The gross profi t method allows ending inventory and cost of goods sold to be approximated 

without performing an actual physical count.
HOW  Using historical information, a gross profi t percentage is estimated and applied to the cur-

rent period’s sales fi gure to obtain an estimate of cost of goods sold. This estimated cost 
of goods sold is subtracted from cost of goods available for sale to compute an estimate of 
ending inventory.

We have assumed that the number of inventory units on hand is known by a physical count that 
takes place at the end of each accounting period. For the periodic inventory method, this physical 
count is the only way to determine how much inventory is on hand at the end of a period. For the 
perpetual inventory method, the physical count verifi es the quantity on hand or indicates the amount 
of inventory shrinkage or theft. Th ere are times, however, when a company needs to know the dollar 
amount of ending inventory, but a physical count is either impossible or impractical. For example, 
many fi rms prepare quarterly, or even monthly, fi nancial statements, but it is too expensive and time 
consuming to count the inventory at the end of each period. In such cases, if the perpetual inventory 
method is being used, the balance in the inventory account is usually assumed to be correct. With the 
periodic inventory method, however, some estimate of the inventory balance must be made. A com-
mon method of estimating the dollar amount of ending inventory is the gross margin method.

The Gross Margin Method
With the gross margin method, a fi rm uses available information about the dollar amounts of be-
ginning inventory and purchases, and the historical gross margin percentage to estimate the dollar 
amounts of cost of goods sold and ending inventory.

To illustrate, assume the following data for Payson Brick Company:

Net sales revenue, January 1 to March 31 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $100,000
Inventory balance, January 1 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15,000
Net purchases, January 1 to March 31 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 65,000
Gross margin percentage (historically determined percentage of net sales) . . . . . . . . . . . 40%

With this information, the dollar amount of inventory on hand on March 31 is estimated as 
follows:

Dollars
Percentage

of Sales

Net sales revenue  . . . . . . . . . . . . . . . . . . . . . . $100,000 100%
Cost of goods sold:

Beginning inventory . . . . . . . . . . . . . . . . . . . . $15,000
Net purchases  . . . . . . . . . . . . . . . . . . . . . . .   65,000

Total cost of goods available for sale . . . . . . . $80,000
Ending inventory ($80,000 − $60,000)  . . . . .   20,000 (3)*

Cost of goods sold ($100,000 − $40,000) . . . .     60,000 (2)*    60%

Gross margin ($100,000 × 0.40)  . . . . . . . . . . . $  40,000 (1)*    40%

*The numbers indicate the order of calculation.

gross margin method A procedure 
for estimating the amount of ending 
inventory; the historical relationship of 
cost of goods sold to sales revenue is 
used in computing ending inventory.
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D O  T H I S . . .D O  T H

Given the following information, estimate ending inventory using the gross profi t method:

Beginning inventory $  57,000
Purchases year to date 186,000
Sales year-to-date 320,000
Historical gross profi t percentage 35%

 S O L U T I O N …

Estimated cost of goods sold – $320,000 × 65% = $208,000

Beginning inventory $  57,000
Plus purchases   186,000

Goods available for sale $243,000
Less cost of goods sold   208,000

Ending inventory (estimated) $  36,000

Here, gross margin is fi rst determined by calculating 40% of sales (step 1). Next, cost of goods 
sold is found by subtracting gross margin from sales (step 2). Finally, the dollar amount of ending 
inventory is obtained by subtracting cost of goods sold from total cost of goods available for sale 
(step 3). Obviously, the gross margin method of estimating cost of goods sold and ending inven-
tory assumes that the historical gross margin percentage is appropriate for the current period. Th is 
assumption is a realistic one in many fi elds of business. In cases where the gross margin percentage 
has changed, this method should be used with caution.

Th e gross margin method of estimating ending inventories is also useful when a fi re or other 
calamity destroys a company’s inventory. In these cases, the dollar amount of inventory lost must 
be determined before insurance claims can be made. Th e dollar amounts of sales, purchases, and 
beginning inventory can be obtained from prior years’ fi nancial statements and from customers, 
suppliers, and other sources. Th en the gross margin method can be used to estimate the dollar 
amount of inventory lost.

R E M E M B E R  T H I S

  The gross margin method is a common technique for estimating the dollar amount of 
inventory.

  The historical gross margin percentage is used in conjunction with sales to estimate 
cost of goods sold.

  This estimated cost of goods sold amount is subtracted from cost of goods available 
for sale to yield an estimate of ending inventory.
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L O 1   Identify what items and costs should be included in inventory and cost of goods sold.

• Inventory:
 • is composed of goods held for sale in the normal course of business
 • includes all costs incurred in producing and getting it ready to sell
 • includes raw materials, work in process, and fi nished goods in a manufacturing company
 • should be recorded on the books of the company holding legal title

L O 2   Account for inventory purchases and sales using both a perpetual and a periodic inventory 
system.

•  With a perpetual inventory system, the amount of inventory and cost of goods sold for the period are tracked on an 
 ongoing basis.

•  With a periodic inventory system, inventory and cost of goods sold are computed using an end-of-period inventory 
count.

L O 3   Calculate cost of goods sold using the results of an inventory count and understand the 
impact of errors in ending inventory on reported cost of goods sold.

•  If a perpetual system is used, an inventory count can be used to compute the amount of inventory shrinkage during the 
period.

•  An error in the reported ending inventory amount can have a signifi cant effect on reported cost of goods sold, gross 
margin, and net income. For example, overstatement of ending inventory results in understatement of cost of goods sold 
and overstatement of net income.

L O 4   Apply the four inventory cost fl ow alternatives: specifi c identifi cation, FIFO, LIFO, and 
 average cost.

Specifi c Identifi cation No assumptions made; costs of specifi c units are included in ending inventory and in cost of 
goods sold.

FIFO Assume that the oldest inventory units are sold and that the newest remain in ending inventory.
LIFO Assume that the newest inventory units are sold and that the oldest remain in ending inventory.
Average Cost Assign a common average cost per unit to all units, both in cost of goods sold and in ending 

inventory.

L O 5   Use fi nancial ratios to evaluate a company’s inventory level.

•  Proper inventory management seeks a balance between keeping a lower inventory level to avoid tying up excess  resources 
and maintaining a suffi cient inventory balance to ensure smooth business operation.

•  Companies assess how well their inventory is being managed by using two ratios: (1) inventory turnover and (2) number 
of days’ sales in inventory.

•  Comparison of the average collection period, number of days’ sales in inventory, and number of days’ purchases in 
 accounts payable reveals how much of a company’s operating cycle it must fi nance through external fi nancing.

L O 6   Analyze the impact of inventory errors on reported cost of goods sold.

•  A misstatement of an ending inventory balance affects net income, both in the current year and in the next year.
•  Errors in beginning and ending inventory have the opposite effect on cost of goods sold, gross margin, and net 

 income.
•  Errors in inventory correct themselves after two years if the physical count at the end of the second year shows the 

 correct amount of ending inventory for that period.
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L O 7   Describe the complications that arise when LIFO or average cost is used with a perpetual 
inventory system.

•  When LIFO is used with a perpetual inventory system, the identifi cation of the “newest unit” changes every time a purchase 
is made. Accordingly, identifi cation of the units sold must be done sale by sale, using the specifi c timing of sales and 
purchases.

•  When the average cost assumption is made with a perpetual inventory system, the “average cost” changes every time a 
purchase is made.

L O 8   Apply the lower-of-cost-or-market method of accounting for inventory.

•  When using the lower-of-cost-or-market rule, market is defi ned as falling between the ceiling and fl oor.
•  Ceiling is defi ned as the net realizable value; fl oor is net realizable value minus a normal profi t margin.
•  In no case should inventory be reported at an amount that exceeds the ceiling or is less than the fl oor.

L O 9   Explain the gross margin method of estimating inventories.

•  The historical gross margin percentage can be used in conjunction with sales to estimate cost of goods sold.
•  This estimated cost of goods sold amount is subtracted from cost of goods available for sale to yield an estimate 

of ending inventory.

K e y  T e r m s  &  C o n c e p t s

average cost, 284
consignment, 273
cost of goods available for sale, 

273
cost of goods sold, 271
FIFO (fi rst in, fi rst out), 284
fi nished goods, 272
FOB (free-on-board) destination, 273

FOB (free-on-board) shipping point, 
273

inventory, 271
inventory shrinkage, 281
inventory turnover, 290
LIFO (last in, fi rst out), 284
manufacturing overhead, 272
net purchases, 279

number of days’ purchases in accounts 
payable, 292

number of days’ sales in inventory, 290
periodic inventory system, 275
perpetual inventory system, 275
raw materials, 272
specifi c identifi cation, 284
work in process, 272

R e v i e w  P r o b l e m

Inventory Cost Flow Alternatives
Lehi Wholesale Distributors buys printers from manufacturers and sells them to offi  ce supply stores. During January 
2012, its periodic inventory records showed the following:

Jan. 1 Beginning inventory consisted of 26 printers at $200 each.
 10 Purchased 10 printers at $220 each.
 15 Purchased 20 printers at $250 each.
 28 Purchased 9 printers at $270 each.
 31 Sold 37 printers.

Required:
Calculate ending inventory and cost of goods sold, using:
 1. FIFO inventory
 2. LIFO inventory
 3. Average cost
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Solution:
When computing ending inventory and cost of goods sold, it is usually easiest to get an overview fi rst. Th e following 
calculations are helpful:

Beginning inventory, 26 units at $200 each . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  5,200

Purchases: 10 units at $220 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  2,200
20 units at $250 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000
 9 units at $270 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     2,430

Total purchases (39 units) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  9,630

Cost of goods available for sale (65 units) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $14,830
Less ending inventory (28 units)  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .       ?         

Cost of goods sold (37 units)  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .       ?         

Given a beginning inventory, only ending inventory and cost of goods sold will vary with the diff erent inventory costing 
alternatives. Because ending inventory and cost of goods sold are complementary numbers whose sum must equal total 
goods available for sale, you can calculate only one of the two missing numbers in each case and then compute the other 
by subtracting the fi rst number from goods available for sale. Th us, in the calculations that follow, we will always calculate 
ending inventory fi rst.

1. FIFO Inventory
Since we know that 28 units are left in ending inventory, we look for the last 28 units purchased because the fi rst units 
purchased would all be sold. Th e last 28 units purchased were:

9 units at $270 each on January 28 . . . . . . . . . . . $2,430
19 units at $250 each on January 15 . . . . . . . . . .   4,750

Ending inventory  . . . . . . . . . . . . . . . . . . . . . . . . . $7,180

Ending inventory is $7,180, and cost of goods sold is $7,650 ($14,830 – $7,180).

2. LIFO Inventory
Th e fi rst 28 units available would be considered the ending inventory (since the last ones purchased are the fi rst ones sold). 
Th e fi rst 28 units available were:

Beginning inventory: 26 units at $200 . . . . . . . . . $5,200
January 10 purchase: 2 units at $220 . . . . . . . . .      440

Ending inventory . . . . . . . . . . . . . . . . . . . . . . . . . $5,640

Th us,

Cost of goods available for sale  . . . . . . . . . . . . . $14,830
Ending inventory . . . . . . . . . . . . . . . . . . . . . . . . .     5,640

Cost of goods sold . . . . . . . . . . . . . . . . . . . . . . . $  9,190

3. Average Cost
Th e total cost of goods available for sale is divided by total units available for sale to get a weighted average cost:

Cost of Goods Available for Sale
=

$14,830
= $228.15 per unit

Units Available for Sale 65
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1. In wholesale and retail companies, inventory is com-
posed of the items that have been purchased for resale. 
What types of inventory does a manufacturing fi rm 
have?

2. What comprises the cost of inventory?
3. Why is it more diffi  cult to account for the inventory of 

a manufacturing fi rm than for that of a merchandising 
fi rm?

4. Who owns merchandise during shipment under the 
terms FOB shipping point?

5. When is the cost of inventory transferred from an asset 
to an expense?

6. Which inventory method (perpetual or periodic) pro-
vides better control over a fi rm’s inventory?

 7. Is the accounting for purchase discounts and purchase 
returns the same with the perpetual and the periodic 
inventory methods? If not, what are the diff erences?

 8. Are the costs of transporting inventory into and out of a 
fi rm treated the same way? If not, what are the diff erences?

 9. Why is it usually important to take advantage of pur-
chase discounts?

10. Why are the closing entries for inventory under a peri-
odic system more complicated than those for a perpetu-
al system?

11. Why is it necessary to physically count inventory when 
the perpetual inventory method is being used?

12. What adjusting entries to Inventory are required when 
the perpetual inventory method is used?

13. What is the eff ect on net income when goods held on 
consignment are included in the ending inventory bal-
ance?

14. Explain the diff erence between cost fl ow and the move-
ment of goods.

15. Which inventory cost fl ow alternative results in paying 
the least amount of taxes when prices are rising?

16. Would a fi rm ever be prohibited from using one inven-
tory costing alternative for tax purposes and another for 
fi nancial reporting purposes?

17. Why is it necessary to know which inventory cost fl ow 
alternative is being used before the fi nancial perfor-
mances of diff erent fi rms can be compared?

18. What can the inventory turnover ratio tell us?

Cost of goods available for sale  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $14,830
Less ending inventory (28 units at $228.15)  . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     6,388

Cost of goods sold (37 units at $228.15)  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  8,442

Note: With the average cost alternative, the computed amounts may vary slightly due to rounding.
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Inventory Identifi cation
Which one of the following is not an example of inventory?

a. Cranes at a construction site
b. Books on the shelves of a bookstore
c. Apples in a supermarket
d. Screws to be used in assembling tables at a carpentry shop
e. Computer software for sale at a computer store

L O  1

P E  7 - 1



308 Part 2 Operating Activities

Costs Included in Inventory
Which one of the following costs is not included in inventory?

a. Salaries paid to assembly workers
b. Direct materials used in assembly
c. Salary paid to the company president
d. Rent paid for use of the company factory
e. Salary paid to the factory supervisor

Goods in Transit
Collin Wholesale sold $5,000 inventory to Jennifer Company on December 27, year 1, with ship-
ping terms of FOB destination. Th e inventory arrived on January 2, year 2. Which company owns 
the inventory at year-end (December 31, year 1)?

Computing Cost of Goods Sold
Using the following data, compute cost of goods sold.

Inventory, December 31 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  45,000
Inventory, January 1 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60,000
Cash, December 31 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 19,000
Purchases during the year. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 250,000
Sales during the year . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 505,000

Inventory Purchases
Johnson Company purchased (on account) 250 tables to be resold to customers. Th e cost of each 
table was $150. Make the journal entry to record this transaction under (1) a perpetual inventory 
system and (2) a periodic inventory system.

Transportation Costs
Johnson Company incurred $920 in shipping costs related to the inventory purchases in PE 7-5. 
Th e company paid for the shipping costs in cash. Make the journal entry necessary to record this 
transaction under (1) a perpetual inventory system and (2) a periodic inventory system.

Purchase Returns
Johnson Company returned 20 of the tables purchased in PE 7-5 because of defects in assembly. 
Make the journal entry necessary to record this return under (1) a perpetual inventory system and 
(2) a periodic inventory system.

Purchase Discounts
Johnson Company paid for the tables purchased in PE 7-5 (less the tables returned in PE 7-7). 
Because the company paid within 10 days, it received a 2% discount on the purchase. Make the 
journal entry necessary to record this transaction under (1) a perpetual inventory system and (2) a 
periodic inventory system.

Sales
Johnson Company sold 70 tables on account for $200 each that were purchased in PE 7-5. Make 
the journal entry or entries necessary to record this transaction under (1) a perpetual inventory sys-
tem and (2) a periodic inventory system. Don’t forget the impact of the tables returned in PE 7-7, 
the 2% discount described in PE 7-8, and the transportation costs mentioned in PE 7-6.
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Sales Returns
A dissatisfi ed customer returned six of the tables that were sold in PE 7-9. Make the journal entry 
or entries necessary to record this transaction under (1) a perpetual inventory system and (2) a 
periodic inventory system.

Closing Inventory Entries for a Periodic System
Refer to the data in PE 7-5 through 7-10. Assume the beginning balance in the inventory account 
was $0 for the periodic inventory system. A physical count of the inventory at the end of the period 
shows the ending balance of inventory is $24,550. Prepare the necessary entries for a periodic in-
ventory system (1) to close the temporary accounts to the inventory account and (2) to adjust the 
inventory account to the appropriate ending balance.

Inventory Shrinkage
Boyd Company’s perpetual inventory records show that the ending inventory balance should be 
$182,000. However, a physical count of the inventory reveals the true ending balance of inventory 
to be $178,500. Prepare the journal entry necessary to record inventory shrinkage for the period.

Computing Cost of Goods Sold with a Periodic System
Seipke Company uses a periodic inventory system. Beginning inventory was $6,000. Net purchases 
(including freight in, purchase returns, and purchase discounts) were $23,000. Th e physical count of 
inventory at the end of the year revealed ending inventory to be $7,500. Compute cost of goods sold.

Errors in Ending Inventory
Arellano Company uses a periodic inventory system and overstated its ending inventory by $20,000. 
How will this inventory error aff ect reported net income for the company?

Specifi c Identifi cation Inventory Cost Flow
Pearcy Company reports the following activity during October related to its inventory of cameras:
Oct.   1 Beginning inventory consisted of 8 cameras costing $100 each.
   3 Purchased 12 cameras costing $110 each.
 14 Purchased 7 cameras costing $115 each.
 20 Purchased 15 cameras costing $125 each.
 29 Sold 26 cameras for $150 each.
Th e 26 cameras sold on October 29 consisted of the following: 4 cameras from the beginning in-
ventory, 5 cameras purchased on October 3, 3 cameras purchased on October 14, and 14 cameras 
purchased on October 20. Determine (1) the cost of goods sold for the month and (2) the ending 
inventory balance for October 31 using the specifi c identifi cation cost fl ow assumption.

FIFO Cost Flow Assumption
Refer to the data in PE 7-15. Determine (1) the cost of goods sold for the month and (2) the ending 
inventory balance for October 31 using the FIFO cost fl ow assumption.

LIFO Cost Flow Assumption
Refer to the data in PE 7-15. Determine (1) the cost of goods sold for the month and (2) the ending 
inventory balance for October 31 using the LIFO cost fl ow assumption.
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Average Cost Flow Assumption
Refer to the data in PE 7-15. Determine (1) the cost of goods sold for the month and (2) the end-
ing inventory balance for October 31 using the average cost fl ow assumption. Round unit costs to 
the nearest tenth of a cent.

Inventory Turnover
Using the following data, compute inventory turnover.

Inventory, December 31, year 1 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  75,000
Cost of goods sold  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 300,000
Sales  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 705,000
Inventory, January 1, year 1 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 65,000

Number of Days’ Sales in Inventory
Refer to the data in PE 7-19. Compute number of days’ sales in inventory.

Number of Days’ Purchases in Accounts Payable
Using the following data, compute number of days’ purchases in accounts payable.

Accounts payable, December 31, year 1. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  52,000
Cost of goods sold  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 358,000
Accounts payable, January 1, year 1  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 46,000
Purchases  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 364,000
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Goods on Consignment
Company A has consignment arrangements with Supplier B and with Customer C. In particular, 
Supplier B ships some of its goods to Company A on consignment, and Company A ships some of its 
goods to Customer C on consignment. At the end of 2012, Company A’s accounting records showed:

Goods on consignment from Supplier B  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  8,000
Goods on consignment with Customer C. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,000

1. If a physical count of inventory reveals that $30,000 of goods are on hand, what amount 
of ending inventory should be reported?

2. If the amount of the beginning inventory for the year was $27,000 and purchases during 
the year were $59,000, then what is the cost of goods sold for the year? [Assume the end-
ing inventory from part (1).]

3. If, instead of these facts, Company A had only $4,000 of goods on consignment with 
Customer C, but had $10,000 of consigned goods from Supplier B, and physical goods 
on hand totaled $36,000, what would the correct amount of the ending inventory be?

4. With respect to part (3), if beginning inventory totaled $24,000 and the cost of goods 
sold was $47,500, what were the purchases?

L O  1
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Recording Sales Transactions—Perpetual Inventory Method
On June 24, 2012, Reed Company sold merchandise to Emily Clark for $75,000 with terms 2/10, 
n/30. On June 30, Clark paid $39,200, receiving the cash discount on her payment, and returned 
$10,000 of merchandise, claiming that it did not meet contract terms.

Assuming that Reed uses the perpetual inventory method, record the necessary journal entries 
on June 24 and June 30. Th e cost of merchandise to Reed Company is 60% of its selling price.

Perpetual Inventory Method
Orser Furniture purchases and sells dining room furniture. Its management uses the perpetual method 
of inventory accounting. Journalize the following transactions that occurred during October 2012:
Oct.   2  Purchased on account $27,000 of inventory with payment terms 2/10, n/30, and paid 

$650 in cash to have it shipped from the vendor’s warehouse to the Orser showroom.
   5 Sold inventory costing $4,900 for $8,250 on account.
 10  Paid $13,950 of accounts payable (from October 2 purchase) and received the cash discount.
 14  Returned two damaged tables purchased on October 2 (costing $550 each) to the vendor.
 19 Received payment of $4,560 from customers.
 20 Paid the balance of the account from October 2 purchase.
 22 Sold inventory costing $3,800 for $5,200 on account.
 24  A customer returned a dining room set that she decided didn’t match her home. She 

paid $3,250 for it, and its cost to Orser was $1,800.
Assuming the balance in the inventory account is $12,000 on October 1, and no other transactions 
 relating to inventory occurred during the month, what is the inventory balance at the end of October?

Recording Sales Transactions—Periodic Inventory Method
On June 24, 2012, Mowen Company sold merchandise to Jack Simpson for $105,000 with terms 
2/10, n/30. On June 30, Simpson paid $58,800, receiving the cash discount on his payment, and 
returned $15,000 of merchandise, claiming that it did not meet contract terms.

Assuming that Mowen Company uses the periodic inventory method, record the necessary 
journal entries on June 24 and June 30.

Cost of Goods Sold Calculations
Complete the Cost of Goods Sold section for the income statements of the following fi ve companies:

Able 
Company

Baker 
Company

Carter 
Company

Delmont 
Company

Eureka 
Company

Beginning inventory . . . . . . . . . . . . . $16,000 $24,800                           $19,200

Purchases  . . . . . . . . . . . . . . . . . . . 26,500              $43,000 $89,500              

Purchase returns. . . . . . . . . . . . . . .              $  1,000 $  1,800 $     200 $  2,200

Cost of goods available for sale . . . . 42,100              58,300              81,500

Ending inventory  . . . . . . . . . . . . . . .              22,200 15,200 28,800              

Cost of goods sold  . . . . . . . . . . . . . 33,400 67,200              93,400 68,400

Journalizing Inventory Transactions
Shannon Parts uses the periodic method of inventory accounting.

1. Journalize the following transactions relating to the company’s purchases in 2012:
 Jan. 24 Purchased $18,000 of inventory on credit, terms 2/10, n/30.
  30 Paid $17,640 to pay off  the debt from the January 24 purchase.
 Mar. 14  Purchased $140,000 of inventory on credit, terms 2/10, n/30. Paid $1,150 in 

cash for transportation.
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 Apr.   1  Returned defective machinery worth $25,000 from the March 14 purchase to 
manufacturer.

  13 Paid $115,000 to pay off  the debt from the March 14 purchase.
2. Assuming these were the only purchases in 2012, compute the cost of goods sold. Begin-

ning inventory was $23,400 and ending inventory was $26,250.

Adjusting Inventory (Perpetual Method)
Deer Company’s perpetual inventory records show an inventory balance of $120,000. Deer Com-
pany’s records also show cost of goods sold totaling $240,000. A physical count of inventory on 
December 31, 2012, showed $92,000 of ending inventory.

Adjust the inventory records assuming that the perpetual inventory method is used.

Adjusting Inventory and Closing Entries (Periodic Method)
As of December 31, 2012, Whitney Company had the following account balances:

Inventory (beginning) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $125,000
Purchases . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200,000
Purchase returns . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000

A physical count of inventory on December 31, 2012, showed $95,000 of ending inventory. Pre-
pare the closing entries that are needed to adjust the inventory records and close the related pur-
chases accounts, assuming that the periodic inventory method is used.

Cost of Goods Sold Calculation
Th e accounts of Berrett Company have the following balances for 2012:

Purchases . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $520,000
Inventory, January 1, 2012 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80,000
Purchase returns . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15,280
Purchase discounts  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,760
Freight in . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 24,800
Freight out (selling expense) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,800
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,000

Th e inventory count on December 31, 2012, is $96,000. Using the information given, compute 
the cost of goods sold for Berrett Company for 2012.

Adjusting Inventory Records for Physical Counts
Cleopatra, Inc., which uses the perpetual inventory method, recently had an agency count its in-
ventory of frozen burritos. Th e agency left the following inventory sheet:

Type of 
Merchandise Date Purchased Quantity on Hand Unit Cost Inventory Amount

Chicken Burrito 2/12/12 50 $2.50       (a)      

Beef Burrito 2/18/12 19       (b)      $60.80

Bean Burrito 2/08/12       (c)      $2.10 $65.10

Veggie Burrito 2/15/12 43       (d)      $81.70

Complete the inventory calculations for Cleopatra (items a–d) and provide the journal entry necessary to 
adjust ending inventory, if necessary. Th e balance in Inventory before the physical count was $321.10.
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Specifi c Identifi cation Method
E’s Diamond Shop is computing its inventory and cost of goods sold for November 2012. At the 
beginning of the month, these items were in stock:

Quantity Cost Total

Ring A . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8 $600 $  4,800
Ring A . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10 650 6,500
Ring B . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5 300 1,500
Ring B . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6 350 2,100
Ring B . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3 450 1,350
Ring C . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7 200 1,400
Ring C . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8 250     2,000

$19,650

During the month, the shop purchased four type A rings at $600, two type B rings at $450, and 
fi ve type C rings at $300 and made the following sales:

Ring Type Quantity Sold Price Cost

A  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2 $1,000 $600
A  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3 1,050 600
A  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1 1,200 650
B . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2 850 450
B . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2 800 350
C . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4 450 200
C . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3 500 250
C . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1 550 250

Because of the high cost per item, E’s Diamond Shop uses specifi c identifi cation inventory costing.
1. Calculate the cost of goods sold and ending inventory balances for November.
2. Calculate the gross margin for the month.

Inventory Costing Methods
For each of the descriptions listed below, identify the inventory costing method to which it applies. 
Th e costing methods are average cost, LIFO, and FIFO.

1. Th e value of ending inventory does not include the cost of the most recently acquired goods.
2. In a period of rising prices, cost of goods sold is highest.
3. In a period of rising prices, ending inventory is highest.
4. Ending inventory is between the levels of the other two methods.
5. Th e balance of the inventory account may be unrealistic because inventory on hand is 

valued at old prices.

FIFO and LIFO Inventory Costing
Jeff erson’s Jewelry Store is computing its inventory and cost of goods sold for November 2012. At 
the beginning of the month, the following jewelry items were in stock (rings were purchased in the 
order listed):

Quantity Cost Total

Ring A  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8 $600 $  4,800
Ring A  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10 650 6,500
Ring B  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5 300 1,500
Ring B  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6 350 2,100
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Ring B  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3 450 1,350
Ring C  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7 200 1,400
Ring C  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8 250     2,000

$19,650

During the month, the company purchased the following rings: four type A rings at $600, two type 
B rings at $450, and fi ve type C rings at $300. Also during the month, these sales were made:

Ring Type Quantity Sold Price

A  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2 $1,000
A  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3 1,050
A  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1 1,200
B . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2 850
B . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2 800
C . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4 450
C . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3 500
C . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1 550

Jeff erson’s uses the periodic inventory method. Calculate the cost of goods sold and ending inven-
tory balances for November using FIFO and LIFO.

FIFO, LIFO, and Average Cost Calculations (Periodic Inventory Method)
Th e following transactions took place with respect to Model B computers in Jackson’s Computer 
Store during November 2012:

Nov. 1 Beginning inventory  . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60 computers at $1,350
5 Purchase of Model B computers . . . . . . . . . . . . . . . . . . . 14 computers at $1,400

11 Purchase of Model B computers . . . . . . . . . . . . . . . . . . . 12 computers at $1,500
24 Purchase of Model B computers . . . . . . . . . . . . . . . . . . . 18 computers at $1,750
30 Sale of Model B computers . . . . . . . . . . . . . . . . . . . . . . . 40 computers at $2,700

Assuming the periodic inventory method, compute cost of goods sold and ending inventory using 
the following inventory costing alternatives: (a) FIFO, (b) LIFO, and (c) average cost.

Inventory Ratios
Th e following data are available for 2012, regarding the inventory of two companies:

Atkins Computers Burbank Electronics

Beginning inventory . . . . . . . . . . . . . . . . . . . . . . . $  55,000 $  80,000
Ending inventory  . . . . . . . . . . . . . . . . . . . . . . . . . 45,000 92,000
Cost of goods sold  . . . . . . . . . . . . . . . . . . . . . . . 720,000 850,000

Compute inventory turnover and number of days’ sales in inventory for both companies. Which 
company is handling its inventory more effi  ciently?

Analysis of the Operating Cycle
Th e following information was taken from the records of Dallen Company for the year 2013:

Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $600,000
Beginning inventory  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $114,000
Ending inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $87,000
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Beginning accounts receivable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $68,000
Average collection period . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 44 days
Beginning accounts payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $36,000
Ending accounts payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $42,000
Gross profi t percentage  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 37%

1. Compute the number of days’ sales in inventory.
2. Compute the ending balance in Accounts Receivable.
3. Compute the number of days’ purchases in accounts payable.
4. How many days elapse, on average, between the time Dallen must pay its suppliers for 

inventory purchases and the time Dallen collects cash from its customers for the sale of 
that same purchased inventory?

5. Repeat the computations in (1), (2), (3), and (4) using the end-of-year balance sheet 
 balances rather than the average balances.

P r o b l e m s

What Should Be Included in Inventory?
Howard is trying to compute the inventory balance for the December 31, 2011, fi nancial state-
ments of his automotive parts shop. He has computed a tentative balance of $61,800 but suspects 
that several adjustments still need to be made. In particular, he believes that the following could 
aff ect his inventory balance:

a. A shipment of goods that cost $2,000 was received on December 28, 2011. It was prop-
erly recorded as a purchase in 2011 but not counted with the ending inventory.

b. Another shipment of goods (FOB destination) was received on January 2, 2012, and 
cost $1,200. It was properly recorded as a purchase in 2012 but was counted with 2011’s 
ending inventory.

c. A $3,400 shipment of goods to a customer on January 3 was recorded as a sale in 2012 but was 
not included in the December 31, 2011, ending inventory balance. Th e goods cost $2,300.

d. Th e company had goods costing $8,000 on consignment with a customer, and $6,000 
of merchandise was on consignment from a vendor. Neither amount was included in the 
$61,800 fi gure.

e. Th e following amounts represent merchandise that was in transit on December 31, 2011, 
and recorded as purchases and sales in 2011 but not included in the December 31 inventory.

 1. Ordered by Howard, $2,600, FOB destination
 2. Ordered by Howard, $900, FOB shipping point
 3. Sold by Howard, cost $3,400, FOB shipping point
 4. Sold by Howard, cost $5,100, FOB destination

Required:
1. Determine the correct amount of ending inventory at December 31, 2011.
2. Assuming net purchases (before any adjustment, if any) totaled $79,200 and beginning 

inventory (January 1, 2011) totaled $38,700, determine the cost of goods sold in 2011.

Perpetual and Periodic Journal Entries
Th e following transactions for Goodmonth Tire Company occurred during the month of March 2012:

a. Purchased 500 automobile tires on account at a cost of $40 each for a total of $20,000.
b. Purchased 300 truck tires on account at a cost of $80 each for a total of $24,000.
c. Returned 12 automobile tires to the supplier because they were defective.
d. Paid for the automobile tires.
e. Paid for half the truck tires.
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f. Paid the remaining balance owed on the truck tires.
g. Sold on account 400 automobile tires at a price of $90 each for a total of $36,000.
h. Sold on account 200 truck tires at a price of $150 each for a total of $30,000.
i. Accepted return of 7 automobile tires from dissatisfi ed customers.

Required:
1. Prepare journal entries to account for the above transactions assuming a periodic inven-

tory system.
2. Prepare journal entries to account for the above transactions assuming a perpetual inven-

tory system.
3. Assume that inventory levels at the beginning of March (before these transactions) were 

100 automobile tires that cost $40 each and 70 truck tires that cost $80 each. Also, as-
sume that a physical count of inventory at the end of March revealed that 184 automo-
bile tires and 164 truck tires were on hand. Given these inventory amounts, prepare the 
closing entries to account for inventory and related accounts as of the end of March.

Income Statement Calculations
Stout Company has gross sales of 250% of cost of goods sold. It has also provided the following 
information for the calendar year 2012:

Inventory balance, January 1, 2012 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  22,000
Total cost of goods available for sale . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 84,000
Sales returns . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,200
Purchase returns . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000
Freight in . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 800
Sales (net of returns)  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 169,800
Operating expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7,500

Required: 
Using the available information, compute the following. (Ignore income taxes.)

1. Gross sales for 2012
2. Net purchases and gross purchases for 2012
3. Cost of goods sold for 2012
4. Inventory balance at December 31, 2012
5. Gross margin for 2012
6. Net income for 2012

Income Statement Calculations

Company A Company B Company C Company C

Sales revenue  . . . . . . . . . . . . . . . . . . $2,000 (4)             $480 $1,310

Beginning inventory  . . . . . . . . . . . . . . 200 76 0 600
Purchases . . . . . . . . . . . . . . . . . . . . . (1)             423 480 249

Purchase returns . . . . . . . . . . . . . . . . (20) (19) (0) (8)             

Ending inventory . . . . . . . . . . . . . . . . . 300 110 (6)             195

Cost of goods sold . . . . . . . . . . . . . . . 1,200 370 (7)             (9)             

Gross margin . . . . . . . . . . . . . . . . . . . (2)             (5)             155 (10)             

Operating expenses . . . . . . . . . . . . . . 108 22 34 129
Net income . . . . . . . . . . . . . . . . . . . . (3)             107 121 546

Required:
Complete the income statement calculations by fi lling in all missing numbers.
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Inventory Cost Flow Alternatives
Stocks, Inc., sells weight-lifting equipment. Th e sales and inventory records of the company for 
January through March 2012 were as follows:

Weight Sets Unit Cost Total Cost

Beginning inventory, January 1 . . . . . . . . . . . . . . . . 460 $30 $13,800
Purchase, January 16  . . . . . . . . . . . . . . . . . . . . . . 110 32 3,520
Sale, January 25 ($45 per set) . . . . . . . . . . . . . . . . 216
Purchase, February 16  . . . . . . . . . . . . . . . . . . . . . 105 36 3,780
Sale, February 27 ($40 per set) . . . . . . . . . . . . . . . 307
Purchase, March 10  . . . . . . . . . . . . . . . . . . . . . . . 150 28 4,200
Sale, March 30 ($50 per set) . . . . . . . . . . . . . . . . . 190

Required:
1. Determine the amounts for ending inventory, cost of goods sold, and gross margin un-

der the following costing alternatives. Use the periodic inventory method, which means 
that all sales are assumed to occur at the end of the period no matter when they actually 
occurred. Round amounts to the nearest dollar.

 a. FIFO
 b. LIFO
 c. Average cost
2.  Interpretive Question: Which alternative results in the highest gross margin? Why?

Periodic Inventory Cost Flow Method
Fresh Wholesale buys peaches from farmers and sells them to canneries. During May 2012, Fresh’s 
inventory records showed the following:

Cases Price

May 1 Beginning inventory  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,100 $10.50
4 Purchase . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,210 12.00
9 Sale  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,020 19.65

13 Purchase . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,050 12.50
19 Sale  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,750 19.65
26 Purchase . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,120 13.00
30 Sale  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,340 19.65

Fresh Wholesale uses the periodic inventory method to account for its inventory, which means 
that all sales are assumed to occur at the end of the period no matter when they actually 
 occurred.

Required:
Calculate the cost of goods sold and ending inventory using the following cost fl ow alternatives. 
(Calculate unit costs to the nearest cent.)

1. FIFO
2. LIFO
3. Average cost

Calculating and Interpreting Inventory Ratios
Captain Geech Boating Company sells fi shing boats to fi shermen. Its beginning and end-
ing inventories for 2012 are $505 million and $715 million, respectively. It had cost of goods 
sold of $2,005 million for the year ended December 31, 2012. Merchant Marine Company 
also sells fi shing boats. Its beginning and ending inventories for the year 2012 are $150 million 
and $110 million, respectively. It had cost of goods sold of $1,100 million for the year ended 
December 31, 2012.
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318 Part 2 Operating Activities

Required:
1. Calculate the inventory turnover and number of days’ sales in inventory for the two 

companies.
2.  Interpretive Question: Are the results of these ratios what you expected? Which com-

pany is managing its inventory more effi  ciently?

A n a l y t i c a l  A s s i g n m e n t s

Preparing New Forecasts
Th is spreadsheet assignment is a continuation of the spreadsheet assignments given in earlier chap-
ters. If you completed those spreadsheets, you have a head start on this one. If needed, review the 
spreadsheet assignment for Chapter 4 to refresh your memory on how to construct forecasted 
fi nancial statements.

1. Handyman wishes to prepare a forecasted balance sheet and income statement for 2013. 
Use the original fi nancial statement numbers for 2012 [given in part (1) of the Cumula-
tive Spreadsheet Project assignment in Chapter 2] as the basis for the forecast, along with 
the following additional information:

 a. Sales in 2013 are expected to increase by 40% over 2012 sales of $700.
 b. Cash will increase at the same rate as sales.
 c.  Th e forecasted amount of accounts receivable in 2013 is determined using the fore-

casted value for the average collection period. For simplicity, do the computations 
using the end-of-period accounts receivable balance instead of the average balance. 
Th e average collection period for 2013 is expected to be 14.08 days.

 d.  In 2013, Handyman expects to acquire new property, plant, and equipment costing $80.
 e.  Th e $160 in operating expenses reported in 2012 breaks down as follows: $5 depre-

ciation expense, $155 other operating expenses.
 f. No new long-term debt will be acquired in 2013.
 g. No cash dividends will be paid in 2013.
 h.  New short-term loans payable will be acquired in an amount suffi  cient to make 

Handyman’s current ratio in 2013 exactly equal to 2.0.
Note: Th ese statements were constructed as part of the spreadsheet assignment in Chapter 6. You 
can use that spreadsheet as a starting point if you have completed that assignment. Clearly state any 
additional assumptions that you make.

For this exercise, add the following additional assumptions:
 i.  Th e forecasted amount of inventory in 2013 is determined using the forecasted 

value for the number of days’ sales in inventory (computed using the end-of-period 
inventory balance). Th e number of days’ sales in inventory for 2013 is expected to 
be 107.6 days.

 ii.  Th e forecasted amount of accounts payable in 2013 is determined using the forecast-
ed value for the number of days’ purchases in accounts payable (computed using the 
end-of-period accounts payable balance). Th e number of days’ purchases in accounts 
payable for 2013 is expected to be 48.34 days.

2. Repeat (1), with the following changes in assumptions:
 a. Number of days’ sales in inventory is expected to be 66.2 days.
 b. Number of days’ sales in inventory is expected to be 150.0 days.
3.  Comment on the diff erences in the forecasted values of cash from operating activities in 

2013 under each of the following assumptions about the number of days’ sales in inven-
tory: 107.6 days, 66.2 days, and 150.0 days.

4. Is there any impact on the forecasted level of accounts payable when the number of days’ 
sales in inventory is changed? Why or why not?

5. What happens to the forecasted level of short-term loans payable when the number of 
days’ sales in inventory is reduced to 66.2 days? Explain.
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Why Use a Perpetual System?
As a consultant for ABC Consulting Company, you have been hired by Eddie’s Electronics, a 
company that owns 25 electronics stores selling radios, televisions, compact disc players, stereos, 
and other electronic equipment. Since the company began business 10 years ago, it has been us-
ing a periodic inventory system. However, Eddie just returned from a seminar where some of his 
competitors told him he should be using the perpetual inventory method. Eddie is not sure he 
should believe his competitors. He wants you to advise him about his inventory choices and make 
a recommendation about the inventory method he should use.

Should We Reduce Inventory?
It has now been two years since you advised Eddie to switch to the perpetual inventory method. He 
is very happy with the additional information he has about inventory levels and theft. He has hired 
you for advice once again. Th is time, Eddie has been to an inventory management seminar where 
he heard that most companies have too much money tied up in inventory. He wonders if his com-
pany could be much more profi table if it reduced its inventory levels. What would you tell him?

You Decide: Should inventory be recorded at cost or fair market value?
You recently ran into Bill Autograph, a friend from high school who has been busy getting his sports col-
lectible/memorabilia business off  the ground. When he heard you were an accountant, he became very 
interested and wanted you to clarify something. One concept he seemed particularly confused about 
was the fact that when inventory is purchased, it is recorded on the books at cost but the books are not 
adjusted for subsequent increases in the value of the inventory. Th is concept is of particular importance 
to Bill because he often buys collectibles that will increase in value depending on how successful a partic-
ular player or team becomes. Can he record increases in the value of his sports memorabilia inventory?

Wal-Mart
Using Wal-Mart’s 2009 Form 10-K in Appendix A, answer the following questions:

1. What type of items compose Wal-Mart’s inventory?
2. Review Wal-Mart’s balance sheet to determine the amount of inventory on hand on 

January 31, 2009.
3. What inventory method does Wal-Mart use?

General Electric
Selected fi nancial statement information relating to inventories for General Electric (GE) is given below.

December 31 (in millions) 2008 2007

Cost of goods sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $54,602 $47,309
Inventory—FIFO valuation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 14,380 13,520
Inventory—LIFO valuation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 13,674 12,897

1. Compute GE’s number of days’ sales in inventory for 2008 using (a) the FIFO valuation 
for inventory and (b) the LIFO valuation for inventory. Are the diff erences signifi cant 
enough to concern you?

2. Suppose that GE purchases its inventory with the terms “net 30 days.” Th at is, GE’s 
creditors expect payment in 30 days. Is GE going to have a cash fl ow problem?

La-Z-Boy and McDonald’s
Th e following information is taken from the 2008 fi nancial statements of La-Z-Boy, Inc., and the 
2008 fi nancial statements of McDonald’s.
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La-Z-Boy McDonald’s

Cost of goods sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,051.66* $14,883.20*
Beginning inventory  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 197.79 125.30
Ending inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 178.36 111.50

*Amounts in millions.

1. Before you do any computations, forecast which of the two companies will have a lower 
number of days’ sales in inventory.

2. Compute each company’s number of days’ sales in inventory. Was your forecast in (1) correct?
3. How can these two very successful companies have number of days’ sales in inventory 

that are so diff erent?

Why No LIFO?
Th e LIFO method of accounting for inventory is primarily a U.S. invention. Many countries 
around the world will not allow LIFO to be used, and other countries discourage its use. 

Why do you think other countries have such an unfavorable opinion of LIFO? Th ink about 
these issues: In periods of rising prices, does the amount shown on the balance sheet relating to in-
ventory refl ect current cost? If a company’s inventory on the balance sheet refl ected costs from years 
past, what would happen to the income statement if those inventory costs were suddenly moved to 
Cost of Goods Sold? Would the result refl ect a fi rm’s actual performance?

Shipping Bricks
In 1989, the U.S. Department of Justice Criminal Division discovered a massive inventory fraud that 
was being conducted by managers at MiniScribe Corporation. MiniScribe manufactured and sold 
computer disk drives. Th e fraud included placing bricks in disk drive boxes, shipping those boxes 
to customers, and recording a sale when the box was shipped. MiniScribe managers also knowingly 
shipped defective drives and recorded sales even though they knew those drives would be returned.

What would be the eff ect on the income statement and the balance sheet of shipping bricks and 
recording those shipments as sales? (Hint: Th ink about the journal entry that would have been made 
by MiniScribe accountants when a box of bricks was shipped to customers who were  expecting disk 
drives.) Would company offi  cials be able to fool fi nancial statement users for a long time using this 
type of deception? What could fi nancial statement users have looked for to detect this type of fraud?
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Perpetual Inventory Cost Flow Alternatives
Using the information from the review problem on page 305, we assume that Lehi Wholesale Dis-
tributors buys printers from manufacturers and sells them to offi  ce supply stores. During January 
2012, its inventory records showed the following:
Jan.   1 Beginning inventory consisted of 26 printers at $200 each.
 10 Purchased 10 printers at $220 each.
 12 Sold 15 printers.
 15 Purchased 20 printers at $250 each.
 17 Sold 14 printers.
 19 Sold 8 printers.
 28 Purchased 9 printers at $270 each.

R e v i e w  P r o b l e m
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Required:
Calculate ending inventory and cost of goods sold, using:
 1. Perpetual FIFO inventory
 2. Perpetual LIFO inventory
 3. Perpetual average cost

Solution
When computing ending inventory and cost of goods sold, it is usually easiest to get an overview 
fi rst. Th e following calculations are helpful:

Beginning inventory, 26 units at $200 each . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  5,200

Purchases: 10 units at $220 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  2,200
 20 units at $250 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000
  9 units at $270 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     2,430

Total purchases (39 units) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  9,630

Cost of goods available for sale (65 units) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $14,830
Less ending inventory (28 units)  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .       ?     

Cost of goods sold (37 units)  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .       ?     

Given a beginning inventory, only ending inventory and cost of goods sold will vary with the diff erent 
inventory costing alternatives. Because ending inventory and cost of goods sold are complementary 
numbers whose sum must equal total goods available for sale, calculate only one of the two missing 
numbers in each case, and then compute the other by subtracting the fi rst number from goods avail-
able for sale. In the calculations that follow, we will always calculate ending inventory fi rst.

1. Perpetual FIFO Inventory
With this alternative, records must be maintained throughout the period, as shown. Th e fi nal calculation is:

Cost of goods available for sale  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $14,830
Ending inventory [(19 × $250) + (9 × $270)] . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     7,180

Cost of goods sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  7,650

PERPETUAL FIFO CALCULATIONS

Purchased Sold Remaining

Date
Number 
of Units Unit Cost

Total 
Cost

Number 
of Units Unit Cost

Total 
Cost

Number 
of Units Unit Cost

Total 
Cost

Beginning 
 inventory 26 $200 $5,200
January 10 10 $220 $2,200 36 26 at $200 $7,400

10 at $220
12 15 15 at $200 $3,000 21 11 at $200 $4,400

10 at $220

15 20 $250 5,000 41 11 at $200 $9,400
10 at $220
20 at $250

17 14 11 at $200 2,860 27 7 at $220 $6,540
  3 at $220 20 at $250

19 8   7 at $220 1,790 19 19 at $250 $4,750
  1 at $250

28   9 $270   2,430                28 19 at $250 $7,180
9 at $270

Totals 39 $9,630 37 $7,650
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2. Perpetual LIFO Inventory
With this alternative, as shown below, the calculation is:

Cost of goods available for sale . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $14,830
Ending inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     6,230

Cost of goods sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  8,600

3. Perpetual Average Cost
With this alternative, a new average cost of inventory items must be calculated each time a purchase 
is made, as shown in the following table:

Cost of goods available for sale . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $14,830
Ending inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     6,748

Cost of goods sold  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  8,082

PERPETUAL LIFO CALCULATIONS

Purchased Sold Remaining

Date
Number 
of Units Unit Cost

Total 
Cost

Number 
of Units Unit Cost

Total 
Cost

Number 
of Units Unit Cost

Total 
Cost

Beginning 
 inventory

26 $200 $5,200

January 10 10 $220 $2,200 36 26 at $200 $7,400
10 at $220

12 15 10 at $220 $3,200 21 21 at $200 $4,200
5 at $200

15 20 $250 5,000 41 21 at $200 $9,200
20 at $250

17 14 14 at $250 3,500 27 21 at $200 $5,700
6 at $250

19 8 6 at $250 1,900 19 19 at $200 $3,800
2 at $200

28 9 $270 2,430 28 19 at $200 $6,230
                              9 at $270

Totals 39 $9,630 37 $8,600

PERPETUAL AVERAGE COST CALCULATIONS

Purchased Sold Remaining Computations

Beginning 
inventory

26 units at $200.00 = 
$5,200

January 10 10 units at $220 = 
$2,200

36 units at $205.56 = 
$7,400

$5,200 + $2,200 = $7,400; 
$7,400 ÷ 36 = $205.56

12 15 units at $205.56 = 
$3,083

21 units at $205.56 = 
$4,317

15 20 units at $250 = 
$5,000

41 units at $227.24 = 
$9,317

$4,317 + $5,000 = $9,317; 
$9,317 ÷ 41 = $227.24

17 14 units at $227.24 = 
$3,181

27 units at $227.24 = 
$6,135

19 8 units at $227.24 = 
$1,818

19 units at $227.24 = 
$4,318

28 9 units at $270 = 
$2,430

28 units at $241.00 = 
$6,748

$4,318 + $2,430 = $6,748; 
$6,748 ÷ 28 = $241.00
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ceiling, 299 
fl oor, 299
gross margin method, 302
lower-of-cost-or-market (LCM) rule, 299
net realizable value, 299

P r a c t i c e  E x e r c i s e s

Inventory Errors—Multiple Years
At the beginning of year 1, the company’s inventory level was stated correctly. At the end of year 1, inven-
tory was understated by $2,000. At the end of year 2, inventory was overstated by $450. Reported net in-
come was $3,000 in year 1 and $3,000 in year 2. Compute the correct amount of net income in year 1.

Inventory Errors—Multiple Years
Refer to PE 7-60. Compute the correct amount of net income in year 2.

LIFO and a Perpetual Inventory System
Conaton Company reported the following inventory data for the year:

Units Cost per Unit

Beginning inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 300 $17.50
Purchases:
 July 15  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 900 18.00
 October 11 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,200 18.25

Units remaining at year-end: 300

Sales occurred as follows:

Units Sold

January 16  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200
July 23  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 600
November 1. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,300

Total . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,100
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54.  Is net income under- or overstated when purchased merchandise is counted and included in 
the inventory balance but not recorded as a purchase?

55.  Is net income under- or overstated if inventory is sold and shipped but not recorded as a sale?
56.  Why do the LIFO and average cost inventory cost fl ow assumptions result in diff erent inven-

tory numbers for the perpetual and periodic inventory methods?
57. When should inventory be valued at its net realizable value?
58. When should inventory be valued at the lower of cost or market?
59.  When fi rms cannot count their inventory, how do they determine how much inventory is on 

hand for the fi nancial statements?

D i s c u s s i o n  Q u e s t i o n s
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Compute (1) cost of goods sold and (2) ending inventory making a LIFO cost fl ow assumption. 
Th e company uses a perpetual inventory system.

Average Cost and a Perpetual Inventory System
Refer to PE 7-62. Compute (1) cost of goods sold and (2) ending inventory making an average cost 
assumption. Th e company uses a perpetual inventory system.

Lower of Cost or Market
Th e following information pertains to the company’s ending inventory:

Original Cost
Net Realizable 

Value
Replacement 

Cost Normal Profi t

Item A . . . . . . . . . . . . . . . . . . . . . 720 740 680 80
Item B . . . . . . . . . . . . . . . . . . . . . 375 415 310 70
Item C . . . . . . . . . . . . . . . . . . . . . 1,250 1,500 1,150 400

Apply lower-of-cost-or-market accounting to each inventory item individually. What total amount 
should be reported as inventory in the balance sheet?

Recording an Inventory Write-Down
Kafi r Company started business at the beginning of year 1. Th e company applies the lower-of-cost-
or-market (LCM) rule to its inventory as a whole. Inventory cost and market value as of the end 
of year 1 were as follows:

Cost Market Value

Year 1 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,500 $800

Th e market value number already includes consideration of the replacement cost, the ceiling, and 
the fl oor. Make the journal entry necessary to record the LCM adjustment at the end of year 1.

Estimating Inventory
On August 17, the company’s inventory was destroyed in a hurricane-related fl ood. For insurance 
purposes, the company must reliably estimate the amount of inventory on hand on August 17. Th e 
company uses a periodic inventory system. Th e following data have been assembled:

Inventory, January 1 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,650,000
Purchases, January 1–August 17 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,130,000
Sales, January 1–August 17 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,500,000
Historical gross profi t percentages:
 Last year . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60%
 Two years ago . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 65%

Estimate the company’s inventory as of August 17 using (1) last year’s gross profi t percentage and 
(2) the gross profi t percentage from two years ago.
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Inventory Errors
As the accountant for Synergy Solutions, you are in the process of preparing the income statement 
for the year ended December 31, 2012. In doing so, you have noticed that merchandise costing 
$10,500 was sold for $25,000 on December 31.

Before the eff ects of the $25,000 sale were taken into account, the relevant income statement 
fi gures were:

Sales revenue  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $156,000
Beginning inventory  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 36,000
Purchases . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 55,000
Ending inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 25,000

1. Prepare a partial income statement through gross margin under each of the following 
three assumptions:

 a.  Th e sale is recorded in the 2012 accounting record; the inventory is included in the 
ending physical inventory count.

 b. Th e sale is recorded in 2012; the inventory is not included in ending inventory.
 c.  Th e sale is not recorded in the 2012 accounting records; the merchandise is not 

included in the ending inventory count.
2. Under the given circumstances, which of the three assumptions is correct?
3. Which assumption overstates gross margin (and therefore net income)?

FIFO, LIFO, and Average Cost Calculations (Perpetual Inventory Method)
Th e July 2012 inventory records of Mario’s Bookstore showed the following:

July 1 Beginning inventory  . . . . . . . . . . . . . . . . . . . . . . . . . . . . 28,000 at $2.00 = $56,000
5 Sold  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   4,000

13 Purchased . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,000 at $2.25 = 13,500
17 Sold  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   3,000
25 Purchased . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,000 at $2.50 = 20,000
27 Sold  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   5,000

$89,500

1. Using the perpetual inventory method, compute the ending inventory and cost of goods 
sold balances with (a) FIFO, (b) LIFO, and (c) average cost. Compute unit costs to the 
nearest cent.

2. Which of the three alternatives is best? Why?

Lower of Cost or Market
Prepare the necessary journal entries to account for the purchases and year-end adjustments of the 
inventory of Payson Manufacturing Company. All purchases are made on account. Payson uses the 
periodic inventory method.

1. Purchased 50 standard widgets for $8 each to sell at $14 per unit.
2. Purchased 15 deluxe widgets at $20 each to sell for $30 per unit.
3. At the end of the year, the standard widgets could be purchased for $9 and are selling for $15.
4. At the end of the year, the deluxe widgets could be purchased for $10 and are selling for $16 

per unit. Selling costs are $4 per unit, and normal profi t is $6 per unit. Inventory is 15 units.
5. At the end of the second year, standard widgets could be purchased for $6 and are selling for 

$8. Selling costs are $1 per widget, and normal profi t is $2 per widget. Inventory is 50 units.
6. At the end of the second year, the deluxe widgets could be purchased for $9 and are sell-

ing for $20. Selling costs and normal profi t remain as in (4). Inventory is 15 units.
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Lower of Cost or Market
Duncan Company sells lumber. Inventory cost data per 1,000 board feet of lumber for Duncan 
Company are as follows:

Item Plywood Maple Pine Redwood

Quantity on hand . . . . . . . . . . . . . . . . . . . . . . . . 21 23 38 16
Original cost . . . . . . . . . . . . . . . . . . . . . . . . . . . $450 $1,900 $700 $1,600
Current replacement cost  . . . . . . . . . . . . . . . . . 400  1,700 550 1,650
Net realizable value . . . . . . . . . . . . . . . . . . . . . . 350  1,850 650 1,700
Net realizable value minus normal profi t  . . . . . . . 250  1,600 600 1,500

1. By what amount, if any, should each item (considered separately) be written down?
2. Make the appropriate journal entry (or entries):
 a. Assuming that each inventory item is considered separately.
 b. Assuming that LCM is applied to total inventory.

Gross Margin Method of Estimating Inventory
Jason Company needs to estimate the inventory balance for its quarterly fi nancial statements. Th e 
periodic inventory method is used. Records show that quarterly sales totaled $550,000, beginning 
inventory was $95,000, and net purchases totaled $300,000; the historical gross margin percentage 
has averaged approximately 40%.

1. What is the approximate amount of ending inventory?
2. If a physical count shows only $40,000 in inventory, what could be the explanation for 

the diff erence?

Estimating Inventory Amounts
Erin’s Boutique was recently destroyed by fi re. For insurance purposes, she must determine the 
value of the destroyed inventory. She knows the following information about her 2012 operations 
before the fi re occurred:

Beginning inventory  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  6,500
Net purchases . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 48,000
Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80,000
Profi t margin  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 35%

Estimate the cost of Erin’s destroyed inventory.

Estimating Inventory
Ted Smyth manages an electronics store. He suspects that some employees are stealing items from 
inventory. Determine the cost of the missing inventory. Th e following information is available from 
the accounting records:

Beginning inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $   300,000
Sales  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000,000
Net purchases  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,600,000
Actual ending inventory  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 450,000
Historical profi t margin. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30%
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Effect of Inventory Errors
Th e accountant for Steele Company reported the following accounting treatments for several purchase 
transactions (FOB shipping point) that took place near December 31, 2012, the company’s year-end:

Date Inventory Was Shipped

Was the Purchase 
Recorded in the Books 
on or before December 

31, 2012? Amount

Was the Inventory 
Counted and Included 

in Inventory Balance on 
December 31, 2012?

2012:
December 26 . . . . . . . . . . . . . . . Yes $1,100 Yes
December 29 . . . . . . . . . . . . . . . Yes 800 No
December 31 . . . . . . . . . . . . . . . No 1,800 Yes
2013:
January 1 . . . . . . . . . . . . . . . . . . No 300 Yes
January 1 . . . . . . . . . . . . . . . . . . Yes 3,000 No
January 1 . . . . . . . . . . . . . . . . . . No 600 No

Required:
1. If Steele Company’s records reported purchases and ending inventory balances of 

$80,800 and $29,800, respectively, for 2012, what would the proper amounts in these 
accounts have been?

2. What would be the correct amount of cost of goods sold for 2012, if the beginning 
inventory balance on January 1, 2012, was $20,200?

3. By how much would cost of goods sold be over- or understated if the corrections in 
question (1) were not made?

Correction of Inventory Errors
Th e annual reported income for Salazar Company for the years 2009–2012 is shown here. How-
ever, a review of the inventory records reveals inventory misstatements.

2009 2010 2011 2012

Reported net income . . . . . . . . . . . . . . . . . . . $30,000 $40,000 $35,000 $45,000
Inventory overstatement, end of year  . . . . . . . 3,000 2,000
Inventory understatement, end of year  . . . . . . 4,000 1,000

Required:
Using the data provided, calculate the correct net income for each year.

The Effect of Inventory Errors
You have been hired as the accountant for Christman Company, which uses the periodic inventory 
method. In reviewing the fi rm’s records, you have noted what you think are several accounting er-
rors made during the current year, 2012. Th ese potential mistakes are listed as follows: 

a. A $51,000 purchase of merchandise was properly recorded in the purchases account, but 
the related accounts payable account was credited for only $4,000.

b. A $4,400 shipment of merchandise received just before the end of the year was properly 
recorded in the purchases account but was not physically counted in the inventory and, 
hence, was excluded from the ending inventory balance.

c. A $5,600 purchase of merchandise was erroneously recorded as a $6,500 purchase.
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d. A $1,200 purchase of merchandise was not recorded either as a purchase or as an ac-
count payable.

e. During the year, $3,100 of defective merchandise was sent back to a supplier. Th e origi-
nal purchase had been recorded, but the merchandise return entry was not recorded.

f. During the physical inventory count, inventory that cost $800 was counted twice.

Required:
1. If the previous accountant had tentatively computed the 2012 gross margin to be 

$25,000, what would be the correct gross margin for the year?
2. If these mistakes are not corrected, by how much will the 2013 net income be in error?

Unifying Concepts: Inventory Cost Flow Alternatives
Stan’s Wholesale buys canned tomatoes from canneries and sells them to retail markets. During 
August 2012, Stan’s inventory records showed the following:

Cases Price

Aug. 1 Beginning inventory . . . . . . . . . . . . . . . . . . . . . 4,100 $10.50
4 Purchase  . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,500 11.00
9 Sale . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 950 19.95

13 Purchase  . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,000 11.00
19 Sale . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,450 19.95
26 Purchase  . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,700 11.50
30 Sale . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,900 19.95

Even though it requires more computational eff ort, Stan’s Wholesale uses the perpetual inventory 
method because management feels that the advantage of always having current knowledge of in-
ventory levels justifi es the extra cost.

Required:
Calculate the cost of goods sold and ending inventory using the following cost fl ow alternatives. 
(Calculate unit costs to the nearest cent.)

1. FIFO
2. LIFO
3. Average cost

Perpetual Inventory Cost Flow Alternatives
Pump-It, Inc., sells weight-lifting equipment. Th e sales and inventory records of the company for 
January through March 2012 were as follows:

Weight Sets Unit Cost Total Cost

Beginning inventory, January 1  . . . . . . . . . . . . . . . . 460 $30 $13,800
Purchase, January 16 . . . . . . . . . . . . . . . . . . . . . . . 110 32 3,520
Sale, January 25 ($45 per set)  . . . . . . . . . . . . . . . . 216
Purchase, February 16 . . . . . . . . . . . . . . . . . . . . . . 105 36 3,780
Sale, February 27 ($40 per set)  . . . . . . . . . . . . . . . 307
Purchase, March 10 . . . . . . . . . . . . . . . . . . . . . . . . 150 28 4,200
Sale, March 30 ($50 per set)  . . . . . . . . . . . . . . . . . 190
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Required:
1. Determine the amounts for ending inventory, cost of goods sold, and gross margin 

under the following costing alternatives. Use the perpetual inventory method. Round 
amounts to the nearest dollar.

 a. FIFO
 b. LIFO
 c. Average cost (calculate unit costs to the nearest cent)
2.  Interpretive Question: Which alternative results in the highest gross margin? Why?

Unifying Concepts: Inventory Estimation Method
McCarlie Clothing Store has the following information available:

Cost Selling Price Other

Purchases during March 2012 . . . . . . . . . . . . . . . . . . . . . $250,000 $400,000
Inventory balance, March 1, 2012  . . . . . . . . . . . . . . . . . . 75,000 115,000
Sales during March  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 550,000
Average gross margin rate for the last three years. . . . . . . 52%

Required:
1. On the basis of this information, estimate the cost of inventory on hand at March 31, 

2012, using the gross margin method.
2. How accurate do you think this method is?
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    Completing the
Operating Cycle
L O 1  Account for the various components of 
employee compensation expense. In addition to wages 
and salaries, companies also compensate their employees 
through bonuses, stock options, pensions, and other benefi ts. 
Computing total compensation expense involves a signifi cant 
element of estimation and assumption.

L O 2  Compute income tax expense, including 
appropriate consideration of deferred tax items. 
Reported income tax expense refl ects all of the tax 
implications of transactions and events occurring during 
the year. Because fi nancial accounting rules and income 
tax rules are not the same, income tax expense this year 
sometimes refl ects items that will not actually impact the 
legal computation of income taxes until future years.

L O 3  Distinguish between contingent items that 
should be recognized in the fi nancial statements and 
those that should be merely disclosed in the fi nancial 
statement notes. A contingent item is an uncertain 
circumstance involving a potential gain or loss that will not be 

resolved until some future event occurs. Contingent losses 
are recognized when they are probable and estimable; they 
are not recognized but are only disclosed when they are just 
possible.

L O 4  Understand when an expenditure should be 
recorded as an asset and when it should be recorded 
as an expense. Conceptually, a cost should be recorded as 
an asset whenever it has a probable future economic benefi t. 
In practice, it is frequently quite diffi cult to tell when a cost 
should be recorded as an asset (capitalized) and when it 
should be recorded as an expense.

L O 5  Prepare an income statement summarizing 
operating activities as well as other revenues and 
expenses, extraordinary items, and earnings per share. 
Because the items in the income statement are carefully 
arranged and sequenced, emphasis is placed on the portion 
of income that is generated by the ongoing core operations 
of the business.

After studying this chapter, you should be able to:
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The largest piece of the dismembered Standard Oil Trust was the 
Standard Oil Company of New Jersey, which changed its named to 
Exxon in 1972. Exxon now operates in virtually every country in the 
world, exploring for oil, producing petrochemical products, and trans-
porting oil and natural gas. On December 1, 1998, Exxon (the former 
Standard Oil Company of New Jersey) announced an agreement to 
merge with Mobil (the former Standard Oil Company of New York), 
thus reuniting these two pieces of the vast empire built by Rockefeller. 
The formal joining of the two companies was completed in 1999, 
creating ExxonMobil. As of December 31, 2008, the company had 
worldwide proven oil reserves of 12.0 billion barrels and proven natu-
ral gas reserves of 65.9 trillion cubic feet.

I
n 1855, John D. Rockefeller started his business career in Cleve-
land as a bookkeeper. By saving his earnings, he acquired some 
investment capital, and, with a partner, he put up $4,000 to begin 
an oil refi nery in Cleveland in 1862. Rockefeller subsequently cre-

ated an empire of oil companies located in various states, which were 
eventually consolidated into a holding company called the Standard 
Oil Company of New Jersey.1

In 1911, in response to many people’s concerns that Big Busi-
ness was too powerful, the U.S. Supreme Court mandated the break-
up of the Standard Oil Company into 34 smaller companies. Many of 
those companies are still very well known, as evidenced by the partial 
list contained in Exhibit 8.1.

In Chapters 6 and 7, we discussed accounting for sales and the cost of inventory sold. For fi rms that sell a product, the cost of the inventory 
sold typically represents the largest expense. For example, cost of goods sold was the largest expense category for ExxonMobil in 2008, totaling 
60% of sales. For Wal-Mart, cost of goods sold was 76% of sales in fi scal 2008. Although cost of goods sold represents a signifi cant expense for 
companies like ExxonMobil and Wal-Mart that manufacture and/or sell a product, it is certainly not the only expense. And for those companies 
that sell a service, other expenses like employee compensation or advertising can be far more signifi cant than cost of goods sold.

In this chapter, we discuss a number of these other signifi cant operating issues, including employee compensation and income taxes. We 
also discuss accounting for the costs associated with contingencies, which are items that are not fully resolved at the time the fi nancial state-
ments are prepared. Two common examples of contingencies are lawsuits and environmental cleanup obligations. Also in this chapter, we discuss 
how one determines whether a cost should be recorded as an asset (capitalized) or recorded as an expense. The expense versus capitalize issue 
has arisen many times over the years as accountants have wrestled with how to account for advertising costs, research costs, and others.

The fi nancial statement items covered in this chapter are illustrated in Exhibit 8.2. Various operating items affecting the income statement 
are covered in the chapter. The two most signifi cant are employee compensation and income taxes. The balance sheet items discussed are pen-
sion liabilities, deferred income tax liabilities, and contingent liabilities. The accounting aspects of these balance sheet items are intriguing in that 
both the pension and deferred tax items are sometimes reported as assets rather than liabilities. In addition, contingent liabilities are frequently 
not reported on the balance sheet at all. The details of all these topics, and more, are discussed in this chapter.

1 Information for this description was obtained from Ida M. Tarbell, Th e History of the Standard Oil Company (New York: 
MacMillan Company, 1904).

E X H I B I T  8 . 1   C o m p a n i e s  D e s c e n d e d  f r o m  t h e  O r i g i n a l 
S t a n d a r d  O i l

ChevronTexaco   Chevron* merged with Texaco in 2001
ConocoPhillips    Conoco* merged with Phillips in 2002
ExxonMobil    Exxon* merged with Mobil* in 1999
Amoco*   Merged with BP (British Petroleum)
Atlantic Richfield*  Merged with BP
Pennzoil*-Quaker State   Merged with Royal Dutch/Shell

*Originally part of Standard Oil. 

S E T T I N G  T H E  S TA G E
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L O  1   Employee Compensation
WHAT Account for the various components of employee compensation expense.
WHY  To properly measure how much it is paying its employees, a company must carefully track the 

total cost of employee compensation, which includes more than ordinary wages and salaries.
HOW  Account for the fair value of the following: payroll taxes paid on behalf of employees, fringe ben-

efi ts and bonuses, stock options granted in exchange for employment services, and retirement 
benefi ts.

Often, one of the largest operating expenses of a business is the salaries and wages of its employees. 
But the cost of employees is not simply the expense associated with the current period’s wages. As 
the following timeline illustrates, issues associated with employee compensation can extend long 
after the employee has retired. We will discuss each of these items in further detail in the sections 
that follow.

Time

Pensions and
Postretirement
Benefits Other
than Pensions

Postemployment
Benefits

Bonuses and 
Stock OptionsPayroll

Compensated
Absences

Employee Compensation Event Line

E X H I B I T  8 . 2   F i n a n c i a l  S t a t e m e n t  I t e m s  C o v e re d  i n  T h i s  C h a p t e r

        Balance Sheet

Long-Term Assets:
 Net pension assets
 Deferred income tax asset

Long-Term Liabilities:
 Net pension liability
 Deferred income tax liability
 Contingent liabilities

          Statement of
           Cash Flows

Operating:
 Cash paid for:
 Employee compensation
 Research and development
 Advertising
 Income taxes

 Income Statement

Employee compensation expense
Research and development
 expense
Advertising expense

Losses/gains on contingent items

Income tax expense

Payroll
In its simplest form, accounting for payroll involves debiting Salaries Expense and crediting Salaries 
Payable when employees work and then debiting Salaries Payable and crediting Cash when wages 
are paid. However, accounting for salaries and related payroll taxes is never quite that simple and 
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can, in fact, be quite complex. Th is is primarily because every business is legally required to with-
hold certain taxes from employees’ salaries and wages.

Very few people receive their full salary as take-home pay. For example, an employee who earns 
$30,000 a year probably takes home between $20,000 and $25,000. Th e remainder is withheld by 
the employer to pay the employee’s federal and state income taxes, Social Security (FICA) taxes,2 
and any voluntary or contractual withholdings that the employee has authorized (such as union 
dues, medical insurance premiums, and charitable contributions). Th us, the accounting entry to 
record the expense for an employee’s monthly salary (computed as 1/12 of $30,000) might be:

Salaries Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,500
FICA Taxes Payable, Employee . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 191
Federal Withholding Taxes Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 400
State Withholding Taxes Payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200
Salaries Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,709

To record Mary Perrico’s salary for July.

All the credit amounts (which are arbitrary here) are liabilities that must be paid by the em-
ployer to the federal and state governments and to the employee. Th ese withholdings do not repre-
sent an additional expense to the employer because the employee actually pays them. Th e employer 
merely serves as an agent for the governments for collecting and paying these withheld amounts.

In addition to remitting employees’ income and FICA taxes, companies must also pay certain 
payroll-related taxes, such as the employer’s portion of the FICA tax (an amount equal to the 
employee’s portion) and state and federal unemployment taxes. Th e payroll-related taxes paid by 
employers are expenses to the company and are included in operating expenses on the income state-
ment. An entry to record the company’s share of payroll taxes relating to Mary Perrico’s employ-
ment (again using arbitrary amounts) would be:

Payroll Tax Expense. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 279
FICA Taxes Payable, Employer  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 191
Federal Unemployment Taxes Payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 18
State Unemployment Taxes Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 70

To record employer payroll tax liabilities associated with Mary Perrico’s salary for July.

Th e diff erent liabilities recorded in the preceding two entries for payroll would be eliminated 
as payments are made. Th e entries to account for the payments are:

FICA Taxes Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 382
Federal Withholding Taxes Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 400
Federal Unemployment Taxes Payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 18
Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 800

Paid July withholdings and payroll taxes to federal government.

State Withholding Taxes Payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200
State Unemployment Taxes Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 70
Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 270

Paid July withholdings and payroll taxes to state government.

2 Congress has split FICA taxes into two parts—Social Security and Medicare. For the purposes of this chapter, we will 
 combine the two.

Social Security (FICA) taxes 
Federal Insurance Contributions Act 
taxes imposed on the employee and 
the employer; used mainly to provide 
retirement benefi ts.
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 Salaries Payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,709
Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,709

Paid July salary to Mary Perrico.

As these entries show, three checks are written for payroll-related expenses: one to the federal 
government, one to the state, and one to the employee.

One further point about salaries and wages needs to be made. Th e period of time covered 
by the payroll may not coincide with the last day of the year for fi nancial reporting. Th us, if the 
reporting year ends on Wednesday, December 31, and the salaries and wages for that week will be 
paid Monday, January 5 of the following year, then the company must show the salaries and wages 
earned from Monday through Wednesday (December 29, 30, and 31) as a liability on the Decem-
ber 31 balance sheet. To accomplish this, the company would record an end-of-year adjusting entry 
to record the salaries and wages earned for those three days.

Compensated Absences
Suppose that you work for a business that provides each employee one day of sick leave for each 
full month of employment. When should that sick day (or compensated absence) be accounted 
for? When it is taken by the employee? When it is earned by the employee? And how much of an 
accrual should be associated with the compensated absences?

Th e matching principle requires that the expense associated with the compensated absence be 
accounted for in the period in which it is earned by the employee. Some of the conceptual issues 
associated with accounting for compensated absences are similar to those addressed in accounting 
for bad debts. In the case of bad debts, if we waited until we were sure a customer wasn’t going to 
pay, then we could be certain about our bad debt expense. But we may not fi nd out that we are not 
going to be paid until several periods later, and as a result, the bad debt expense would be refl ected 
in the wrong accounting period. So instead of waiting until accounts are dishonored, we estimate 
the expense for each period. Th e same is true with compensated absences. Although we could wait 
until those sick days are taken and then know exactly what they will cost, it may be years before we 
know. Rather than wait, we estimate instead. For example, if you earn both $100 a day and one 
sick day per month, then it makes sense for your employer to recognize an expense (and  accrue 
a liability) of $100 per month related to your sick pay. Th is would be done with the following 
journal entry:

Salaries Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100
Sick Days Payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100

To recognize accrued sick pay.

When you take that sick day (and don’t forget that the government will take its share of your 
sick pay also), the journal entry would be:

Sick Days Payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100
Various Taxes Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20
Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80

To record payment of sick day net of FICA, federal, and state taxes.

Now suppose that you don’t take your sick day until next year. Assume also that you received 
a $10 raise per day. Th is makes our estimate of $100 incorrect, so we will fi x that estimate in the 
period in which you take the sick day. Th e journal entry in this instance would be:
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Sick Days Payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100
Salaries Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10

Various Taxes Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 22
Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 88

To record payment of sick day net of FICA, federal, and state taxes.

Th e same procedures would apply when accounting for accrued vacation pay or other types of 
compensated absences.

Bonuses
Many companies off er employee bonus plans that allow employees to receive additional compen-
sation should certain objectives be achieved. Th ese bonus plans sometimes apply to all employees 
although more often they are restricted to members of top management. In many instances, the 
terms of the bonus plan are defi ned using fi nancial statement numbers. For example, in its 2008 
proxy statement fi led with the Securities and Exchange Commission (SEC), ExxonMobil disclosed 
that it paid $11.33 million in bonuses to its top fi ve executives alone. 

Th e purpose of an earnings-based bonus plan is to encourage managers to work harder and 
smarter to improve the performance of the company. However, such a plan also increases the incen-
tive of managers to manipulate reported earnings. In fact, one of the factors looked at by auditors 
in evaluating the risk of fi nancial statement fraud in a company is whether the company has an 
earnings-based management bonus plan.

Stock Options
Employee stock options have become an increasingly popular way to compensate top executives. 
Under a stock option plan, managers are given the option of purchasing shares of the company’s 
stock in the future at a price that is specifi ed today. For example, at the end of 2008, Rex Tillerson, 
CEO of ExxonMobil, had 327,307 exercisable options. 130,000 of these options allow him to buy 
one share of ExxonMobil stock in the future for $45.22, which was the market value of Exxon
Mobil shares on the date the options were granted. Similarly, the other 197,307 options allow him 
to buy one share of the company’s stock for $37.12. Mr. Tillerson will make money from these op-
tions if he is able to improve the performance of ExxonMobil and increase its stock price. In June of 
2009, a share of ExxonMobil stock was worth about $72 making those options worth $10,363,468 
{[130,000 × ($72.00 − $45.22)] [197,307 × ($72.00 − $37.12)]} with the possibility of even greater 
value if ExxonMobil’s stock price goes higher. Stock options are an attractive way to compensate 
top management because the options pay off  only if the managers are able to increase the value of 
the company, which is exactly what the owners of the company (the stockholders) desire.

Th ere has been signifi cant debate in the United States about how to compute the compensa-
tion expense associated with employee stock options. Th e debate has centered around the issue of 
what the value of an option is. Th e Financial Accounting Standards Board (FASB) has determined 
the proper way to value options is the fair value method. Th is method is described below.

Fair Value Method Th e “fair value” of an option stems from the possibility that the employee may 
want to exercise the option in the future if the company’s stock price goes up. For example, even 
if an option exercise price of $50 is equal to the stock price on the date the option is granted to 
an employee, there is a chance that the stock price may increase during the life of the option. Th is 
means that an option with no “intrinsic value” can still have substantial economic value because the 
employee holding the option may be able to buy the stock at less than its market value some time in 
the future. Exact computation of the fair value of options involves complex formulas derived using 
stochastic calculus, but commercially available software packages make option valuation no more 
diffi  cult than using a spreadsheet.

bonus Additional compensation, 
 beyond the regular compensation, 
paid to employees if certain  objectives 
are achieved.

employee stock options Rights 
given to employees to purchase 
shares of stock of a company at a 
predetermined price.
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I N T E R N AT I O N A L

The FASB-IASB Teamwork on Stock Option 
Accounting

The FASB has long stated that the fair value 
of executive stock options should be re-
ported as part of compensation expense. 

Many business executives vehemently have dis-
agreed, arguing that because the granting of the 
options does not involve any cash outfl ow from 
the company, the options cannot possibly be an 
expense. When the FASB proposed the expens-
ing of stock options in 1994, the U.S. business 
community went berserk. The FASB was even 
burned in effi gy during a protest in Silicon Valley. 
So the FASB backed down and said that the value 
of stock options did not have to be reported as 
an expense in the income statement.

A few years later, the International Account-
ing Standards Board (IASB) took up the exact 
same issue and came to the exact same con-
clusion reached initially by the FASB: executive 
stock options are a form of compensation and 
should be reported as an expense in the income 
statement. In 2004, the IASB adopted its fi nal 
rule requiring the expensing of stock options. Be-
cause the granting of employee stock options is 
much less common outside the United States, 
the IASB did not experience nearly as much busi-
ness community opposition to its stock option 
expensing proposal as did the FASB.

By using the IASB standard as a shield, the 
FASB was able to get its desired accounting 
treatment accepted in the United States as well.

Postemployment Benefi ts
Postemployment benefi ts are those benefi ts that are incurred after an employee has ceased to work 
for an employer but before that employee retires. A common example is a company-provided sever-
ance package for employees who have been laid off . Th is severance package might include salary for 
a certain time period, retraining costs, education costs, and the like. Accounting standards require 
that the amount of the postemployment cost be estimated and accrued in the period in which the 
employee is actually terminated. For example, suppose a company decides to close a segment of its 
operations, thereby laying off  a certain percentage of its labor force. Th e company must estimate 
the costs associated with the benefi ts off ered to those laid-off  employees and record the following 
journal entry when the employees are actually terminated:

Salaries Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . xxx
Benefi ts Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . xxx

To record postemployment benefi ts for laid-off employees.

When the benefi ts are paid, a journal entry would be made to reduce the payable and to record 
the cash outfl ow.

Pensions
A pension is cash compensation received by an employee after that employee has retired. Two 
primary types of pension plans exist. A defi ned contribution plan requires the company to place 
a certain amount of money into a pension fund each year on behalf of the employees. Th en, after 
the employees retire, they receive the money contributed to the pension fund plus the earnings on 

postemployment benefi ts Benefi ts 
paid to employees who have been laid 
off or terminated.

pension An agreement between an 
employer and employees that pro-
vides for benefi ts upon retirement.

defi ned contribution plan A pension 
plan under which the employer con-
tributes a defi ned amount to the pen-
sion fund; after retirement, employees 
receive the amount contributed plus 
whatever it has earned.
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those contributions. With a defi ned benefi t plan, on the other hand, the company promises the 
employees a certain monthly cash amount after they retire, based on factors such as number of 
years worked by the employee, employee’s highest salary, and so forth. Th e accounting for a defi ned 
contribution plan is quite simple—a company merely reports pension expense equal to the amount 
of cash it is required to contribute to its employees’ pension fund during the year. Normally, no 
balance sheet liability is reported in connection with a defi ned contribution plan because, once the 
company has made the required contribution to the pension fund, it has no remaining obligation 
to the employees.

Th e accounting issues associated with defi ned benefi t plans are much more complex because the 
ultimate amount that a company will have to pay into its employees’ pension fund depends on how long 
the employees work before retiring, what their highest salaries are, 
how long the employees live after they retire, and how well the 
investments in the pension fund perform. Th e accounting con-
cept underlying this complexity, however, is still the same basic 
idea of matching: the income statement this year should contain 
all expenses related to generating revenue this year, whether those 
expenses are paid in cash this year (like cash wages) or are not 
expected to be paid for many years (like pension benefi ts).

Pension-Related Items in the Financial Statements Each of the major balance sheet and income 
statement items related to pension accounting is briefl y introduced below.

Pension fund When a company has a defi ned benefi t pension plan, it is required by U.S. federal 
law to establish a separate pension fund to ensure that employees receive the defi ned benefi ts prom-
ised under the plan. Th e pension fund is basically a large investment fund of stocks and bonds. Th e 
company still owns these pension fund assets, but it cannot use them for any purpose except to pay 
pension benefi ts to employees.

Pension obligation Th e promise to make defi ned benefi t pension payments to employees repre-
sents a liability to the company making the promise. Th e amount of this liability is quite diffi  cult to 
estimate because it depends on future salary increases, employee turnover, employee life span, and 
so forth. Th e estimation of the liability is done by professionals called actuaries, who also provide 
the computations that life insurance companies use in setting premiums.

Net pension asset or liability One possible way to present the pension information on a balance 
sheet is to list the pension plan assets among the long-term assets and the pension liability as a long-
term liability. However, the accounting standards stipulate that these two items be off set against one 
another and a single net amount be shown as either a net pension asset or a net pension liability.

Pension-related interest cost Th e estimated pension obligation represents an amount owed by a 
company to its employees. Accordingly, a pension-related interest cost is recognized each year; the 
amount of this interest cost is the increase in the pension obligation resulting from interest on the 
unpaid pension obligation.

Service cost Th e amount of a company’s pension obligation increases each year as employees 
work and earn more pension benefi ts. Th is increase in the pension obligation is an expense associ-
ated with work done during the year and is called the pension service cost.

Return on pension fund assets Th e cost of a company’s pension plan is partially off set by the 
return that the company earns on the assets in its pension fund.

Pension expense Just as pension liabilities and assets are off set against one another to arrive at a 
single net liability or asset to be reported on the balance sheet, the three components of pension ex-
pense (interest cost, service cost, and return on pension fund assets) are netted against one another 
to yield a single number that is reported on the income statement.

Illustration from ExxonMobil’s Financial Statements In the notes to its 2008 fi nancial state-
ments, ExxonMobil discloses the following about its pension benefi t obligation and its pension 
fund (numbers in millions of dollars).

defi ned benefi t plan A pension plan 
under which the employer defi nes the 
amount that retiring employees will 
receive and contributes enough to the 
pension fund to pay that amount.

Who bears the risks associated with a defi ned contribution 
plan—the employer or the employee? Which party bears the 
risks associated with a defi ned benefi t plan?

S T O P  &  T H I N K
Who
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U.S. Plans Non-U.S. Plans Total

Pension benefi t obligation  . . . . . . . . . . . . . . . . . . $13,272 $19,990 $33,262
Pension fund assets  . . . . . . . . . . . . . . . . . . . . . .     6,634   11,260   17,894
Net pension liability . . . . . . . . . . . . . . . . . . . . . . . $  6,638 $  8,730 $15,368

Note that ExxonMobil has separated its pension plans into those covering employees in the United 
States and those covering employees located outside the United States. Th is is a useful separation because 
the laws governing the maintenance of pension plans vary from country to country. U.S. laws are gener-
ally viewed as giving more protection to the rights of the employees covered by pension plans than for-

eign laws do. Also note that ExxonMobil’s pension plans are 
“underfunded,” meaning that the market value of the assets in 
the pension funds is less than the estimated pension liability. 
Th e underfunding is more pronounced in 2008 compared to 
previous years because of a substantial decline during 2008 
in the value of the stock and bond investments held among 
ExxonMobil’s pension fund assets. ExxonMobil also provides 
the following information about its pension expense in 2008 
(all numbers in millions).

U.S. Plans Non-U.S. Plans Total

Service cost . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 378 $    434 $    812
Interest cost . . . . . . . . . . . . . . . . . . . . . . . . . . . 729 1,152 1,881
Less: Expected return on fund assets . . . . . . . . . (915) (1,200) (2,115)
Other miscellaneous items . . . . . . . . . . . . . . . . .    411       443       854
Net pension expense . . . . . . . . . . . . . . . . . . . . . $ 603 $    829 $ 1,432

Note the signifi cant reduction in reported pension expense caused by the expected return on 
pension fund assets; without the return on the pension fund, ExxonMobil’s pension expense would 
be more than twice as high.

Postretirement Benefi ts Other Than Pensions
In addition to pension benefi ts, employers often off er employees other benefi ts after their retire-
ment. For example, ExxonMobil promises its employees that it will continue to cover them with 
health-care and life insurance plans after retirement. Th ese types of plans are typically less formal 
than pension plans and often are not backed by assets accumulated in a separate fund. For example, 
ExxonMobil has only a $443 million separate fund set up to cover its estimated $6.6 billion obliga-
tion to cover the postretirement health-care needs of employees.

Th e accounting rules require companies to currently recognize the expense and long-term li-
ability associated with the postretirement benefi ts that are earned in the current year, in keeping 
with the normal practice of matching expenses to the period in which they are initially incurred. 
Th e actual accounting is complex but similar to that required for pensions. Th e potential liabilities 
for these future payments can be quite signifi cant for many fi rms. General Motors has the larg-
est postretirement benefi t plan in the United States, with a nonpension postretirement obligation 
totaling $43.425 billion as of December 31, 2008. In fact, the fate of this postretirement obliga-
tion was an important factor as General Motors wound its way through bankruptcy negotiations 
during 2009. 

To summarize, compensation expense includes much more than just wages and salaries. Com-
panies presumably have calculated that the value of the services provided by employees justifi es 
the additional compensation cost beyond salaries and wages. Th e fact that employees earn benefi ts 
in one year that they do not receive until later, sometimes many years later,  necessitates careful 
accounting to ensure that compensation expense is reported in the year in which it is earned.

C A U T I O N

The expected, not the actual, return on the pension fund assets 
is subtracted in computing pension expense. The accounting 
for the difference between expected and actual return involves 
deferring gains and losses, corridor amounts, and other com-
plexities best left for an intermediate accounting course.

C

The
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D O  T H I S . . .D O  T H

Magily Company reports the following balances in its pension-related accounts as of January 1:

Fair value of pension fund assets  . . . . . . . . . . . . . . . . $870,000
Pension obligation . . . . . . . . . . . . . . . . . . . . . . . . . . . 925,000

At December 31, Magily estimates service costs for the year of $101,000 and pension-related interest costs equal to 10% of 
the beginning pension obligation balance. In addition, pension fund assets earned a return of $104,400, which was equal 
to the expected return for the year.

1  What pension amount would Magily have reported in its balance sheet as of January 1? Clearly state whether the amount is 
an asset or a liability.

2  Compute the amount to be reported on the income statement as pension expense for the year.

 S O L U T I O N …

1

Pension obligation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $925,000
Fair value of pension fund assets  . . . . . . . . . . . . . . . . . . . . .   870,000
Net LIABILITY  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  55,000

2

Service cost . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $101,000
Interest cost ($925,000 × 0.10)  . . . . . . . . . . . . . . . . . . . . . 92,500
Less expected return = actual return (in this case). . . . . . . . . −104,400
Pension expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  89,100

R E M E M B E R  T H I S

  Employee compensation is not limited to just the current period’s payroll. The cost of 
employees also includes compensated absences, bonuses, stock options, postem-
ployment benefi ts, pensions, and other postretirement benefi ts.

  Companies account for employee stock options using the fair value method.
  A pension obligation is reported on the balance sheet as the difference between the 
obligation and the amount in an associated pension fund.

  Pension expense is the sum of interest cost and service cost, less the expected 
return on the pension fund assets.

L O  2   Taxes
WHAT  Compute income tax expense, including appropriate consideration of deferred tax items.
WHY  Proper measurement of a company’s annual performance involves estimating the amount of 

income taxes that must be paid as a result of profi ts generated during the year. 
HOW  Income tax expense includes two components: current income tax expense and deferred 

income tax expense. The deferred portion of income tax expense refl ects the future conse-
quences of taxable income (or tax deductions) created this year that will not be taxed (or 
deducted) until a future year because of technical details in the income tax laws.
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In addition to the payroll taxes described earlier, companies are responsible for paying several other tax-
es to federal, state, and/or local governments, including sales taxes, property taxes, and income taxes.

Sales Taxes
Most states and some cities charge a sales tax on retail transactions. Th ese taxes are paid by custom-
ers to the seller, who in turn forwards them to the state or city. Sales taxes collected from customers 
represent a current liability until remitted to the appropriate governmental agency. For example, 
assume that a sporting goods store in Denver prices a pair of skis at $200 and that the combination 
of state and city sales tax is 6.5%. When the store sells the skis, it collects $213 and records the 
transaction as follows:

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 213
Sales Revenue. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200
Sales Tax Payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 13

Sold a pair of skis for $200. Collected $213, including 6.5% sales tax.

Th e sales revenue is properly recorded at $200, and the $13 is recorded as Sales Tax Payable, a 
liability. Th en, on a regular basis, sales tax returns are completed and fi led with the state and city tax 
commissions, and sales taxes collected are paid to those agencies. Note that the collection of the sales 
tax from customers creates a liability to the state or city but does not result in the recognition of revenue 
when collected or an expense when paid to the state or city. Th e company acts as an agent in collecting 
the sales tax and recognizes a liability only until the collected amount is remitted to the state or city.

Property Taxes
Property taxes are usually assessed by county or city governments on land, buildings, and other 
company assets. Th e period covered by the assessment of property taxes is often from July 1 of one 
year to June 30 of the next year. If a property taxpayer is on a calendar-year fi nancial reporting basis 
(or on a fi scal-year basis ending on a day other than June 30), the property tax assessment year and 
the company’s fi nancial reporting year will not coincide. Th erefore, when the company prepares its 
fi nancial statements at calendar-year-end, it must report a prepaid tax asset (if taxes are paid at the 
beginning of the tax year) or a property tax liability (if taxes are paid at the end of the tax year) for 
the taxes associated with the fi rst portion of the assessment year. To illustrate, assume that Yokum 
Company pays its property taxes of $3,600 on June 30, 2011, for the period July 1, 2011, to June 
30, 2012. If Yokum is on a calendar-year basis and records the prepayment as an asset, then the 
adjusting entry at December 31, 2011, would be:

Property Tax Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,800
Prepaid Property Taxes  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,800

To record property tax expense for the property assessment period 
July 1–December 31, 2011.

Th e prepaid property taxes account balance of $1,800 would be shown on Yokum’s balance 
sheet at December 31, 2011, as a current asset. On June 30, 2012, property tax expense would be 
recognized for the period January 1, 2012, through June 30, 2012, with the following entry:

Property Tax Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,800
Prepaid Property Taxes  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,800

To record property tax expense for the property assessment period 
January 1–June 30, 2012.

sales tax payable Money collected 
from customers for sales taxes that 
must be remitted to taxing authorities.
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Income Taxes
Corporations pay income taxes just as individuals do. Th is corporate income tax is usually reported 
as the fi nal expense on the income statement. For example, in 2008, three lines from ExxonMobil’s 
income statement relating to taxes were as follows (all numbers in millions):

2008 2007 2006

Income before income taxes  . . . . . . . . . . . . . . . . . . . . $81,750 $70,474 $67,402
Income taxes  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   36,530   29,864   27,902
Net income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $45,220 $40,610 $39,500

Th e $36.530 billion in income tax expense reported by ExxonMobil in 2008 is not necessar-
ily equal to the amount of cash paid for income taxes during the year. In fact, ExxonMobil paid 
$33.941 billion for income taxes in 2008. Reported income tax expense may diff er from the actual 
amount of cash paid for taxes for two reasons. First, like many other expenses, income taxes are not 
necessarily paid in cash in the year in which they are incurred. Th e important point to remember is 
that reported income tax expense refl ects the amount of income taxes attributable to income earned 
during the year, whether the tax was actually paid in cash during the year or not.

Th e second reason reported income tax expense may diff er from the actual amount of cash 
paid for taxes is that income tax expense is based on reported fi nancial accounting income, whereas 
the amount of cash paid for income taxes is dictated by the applicable government tax law. Th e 
$36.530 billion income tax expense reported by ExxonMobil in 2008 refl ects the total estimated 
amount of income tax the company expects will eventually be paid based on the income reported in 
the 2008 income statement. However, because the income computed using the tax rules is almost 
always diff erent from the income computed using fi nancial accounting standards, some of this tax 
may not have to be paid for several years. In addition, tax rules may require income tax to be paid 
on income before the fi nancial accounting standards consider that income to be “earned.” Th ese 
diff erences in tax law income and fi nancial accounting income give rise to deferred income tax 
items, which are discussed in this section.

Corporations in the United States compute two diff erent income numbers—fi nancial income 
for reporting to stockholders and taxable income for reporting to the Internal Revenue Service 
(IRS). Th e existence of these two “sets of books” seems unethical to some, illegal to others. How-
ever, the diff erence between the stockholders’ need for information and the government’s need for 
effi  cient revenue collection makes the computation of the two diff erent income numbers essential. 
Th e diff erent purposes of these reporting systems were summarized by the U.S. Supreme Court in 
the Th or Power Tool case (1979):

Th e primary goal of fi nancial accounting is to provide useful information to management, 
shareholders, creditors, and others properly interested; the major responsibility of the ac-
countant is to protect these parties from being misled. Th e primary goal of the income tax 
system, in contrast, is the equitable collection of revenue.

In summary, U.S. corporations compute income in two diff erent ways, and rightly so. Nevertheless, 
the existence of these two diff erent numbers that can each be called “income before taxes” makes it 
surprisingly diffi  cult to defi ne what is meant by “income tax expense.”

Deferred Tax Example
Assume that you invest $1,000 by buying shares in a mutual fund on January 1. Also assume that 
the income tax rate is 40%. According to the tax law, any economic gain you experience through 
an increase in the value of your mutual fund shares is not taxed until you actually sell your shares. 
Th e rationale behind this tax rule is that until you sell your shares, you don’t have the cash to pay 
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any tax. Now, assume further that the economy does well and that the value of your mutual fund 
shares increases to $1,600 by December 31. You decide to prepare partial fi nancial statements to 
summarize your holdings and the performance of your shares during the year. Th ese fi nancial state-
ments are as follows:

Balance Sheet Income Statement

Assets: Revenues:
 Mutual fund shares $1,600  Gain on mutual fund investment $600

A moment’s consideration reveals that this balance sheet and income statement are misleading. 
Yes, it is true that your shares are now worth $1,600, but if and when you liquidate the shares, you 
will have to pay income tax of $240 [($1,600 – $1,000) × 0.40], Th us, you are overstating your 
economic position by only reporting the $1,600 in mutual fund shares; you should also report that 
a liability of $240 exists in relation to these shares. Similarly, it is misleading to report the $600 
gain on your income statement without also reporting that, at some future time, you will have to 
pay $240 in income tax on that gain. A more accurate set of fi nancial statements would appear as 
follows:

Balance Sheet Income Statement

Assets: Revenues:
Mutual fund shares $1,600 Gain on mutual fund investment $600

Liabilities: Expenses:
Deferred income tax liability $   240 Income tax expense $240

Th e appropriate journal entry to recognize income tax expense in this case is as follows:

Income Tax Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 240
Deferred Income T ax Liability  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 240

Note that the deferred income tax liability is not a legal liability because, as far as the IRS is 
concerned, you do not currently owe any tax on the increase in the value of your mutual fund. 
Nevertheless, the deferred tax liability is an economic liability that should be reported now because 
it refl ects an obligation that will have to be paid in the future as a result of an event (the increase in 
the value of the mutual fund shares) that occurred this year.

Now, what if the mutual fund shares had decreased in value from $1,000 to $400? Consider 
whether the following set of fi nancial statements would accurately refl ect your economic position 
and performance:

Balance Sheet Income Statement

Assets: Revenues:
Mutual fund shares $400 Loss on mutual fund investment $600

Again, these fi nancial statements are somewhat misleading because they ignore the future tax 
implications of the change in the value of the mutual fund shares. In this case, when the shares are 
sold, you will realize a taxable loss of $600. If you have other investment income, that loss can be 
used to reduce your total taxable income by $600, which will save you $240 ($600 × 0.40) in in-
come taxes. Th us, in a real sense, this loss on the mutual funds is not all bad because it will provide 
you with a $240 reduction in income taxes in the year in which you sell the shares. Th is reduction 
in taxes is an asset, a deferred income tax asset, because it represents a probable future economic 
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benefi t that has arisen from an event (the drop in the value of the mutual fund shares) that occurred 
this year. Similarly, the income statement eff ect of this future savings in taxes is to soften the blow 
of the reported $600 loss. Th e loss that occurred this year will result in an income tax benefi t in the 
future, so the benefi t is reported on this year’s income statement as follows:

Balance Sheet Income Statement

Assets: Expenses:
 Mutual fund shares $400  Loss on mutual fund investment $ 600

 Less: Income tax benefi t   (240)

 Deferred income tax asset $240 Net loss $ 360

Th e journal entry to recognize the income tax “expense” is as follows:

Deferred Income Tax Asset  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 240
Income Tax Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 240

Notice that Income Tax Expense is credited, or reduced, in this entry. If there are other income 
taxes for the year, this credit will result in a reduction in reported income tax expense. If there are no 
other income taxes, then the credit amount will be reported on the income statement as an addition 
to income under the title “income tax benefi t.”

As this simple mutual fund example illustrates, the amount 
of income tax expense reported on a company’s income state-
ment is not necessarily the same as the amount of income tax 
the company must pay on taxable income generated during 
the year. Th ere are literally hundreds of accounting areas in 
which income is taxed by the taxing authorities in a diff erent 
year than the year in which the income is reported to fi nancial 
statement users on the income statement. Th e details of de-
ferred income tax accounting are among the most complicated 
issues covered in intermediate accounting courses.

F Y I
The value of the deferred tax asset depends on your having 
other investment income in the future against which the loss 
on the mutual fund shares can be offset. Thus, accounting for 
deferred tax assets is complicated by the fact that one must 
make an assumption about the likelihood that a company will 
have enough taxable income in the future to be able to take 
advantage of the deferred tax benefi t.

R E M E M B E R  T H I S

  The amount of sales tax collected is reported as a liability until the funds are forwarded 
to the appropriate government agency.
  When properly taxes are paid in advance, the amount is reported as a prepaid asset 
until the time period covered by the properly tax has expired.
  Reported income tax expense is not merely the amount of income tax that a company 
legally owes for a given year.
  Because of differences between fi nancial accounting rules and income tax rules, 
revenues and expenses can enter into the computation of income in different years for 
fi nancial accounting purposes and for income tax purposes.
  Proper accounting for deferred income taxes ensures that reported income tax 
expense for a year represents all of the income tax consequences arising from trans-
actions undertaken during the year.
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L O  3   Contingencies
WHAT  Distinguish between contingent items that should be recognized in the fi nancial statements 

and those that should be merely disclosed in the fi nancial statement notes.
WHY  Business happens in an environment of uncertainty and accounting rules for contingent items 

dictate how the amounts of these potential obligations should be reported in the fi nancial 
statements. 

HOW  A contingent liability is reported in the balance sheet as a liability and in the income statement 
as a loss when the odds that the amount will actually have to be paid become probable. If the 
odds are only possible, then the contingent liability is not reported in the fi nancial statements 
themselves but is instead disclosed in the notes to the fi nancial statements.

Dear Yo Company makes its money through investments. In the most recent year, Dear Yo made $300,000 of income 
before income taxes. Of this amount, $200,000 was from interest and dividend revenue; income taxes on this $200,000 
must be paid immediately. Th e other $100,000 in income was from an increase in the value of one of Dear Yo’s investments. 
Income tax on this $100,000 gain is not to be paid until the investment is sold; as of the end of the year, Dear Yo still owned 
the investment. Dear Yo’s income tax rate is 40%.

1 What is Dear Yo’s income tax expense for the year?
2 What is Dear Yo’s net income (after income taxes) for the year?

 S O L U T I O N …

1 Income tax expense

Current income tax expense ($200,000 × 0.40) $  80,000
Deferred income tax expense ($100,000 × 0.40)     40,000
Income tax expense $120,000

2 Net income (after income taxes)

Income before income taxes $300,000
Income tax expense   120,000
Net income $180,000

D O  T H I S . . .

Dear Yo Compa
before income ta
must be paid imm

D O  T H

By its very nature, business is full of uncertainty. As discussed in relation to employee compensa-
tion and taxes, proper recording of an expense in the current period frequently requires making 
estimates about what will occur in future periods. Sometimes the very existence of an asset or 
liability depends on the occurrence, or nonoccurrence, of a future event. In accounting terms, a 
contingency is an uncertain circumstance involving a potential gain or loss that will not be resolved 
until some future event occurs. Here, we discuss the conceptual issues associated with contingencies 
and the accounting for events for which the outcome is uncertain.

If you were a fi nancial statement user, would you want to be informed of events known to 
management that might have an adverse eff ect on the company’s future? Consider as an example a 
lawsuit fi led against a company. Because litigation can take years, how should that company account 

contingency Circumstances involving 
potential losses or gains that will not 
be resolved until some future event 
occurs.
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for the possibility of a loss? Would you want the company to wait until the lawsuit is resolved before 
informing fi nancial statement users of the litigation? Of course not. You would want to know about 
the lawsuit if the outcome could potentially materially aff ect the operations of the company. But 
would you want to know about every lawsuit fi led against the company? Probably not.

Accounting standard-setters have addressed this issue and determined that the proper dis-
closure for a contingency depends upon the assessed outcome. First, accounting standard-setters 
determined that accounting for contingent gains is, in most cases, inappropriate. Contingent gains 
are typically not accounted for until the future event relating to the contingent gain resolves it-
self. Contingent liabilities are to be accounted for diff erently depending on an assessment of the 
likely outcome of the contingency. Exhibit 8.3 contains the relevant terms, defi nitions, and proper 
accounting for contingent liabilities.

If you think about it, this probability spectrum makes a great deal of sense. For example, if it 
is likely that your company will lose a lawsuit in which it is the defendant, then it would be ap-
propriate to account for that outcome now by recognizing a loss and establishing a payable. If the 
likelihood of your company losing the case is slight, then it makes sense to do nothing. And if you 
are unsure of the outcome, then disclosure in the notes seems appropriate.

Th e problem in implementing these terms relates to assessing the likelihood of an outcome. Who 
is to say if your company will lose a lawsuit? Th e company must obtain objective assessments as to 
the possible outcome of future events. In the case of litigation, the company would ask its attorneys 
about the possible outcome. Th e fi rm auditing the company might use its own attorneys to assess the 
possible outcome. In any case, companies are required to make objective assessments as to the likely 
outcome of contingent events and then account for those events based on that assessment.

Wal-Mart’s 2009 Form 10-K contains the company’s disclosure relating to contingen-
cies. At the time, the company was involved in several lawsuits regarding labor laws, gender 
discrimination, and hazardous materials. Wal-Mart gave a 
broad summary of these items in a little less than two pages 
of text. Contrast Wal-Mart’s disclosure with the 2008 dis-
closure provided by Altria Group, the parent of tobacco 
company Philip Morris, relating to its involvement in on-
going tobacco litigation. The company provided over 14 
pages of disclosure relating to its potential tobacco-related 
liability.

Environmental Liabilities
Environmental liabilities have gained increasing attention of late because of their potential mag-
nitude. Environmental liabilities are obligations incurred because of damage done by companies 
to the environment. Common environmental liabilities include cleanup costs associated with oil 
spills, toxic waste dumps, or air pollution. Th ese liabilities are usually brought to the company’s 
attention as a result of fi nes or penalties imposed by the federal government or when damage that 

environmental liabilities Obligations 
incurred because of damage done to 
the environment.

Why might a company hesitate to assess the likelihood of losing 
an ongoing lawsuit as being probable? If you were the attorney 
for the plaintiff, how could you use the resulting information 
from the fi nancial statements?

S T O P  &  T H I N K
Why

E X H I B I T  8 . 3  A c c o u n t i n g  f o r  C o n t i n g e n t  L i a b i l i t i e s

Term Defi nition Accounting

Probable The future event is likely to occur. Estimate the amount of the contingency and 
make the appropriate journal entry; provide 
detailed disclosure in the notes.

Reasonably possible The chance of the future event occurring is 
more than remote but less than likely.

Provide detailed disclosure of the possible 
liability in the notes.

Remote The chance of the future event occurring is slight. No disclosure required.
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is caused by the company is recognized. Although the account-
ing and disclosures associated with environmental liabilities fall 
under the guidelines for contingencies discussed in the previous 
section, environmental liabilities present a unique problem.

In the case of a lawsuit, one can typically make a reason-
able estimate as to the upper bound of the potential settlement. 
For example, if your company is being sued for $4 million, it is 
unlikely that any potential settlement will be higher than that 
amount. In the case of environmental liabilities, it is often very 
diffi  cult to estimate the cost of environmental cleanup. Th us, 
while the company may deem it probable that a liability exists, 
estimating that liability can be diffi  cult. Recall that the contin-
gency standard requires a liability to be recorded on the compa-
ny’s books if it is probable and estimable. If a potential liability 
is possible and estimable, the standards require note disclosure.

What about the situation where a potential liability is prob-
able but cannot be estimated with much accuracy, as is often 
the case with environmental liabilities? Obviously, if a company 
cannot estimate a probable obligation, it makes sense to provide 
extensive note disclosure. Most companies will estimate at least 
a minimum amount and provide note disclosure as to the pos-

sibility of additional costs. As an illustration, ExxonMobil disclosed the information in Exhibit 8.4 
in its 1991 and 2008 annual reports in connection with lawsuits fi led as a result of the Exxon Valdez 
oil spill. Note that in 1991, the company sounds quite optimistic that it has settled the bulk of the 
claims related to the oil spill and that any further claims “will not have a materially adverse eff ect” 
upon the company. Th is optimistic disclosure in 1991 is particularly interesting in light of the fact 
that it wasn’t until 2008 that the Supreme Court fi nally capped the punitive damage amount at 
$507 million as discussed in the 2008 disclosure.

Companies must estimate at least a minimum cost and provide ad-
ditional notes when they are responsible for damage to the environ-
ment, such as cleanup costs associated with oil spills.

©
 N

AT
AL

IE
 B

. F
O

BE
S/

N
G

S
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 C o n c e r n i n g  E x x o n  V a l d e z  O i l  S p i l l

Disclosure in 1991
On March 24, 1989, the Exxon Valdez, a tanker owned by Exxon Shipping Company, a subsidiary of Exxon Corporation, ran aground on Bligh Reef in 
Prince William Sound off the port of Valdez, Alaska, and released approximately 260,000 barrels of crude oil. More than 315 lawsuits, including class 
actions, have been brought in various courts against Exxon Corporation and certain of its subsidiaries.

On October 8, 1991, the United States District Court for the District of Alaska approved a civil agreement and consent decree. . . . These agreements 
provided for guilty pleas to certain misdemeanors, the dismissal of all felony charges and the remaining misdemeanor charges by the United States, 
and the release of all civil claims against Exxon . . . by the United States and the state of Alaska. The agreements also released all claims related to or 
arising from the oil spill by Exxon. . . .

Payments under the plea agreement totaled $125 million—$25 million in fi nes and $100 million in payments to the United States and Alaska for 
restoration projects in Alaska. Payments under the civil agreement and consent decree will total $900 million over a ten-year period. The civil agreement 
also provides for the possible payment, between September 1, 2002, and September 1, 2006, of up to $100 million for substantial loss or decline in 
populations, habitats, or species in areas affected by the oil spill which could not have been reasonably anticipated on September 25, 1991.

The remaining cost to the corporation from the Valdez accident is diffi cult to predict and cannot be determined at this time. It is believed the fi nal 
outcome, net of reserves already provided, will not have a materially adverse effect upon the corporation’s operations or fi nancial condition.

Disclosure in 2008
A number of lawsuits, including class actions, were brought in various courts against Exxon Mobil Corporation and certain of its subsidiaries relating to 
the accidental release of crude oil from the tanker Exxon Valdez in 1989. All the compensatory claims have been resolved and paid. All of the punitive 
damage claims were consolidated in the civil trial that began in 1994. On June 25, 2008, the U.S. Supreme Court vacated the $2.5 billion punitive dam-
age award previously entered by the Ninth Circuit Court of Appeals and remanded the case to the Circuit Court with an instruction that punitive damages 
in the case may not exceed a maximum amount of $507.5 million. Exxon Mobil Corporation recorded an after-tax charge of $290 million in the second 
quarter of 2008, refl ecting the maximum amount of the punitive damages. The parties have fi led briefs in the Ninth Circuit Court of Appeals on the issue 
of post-judgment interest and recovery of costs. Exxon Mobil Corporation recorded an after-tax charge of $170 million in the third quarter of 2008, 
refl ecting its estimate of the resolution of those issues.
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D O  T H I S . . .D O  T H

Describe the appropriate accounting treatment in each of the following three scenarios involving contingent legal 
 liabilities.

1  Adam Simpson Company has been sued by a group of disgruntled employees who have charged the company with 
discriminatory promotion practices. Adam’s legal experts believe that it is possible that the company will lose the lawsuit 
and be required to pay damages of about $200 million.

2  Bud Feller Bank violated federal banking regulations. Bud’s attorneys have concluded that it is probable that the bank will be 
required to pay a fi ne of about $50 million.

3  Iba Spikeway Company has been sued by a group of Renaissance troubadours who object to the company’s dress 
code, which bans the wearing of capes and feathered hats during work hours. The troubadours are seeking damages of 
$75 million. The chances that Iba will have to pay anything on this lawsuit are remote.

 S O L U T I O N …

1  Disclosure. Because this contingent liability is possible, Adam will be required to describe the details of the possible 
liability in the notes to the fi nancial statements.

2  Recognition in the fi nancial statements. Because this contingent liability is probable, Bud will be required to debit 
a loss and credit a liability for $50 million. Th e details of the contingent liability must also be described in a note.

3  Nothing. Because the contingent liability is remote, no accounting action is needed.

L O  4   Capitalize versus Expense
WHAT  Understand when an expenditure should be recorded as an asset and when it should be 

recorded as an expense.
WHY  The accounting treatment that is chosen has a great impact on the reporting company’s 

reported fi nancial position and reported operating performance.
HOW  An expenditure should be reported as an asset when the expenditure is expected to create 

probable benefi t in future periods. If the expected future benefi t is not probable, then the ex-
penditure amount should reported as an expense in the current period. Because of diffi culties 
in applying this conceptual rule in practice, specifi c accounting standards have been created 
in some diffi cult areas.

To this point in the text, we have assumed that the decision of expensing a cost to the income 
statement or capitalizing an expenditure and placing it on the balance sheet as an asset is an easy 
one. In reality, that decision is often diffi  cult and one that makes accounting judgment critical. 

  Contingent liabilities depend on some future event to determine if a liability actually 
exists.

  Companies are required to assess the likelihood of certain future events occurring 
and then, based on that assessment, provide appropriate disclosure.

  If the company deems the future event to be likely, the journal entries are made and 
the liability is accrued.

  If the future event is deemed reasonably possible, note disclosure is required.
  For those events considered remote, no disclosure is required.
  Environmental liabilities represent a case where a liability exists but measurement 
is diffi cult. A minimum liability is typically established along with extensive note 
 disclosure.

R E M E M B E R  T H I S

C
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For example, should a building that cost $1 million and is expected to benefi t 20 future periods 
be capitalized and placed on the balance sheet? Th e answer is pretty clear—of course. What about 
offi  ce supplies that are used this period? Will they benefi t future periods? No, and as a result, the 
costs of those supplies should be expensed. What about research and development costs? Should 
they be capitalized as an asset or expensed to the income statement? Now you see the problem. 
Sometimes it is diffi  cult to determine whether an expenditure will benefi t the future. Exhibit 8.5 
provides an expense/asset continuum that demonstrates the diffi  culty of the decision to capitalize 
or expense a cost.

Th e endpoints of the continuum are easy. Th e decision starts to get fuzzy, though, once you 
leave the endpoints. Do repairs and maintenance benefi t future periods (and therefore need to be 
capitalized), or are they necessary expenditures just to keep a machine running (and should be ex-
pensed)? To illustrate the issues involved in deciding whether an expenditure should be capitalized or 
expensed, two specifi c areas will be discussed—research and development (R&D) and advertising.

Research and Development
Research is an activity undertaken to discover new knowledge that will be useful in developing 
new products, services, or processes. Development involves the application of research fi ndings to 
develop a plan or design for new or improved products and processes. ExxonMobil reports that, 
from 2006 through 2008, it spent an average of $798 million per year on R&D activities.

Because of the uncertainty surrounding the future economic benefi t of R&D activities, the 
FASB decided that research and development expenditures should be expensed in the period in-
curred. Among the arguments for expensing R&D costs is the frequent inability to fi nd a defi -

nite causal relationship between the expenditures and future 
revenues. Sometimes, very large expenditures do not generate 
any future revenue, while relatively small expenditures lead to 
signifi cant discoveries that generate large revenues. Th e FASB 
found it diffi  cult to establish criteria that would distinguish be-
tween those R&D expenditures that would most likely benefi t 
future periods and those that would not. Th is rule leads to a 
systematic overstatement of R&D expenses and a systematic 
understatement of R&D assets.

Th e International Accounting Standards Board (IASB) has established an R&D accounting 
rule that many think is superior to the FASB rule. Th e IASB rule requires research costs to be 
expensed and development costs to be capitalized. Research costs are defi ned as those R&D costs 
incurred before technological feasibility has been established. As the FASB and IASB rules continue 
to converge to one common worldwide standard, it is likely that the FASB will eventually change 
the U.S. rule to be the same as the international rule. But for now, the FASB R&D accounting rule 
continues to require the expensing of all R&D expenditures.

E X H I B I T  8 . 5  E x p e n s e / A s s e t  C o n t i n u u m

Office Supplies Used Repairs Research and
Development

Land and Building

AssetExpense

Would you expect that a rule requiring all fi rms to expense R&D 
outlays would cause R&D expenditures to decrease? Why or 
why not?

S T O P  &  T H I N K
Wou
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D O  T H I S . . .D O  T H

In which one of the following cases should the expenditure be recorded as an expense?

1  Advertising costs involving targeted advertising to customers who have purchased products in the past, allowing the esti-
mation of how many customers will respond favorably to the current advertising effort.

2  Expenditures to develop a new product after technological feasibility has been established. The company uses FASB rules.
3  Expenditures to develop a new product after technological feasibility has been established. The company uses IASB rules.

 S O L U T I O N …

Th e answer is 2.

1  In general, advertising costs are expensed as incurred. However, in special cases of targeted advertising, the future 
benefi t of the advertising is considered to be probable, and the expenditure is initially capitalized (reported as an 
asset).

2  U.S. accounting rules require research and development expenditures to be expensed as incurred. Th e FASB allows 
an exception for R&D to develop computer software (the accounting follows the IASB rule described in the text), 
but that exception is outside the scope of this textbook.

3  According to the IASB, development costs incurred after technological feasibility has been established are to be 
capitalized.

Advertising
Every year in the two weeks of hype preceding the Super Bowl, we hear about the incredible 
number of media people covering the event and about how much money advertisers are paying 
for a 30-second spot during the broadcast. We also hear a little bit about the football teams. With 
advertising costs averaging $3 million for 30 seconds, one has to believe that the advertisers expect 
some future economic benefi t from the advertising. So, should advertising costs be capitalized or 
expensed?

For accounting purposes, the general presumption is that advertising costs should be expensed 
because of the uncertainty of the future benefi ts. However, in selected cases in which the future 
benefi ts are more certain, advertising costs should be capitalized. Th is type of advertising involves 
targeted advertising to customers who have purchased products in the past. Such advertising is also 
characterized by the ability to estimate how many customers will respond favorably.

As these discussions of R&D and advertising illustrate, capitalize-or-expense decisions can 
be quite diffi  cult from a conceptual standpoint. Th e general rule of thumb is that, when there is 
signifi cant uncertainty about whether an expenditure should be capitalized or expensed, expense it. 
Th is approach is in line with the traditional conservatism of accounting, but be aware that it can 
result in a signifi cant understatement of the economic assets of a company.

  Conceptually, a cost should be recorded as an asset whenever it has a probable 
future economic benefi t.

  In practice, it is frequently quite diffi cult to tell when a cost should be recorded as an 
asset (capitalized) and when it should be recorded as an expense.

  In some areas, such as research and development (R&D) and advertising, specifi c 
accounting rules have been developed to create more uniformity about which costs 
should be expensed and which should be capitalized.

R E M E M B E R  T H I S

C
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L O  5
   Summarizing Operations 

on an  Income Statement
WHAT  Prepare an income statement summarizing operating activities as well as other revenues and 

expenses, extraordinary items, and earnings per share.
WHY  The income statement items are presented in a particular sequence in order to highlight 

important quantities and important relationships.
HOW  For a company that sells a product or service, the most important relationship in the income 

statement is between sales and cost of goods (or services) sold. Operating income is also 
highlighted in the income statement because it shows how the company has done in running 
its core business operations. Extraordinary items are clearly separated so that fi nancial state-
ment users can know that these items are not expected to recur in the future.

Having now completed our discussion of operating revenues and expenses (in Chapters 6, 7, and 
thus far in 8), you are ready to examine an income statement, such as the one in Exhibit 8.6, and 
see how operating results are communicated to investors and creditors. Th e numbers in the income 
statement do not relate to any previous examples; they are shown here for illustrative purposes only. 
Th is income statement shows that with net sales revenue of $2,475,000, P & L Company had 
net income of $385,000. Th e income statement classifi es and accounts for the other $2,090,000 
($2,475,000 – $385,000). Sales revenue, cost of goods sold, and operating expenses (which are sep-
arated into selling expenses and general and administrative expenses on the income statement) have 
already been explained. It is important to note that operating income of $726,000 shows how much 
P & L Company earned from carrying on its major operations. Th ese items constitute the major 
ongoing components of the income statement. Items shown at the bottom of the income statement 
are not part of the main operations of the business or are unusual and nonrecurring in nature.

Other Revenues and Expenses
Other revenues and expenses are those items incurred or earned from activities outside of, or 
peripheral to, the normal operations of a fi rm. For example, a manufacturing company that receives 
dividends from its investments in the stock of another fi rm would show those dividend revenues as 
“Other Revenues and Expenses.” Th is way, investors can see how much of a fi rm’s income is from 
its major operating activity and how much is from peripheral activities, such as investing in other 
companies. Th e most common items reported in this section are interest and investment revenues 
and expenses. Th e other revenues and expenses category also includes gains and losses from the sale 
of assets other than inventory, such as land and buildings.

Extraordinary Items
Th e extraordinary items section of an income statement is reserved for reporting special non-
operating gains and losses. Th is category is restrictive and includes only those items that are (1) 
unusual in nature, (2) infrequent in occurrence, and (3) material in amount. Th ey are separated 

from other revenues and expenses so that readers can identify 
them as onetime, or nonrecurring, events. Extraordinary items 
are rare but can include losses or gains from fl oods, fi res, earth-
quakes, and so on. For example, in 1980 when Mount St. Hel-
ens erupted in Washington, mudslides and fl ooding adversely 
aff ected much of Weyerhaeuser Company’s timberlands. 
Weyerhaeuser reported an extraordinary loss of $66.7 million 
in 1980 to cover standing timber, buildings, equipment, and 
other damaged items. Interestingly enough, the attack on the 
World Trade Center in September of 2001 was not accounted 

other revenues and expenses 
Items incurred or earned from activi-
ties that are outside of, or peripheral 
to, the normal operations of a fi rm.

extraordinary items Nonoperating 
gains and losses that are unusual in 
nature, infrequent in occurrence, and 
material in amount.

F Y I
Another item that is reported in a separate section of the income 
statement relates to discontinued operations. When a company 
decides to cease the operations of a segment or a division, it 
must provide careful disclosure as to the past profi tability of the 
segment.
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E X H I B I T  8 . 6  S a m p l e  I n c o m e  S t a t e m e n t

P & L Company
Income Statement

For the Year Ended December 31, 2012

Revenues:

 Gross sales revenue. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $2,500,000

 Less: Sales returns  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (12,000)

 Less: Sales discounts  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     (13,000)

 Net sales revenue  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $2,475,000

Cost of goods sold  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   1,086,000

Gross margin  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,389,000

Operating expenses:

 Selling expenses:

  Sales salaries expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $200,000

  Sales commissions expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60,000

  Advertising expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 45,000

  Delivery expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     14,000

   Total selling expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $   319,000

 General and administrative expenses:

  Administrative salaries expense. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $278,000

  Rent expense, offi ce equipment. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 36,000

  Property tax expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 22,000

  Miscellaneous expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .       8,000

   Total general and administrative expenses  . . . . . . . . . . . . . . . . . . . . . . . . . . .      344,000

   Total operating expenses. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .      663,000

Operating income  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $   726,000

Other revenues and expenses:

 Dividend revenue . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $       5,000

 Gain on sale of land . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,000

 Interest expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .       (85,000)

  Net other revenues and expenses  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .       (76,000)

Income from operations before income taxes  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $   650,000

Income taxes on operations (30%)  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .      195,000

Income before extraordinary item . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $   455,000

Extraordinary item:

 Flood loss . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  (100,000)

 Income tax effect (30%)  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .        30,000       (70,000)

Net income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $   385,000

Earnings per share (100,000 shares outstanding):

 Income before extraordinary item  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 4.55

 Extraordinary loss  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   (0.70)

Net income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 3.85
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for as an extraordinary item. Accounting standard-setters determined that the economic eff ects 
of the World Trade Center attack were so pervasive as to make it impossible to separate the direct 
costs stemming from the attack from the economic costs (including lost revenue) created by the 
transformation of the economic landscape created by the attack.

If a fi rm has an extraordinary loss, its taxes are lower than they would be on the basis of ordi-
nary operations. P & L Company, for example, actually paid only $165,000 ($195,000 based on 
operations less a $30,000 tax benefi t from the extraordinary loss) in taxes. On the other hand, if a 
fi rm has an extraordinary gain, its taxes are increased. Th erefore, to ensure that the full eff ect of the 
gain or loss is presented, extraordinary items are always shown together with their tax eff ects so that 
a net-of-tax amount can be seen. Th us, income tax expense may appear in two places on the income 
statement: below operating income before income taxes and in the extraordinary items section.

Earnings per Share
As noted in Chapter 2, a company is required to show earnings per share (EPS) on the income 
statement. If extraordinary items are included on the income statement, a fi rm will report EPS 
fi gures on income before extraordinary items, on extraordinary items, and on net income. Earnings 
per share is calculated by dividing a fi rm’s net income by the number of shares of stock outstanding 
during the period. Exhibit 8.6 assumes that 100,000 shares of stock are outstanding. Earnings per 
share amounts are important because they allow potential investors to compare the profi tability of 
all fi rms, whether large or small. Th us, the performance of a company earning $200 million and 
having 200,000 shares of stock outstanding can be compared with a company earning $60,000 and 
with 30,000 shares outstanding.

Income statements will often report two EPS fi gures—basic and diluted. Th e basic earnings 
per share fi gure is based on historical information. Th e diluted earnings per share number considers 
stock transactions that might occur in the future, the most common example being the exercise of 
stock options. Consider the following simplifi ed example.

Burt Company reported net income for the year 2012 of $300,000. As of January 1, Burt had 
100,000 shares of stock outstanding; those shares of stock were outstanding throughout the year. 
In addition, as of January 1, Burt had stock options outstanding that allowed certain executives to 
receive 50,000 shares of stock for free at a time of their choosing. As of December 31, the executives 
had not yet exercised the options.

Burt will compute two EPS numbers for 2012. Th e basic earnings per share is a straight-
forward computation based on Burt’s reported net income and number of shares outstanding during 
the year. In this case, basic EPS is $3.00 per share ($300,000 net income/100,000 shares outstand-
ing). Burt also computes diluted earnings per share. Th e diluted EPS number can be thought of 
as the earnings per share that would have been earned by each owner of one share if the holders 
of favorable contracts, like the stock options in Burt’s case, had decided to exercise their rights at 
the beginning of the year. Th e diluted EPS number is really a future-oriented number; it gives the 
shareholders an indication of what their earnings per share next year might be if existing contracts, 
such as the options in this case, are exercised and new shares are issued. Here, the diluted EPS 
is $2.00 per share [$300,000/(100,000 shares + 50,000 potential shares)]. Options are just one 
example of contracts that can “dilute” the earnings per share of existing shareholders; another exam-
ple is bonds (basically corporate IOUs) that can be converted into shares of stock (see Chapter 10).

Differing Income Statement Formats
Th e income statement featured in Exhibit 8.6 demonstrates detailed disclosure of a company’s 
operations. Most companies do not provide that level of detail. Th e information contained in in-
come statements varies from company to company. For example, while Wal-Mart summarizes the 
results of its operations in 19 lines, Microsoft’s income statement has only 11 lines. AT&T presents 
detailed revenue fi gures on the face of its income statements for each of its fi ve operating segments 
(wireless service, voice, data, directory, and other). Ford Motor Company provides detail in its 

earnings per share (EPS) The 
amount of net income (earnings) 
related to each share of stock; 
computed by dividing net income 
by the number of shares of stock 
outstanding during the period.

basic earnings per share An earn-
ings per share fi gure that divides net 
income by the number of shares of 
stock outstanding.

diluted earnings per share An earn-
ings per share fi gure that considers 
the effect on net income and shares 
outstanding of events that will likely 
occur in the future.
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S L O 1   Account for the various components of employee compensation expense. Total employee com-

pensation can involve some or all of the following:

• Payroll
• Compensated absences
• Bonuses
• Stock options
• Postemployment benefi ts
• Pensions
• Postretirement benefi ts other than pensions

L O 2   Compute income tax expense, including appropriate consideration of deferred tax items.

• Sales tax—Reported as a liability until the funds are forwarded to the appropriate government agency.
•  Property tax—When paid in advance, the amount is reported as a prepaid asset until the time period covered by the 

property tax has expired.
•  Income tax—Deferred income taxes are included to ensure that reported income tax expense for a year represents all of 

the income tax consequences arising from transactions undertaken during the year.

L O 3   Distinguish between contingent items that should be recognized in the fi nancial statements 
and those that should merely be disclosed in the fi nancial statement notes.

• Probable—expense and liability estimates recognized
• Possible—note disclosure required
• Remote—no disclosure required
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income statements as to the operations of its two very diff erent lines of business—automotive and 
fi nancial services. Keep in mind that the format of the income statement will vary across companies 
but the information contained in the income statement is the same—revenues and expenses.

  The results of operating activities are summarized and reported on an income 
statement.
  On an income statement, cost of goods sold is subtracted from net sales to arrive at 
gross margin, or the amount a company marks up its inventory.
  Operating expenses are then subtracted from gross margin to arrive at operating 
income.
  Nonoperating items, such as other revenues and expenses, extraordinary items, and 
earnings per share, are reported on the income statement below operating income.

R E M E M B E R  T H I S

T

S T U DY        R E V I E W
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L O 4   Understand when an expenditure should be recorded as an asset and when it should be 
recorded as an expense.

•  Conceptually, a cost should be recorded as an asset whenever it has a probable future economic benefi t.
•  In practice, it is frequently quite diffi cult to tell when a cost should be recorded as an asset (capitalized) and when it should 

be recorded as an expense.
•  In some areas, such as research and development (R&D) and advertising, specifi c accounting rules have been developed 

to create more uniformity about which costs should be expensed and which should be capitalized.

L O 5   Prepare an income statement summarizing operating activities as well as other revenues and 
expenses, extraordinary items, and earnings per share.

•  On an income statement, cost of goods sold is subtracted from net sales to arrive at gross margin, or the amount a 
company marks up its inventory.

• Operating expenses are then subtracted from gross margin to arrive at operating income.
•  Nonoperating items, such as other revenues and expenses, extraordinary items, and earnings per share, are reported on 

the income statement below operating income.

K e y  T e r m s  &  C o n c e p t s

basic earnings per share, 352
bonus, 335
contingency, 344
defi ned benefi t plan, 337
defi ned contribution plan, 336

diluted earnings per share, 352
earnings per share (EPS), 352
employee stock options, 335
environmental liabilities, 345
extraordinary items, 350

other revenues and expenses, 350
pension, 336
postemployment benefi ts, 336
sales tax payable, 340
Social Security (FICA) taxes, 333

R e v i e w  P r o b l e m

The Income Statement
From the following information, prepare an income statement for Southern Corporation for the year ended December 31, 
2012. Assume that there are 200,000 shares of stock outstanding.

Sales Returns . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $     50,000
Sales Discounts  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 70,000
Gross Sales Revenue. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9,000,000
Flood Loss  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80,000
Income Taxes on Operations  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 500,000
Administrative Salaries Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 360,000
Sales Salaries Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 800,000
Rent Expense (general and administrative). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 32,000
Utilities Expense (general and administrative). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,000
Supplies Expense (general and administrative) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 16,000
Delivery Expense (selling). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,300
Payroll Tax Expense (selling). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,000
Automobile Expense (general and administrative) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,800
Insurance Expense (general and administrative) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 34,000
Advertising Expense (selling)  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 398,000
Interest Revenue . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,000
Interest Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 92,000
Insurance Expense (selling) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7,000
Entertainment Expense (selling) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7,200
Miscellaneous Selling Expenses  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15,000
Miscellaneous General and Administrative Expenses  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,800
Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,950,000
Tax rate applicable to fl ood loss . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30%
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Solution
Th e fi rst step in preparing an income statement is classifying items, as follows:

Revenue Accounts

Sales Returns. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $     50,000
Sales Discounts . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 70,000
Gross Sales Revenue . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9,000,000

Cost of Goods Sold Accounts

Cost of Goods Sold  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $5,950,000

Selling Expense Accounts

Sales Salaries Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $800,000
Delivery Expense. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,300
Payroll Tax Expense. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,000
Advertising Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 398,000
Insurance Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7,000
Entertainment Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7,200
Miscellaneous Selling Expenses  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15,000

General and Administrative Expense Accounts

Administrative Salaries Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $360,000
Rent Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 32,000
Utilities Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,000
Supplies Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 16,000
Automobile Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,800
Insurance Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 34,000
Miscellaneous General and Administrative Expenses  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,800

Other Revenue and Expense Accounts

Interest Revenue  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  6,000
Interest Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 92,000

Miscellaneous Accounts

Income Taxes on Operations . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $500,000

Extraordinary Item Accounts

Flood Loss  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $80,000
Tax rate  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30%
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Once the accounts are classifi ed, the income statement is prepared by including the accounts in the following format:
 Net Sales Revenue (Gross Sales Revenue − Sales Returns − Sales Discounts)
− Cost of Goods Sold
= Gross Margin
− Selling Expenses
− General and Administrative Expenses 
= Operating Income
+/− Other Revenues and Expenses (add Net Revenues, subtract Net Expenses)
= Income before Income Taxes
− Income Taxes on Operations
= Income before Extraordinary Items
+/− Extraordinary Items (add Extraordinary Gains, subtract Extraordinary Losses, net of applicable taxes)
= Net Income

After net income has been computed, earnings per share is calculated and added to the bottom of the statement. It is 
important that the proper heading be included.

Southern Corporation
Income Statement

For the Year Ended December 31, 2012

Revenues:
 Gross sales revenue. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $9,000,000
 Less: Sales returns  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .       (50,000)
 Less: Sales discounts  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .       (70,000)
  Net sales revenue. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $8,880,000
Cost of goods sold  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   5,950,000

Gross margin  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $2,930,000
Operating expenses:
 Selling expenses:
  Sales salaries expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $800,000
  Delivery expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,300
  Payroll tax expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,000
  Advertising expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 398,000
  Insurance expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7,000
  Entertainment expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7,200
  Miscellaneous expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     15,000
   Total selling expenses $1,239,500
 General and administrative expenses:
  Administrative salaries expense. . . . . . . . . . . . . . . . . . . . . . . . $360,000
  Rent expense. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 32,000
  Utilities expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,000
  Supplies expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 16,000
  Automobile expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,800
  Insurance expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 34,000
  Miscellaneous expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     10,800
   Total general and administrative expenses  . . . . . . . . . . . . . .      460,600
   Total operating expenses. . . . . . . . . . . . . . . . . . . . . . . . . . .   1,700,100

Operating income  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,229,900
Other revenues and expenses:
 Interest revenue. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $       6,000
 Interest expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .       (92,000)
  Net other revenues and expenses  . . . . . . . . . . . . . . . . . . . . . .       (86,000)



Income from operations before income taxes  . . . . . . . . . . . . . . . . . $1,143,900
Income taxes on operations . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .      500,000

Income before extraordinary item . . . . . . . . . . . . . . . . . . . . . . . . . . $   643,900
Extraordinary item:
 Flood loss . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $    (80,000)
 Income tax effect (30%) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .        24,000       (56,000)

Net income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $   587,900
Earnings per share:
 Before extraordinary items . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 3.22   ($643,900 ÷ 200,000 shares)
 Extraordinary loss  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   (0.28)  ($  56,000 ÷ 200,000 shares)

Net income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 2.94   ($587,900 ÷ 200,000 shares)

  P U T  I T  O N  PA P E R

D i s c u s s i o n  Q u e s t i o n s

 1. Why is the accounting for payroll-related liabilities 
more complicated than the accounting for other current 
liabilities?

 2. If the period of time covered by a company’s payroll 
does not coincide with the last day of the year for fi nan-
cial reporting, how is accounting for the payroll aff ected 
by this situation?

 3. What is a compensated absence?
 4. What danger is there in basing a manager’s bonus on 

reported net income?
 5. Why might a company off er stock options to an 

employee instead of simply paying the employee cash?  
Why might the employee accept stock options instead 
of asking to be paid in cash?

 6. For a stock option to be valuable at some future point in 
time, what must happen to the company’s stock price?

 7. Severance benefi ts resulting from a company restructur-
ing are reported as an expense in the period that the 
employees are terminated rather than when the benefi ts 
are actually paid. Why?

 8. What is the diff erence between a defi ned contribution 
pension plan and a defi ned benefi t pension plan?

 9. How is a company’s pension obligation reported in its 
balance sheet?

10. List and briefl y discuss the three components of pension 
expense discussed in the chapter. 

11. In what ways do postretirement health-care and life insur-
ance benefi t plans diff er from postretirement pension plans?

12. Why is an end-of-year adjusting entry for property taxes 
often necessary?

13. In your opinion, what is the primary objective of deter-
mining pretax fi nancial accounting income? How does 
this objective diff er from the objectives of determining 
taxable income as defi ned by the IRS?

14. When and how does a company record the amount owed 
to the government for income taxes for a given year?

15. What causes deferred income taxes?
16. What is the diff erence between a “contingent liability” 

and a “liability”?
17. Escalating environmental liabilities are a major concern 

of companies today. How does a company know when 
to record such liabilities?

18. Many companies spend a tremendous amount of 
money on research and development costs to continu-
ously develop new products. How are such R&D costs 
accounted for?

19. XYZ Corporation pays for advertising costs all the time. 
Sometimes the company records these payments as 
assets, and sometimes it records them as expenses. Why 
would XYZ use diff erent accounting treatments?

20. What types of items would be included on an income 
statement as “other revenues and expenses”?

21. More than ever before, tremendous attention is being 
paid to a company’s earnings per share number. Why do 
you think investors and creditors pay so much attention 
to earnings per share?
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Salaries Expense Calculation
Using the following data, compute salaries expense.

State withholding taxes payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  6,100
FICA taxes payable, employer. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,503
Salaries payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 59,647
Federal unemployment taxes payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 720
Federal withholding taxes payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12,750
State unemployment taxes payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,380
FICA taxes payable, employees  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,503

Salaries Expense Journal Entry
Refer to the data in PE 8-1. Make the journal entry necessary to record salaries expense for the 
period.

Payroll Tax Expense Calculation
Refer to the data in PE 8-1. Compute payroll tax expense.

Payroll Tax Expense Journal Entry
Refer to the data in PE 8-1. Make the journal entry necessary to record payroll tax expense for the 
period.

Salaries and Payroll Tax Payments
Refer to the data in PE 8-1. Make the journal entries necessary to record the payment of the payable 
accounts related to salaries expense and payroll tax expense to (1) the federal government, (2) the 
state government, and (3) the employees.

Accruing Compensated Absences
Assume an employee earns $300 per day and accrues one sick day each month. Make the journal 
entry necessary at the end of the quarter to record the accrual of the sick days during the quarter.

Using Compensated Absences
Th e employee mentioned in PE 8-6 used two sick days. For simplicity, combine the various taxes 
into one account called “Various Taxes Payable.” Th e eff ective tax rate for all of the various taxes is 
25%. Make the journal entry necessary to record the use of the sick days.

Accounting for Employee Stock Options
An employee receives stock options as part of her compensation package. Th ose options allow the 
employee to purchase 1,000 shares of stock for $40 per share. If after one year the stock price has 
increased to $58 per share and the employee elects to exercise all of her stock options, how much 
will the employee net from the options?

P r a c t i c e  E x e r c i s e s
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Postemployment Benefi ts
Because of a drop in demand for its products, Company A found it necessary to lay off  200 em-
ployees. Th e employment contract grants termination benefi ts worth an estimated $12,000 to each 
employee. Make the journal entry necessary to record the termination of the employees.

Pension Terminology
Identify which one of the following terms correctly matches the following defi nition: Th e amount 
a company’s pension obligation increases as a result of employees working and earning more 
 benefi ts.

a. Pension fund
b. Pension-related interest cost
c. Service cost
d. Pension expense
e. Return on pension fund

Net Pension Asset/Liability
Companies A, B, and C report the following information:

A B C

Pension benefi t obligation  . . . . . . . . . . . . . . . . . . . . . . . . . . . . $3,920 $  9,230 $1,302
Service cost . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 235 500 150
Pension fund assets  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,004 11,023 1,350
Expected return on pension fund assets  . . . . . . . . . . . . . . . . . . 200 1,000 120

For each of the companies, determine the amount of the net pension asset/liability. Be sure to 
specify whether the amount is an asset or a liability.

Pension Expense
Using the following numbers, compute pension expense.

Expected return on fund assets  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $   495
Pension benefi t obligation  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,200
Service cost . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 345
Interest cost . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 380
Pension fund assets  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,100

Sales Tax
Periwinkle Company sold merchandise for $448; this price does not include sales tax. Th e state sales 
tax rate is 6.25%. Make the journal entry necessary to record this transaction.

Property Taxes
Azure Company paid $10,800 in advance for one year of property taxes on September 24. Th e prop-
erty taxes are for the one-year period beginning October 1. Make the journal entries necessary to 
record (1) the payment of the property taxes and (2) the year-end adjusting entry on December 31.
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Income Tax Expense
Which one of the following statements correctly describes income tax expense?

a. Th e amount of cash paid for income taxes during the year
b. Th e amount of income tax owed as of the end of the year
c. Th e amount of cash that will be paid for income taxes next year
d. Th e amount of income taxes attributable to the income earned during the year
e. Th e amount of income taxes payable as reported in a company’s income tax return

Deferred Tax Liability
Mauve Company invested $6,000 in a mutual fund on April 1. By December 31, the value of the 
mutual fund had increased to $7,300, and the company did not sell any portion of the mutual 
fund during the year. Th e company’s income tax rate is 30%. Prepare the journal entry necessary to 
record the deferred income tax liability.

Deferred Tax Assets
Shiraz Company invested $12,100 in a mutual fund on August 1. By December 31, the value of 
the mutual fund had declined to $8,800, and the company did not sell any portion of the mutual 
fund during the year. Th e company’s income tax rate is 35%. Prepare the journal entry necessary to 
record the deferred income tax asset.

Contingent Liabilities
Which one of the following correctly describes the circumstances in which a contingent liability 
should be recognized as a liability in the fi nancial statements?

a. Th e chance of the future event occurring is remote.
b. Th e chance of the future event occurring is possible.
c. Th e chance of the future event occurring is probable.
d. Th e chance of the future event occurring is slight.
e. Th e chance of the future event occurring is more likely than not.

Capitalize versus Expense
Which one of the following statements is correct?

a. When there is signifi cant uncertainty about whether an expenditure should be capital-
ized or expensed, capitalize it.

b. When there is signifi cant uncertainty about whether an expenditure should be capital-
ized or expensed, expense it.

c. Generally, advertising costs are capitalized because it is easy for fi rms to trace advertising 
dollars spent to revenue generated from such advertisements.

d. Expenditures made for equipment and buildings should be expensed in the period of the 
purchase.

e. Research and development expenditures are typically capitalized in the period in which 
they are incurred.

Income Statement Classifi cation
Using the following data, prepare a classifi ed income statement. Th e income tax rate on all items is 
25%. (Hint: Net income is $52,050.)
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Advertising expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $   4,000
Sales returns  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000
Cost of goods sold  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80,000
Dividend revenue. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000
Gain on sale of equipment  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,000
Interest expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000
Rent expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,600
Sales discounts. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,000
Salaries expense. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 11,000
Gross sales  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 215,000
Tornado loss . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000

Earnings per Share
Saratoga Company had 650,000 shares of stock outstanding throughout the year. In addition, as of 
January 1 the company had issued stock options that allowed employees to receive 75,000 shares of 
stock for free at a time of their choosing in the future. As of the end of the year, none of the options 
had been exercised. Net income for the year was $1,360,000. Compute (1) basic earnings per share 
and (2) diluted earnings per share.

Payroll Accounting
Swordstone Market, Inc., has three employees, Kindal Boyd, Brent Debenham, and Cesar Gaona. 
Summaries of their 2012 salaries and withholdings are as follows:

Employee
Gross 

Salaries
Federal Income 
Taxes Withheld

State Income 
Taxes Withheld

FICA Taxes 
Withheld

Kindal Boyd. . . . . . . . . . . . . . $62,000 $12,400 $2,790 $4,743
Brent Debenham . . . . . . . . . . 57,000 11,400 2,565 4,361
Cesar Gaona. . . . . . . . . . . . . 68,000 13,600 3,060 5,202

1. Prepare the summary entry for salaries paid to the employees for the year 2012.
2. Assume that, in addition to FICA taxes, the employer has incurred $236 for federal un-

employment taxes and $785 for state unemployment taxes. Prepare the summary journal 
entry to record the payroll tax liability for 2012, assuming no taxes have yet been paid.

3.  Interpretive Question: What other types of items are frequently withheld from employ-
ees’ paychecks in addition to income taxes and FICA taxes?

Bonus Computation and Journal Entry
Chris Anger is the president of Anger Company, and his brother, George Anger, is the vice presi-
dent. Th eir compensation package includes bonuses of 5% for Chris Anger and 4% for George 
Anger of net income that exceeds $325,000. Net income for the year 2012 has just been computed 
to be $745,000.

1. Compute the amount of bonuses to be paid to Chris and George Anger.
2. Prepare the journal entries to record the accrual and payment of the bonuses. Summarize 

all withholding taxes related to the bonuses in an account called Various Taxes Payable. 
Taxes payable on the bonuses total $8,400 for Chris and $6,720 for George.

E x e r c i s e s
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Stock Options: Fair Value Method
On January 1, 2012, Magily Company established a stock option plan for its senior employees. A 
total of 60,000 options were granted that permit employees to purchase 60,000 shares of stock at 
$48 per share. Each option had a fair value of $11 on the date the options were granted. Th e market 
price for Magily stock on January 1, 2012, was $50. Th e employees are required to remain with 
Magily Company for the entire year of 2012 in order to be able to exercise these options.

Compute the total amount of compensation expense to be associated with these options under 
the fair value method.

Stock Options: Fair Value Method
Refer to the information in E 8-24. If those holding stock options can purchase a share of stock 
for $48 and the market value of a share of stock on January 1, 2012, is $50, how can the option to 
purchase the share be worth $11? What factors would cause the option to be worth more than $2 
($50 – $48)? Remember, the options cannot be exercised until the end of the year.

Pensions on the Balance Sheet
Pension plan information for Brassfi eld Company is as follows:

December 31, 2012
Pension obligation liability . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $4,300,000

December 31, 2012
Pension fund assets. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,640,000

During 2012
Total pension expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 250,000

How will this information be reported on Brassfi eld’s balance sheet as of December 31, 2012?

Computing Pension Expense
Chanelle Company reports the following pension information for 2012:

Pension-related interest cost for the year . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  65,000
Pension fund assets, end of year . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 895,000
Pension obligation liability, end of year . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 930,000
Pension service cost for the year. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 90,000
Return on pension fund assets for the year . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 115,000

1. What pension amount would Chanelle report on its balance sheet as of the end of the 
year?

2. Compute the amount to be reported on the income statement as pension expense for the 
year.

Pension Computations
Th e following pension information is for three diff erent companies. For each company, compute 
the missing amount or amounts.
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Company 1 Company 2 Company 3

Pension fund assets  . . . . . . . . . . . . . . . . . . . . . $100,000 $75,000 $          (e)
Pension obligation liability  . . . . . . . . . . . . . . . . .              (a)      80,000 100,000
Net pension asset (liability). . . . . . . . . . . . . . . . . 20,000           (c)  (25,000)
Pension-related interest cost  . . . . . . . . . . . . . . . 10,000           (d)  20,000
Service cost . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,000 6,000 23,000
Return on pension plan assets  . . . . . . . . . . . . . . 5,000 8,000               (f) 
Net pension expense . . . . . . . . . . . . . . . . . . . . .              (b)      10,000 35,000

Accounting for Property Taxes
In June 2011, Distancia Company received a bill from the county government for property taxes 
on its land and buildings for the period July 1, 2011, through June 30, 2012. Th e amount of the 
tax bill is $24,750, and payment is due August 1, 2011. Distancia Company uses the calendar year 
for fi nancial reporting purposes.

1. Prepare the journal entries to record payment of the property taxes on August 1, 2011.
2. Prepare the adjusting entry for property taxes on December 31, 2011.

Deferred Income Taxes
Yosef Company began operating on January 1, 2012. At the end of the fi rst year of operations, 
Yosef reported $750,000 income before income taxes on its income statement but only $660,000 
taxable income on its tax return. Th is diff erence arose because $90,000 in income earned during 
2012 was not yet taxable according to the income tax regulations. Th e tax rate is 35%.

1. Compute the amount of income tax that Yosef legally owes for taxable income generated 
during 2012.

2. Compute the amount of income tax expense to be reported on Yosef ’s income statement 
for 2012.

3. State whether Yosef has a deferred income tax asset or a deferred income tax liability as of 
the end of 2012. What is the amount of the asset or liability?

Deferred Income Taxes
Joff y Company began operating on January 1, 2012. At the end of the fi rst year of operations, 
Joff y reported $875,000 income before income taxes on its income statement but taxable income 
of $940,000 on its tax return. Th is diff erence arose because $65,000 in expenses incurred during 
2012 were not yet deductible for income tax purposes according to the income tax regulations. Th e 
tax rate is 30%.

1. Compute the amount of income tax that Joff y legally owes for taxable income generated 
during 2012.

2. Compute the amount of income tax expense to be reported on Joff y’s income statement 
for 2012.

3. State whether Joff y has a deferred income tax asset or a deferred income tax liability as of 
the end of 2012. What is the amount of the asset or liability?

Contingent Liabilities
Rayn Company is involved in the following legal matters:

a. A customer is suing Rayn for allegedly selling a faulty and dangerous product. Rayn’s 
attorneys believe that there is a 40% chance of Rayn’s losing the suit.

b. A federal agency has accused Rayn of violating numerous employee safety laws. Th e 
company faces signifi cant fi nes if found guilty. Rayn’s attorneys feel that the company 
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has complied with all applicable laws, and they therefore place the probability of incur-
ring the fi nes at less than 10%.

c. Rayn has been named in a gender discrimination lawsuit. In the past, Rayn has sys-
tematically promoted its male employees at a faster rate than it has promoted its female 
employees. Rayn’s attorneys judge the probability that Rayn will lose this lawsuit at more 
than 90%.

For each item, determine the appropriate accounting treatment.

Classifying Expenditures as Assets or Expenses
Determining whether an expenditure should be expensed or capitalized is often diffi  cult. Consider 
each of the following independent situations and indicate whether you would recommend that the 
cost be expensed or capitalized as an asset. Explain your answer.

1. Splash.com has spent $1.5 million for a 30-second advertisement to be aired during the 
Super Bowl. Th e ad introduces the company’s new Web-based product, and the com-
pany expects the ad to increase sales for at least 18 months.

2. GenChrome has spent $8 million on research related to genetic diseases. Th e company 
expects this research to lead to substantial revenues, beginning in the next year.

3. All Choices is an online catalog sales company. All Choices has just spent $5 million 
designing a targeted advertising campaign that will encourage regular customers of the 
company’s online catalog service to buy new products.

4. Stock Up is an online seller of groceries. Th e company just spent $4 million building a 
new warehouse. Th e warehouse is expected to be useful for the next 15 years.

Preparing an Income Statement
Holdaway Company is preparing fi nancial statements for the calendar year 2012. Th e following 
totals for each account have been verifi ed as correct:

Offi ce Supplies on Hand. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $     820
Insurance Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 540
Gross Sales Revenue. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 34,000
Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 18,300
Sales Returns . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,200
Interest Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 410
Accounts Payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 600
Accounts Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 820
Extraordinary Loss  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,670
Selling Expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 970
Offi ce Supplies Used . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 180
Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 780
Revenue from Investments . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 220

Number of shares of capital stock  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 900

Prepare an income statement. Assume a 35% income tax rate on both income from operations and 
extraordinary items. Include EPS numbers.

Unifying Concepts: The Income Statement
Use the following information to prepare an income statement for Fairchild Corporation for the 
year ended December 31, 2012. You should show separate classifi cations for revenues, cost of goods 
sold, gross margin, selling expenses, general and administrative expenses, operating income, other 
revenues and expenses, income before income taxes, income taxes, and net income. (Hint: Net 
income is $27,276.)
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Sales Returns . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $    4,280
Income Taxes  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 26,000
Interest Revenue . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,400
Offi ce Supplies Expense (general and administrative) . . . . . . . . . . . . . . . . . . . . . . . . . . . 400
Utilities Expense (general and administrative). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,980
Offi ce Salaries Expense (general and administrative)  . . . . . . . . . . . . . . . . . . . . . . . . . . . 12,064
Miscellaneous Selling Expenses  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 460
Insurance Expense (selling)  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,160
Advertising Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,922
Sales Salaries Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 40,088
Sales Discounts  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,644
Interest Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,170
Miscellaneous General and Administrative Expenses  . . . . . . . . . . . . . . . . . . . . . . . . . . . 620
Insurance Expense (general and administrative) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 600
Payroll Tax Expense (general and administrative)  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,600
Store Supplies Expense (selling) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 800
Delivery Expense (selling). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,198
Inventory, January 1, 2012  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 79,400
Sales Revenue  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 395,472
Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 262,610
Purchases  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 230,560
Purchases Discounts . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,050
Inventory, December 31, 2012  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 44,300

Average number of shares of stock outstanding  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,000

Payroll Accounting
Orange County Bank has three employees, Albert Myers, Juan Moreno, and Michi Endo. During Jan-
uary 2012, these three employees earned $6,000, $4,200, and $4,000, respectively. Th e following table 
summarizes the required withholding rates on each individual’s income for the month of January:

Employee
Federal Income Tax 

Withholdings
State Income Tax 

Withholdings FICA Tax

Albert Myers . . . . . . . . . . . . . . . . . . . 33% 3% 7.65%
Juan Moreno . . . . . . . . . . . . . . . . . . . 28 4 7.65
Michi Endo  . . . . . . . . . . . . . . . . . . . . 28 5 7.65

You are also informed that the bank is subject to the following unemployment tax rates on the 
salaries earned by the employees during January 2012:

Federal unemployment tax . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0.8%
State unemployment tax  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3.0%

Required:
1. Prepare the journal entry to record salaries payable for the month of January.
2. Prepare the journal entry to record payment of the January salaries to employees.
3. Prepare the journal entry to record the bank’s payroll taxes for the month of January.

P r o b l e m s
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Determining Payroll Costs
Parley Pharmaceuticals pays its salespeople a base salary of $2,000 per month plus a commission. 
Each salesperson starts with a commission of 1.5% of total gross sales for the month. Th e commis-
sion is increased thereafter according to seniority and productivity, up to a maximum of 5%. Parley 
has fi ve salespeople with gross sales for the month of July and commission rates as follows:

Commission Rate Gross Sales

Jordan  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3.0% $140,000
Alisa. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4.5 200,000
Kasey. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1.5 110,000
Trevor  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5.0 180,000
Chad  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.5 90,000

Th e FICA tax rate is 7.65%. In addition, state and federal income taxes of 20% are withheld from 
each employee.

Required:
1. Compute Parley’s total payroll expense (base salary plus commissions) for the month.
2. Compute the total amount of cash paid to employees for compensation for the month.
3.  Interpretive Question: Briefl y outline the advantages and disadvantages of having no 

income taxes withheld, but instead relying on individual taxpayers to pay the entire 
amount of their income tax at the end of the year when they fi le their tax return.

Stock Options
On January 1, 2012, Guaymas Company established a stock option plan for its senior employees. A 
total of 550,000 options were granted that permit employees to purchase 550,000 shares of stock at 
$23 per share. Each option had a fair value of $6 on the grant date. Th e market price for Guaymas 
stock on January 1, 2012, was $23. Th e employees are required to remain with Guaymas for four 
years (2012, 2013, 2014, and 2015) in order to be able to exercise these options. Guaymas’ net 
income for 2012, before including any consideration of compensation expense, is $870,000.

Required:
1. Compute the compensation expense associated with these options for 2012 under the 

fair value method. Note that the period of time that the employees must work to be able 
to exercise the options is four years.

2.  Interpretive Question: You are a Guaymas stockholder. What objections might you 
have to Guaymas’ employee stock option plan?

Accounting for Pensions
Th e following information is available from John Gammon Company relating to its defi ned benefi t 
pension plan:

Balances as of January 1, 2012:
 Pension obligation liability . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $4,300
 Pension fund assets. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,800

Activity for 2012:
 Service cost  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $   550
 Contributions to pension fund . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 240
 Benefi t payments to retirees . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200
 Return on plan assets. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 340
 Pension-related interest cost. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 344
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Required:
1. Compute the amount of pension expense to be reported on the income statement for 2012.
2. Determine the net pension amount to be reported on the balance sheet at the end of 

the year. Note: Th e benefi t payments to retirees are made out of the pension fund assets. 
Th ese payments reduce both the amount in the pension fund and the amount of the 
remaining pension obligation.

3.  Interpretive Question: You are an employee of John Gammon and have just received the 
above information as part of the company’s annual report to the employees on the status 
of the pension plan. Does anything in this information cause you concern? Explain.

Accounting for Pensions
Marseille Company reported the following information relating to its pension plan for the years 
2010 through 2013:

Year-End 
Obligation

Year-End 
Plan Assets

Interest 
Cost

Service 
Cost

Return on 
Assets

2010 $792,300 $598,700 — — —
2011 846,807 616,044 $71,307 $74,200 $71,844
2012 917,455 643,669 76,213 79,435 73,925
2013 995,026 695,009 82,571 76,300 77,240

Required:
1. Compute the amount of pension expense to be reported on the income statement for 

each of the years 2011 through 2013.
2. Determine the net pension amount to be reported on the balance sheet at the end of each 

year 2010 through 2013. Clearly indicate whether the amount is an asset or a liability.
3. Each year, the amount of the pension obligation is increased by the interest cost and the 

service cost. Th e pension obligation is reduced by the amount of pension benefi ts paid. 
Compute the amount of pension benefi ts paid in each of the years 2011 through 2013.

4. Each year, the amount in the pension fund is increased by contributions to the fund 
and by the return earned on the fund assets. Th e pension fund amount is reduced by the 
amount of pension benefi ts paid. Compute the amount of contributions to the pension 
fund in each of the years 2011 through 2013.

Life Cycle of a Deferred Tax Item
Sandtrap Company recorded certain revenues of $12,000 and $16,000 on its books in 2010 and 2011, 
respectively. However, these revenues were not subject to income taxation until 2012. Company records 
reveal pretax fi nancial accounting income and taxable income for the three-year period as follows:

Financial Income Taxable Income

2010 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $58,000 $46,000
2011 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 51,000 35,000
2012 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 40,000 68,000

Assume Sandtrap’s tax rate is 35% for all periods.

Required:
1. Determine the amount of income tax that will be paid each year from 2010 through 2012.
2. Determine the amount of income tax expense that will be reported on the income state-

ment each year from 2010 through 2012.
3. Compute the amount of deferred tax liability that would be reported on the balance 

sheet at the end of each year.
4.  Interpretive Question: Why would the IRS allow Sandtrap to defer payment of taxes 

on some of the revenue earned in 2010 and 2011?
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Unifying Concepts: The Income Statement
From the following information, prepare an income statement for Understory, Inc., for the year 
ended December 31, 2012. (Hint: Net income is $964,600.) Assume that there are 80,000 shares 
of capital stock outstanding.

Gross Sales Revenue. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $8,520,000
Income Taxes  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 699,000
Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,534,000
Sales Salaries Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 495,000
Rent Expense (selling) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 22,000
Payroll Tax Expense (selling)   . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,800
Entertainment Expense (selling) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,300
Miscellaneous Selling Expenses  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,400
Miscellaneous General and Administrative Expenses  . . . . . . . . . . . . . . . . . . . . . . . . . 3,700
Automobile Expense (selling) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000
Insurance Expense (general and administrative)   . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,100
Interest Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 26,000
Interest Revenue . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,800
Sales Returns . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 13,000
Advertising and Promotion Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 286,000
Insurance Expense (selling) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 31,000
Delivery Expense (selling)   . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7,400
Offi ce Supplies Expense (general and administrative)   . . . . . . . . . . . . . . . . . . . . . . . . 9,300
Utilities Expense (general and administrative)   . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,200
Administrative Salaries Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 320,000
Fire Loss (net of tax) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 85,000

Income Statement Analysis
Th e following table represents portions of the income statements of Brinkerhoff  Company  for the 
years 2010–2012:

2012 2011 2010

Gross sales revenue  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $56,000 $        (9) $47,600
Sales discounts. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 300 200
Sales returns  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 100 400
Net sales revenue . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 56,000       (10)           (1)
Beginning inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .         (15) 8,700           (2)
Purchases  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 33,400       (11) 25,000
Purchases discounts . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 700 400 800
Freight-in  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .         (16) 0 700
Cost of goods available for sale . . . . . . . . . . . . . . . . . . . . . . 40,500 37,800           (3)
Ending inventory  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,900       (12)           (4)
Cost of goods sold  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .         (17)       (13)           (5)
Gross margin  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .         (18) 20,400           (6)
Selling expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,500       (14)           (7)
General and administrative expenses  . . . . . . . . . . . . . . . . . .         (19) 3,100 2,800
Income before income taxes  . . . . . . . . . . . . . . . . . . . . . . . . 14,300 14,000 11,900
Income taxes  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,250 4,200           (8)
Net income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .         (20) 9,800 8,400

Required:
Fill in the missing numbers. Assume that gross margin is 40% of net sales revenue.
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Computing Changes in Debt Ratio and Return on Equity
Th is spreadsheet assignment is a continuation of the spreadsheet assignments given in earlier chap-
ters. If you completed those spreadsheets, you have a head start on this one.

Th is assignment is based on the spreadsheet prepared in part (1) of the spreadsheet assign-
ment for Chapter 7. Review that assignment for a summary of the assumptions made in preparing 
a forecasted balance sheet and income statement for 2013 for Handyman Company. Using those 
fi nancial statements, complete the following two independent sensitivity exercises.

1. Handyman is involved in a class-action lawsuit in which a number of customers allege 
that they injured their thumbs while using hammers purchased at Handyman. Th ese 
customers are seeking $50 million in compensatory and punitive damages. (Note: All of 
the numbers in Handyman’s fi nancial statements are in millions.) In making the fi nan-
cial statement projections for Handyman for 2013, it has been assumed that losing this 
lawsuit is possible, but not probable. Compute how each of the following quantities 
would be aff ected if a loss in this lawsuit becomes probable during 2013:

 a. Debt ratio (total liabilities/total assets) as of the end of 2013.
 b. Return on equity (net income/ending stockholders’ equity) for 2013.
2. Ignore the lawsuit described in (1). It is expected that Handyman’s total “other operat-

ing expenses’’ will be $217 million in 2013. Of this amount, $20 million is for expected 
development costs that would be capitalized if Handyman were allowed to use Interna-
tional Financial Reporting Standards. Compute how the capitalization of these develop-
ment costs in 2013 would aff ect the following quantities. (Note: Th is is a hypothetical 
exercise because, as a U.S. company, Handyman is not currently allowed to use Interna-
tional Financial Reporting Standards in preparing its fi nancial statements.)

 a. Debt ratio (total liabilities/total assets) as of the end of 2013.
 b. Return on equity (net income/ending stockholders’ equity) for 2013.

Questioning the Accounting for Pensions, Research, and Income Taxes
Tatia Wilks, the president of Lewbacca Company, is concerned about the low earnings that Lewbacca 
is scheduled to report this year. She called the company’s accounting staff  into her offi  ce to question 
them about the accounting treatment of several items. She raised the following points:

a. Why do we have to report an expense this year associated with our pension plan? Our 
company is new, and none of our employees is within even 15 years of retirement. 
Accordingly, the pension plan won’t cost us anything for at least 15 years.

b. Research to fi nd new products and improve our old products is one of our key competi-
tive advantages. However, you tell me that all of the money we spend on research is 
reported as an expense this year. Th is is silly because the results of our research comprise 
our biggest economic asset.

c. We have an excellent staff  of tax planners who work hard to legally minimize the amount 
of income taxes we pay each year. However, I see in the notes to the fi nancial statements 
that you are requiring our company to report a “deferred income tax expense” for taxes 
that we don’t even owe yet! Why?

How would you respond to each of these points?

You Decide: Are stock options and bonus plans an appropriate incentive or a cause for 
corruption?
Do employee bonus plans provide incentives to work harder and achieve personal and corporate 
goals, or are they a catalyst for corporate corruption? For example, assume you work for a Fortune 
500 company. You are the chief fi nancial offi  cer of the company and are in charge of the company’s 
accounting. Th e company is doing well; in fact, you have just been informed that members of top 
management will each receive 10,000 stock options to purchase company stock if earnings meet fore-
casts. Your associate tells you that the options will create pressure to meet the forecasts. Is he right?
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You Decide: Should start-up costs be capitalized or expensed?
Your wife is setting up a home-based Web design business. Her purpose for setting up the business 
is to earn some extra income now and, in two to three years, sell the business. She is wondering 
whether she can capitalize the start-up costs or whether they must be expensed. She has heard from 
other business owners that in order to minimize taxes, it is a lot better to expense as much as you 
can. With this end goal in mind, what should your spouse do?

Wal-Mart
Using the 2009 Form 10-K for Wal-Mart in Appendix A, consider the following questions:

1. Find Wal-Mart’s fi nancial statement note on “Income taxes.’’
 a.  Using the current tax information and the information given on income before 

income taxes, compute Wal-Mart’s fi scal 2008 eff ective tax rate for both U.S. and 
international income. Th e eff ective tax rate is computed by dividing current taxes by 
income before income taxes. Note: “Fiscal 2008” is the year ended January 31, 2009.

 b.  As of January 31, 2009, Wal-Mart had $4,311 million in deferred income tax liabili-
ties. What was the source of most of this deferred tax liability?

2. Find Wal-Mart’s fi nancial statement note concerning “share-based compensation plans.’’
 a. Briefl y describe Wal-Mart’s employee stock option plan.
 b.  Wal-Mart’s employee stock option plan allows employees to buy Wal-Mart stock at 

a fi xed price in the future. If Wal-Mart’s stock price continues to rise, these options 
could be very valuable. Wal-Mart is required to estimate the value of these options 
and expense the value of these options as employee compensation. How much stock 
compensation expense did Wal-Mart recognize in the year ended January 31, 2009?

AT&T
AT&T has a set of very large private pension and postretirement benefi t plans that cover nearly all 
of its U.S. employees. Th e following information was extracted from the notes to AT&T’s 2008 
fi nancial statements. All numbers are in millions of U.S. dollars.

Pension Benefi ts
Postretirement 

Benefi ts

2008 2007 2008 2007

Fair value of plan assets at end of year $46,828 $70,810 $ 10,175 $ 16,999
Benefi t obligation at end of year   50,822   53,522    37,531    40,385
Funded  (unfunded) status at end of year $ (3,994) $17,288 $(27,356) $(23,386)

1. Th e benefi t obligation is the measure of the value of the retirement benefi ts (pensions, 
medical care, and so forth) earned by AT&T’s employees that has not yet been paid. 
What is AT&T’s total retirement benefi t obligation as of the end of 2008?

2. To ensure that employees will be able to collect their pension benefi ts, AT&T is required 
by law to set aside funds in a pension plan. In addition, many companies, AT&T in-
cluded, also put money into a fund to support payment of other postretirement benefi ts. 
What is the total value of assets in all of these retirement funds as of the end of 2008?

IBM
Note P to IBM’s 2008 fi nancial statements describes how taxes aff ect IBM’s operations. Among the 
information given is the following (amounts in millions of U.S. dollars):
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For the year ended December 31: 2008 2007 2006

Income from continuing operations before income taxes:
 U.S. operations $  8,424 $  7,667 $  7,277
 Non-U.S. operations     8,291     6,822     6,040
Total income from continuing operations before income taxes $16,715 $14,489 $13,317

Th e continuing operations provision for income taxes by geographic operations is as follows:

For the year ended December 31: 2008 2007 2006

U.S. operations $2,348 $2,280 $2,413
Non-U.S. operations   2,033   1,791   1,488
Total continuing operations provision for income taxes $4,381 $4,071 $3,901
Provision for social security, real estate, personal property, 
 and other taxes $4,076 $3,832 $3,461

1. a.  Compute the eff ective tax rate (income taxes/earnings before income taxes) for both 
U.S. and non-U.S. operations for 2006, 2007, and 2008.

 b.  For each year 2006–2008, compute the percentage of the total tax burden that was 
made up of income taxes.

2. A deferred tax asset is a tax deduction that has already occurred and has been reported as 
a fi nancial accounting expense but cannot be used to reduce income taxes until a future 
year. As of December 31, 2008, IBM reports that it has a deferred tax asset of $5.215 
billion related to retirement-related benefi ts. How would such a deferred tax asset arise?

Hutchison Whampoa
In Hong Kong, Li Ka-shing is known as “Superman.” Li and his family fl ed from China in 1940 
in order to escape the advancing Japanese army. Li dropped out of school at age 13 to support his 
family by selling plastic trinkets on the streets of Hong Kong. Later, he scraped together enough 
money to buy a company that produced plastic fl owers. His big success came when he bought the 
real estate surrounding his factory and watched the land skyrocket in value. Today, Li’s personal 
wealth is estimated to be in excess of $161 billion. Li continues his simple lifestyle even though 
the companies he controls comprise over 10% of the value of the Hong Kong stock market. When 
asked why his sons have much nicer houses and cars than he does, Li responded, “My sons have a 
rich father; I did not.’’

Li is chairman of Hutchison Whampoa Limited. Hutchison has fi ve major business seg-
ments: property development, container port operations, retailing, telecommunications, and en-
ergy. In 2008, Hutchison Whampoa reported net income of HK$17.664 billion (equivalent to 
approximately US$ 2.265 billion).

1. Assume that one of Hutchison Whampoa’s overseas subsidiaries earns income of $1,000. 
Th e income tax rate in Hong Kong is 16.5%. When this income of $1,000 is transferred 
to the parent company in Hong Kong, it will be taxed, but no income tax is owed until 
then. What journal entry should Hutchison Whampoa make to record the income tax 
consequences of this $1,000 in income?

2. In 2008, Hutchison Whampoa reported earnings per share of HK$4.14. How many shares 
were outstanding during the year? (Note: See the net income information given above.)

3. Hutchison Whampoa reports that it records as assets the costs it incurs to sign up new 
subscribers to its cellular phone service network. Th ese sign-up costs are then systemati-
cally transferred to expense over the following 12 to 24 months. What is the theoretical 
justifi cation for this accounting practice?
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Twisting the Contingency Rules to Save the Environment
You are a member of an environmental group that is working to clean up Valley River, which runs 
through your town. Right now, the group is focusing on forcing Allied Industrial, a manufacturer with 
a large plant located on the river, to conduct its operations in a more environmentally friendly way.

Th e leader of your group, Frank Bowers, is a political science major at the local university. 
Frank discovers that Allied Industrial is involved in ongoing litigation with respect to toxic waste 
cleanup at 13 factory sites in other states. Frank is shocked to learn that Allied itself estimates that 
the total cost to clean up the toxic waste at these 13 sites could be as much as $140 million yet has 
not reported any liability on its balance sheet. Frank is convinced that he has found a public rela-
tions tool that can be used to force Allied Industrial to clean up Valley River. He has called a press 
conference and plans to accuse Allied of covering up its $140 million obligation to clean up the 
toxic waste at the 13 sites. His primary piece of evidence is the fact that the $140 million obliga-
tion is not mentioned anywhere in Allied’s primary fi nancial statements, but instead is buried in 
the notes.

You look at Allied’s annual report and see that it does give complete disclosure about the pos-
sible obligation although it does not report the $140 million as a liability. Th e report also states 
that, in the opinion of its legal counsel, it is possible but not probable that Allied will be found 
liable for the $140 million toxic waste cleanup cost.

Th e press conference is scheduled for 3 p.m. What should you do?

A A  8 - 5 2

E t h i c s
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Fray Enterprises is a small business that purchases electronic personal information managers (PIM) from manufacturers 
and sells them to consumers. Th ese PIMs keep track of appointments, phone numbers, to-do lists, and the like. Fray 
conducts business via the Internet and, at this point, carries only one model of PIM, the ZL-420. Fray provides the fol-
lowing trial balance as of January 1, 2011.

Fray Enterprises 
Trial Balance 

January 1, 2011

Debits Credits

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  9,200
Accounts Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 26,800
Allowance for Bad Debts  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $     804
Inventory  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 31,650
Prepaid Rent . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,100
Offi ce Supplies  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 900
Accounts Payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 19,100
Wages Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,800
Taxes Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,400
Common Stock (10,000 shares). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000
Retained Earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .                13,546
 Totals  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $69,650 $69,650

Fray uses the periodic FIFO inventory method in accounting for its inventory. Th e inventory of ZL-420 consists of the 
following inventory layers:

Layer Units Price per Unit Total Price

1 
(oldest purchase) 50 $120 $  6,000

2 80 130 10,400
3 70 135 9,450
4

(most recent purchase)   40 145     5,800

Total 240 $31,650

Fray provides the following additional relevant information:
• Th e company uses the percentage of receivables method in estimating bad debts; 2% of the ending receivables 

balance is deemed to be uncollectible.
• Fray conducts an actual physical count of its inventory and offi  ce supplies at the end of each month.
• Fray rents its warehouse, offi  ce facilities, and computer equipment. Rent on the computer equipment is paid at 

the beginning of each month. Rent on the warehouse and offi  ce space is paid on the 15th of each month.
• Payroll is paid on the 5th and the 20th (pay periods end on the 15th and the last day of the month).
• Taxes Payable represents payroll taxes that are due by the 5th of the following month.
• All sales and all inventory purchases are on account.
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Th e following transactions occurred for Fray during January of 2011:
Jan. 1 Paid rent on the computer equipment, $1,400.
 5 Recorded sales for the week, 130 units at $210 per unit. (Th e company uses a periodic inventory system.)
 5 Paid wages payable and taxes payable from the prior period.
 5 Collected $19,000 from customers on account during the week.
 8 Purchased offi  ce supplies for cash, $300.
 10 Received 70 ZL-420s from the manufacturer at a cost of $145 per unit.
 11 Paid accounts payable, $16,900.
 12 Collected $22,000 from customers on account during the week.
 12 Recorded sales for the week, 120 units at $210 per unit.
 15 Paid monthly rent for the offi  ce and warehouse, $2,200.
 15 Received 130 ZL-420s from the manufacturer at a cost of $150 per unit.
 18  A customer returned a ZL-420 and requested a refund. A check was immediately mailed to the customer in 

the amount of $210.
 19 Collected $30,000 from customers on account during the week.
 19 Recorded sales for the week, 140 units at $210 per unit.
 20  Paid the semimonthly payroll for the pay period ending on January 15. Salaries and wages total $4,800 and 

payroll taxes were as follows: FICA taxes payable, employee, $367; FICA taxes payable, employer, $367; state 
withholding taxes payable, $310; federal withholding taxes payable, $780; federal unemployment taxes pay-
able, $60; state unemployment taxes payable, $180.

 22  Received notice that a customer owing Fray $630 had fi led bankruptcy and would be unable to pay.
 23 Paid the taxes payable from the payroll on January 20.
 24 Received 180 ZL-420s from the manufacturer at a cost of $150 per unit.
 25 Purchased offi  ce supplies for cash, $480.
 25 Paid accounts payable, $43,000.
 26 Collected $30,500 from customers on account during the week.
 26 Recorded sales for the week, 135 units at $220 per unit.
 29  Customers returned 7 ZL-420s and requested refunds. Checks were immediately mailed to each customer in 

the amount of $210 each.
 30 Received 140 ZL-420s from the manufacturer at a cost of $145 per unit.
 31 Collected $29,900 from customers on account.
 31 Recorded sales for the partial week, 70 units at $220 per unit.
 31  Accrued the semimonthly payroll for the pay period ending on January 31. Salaries and wages total $5,000 

and payroll taxes were as follows: FICA taxes payable, employee, $382; FICA taxes payable, employer, $382; 
state withholding taxes payable, $230; federal withholding taxes payable, $810; federal unemployment taxes 
payable, $65; state unemployment taxes payable, $190.

Required:
1. Provide the required journal entries to record each of the above events.
2. Make the adjusting entries necessary (1) to record bad debt expense for the period and (2) to adjust inven-

tory and offi  ce supplies. A count of inventory and offi  ce supplies revealed 165 ZL-420s on hand and supplies 
valued at $1,000.

3. Prepare a trial balance as of January 31, 2011.
4. Prepare an income statement and a balance sheet for Fray Enterprises.
5. Compute Fray’s number of days’ sales in inventory, number of days’ sales in accounts receivable, and number 

of days’ purchases in accounts payable ratios. What can you conclude about the company’s liquidity position 
based on this analysis?

374 Part 2 Operating Activities
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L O 1  Identify the two major categories of long-term 
operating assets: property, plant, and equipment and intangible 
assets. A company needs an infrastructure of long-term operating 
assets in order to produce and distribute its products and services. In 
addition to property, plant, and equipment, long-term operating assets 
also include intangible items like patents and licenses.

L O 2  Understand which factors are important in deciding 
whether to acquire a long-term operating asset. A company 
should purchase a long-term operating asset if the future cash fl ows 
expected to be generated by the asset are “large” in comparison to the 
cost to purchase the asset.

L O 3  Record the acquisition of property, plant, and 
equipment through a simple purchase as well as through a 
lease, by self-construction, and as part of the purchase of 
several assets at once. The recorded cost of property, plant, 
or equipment includes all costs needed to purchase the asset and 
prepare it for its intended use. Assets can be acquired through 
purchase, leasing, exchange, self-construction, or the purchase 
of an entire company.

L O 4  Compute straight-line and units-of-production 
depreciation expense for plant and equipment. Depreciation is 
the process of systematically allocating the cost of a long-term asset 
over the service life of that asset. If that service life is measured in 
years, then a reasonable way to allocate the cost is equally over the 
years; this is called straight-line depreciation.

L O 5  Account for repairs and improvements of property, 
plant, and equipment. Postacquisition costs that increase an 
asset’s capacity or extend its life are called improvements and are 
capitalized, meaning that they are added to the cost of the asset. 
Routine maintenance costs are called repairs and are expensed.

L O 6  Identify whether a long-term operating asset has 
suffered a decline in value and record the decline. When a long-
term operating asset suffers a signifi cant decline in value (as indicated 
by a decline in the cash fl ows expected to be generated by the asset), 
it is said to be impaired. When an asset is impaired, its recorded value 
is reduced and an impairment loss is recognized. Increases in asset 
values are typically not recognized in the fi nancial statements in the 
United States.

L O 7  Record the discarding and selling of property, 
plant, and equipment. Upon the disposal of a long-term operating 
asset, a gain or loss is recognized if the disposal proceeds are more 
or less, respectively, than the remaining book value of the asset.

L O 8  Account for the acquisition and amortization 
of intangible assets and understand the special diffi culties 
associated with accounting for intangibles. Because the traditional 
accounting model is designed for manufacturing and retail companies, 
many intangible assets go unrecorded. Intangible assets are recorded 
only when they are purchased, either individually or as part of a set of 
assets. Goodwill is the excess of the purchase price over the fair value 
of the net identifi able assets in a business acquisition.

L O 9  Use the fi xed asset turnover ratio as a measure 
of how effi ciently a company is using its property, plant, 
and equipment. The fi xed asset turnover ratio is computed as 
sales divided by the amount of property, plant, and equipment 
(fi xed assets). This ratio can be used as a general measure of how 
effi ciently a company is using its property, plant, and equipment.

L O 1 0  Compute declining-balance and sum-of-the-
years’-digits depreciation expense for plant and equipment. 
Many long-term operating assets wear out proportionately more in 
the early years of their lives. For these assets, more depreciation is 
recorded in the early years; this is called accelerated depreciation. 
Two mathematical techniques used to generate this accelerated 
pattern are declining-balance depreciation and sum-of-the-years’-digits 
depreciation.

L O 1 1  Account for changes in depreciation estimates 
and methods. Depreciation expense involves making estimates 
relating to pattern of use, estimated useful life, and salvage value. 
Changes in estimated salvage value or useful life and changes in 
depreciation method are refl ected in the computation of depreciation 
expense for the current and future periods. The undepreciated 
book value is allocated over the remaining life based on the revised 
estimates or method.

After studying this chapter, you should be able to:
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From the beginning, GE’s strength has been research. In addition 
to improving the design of the light bulb, GE was also instrumental 
in developing almost every familiar household appliance—the iron, 
washing machine, refrigerator, range, air conditioner, dishwasher, and 
more. In addition, GE research scientists helped create FM radio, air-
craft jet engines, and nuclear-power reactors.

Today, GE operates in a diverse array of businesses, ranging 
from train locomotives to medical CT scanners to consumer fi nancing 
to the NBC television network. To support its broad array of busi-
nesses, GE maintains a vast quantity of long-term assets that cost 
over $125 billion to acquire. In 2008 alone, GE spent an additional 
$16.0 billion in acquiring long-term operating assets and received 
$11.0 billion for disposing of old assets. Its long-term assets include 
$4.4 billion in rail cars, $40.5 billion in aircraft, $15.2 billion in land 
and buildings, $22.1 billion in machinery, and $96.7 billion in “intan-
gible” assets.

T
 homas Edison received $300,000 in investment funds in 
1878 in order to start his Edison Electric Light Company. 
The stated purpose of the creation of the Edison Electric 
Light Company was the development of an economically 

practical electric light bulb. After discovering how to easily produce a 
long-lasting light fi lament from carbonized bamboo, Edison developed 
an entire electricity generation and distribution system to deliver elec-
tric light to people’s homes. In 1892, Edison’s company merged with 
the  Thomson-Houston Electric Company [developer of alternating-
current (AC) equipment that could transmit over longer distances than 
Edison’s direct-current (DC) system], and the General Electric Com-
pany (GE) was born.

Today, General Electric (GE) is one of the most valuable com-
panies in the world, with a market value of $139 billion (as of June 
2009). General Electric is the only one of the 12 companies in the 
original Dow Jones Industrial Average that is still included among the 
30 companies making up the Dow today.1

In Chapters 6 through 8, the operating activities of a business and the assets and liabilities arising from those operations were discussed. In this and 
the next three chapters, investing and fi nancing activities are covered. In this chapter, investments in long-term assets that are used in the business, 
such as buildings, property, land, and equipment, are discussed. In Chapter 10, long-term debt fi nancing is covered. In Chapter 11, equity fi nancing 
is discussed. Once you understand debt and equity securities, discussed in Chapters 10 and 11, you will understand how these securities can be 
purchased as investments. Therefore, in Chapter 12, investments in stocks and bonds (securities) of other companies are discussed. Exhibit 9.1 

1 Th is description is based on General Electric Company History at http://ge.com/en/company/companyinfo/at_a_glance/
hist_leader.htm; General Electric Company, International Directory of Company Histories, vol. 12 (Detroit: St. James Press, 
1996), pp. 193–197; 2008 Annual Report of the General Electric Company.

E X H I B I T  9 . 1   T i m e l i n e  o f  B u s i n e s s  I s s u e s  I n v o l v e d 
w i t h  L o n g - T e r m  O p e r a t i n g  A s s e t s
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*Increase or decrease would depend on whether the sale resulted in a gain or a loss.
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Asset (net)

Expense
Asset (net)

Asset     (cash)
Retained earnings      *
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L O  1
   Nature of Long-Term Operating 

Assets
WHAT  Identify the two major categories of long-term operating assets: property, plant, and equip-

ment and intangible assets.
WHY  For many businesses, the long-term operating assets are the backbone of the success of the 

business, so identifi cation and reporting of these assets is extremely important.
HOW  “Property, plant, and equipment” refers to tangible, long-lived assets used in a business. In-

tangible assets do not have physical substance but provide the business with valuable rights 
or competitive advantages.

Businesses make money by selling products and services. A company needs an infrastructure of long-
term operating assets in order to profi tably produce and distribute products and services. For example, 
General Electric needs factories in which to manufacture the locomotives and light bulbs that it sells. 
GE also needs patents on its unique technology to protect its competitive edge in the marketplace. 
A factory is an example of a long-term operating asset that is classifi ed as property, plant, and equip-
ment. Property, plant, and equipment refers to tangible, long-lived assets acquired for use in business 
operations. Th is category includes land, buildings, machinery, equipment, and furniture. A patent is 
an example of an intangible asset. Intangible assets are long-lived assets that are used in the operation 
of a business but do not have physical substance. In most cases, they provide owners with competitive 
advantages over other fi rms. Typical intangible assets are patents, licenses, franchises, and goodwill.

Th e following section outlines the process used in deciding whether to acquire a long-term 
operating asset. Th e subsequent sections discuss the accounting issues that arise when a long-term 
operating asset is acquired:
• accounting for the acquisition of the asset
• recording periodic depreciation
• accounting for new costs and changes in asset value
• properly removing the asset from the books upon disposition

property, plant, and equipment 
Tangible, long-lived assets acquired 
for use in business operations; include 
land, buildings, machinery, equipment, 
and furniture.

intangible assets Long-lived assets 
without physical substance that are 
used in business; include licenses, 
patents, franchises, and goodwill.

illustrates the timeline of important business issues associated with long-term operating assets and shows the fi nancial statement impact of the 
items that will be covered in this chapter.

The two primary categories of long-term assets discussed in this chapter are (1) property, plant, and equipment and (2) intangible 
 assets. Because property, plant, and equipment and intangible assets are essential to the operating activities of a business, they are some-

times called long-term operating assets. Unlike inventories, long-term operating assets are not 
 acquired for resale to customers but are held and used by a business to generate revenues. As you 
can see with GE, long-term operating assets often comprise a signifi cant portion of the total assets of a 
company.

long-term operating assets Assets 
expected to be held and used over 
the course of several years to facili-
tate operating activities.

  Long-term operating assets provide an infrastructure in which to conduct operating 
activities.

  The category of property, plant, and equipment refers to tangible, long-lived assets 
such as land and equipment.

  Examples of intangible assets are patents and licenses.

R E M E M B E R  T H I S

L
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L O  2   
 Deciding Whether to Acquire a 
Long-Term Operating Asset

WHAT  Understand which factors are important in deciding whether to acquire a long-term operating 
asset.

WHY  It is critical to understand that long-term operating assets have value because of the cash 
fl ows that they are expected to generate, or help generate, in the future. 

HOW  Capital budgeting, which is the process of evaluating long-term projects, involves forecasting 
both the amount and timing of future cash fl ows to be generated by an asset. Time value 
of money calculations are then used to adjust for the fact that a dollar to be received in the 
future is worth less than a dollar to be received today.

As long-term operating assets are acquired to be used over several years, the decision to acquire a 
long-term asset depends on whether the future cash fl ows generated by the asset are expected to be 
large enough to justify the asset cost. Th e process of evaluating a long-term project is called capital 
budgeting. Th is process is briefl y introduced here and is covered in more detail in Chapter 23 of 
Accounting: Concepts and Applications.

Assume that Yosef Manufacturing makes joysticks and other computer game accessories. Yosef 
is considering expanding its operations by buying an additional production facility, which costs 
$100 million. Yosef expects to be able to sell the joysticks and other items made in the factory for 
$80 million per year. At that level of production, the annual cost of operating the factory (wages, 
insurance, materials, maintenance, etc.) is expected to total $65 million. Th e factory is expected to 
remain in operation for 20 years. Should Yosef buy the new factory?

At fi rst glance, you might think that the decision is obvious because the factory costs only 
$100 million but will generate $300 million in profi t [($80 million – $65 million) × 20 years] 
during its 20-year life. But this analysis ignores the important fact that dollars received in the 
future are not worth as much as dollars received right now. For example, if you can invest your 
money and earn 10%, receiving $1 today is the same as receiving $6.73 in 20 years because 
the $1 received today could be invested and would grow to $6.73 in 20 years. Th is concept is 
called the time value of money and is essential to properly evaluating whether to acquire any 
long-term asset.

capital budgeting Systematic 
 planning for long-term investments 
in operating assets.

time value of money The concept 
that a dollar received now is worth 
more than a dollar received in the 
future.

Are the following items tangible long-term operating assets? 

 1 Retained earnings
 2 Licenses
 3 Buildings
 4 Goodwill
 5 Land

 S O L U T I O N …

 1  No—Th is is an equity item.
 2  No—Th is is an intangible long-term operating asset.
 3  Yes
 4  No—Th is is an intangible long-term operating asset.
 5  Yes

D O  T H I S . . .

Are the following

1 Retained e
2 Li

D O  T H
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Harry Company is considering buying a new factory that costs $20 million. Harry expects to generate positive net cash 
fl ows of $700,000 per year through operating the factory. Th e factory is expected to remain in operation for 25 years.

 1 Should Harry buy the new factory? Explain.
 2  Assume that the factory is expected to generate positive cash fl ows of $2 million per year instead of $700,000 per year. 

What additional information is needed in order to decide whether to buy the new factory?

 S O L U T I O N …

 1  No, Harry should not buy the new factory. Th e total amount of cash fl ows to be generated in the future by the 
 factory is $17,500,000 ($700,000 × 25 years). Th is is less than the $20 million cost of the factory.

 2  If the factory is expected to generate positive cash fl ows of $2 million per year, then the total amount of cash fl ows 
to be generated in the future by the factory is $50 million ($2 million × 25 years). However, we can’t compare the 
purchase price of $20 million to this cash infl ow total of $50 million because such a comparison ignores the time 
value of money. In order to make the decision, we must know both the process for adjusting for the time value of 
money as well as the appropriate interest rate to use in the calculations.

D O  T H I S . . .

Harry Company
fl ows of $700,00

D O  T H

Using the time value of money calculations that will be explained in Chapter 10, it can be 
shown that receiving the future cash fl ows from the factory of $15 million per year for 20 years 
is the same as receiving $128 million in one lump sum right now, if the prevailing interest rate is 
10%. So should we pay $100 million to buy a factory now if the factory will generate future cash 
fl ows that are worth the equivalent of $128 million now? Th e answer is yes, because the $128 mil-
lion value of the expected cash infl ows is greater than the $100 million cost of the factory. On the 
other hand, if the factory were expected to generate only $10 million per year, the value of the cash 
fl ows would be only $85 million, and the factory should not be purchased for $100 million (see 
Chapter 10 for computations).

Th e important concept to remember here is that long-term operating assets have value because 
they are expected to help a company generate cash fl ows in the future. If events occur that change 
the expectation concerning those future cash fl ows, then the value of the asset changes. For ex-
ample, if consumer demand for computer joysticks dries up, the value of a factory built to produce 
joysticks can plunge overnight even though the factory itself is still as productive as it ever was. 
Accounting for this type of decline in the value of a long-term operating asset is discussed later in 
the chapter.

  Long-term operating assets have value because they help companies generate future 
cash fl ows.

  The decision to acquire a long-term operating asset involves comparing the cost of 
the asset to the value of the expected cash infl ows, after adjusting for the time value 
of money.

  An asset’s value can decline or disappear if events cause a decrease in the expected 
future cash fl ows generated by the asset.

R E M E M B E R  T H I S

L



 Investments: Property, Plant, and Equipment and Intangible Assets Chapter 9 381

L O  3   
 Accounting for Acquisition of 
Property, Plant, and Equipment

WHAT  Record the acquisition of property, plant, and equipment through a simple purchase as well 
as through a lease, by self-construction, and as part of the purchase of several assets at 
once.

WHY  There are many different ways in which a company can acquire property, plant, and equip-
ment, which need to be properly recorded in the accounting records. 

HOW  Property, plant, and equipment is recorded in the accounting records at the total cost to 
purchase the asset and get it ready for use. When a company constructs its own long-term 
operating asset, the total recorded cost includes materials cost, labor cost, overhead cost, 
and the interest cost associated with the fi nancing of the construction. The purchase price of 
a basket of assets is allocated to the individual assets in the basket based on their relative 
fair values. However, because of a fl aw in the accounting rules, long-term assets that are 
acquired through leasing are often not shown on the balance sheet at all.

Like all other assets, property, plant, and equipment are initially recorded at cost. Th e cost of an 
asset includes not only the purchase price but also any other costs incurred in acquiring the asset 
and getting it ready for its intended use. Examples of these other costs include shipping, installa-
tion, and sales taxes. Th e items that should be included in the acquisition cost of various types of 
property, plant, and equipment are outlined in Exhibit 9.2.

Property, plant, and equipment are usually acquired by purchase. In some cases, assets are 
acquired by leasing but are accounted for as assets in much the same way as purchased assets. Plant 
and equipment can also be constructed by a business for its own use. Also, a company can, in one 
transaction, purchase several diff erent assets or even another entire company. Th e accounting for 
each of these types of acquisition is explained in this section.

Assets Acquired by Purchase
A company can purchase an asset by paying cash, incurring a liability, exchanging another asset, or 
by a combination of these methods. If a single asset is purchased for cash, the accounting is rela-
tively simple. To illustrate, assume that Wheeler Resorts, Inc., purchases a new delivery truck for 
$15,096 (purchase price of $15,000, less 2% discount for paying cash, plus sales tax of $396). Th e 
entry to record this purchase is:

E X H I B I T  9 . 2   I t e m s  I n c l u d e d  i n  t h e  A c q u i s i t i o n  C o s t 
o f  P r o p e r t y ,  P l a n t ,  a n d  E q u i p m e n t

Land Purchase price, commissions, legal fees, escrow fees, surveying fees, clearing 
and grading costs

Land improvements 
(e.g., landscaping, paving, fencing)

Cost of improvements, including expenditures for materials, labor, and 
overhead

Buildings Purchase price, commissions, reconditioning costs

Equipment Purchase price, taxes, freight, insurance, installation, and any expenditures 
incurred in preparing the asset for its intended use (e.g., reconditioning and 
testing costs)
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Delivery Truck . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15,096
 Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15,096
   Purchased a delivery truck for $15,096 ($15,000 – $300 cash discount + 

$396 sales tax).

In this instance, cash was paid for a single asset, the truck. An alternative would be to borrow 
part of the purchase price. If the company had borrowed $12,000 of the $15,096 from a bank, the 
entry would have been:

Delivery Truck . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15,096
 Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,096
 Note Payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12,000
   Purchased a delivery truck for $15,096; paid $3,096 cash and issued a note for 

$12,000 to Chemical Bank.

Th e $12,000 represents the principal of the note; it does not include any interest charged by 
the lending institution. (Th e interest is recognized later as interest expense.)

When one long-term operating asset is acquired in exchange for another, the cost of the new 
asset is usually set at an amount equal to the fair value of the asset given up in exchange.

Assets Acquired by Leasing
Leases are often short-term rental agreements in which one party, the lessee, is granted the right 
to use property owned by another party, the lessor. For example, as a student, you may decide to 
lease (rent) an apartment off  campus. Th e owner of the apartment (lessor) will probably require you 
to sign a lease specifying the terms of the arrangement. Th e lease states the period of time in which 
you will live in the apartment, the amount of rent you will pay, and when each rent payment is 
due. When the lease expires, you will either sign a new lease or move out of the apartment, which 
would then be rented to someone else.

Companies enter into similar types of lease arrangements. For example, Wheeler might decide 
to lease a building because it needs additional offi  ce space. Assume Wheeler signs a two-year lease 
requiring monthly rental payments of $1,000. When the lease expires, Wheeler will either move 
out of the building or negotiate a new lease with the owner. Accounting for this type of rental 
agreement, called an operating lease, is straightforward. When rent is paid each month, Wheeler 
records the following journal entry:

Rent (or Lease) Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,000
 Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,000
  To record monthly rent of offi ce building.

Some lease agreements, however, are not so simple. Suppose Wheeler has decided to expand its 
operations and wants to acquire a hotel in the Phoenix, Arizona, area. Wheeler’s alternatives are to 
buy land and build a new hotel, purchase an existing hotel, or lease a hotel. Assume Wheeler locates 
a desirable piece of land, and the owner of the land agrees to build a hotel and lease the property 
to Wheeler. Th e lease agreement is noncancelable and requires Wheeler to make annual lease pay-
ments of $100,000 for 20 years. At the end of 20 years, Wheeler will become the owner of the 
property. Clearly, this is not a simple rental agreement, even though the transaction is called a lease 
by the parties involved. In reality, this transaction is a purchase of the property with the payments 
being spread over 20 years. Th e result is the same as if Wheeler had borrowed money on a 20-year 
mortgage and purchased the property. Generally accepted accounting principles require that the 
recording of a transaction refl ect its true economic nature, not its form. Instead of recognizing the 

lease A contract that specifi es the 
terms under which the owner of an 
asset (the lessor) agrees to transfer 
the right to use the asset to another 
party (the lessee).

lessee The party that is granted the 
right to use property under the terms 
of a lease.

lessor The owner of property that is 
leased (rented) to another party.

operating lease A simple rental 
agreement.
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individual lease payments as an expense as was done with the operating lease, Wheeler records the 
property as an asset and also records a liability refl ecting the obligation to the lessor. Th e amount to 
be recorded is the cash amount that Wheeler would have to pay right now in order to completely 
pay off  the obligation to make the future lease payments. Th is amount is called the present value of 
the lease payments (for Wheeler, the present value of 20 annual payments of $100,000) and takes 
into account the time value of money (which will be explained in Chapter 10).

Assume that, at the beginning of the lease term, the present value of the future lease payments 
is $851,360. Wheeler makes the following journal entry to record the lease:

Leased Property  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 851,360
 Lease Liability  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 851,360
  To record hotel acquired under a 20-year noncancelable lease.

Th is type of lease is called a capital lease because the lessee records (capitalizes) the leased 
asset the same as if the asset had been acquired in an outright purchase. Th e asset is reported with 
Property, Plant, and Equipment on the lessee’s balance sheet. Th e lessee (Wheeler) also shows the 
lease liability on the balance sheet as a long-term liability.

When annual lease payments are made, Wheeler will not record the payment as rent expense. 
Instead, the payment will be recorded as a reduction in the lease liability, with part of each payment 
being interest on the outstanding obligation. Th e diff erence between the total lease payments (20 
years × $100,000, or $2 million) and the “cost” or present value of the property is the amount of 
interest that will be paid over the term of the lease. To illustrate, assume that the fi rst payment is 
made one year after the lease term begins and includes interest of $85,136 and a $14,864 reduction 
in the liability. Th e payment is recorded as follows:

Lease Liability . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 14,864
Interest Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 85,136
 Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000
  To record annual lease payment under capital lease.

Accounting for payments on capital leases is discussed in more detail in Chapter 10.

Classifying Leases As illustrated, an operating lease is accounted for as a simple rental, whereas a 
capital lease is accounted for as a purchase of the leased asset. Because the accounting treatment of a 
lease can have a major impact on the fi nancial statements, the accounting profession has established 
criteria for determining whether a lease should be classifi ed as an operating or a capital lease. If a 
lease is noncancelable and meets any one of the following criteria, it is recorded as a capital lease:
• Th e lease transfers ownership of the leased asset to the lessee by the end of the lease term (as 

in the Wheeler Resorts example).
• Th e lease contains an option allowing the lessee to purchase the asset at the end of the lease term 

at a bargain price, essentially guaranteeing that ownership will eventually transfer to the lessee.
• Th e lease term is equal to 75% or more of the estimated economic life of the asset, meaning 

that the lessee will use the asset for most of its economic life.
• Th e present value of the lease payments at the beginning of the lease is 90% or more of the 

fair market value of the leased asset. Meeting this criterion means that, in agreeing to make 
the lease payments, the lessee is agreeing to pay almost as much as the cash price to purchase 
the asset outright.
If just one of the above criteria is met, then the lease agreement is classifi ed as a capital lease 

and is accounted for by the lessee as a debt-fi nanced purchase. A lease that does not meet any of the 
capital lease criteria is considered an operating lease. Keep in mind that these two types of leases 
are not alternatives for the same transaction. If the terms of the lease agreement meet any one of 
the capital lease criteria, the lease must be accounted for as a capital lease.

present value The value today of 
money to be received or paid in the 
future.

capital lease A leasing transaction 
that is recorded as a purchase by the 
lessee.
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Th e accounting for leases has always been problematic for accounting standard-setters. Th e 
crucial issue has been how to require companies to report leased assets and lease liabilities in the bal-

ance sheet when a lease constitutes an eff ective transfer of own-
ership. Th e four lease criteria outlined above were issued by the 
FASB in 1976, with the thought that the rigidity and strictness 
of the criteria would result in most leases being reported on 
lessee companies’ balance sheets as capital leases. In practice, 
because most companies would prefer not to list the liability 
and asset on their balance sheets, U.S. companies have care-
fully crafted their lease agreements so that none of the criteria 
is satisfi ed, allowing the leases to continue to be accounted for 
as operating leases.

Assets Acquired by Self-Construction
Sometimes buildings or equipment are constructed by a company for its own use in order to save on 
construction costs, utilize idle facilities or idle workers, or meet a special set of technical specifi ca-
tions. Self-constructed assets, like purchased assets, are recorded at cost, including all expenditures 
incurred to build the asset and make it ready for its intended use. Th ese costs include the materials 
used to build the asset, the construction labor, and some reasonable share of the general company 
overhead (electricity, insurance, supervisors’ salaries, etc.) during the time of construction.

Another cost that is included in the cost of a self-constructed asset is the interest cost associated 
with money borrowed to fi nance the construction project. Just as the cost to rent a crane to be used 
to construct a building would be included in the cost of the building, the cost to “rent” money 
to fi nance the construction project should also be included in the building cost. Interest that is 
recorded as part of the cost of a self-constructed asset is called capitalized interest. Th e amount of 
interest that should be capitalized is that amount that could have been saved if the money used on 
the construction project had instead been used to repay loans.

To illustrate, assume that Wheeler decided to construct a new hotel using its own workers. 
Th e construction project lasted from January 1 to December 31, 2012. Building materials costs 
for the project were $4,500,000. Total labor costs attributable to the project were $2,500,000. 

Total company overhead (costs other than materials and labor) 
for the year was $10,000,000; of this amount, it is determined 
that 15% can be reasonably assigned as part of the cost of the 
construction project. Wheeler negotiated a construction loan 
with the bank to be able to borrow from the bank to pay for 
materials, labor, etc. Th e total amount of interest paid on this 
construction loan during the year was $500,000. Th e total cost 
of the self-constructed hotel is computed as follows:

Materials  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $4,500,000
Labor . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,500,000
Overhead allocation ($10,000,000 � 0.15)  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,500,000
Capitalized interest  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .      500,000

Total hotel cost . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $9,000,000

Th e new hotel would be reported in Wheeler’s balance sheet at a total cost of $9,000,000. As 
with other long-term operating assets, self-constructed assets are reported at the total cost necessary 
to get them ready for their intended use.

Th e amount of capitalized interest reported by several large U.S. companies, relative to their 
total interest expense, is displayed in Exhibit 9.3. As you can see, GE capitalized only an insig-
nifi cant amount of its $26.209 billion in interest during 2008. On the other hand, ExxonMobil 
capitalized over 40 percent of its interest during 2008.

capitalized interest Interest that is 
recorded as part of the cost of a self-
constructed asset.

F Y I
One of the largest leasing companies in the United States is a 
subsidiary of General Electric called GE Capital Services. GE 
Capital Services leases industrial equipment, aircraft, factory build-
ings, rail cars, shipping containers, computers, medical equip-
ment, and more. In 2008, the total original cost of assets leased 
by GE Capital Services to other companies was $86.1 billion.

What is the difference between capitalized interest and regular 
interest?

S T O P  &  T H I N K
Wha
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Acquisition of Several Assets at Once
A basket purchase occurs when two or more assets are acquired together at a single price. A typi-
cal basket purchase is the purchase of a building along with the land on which the building sits. 
Because there are diff erences in the accounting for land and buildings, the purchase price must 
be allocated between the two assets on some reasonable basis. Th e relative fair market values of 
the assets are usually used to determine the respective costs to be assigned to the land and the 
building.

To illustrate, assume that Wheeler purchases a 40,000-square-foot building on 2.6 acres of 
land for $3,600,000. How much of the total cost should be assigned to the land and how much 
to the building? If an appraisal indicates that the fair market values of the land and the building 
are $1,000,000 and $3,000,000, respectively, the resulting allocated costs would be $900,000 and 
$2,700,000, calculated as follows:

Asset
Fair Market 

Value
Percentage of 

Total Value
Apportionment of 
Lump-Sum Cost

Land. . . . . . . . . . . . . . . $1,000,000 25% 0.25 × $3,600,000 = $   900,000
Building  . . . . . . . . . . . .   3,000,000   75 0.75 × $3,600,000 =   2,700,000

Totals . . . . . . . . . . . . . . $4,000,000 100% $3,600,000

Here, the fair market value of the land is $1,000,000, or 25% of the total market value of the 
land and building. Th erefore, 25% of the actual cost, or $900,000, is allocated to the land, and 
75% of the actual cost, or $2,700,000, is allocated to the building. Th e journal entry to record this 
basket purchase is:

Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 900,000
Building  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,700,000
 Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,600,000
  Purchased 2.6 acres of land and a 40,000-square-foot building.

basket purchase The purchase of 
two or more assets acquired together 
at a single price.

E X H I B I T  9 . 3   M a g n i t u d e  o f  C a p i t a l i z e d  I n t e r e s t  f o r 
S e v e r a l  L a r g e  U . S .  C o m p a n i e s

Capitalized
Interest

Interest
Expense**

Capitalized, as a
Percentage

of Total Interest

Note:

Company
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D O  T H I S . . .D O  T H

Make the journal entry necessary to record the acquisition of a building constructed for use by BEK Company. Materi-
als cost was $100,000; labor cost was $250,000; and overhead appropriately allocated to the construction project totaled 
$200,000. In addition, a loan was taken out to fi nance the construction process; interest on the loan during the construc-
tion period was $50,000. Assume that all of these costs were paid for in cash.

 S O L U T I O N …

Th e journal entry to record the cash payments would be:

Building ($100,000 + $250,000 + $200,000 + $50,000). . . . . . . . . . . . . . . . . . . . . 600,000
 Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 600,000

If part of the purchase price is fi nanced by a bank, an additional credit to Notes Payable or Mort-
gage Payable would be included in the entry.

Sometimes one company will buy all the assets of another company. For example, in its 
2008 annual report, Microsoft disclosed that, in April 2008, it acquired Fast Search & Trans-
fer ASA (a Norwegian enterprise search company) for $1.3 billion, most of which was paid in 
cash. Th e purchase of an entire company raises a number of accounting issues. Th e fi rst, dis-
cussed above, is how to allocate the purchase price to the various assets acquired. In general, all 
acquired assets are recorded on the books of the acquiring company at their fair values as of the 
acquisition date.

Th e second major accounting issue associated with the purchase of an entire company is the 
recording of goodwill. Goodwill represents all the special competitive advantages enjoyed by a com-
pany, including a trained staff , good credit rating, reputation for superior products and services, 
and an established network of suppliers and customers. Th ese factors allow an established business 
to earn more profi ts than would a new business, even though the new business might have the same 
type of building, the same equipment, and the same type of production processes. When Microsoft 
acquired Fast Search & Transfer ASA, $981 million of goodwill was recorded, meaning that 75% 
of the purchase price was considered to be for goodwill.

When one company purchases another established business, the excess of the purchase price 
over the value of the identifi able net assets is assumed to represent the purchase of goodwill. Th e 
accounting for goodwill is illustrated later in the chapter.

goodwill An intangible asset that 
exists when a business is valued at 
more than the fair market value of its 
net assets, usually due to strategic 
location, reputation, good customer 
relations, or similar factors; equal to 
the excess of the purchase price over 
the fair market value of the net assets 
purchased.

R E M E M B E R  T H I S

  Property, plant, and equipment cost = All costs to purchase and get ready for use
  Leases:

   Operating lease—accounted for as a rental; nothing on the balance sheet
   Capital lease—accounted for as a purchase; asset and liability on the 

balance sheet
  Self-construction cost = Materials, labor, reasonable overhead, and interest
  When two or more assets are acquired for a single price in a basket purchase, the 
relative fair market values are used to determine the respective costs.

  When an entire business is purchased, identifi able assets are recorded at their fair 
values with any excess being recorded as goodwill.
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L O  4   
 Calculating and Recording 
Depreciation Expense

WHAT  Compute straight-line and units-of-production depreciation expense for plant and equipment.
WHY  The service potential of a long-term operating asset is used up gradually over time. The cost 

or “depreciation expense” of the use of this service potential is part of the cost of doing 
 business.

HOW  The total cost of the use of a long-term operating asset is the original cost of the asset less 
its salvage value at the end of its life. This cost can be allocated evenly over the service life 
of the asset, either by year in the case of straight-line depreciation or by production unit in 
the case of units-of-production depreciation.

Th e second element in accounting for plant and equipment is the allocation of an asset’s cost over 
its useful life. Th e matching principle requires that this cost be assigned to expense in the peri-
ods benefi ted from the use of the asset. Th e allocation procedure is called depreciation, and the 
 allocated amount, recorded in a period-ending adjusting entry, is an expense that is deducted from 
revenues in order to determine income. It should be noted that the asset “plant” normally refers 
to buildings only; land is recorded as a separate asset and is not depreciated because it is usually 
 assumed to have an unlimited useful life.

Th e undepreciated cost is referred to as book value, 
which represents that portion of the original cost not yet as-
signed to the income statement as an expense. A company 
never claims that an asset’s recorded book value is equal to its 
market value. In fact, market values of assets could increase at 
the same time that depreciation expense is being recorded.

To calculate depreciation expense for an asset, you 
need to know 
• Original cost
• Estimated useful life
• Estimated salvage, or residual, value
Salvage value is the amount expected to be received when the asset is sold at the end of its useful 
life. When an asset is purchased, its actual life and salvage value are obviously unknown. Th ey must 
be estimated as realistically as is feasible, usually on the basis of experience with similar assets. In 
some cases, an asset will have little or no salvage value. If the salvage value is not signifi cant, it is 
usually ignored in computing depreciation.

Several methods can be used for depreciating the costs of assets for fi nancial reporting. In the 
main part of this chapter, we describe two: straight-line and units-of-production. Th e straight-
line depreciation method assumes that an asset will benefi t all periods equally and that the cost 
of the asset should be assigned on a uniform basis for all accounting periods. If an asset’s benefi ts 
are thought to be related to its productive output (miles driven in an automobile, for example), the 
units-of-production method is usually appropriate. In the expanded material section of this chapter, 
we describe two more depreciation methods: sum-of-the-years’-digits and declining-balance.

Straight-Line Method of Depreciation
Th e straight-line depreciation method is the simplest depreciation method. It assumes that an as-
set’s cost should be assigned equally to all periods benefi ted. Th e formula for calculating annual 
straight-line depreciation is:

Cost � Salvage value
� Annual depreciation expense

Estimated useful life (years)

depreciation The process of cost al-
location that assigns the original cost 
of plant and equipment to the periods 
benefi ted.

book value For a long-term operating 
asset, the asset’s original cost less 
any accumulated depreciation.

salvage value The amount expected 
to be received when an asset is sold 
at the end of its useful life.

straight-line depreciation method 
The depreciation method in which 
the cost of an asset is allocated 
equally over the periods of an asset’s 
estimated useful life.

units-of-production depreciation 
method The depreciation method in 
which the cost of an asset is allocated 
to each period on the basis of the 
productive output or use of the asset 
during the period.

C A U T I O N

Accounting for depreciation is often confusing because students 
tend to think that depreciation expense refl ects the decline in 
an asset’s value. The concept of depreciation is nothing more 
than a systematic write-off of the original cost of an asset.

C

Acc
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Assume that Wheeler purchased a van on January 1 for transporting hotel guests to and from 
the airport. Th e following facts apply:

Acquisition cost. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $24,000
Estimated salvage value  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $2,000
Estimated life:
 In years. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4 years
 In miles driven . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60,000 miles

With this formula, the annual depreciation expense for the van is calculated as:

$24,000 � $2,000
� $5,500 depreciation expense per year

4 years

When the depreciation expense for an asset has been calculated, a schedule showing the annual 
depreciation expense, the total accumulated depreciation, and the asset’s book value (undepreci-
ated cost) for each year can be prepared. Th e depreciation schedule for the van (using straight-line 
depreciation) is shown in Exhibit 9.4.

Th e entry to record straight-line depreciation each year is:

Depreciation Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,500
 Accumulated Depreciation, Hotel Van. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,500
  To record annual depreciation for the hotel van.

Depreciation Expense is reported on the income state-
ment. Accumulated Depreciation is a contra-asset account that 
is off set against the cost of the asset on the balance sheet. Book 
value is equal to the asset account balance, which retains the 
original cost of the asset as a debit balance, minus the credit 
balance in the accumulated depreciation account.

At the end of the fi rst year, the acquisition cost, accumu-
lated depreciation, and book value of the van are presented on the balance sheet as follows:

Property, Plant, and Equipment:
 Hotel van. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $24,000
 Less: Accumulated depreciation  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     5,500

 Book value  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $18,500

E X H I B I T  9 . 4   D e p r e c i a t i o n  S c h e d u l e  w i t h  S t r a i g h t - L i n e 
D e p r e c i a t i o n

  
Annual 

Depreciation Expense  
Accumulated 
Depreciation  Book Value

Acquisition date — — $24,000

End of year 1 $  5,500 $  5,500 18,500

End of year 2 5,500 11,000 13,000

End of year 3 5,500 16,500 7,500

End of year 4     5,500 22,000 2,000

$22,000

F Y I
A comparison of the amounts of cost and accumulated depre-
ciation reveals how old the plant and equipment is relative to its 
total expected life.
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Similar information is provided in the annual reports of all companies with property, plant, 
and equipment. For example, General Electric reported the following in the notes to its 2008 
fi nancial statements:

(December 31)

Original Cost (in millions)

2008 2007

GE
Land and improvements. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $       738 $       698
Buildings, structures, and related equipment . . . . . . . . . . . . . . . . . . . . . . 7,354 7,700
Machinery and equipment  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 22,114 20,569
Leasehold costs and manufacturing plant under construction . . . . . . . . . .       2,305       2,121

$  32,511 $  31,088
GE Capital Services
Land and improvements, buildings, structures and related equipment  . . . . $    7,076 $    6,051
Equipment leased to others:
 Aircraft . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 40,478 37,271
 Vehicles  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 32,098 32,079
 Railroad rolling stock  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,402 3,866
 Construction and manufacturing  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,363 3,031
 Mobile equipment  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,954 2,964
 All other  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .       2,789       2,961

$  93,160 $  88,223

$125,671 $119,311

Accumulated Depreciation 
and Amortization

GE . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  18,078 $  16,946
GE Capital Services
Land and improvements, buildings, structures and related equipment  . . . . 2,549 2,348
Equipment leased to others  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     26,514     22,129

$  47,141 $  41,423

Using this information, one can calculate that the property, plant, and equipment used 
by GE had been used for an average of 56% ($18,078/$32,511) of their useful life as of the 
end of 2008. Similarly, the buildings and equipment used by GE Capital Services had been 
used for an average of 36% ($2,549/$7,076) of their life, and the equipment leased by GE 
Capital Services to others had been used for an average of 31% ($26,514/$86,084) of their 
useful life.

Units-of-Production Method of Depreciation
Th e units-of-production depreciation method allocates an asset’s cost on the basis of use rather 
than time. Th is method is used primarily when a company expects that asset usage will vary sig-
nifi cantly from year to year. If the asset’s usage pattern is uniform from year to year, the units-of-
production method will produce the same depreciation pattern as the straight-line method. Assets 
with varying usage patterns for which this method of depreciation may be appropriate include 
automobiles and other vehicles whose life is estimated in terms of number of miles driven. It is 
also used for certain machines whose life is estimated in terms of number of units produced or 
number of hours of operating life. Th e formula for calculating the units-of-production deprecia-
tion for the year is:
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Cost � Salvage value
�

Number of units produced, 
hours used, or miles driven 

during the year

� Current year’s depreciation 
expenseTotal estimated life in 

units, hours, or miles

To illustrate, again consider Wheeler’s van, which has an expected life of 60,000 miles. With 
the units-of-production method, if the van is driven 12,000 miles during the fi rst year, the depre-
ciation expense for that year is calculated as follows:

$24,000 � $2,000
� 12,000 miles � $4,400 depreciation expense

60,000 miles

Th e entry to record units-of-production depreciation at the end of the fi rst year of the van’s 
life is:

Depreciation Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,400
 Accumulated Depreciation, Hotel Van. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,400
  To record depreciation for the fi rst year of the hotel van’s life.

Th e depreciation schedule for the four years is shown in Exhibit 9.5. Th is exhibit assumes that 
18,000 miles were driven the second year, 21,000 the third year, and 9,000 the fourth year.

Note that part of the formulas for straight-line and units-of-production depreciation is the 
same. In both cases, cost minus salvage value is divided by the asset’s useful life. With straight-
line, life is measured in years; with units-of-production, life is in miles or hours. With units-of-
production, the depreciation per mile or hour must then be multiplied by the usage for the year to 
determine depreciation expense.

What if the van lasts longer than four years or is driven for more than 60,000 miles? Once 
the $22,000 diff erence between cost and salvage value has been recorded as depreciation expense, 
there is no further expense to record. Th us, any additional years or miles are “free” in the sense 
that no depreciation expense will be recognized in connection with them. However, as other vans 
are purchased in the future, the initial estimates of their useful lives will be adjusted to refl ect the 
experience with previous vans.

A Comparison of Depreciation Methods
Th e amount of depreciation expense will vary according to the depreciation method used by a 
 company. Exhibit 9.6 compares the annual depreciation expense for Wheeler’s van under the 

E X H I B I T  9 . 5   D e p r e c i a t i o n  S c h e d u l e  w i t h  U n i t s - o f -
 P r o d u c t i o n  D e p r e c i a t i o n

 Miles Driven
Depreciation 

Expense
Accumulated 
Depreciation Book Value

Acquisition date — — — $24,000

End of year 1 12,000 $  4,400 $  4,400 19,600

End of year 2 18,000 6,600 11,000 13,000

End of year 3 21,000 7,700 18,700 5,300

End of year 4 9,000     3,300 22,000 2,000

$22,000
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straight-line and units-of-production depreciation methods. As this schedule makes clear, the total 
amount of depreciation is the same regardless of which method is used.

Straight-line is by far the most commonly used depreciation method because it is the simplest 
to apply and makes intuitive sense. For example, in the notes to its fi scal 2009 fi nancial statements 
(see Appendix A), Wal-Mart discloses that it depreciates its property, plant, and equipment using 
the straight-line method over useful lives ranging from 3 to 50 years.

Partial-Year Depreciation Calculations
Th us far, depreciation expense has been calculated on the basis of a full year. Businesses purchase 
assets at all times during the year, however, so partial-year depreciation calculations are often re-
quired. To compute depreciation expense for less than a full year, fi rst calculate the depreciation 
expense for the year and then distribute it evenly over the number of months the asset is held dur-
ing the year.

To illustrate, assume that Wheeler purchased its $24,000 van on July 1 instead of January 1. 
Th e depreciation calculations for the fi rst one and one-half years, using straight-line depreciation, 
are shown in Exhibit 9.7. Th e units-of-production method has been omitted from the exhibit; 
midyear purchases do not complicate the calculations with this method because it involves number 
of miles driven, hours fl own, and so on, rather than time periods.

In practice, many companies simplify their depreciation computations by taking a full year of 
depreciation in the year an asset is purchased and none in the year the asset is sold. Th is is allowed 
because depreciation is based on estimates, and in the long run, the diff erence in the amounts is 
usually immaterial.

Units-of-Production Method with Natural Resources
Another common use for the units-of-production method is with natural resources. Natural 
 resources include such assets as oil wells, timber tracts, coal mines, and gravel deposits. Like all 

natural resources Assets that are 
physically consumed or waste away.

E X H I B I T  9 . 7  P a r t i a l - Y e a r  D e p r e c i a t i o n

Method
Full-Year 

Depreciation  
Depreciation 1st Year 

(6 months)  
Depreciation 2nd Year 

(12 months)

Straight-line $5,500 $2,750 ($5,500 × ½) $5,500

E X H I B I T  9 . 6   C o m p a r i s o n  o f  D e p r e c i a t i o n  E x p e n s e  U s i n g 
D i f f e r e n t  D e p r e c i a t i o n  M e t h o d s

 
Straight-Line 
 Depreciation

Units-of-Production 
Depreciation

End of year 1 $  5,500 $  4,400

End of year 2 5,500 6,600

End of year 3 5,500 7,700

End of year 4     5,500     3,300

Totals $22,000 $22,000
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other assets, newly purchased or developed natural resources are recorded at cost. Th is cost must be 
written off  as the assets are extracted or otherwise depleted. Th is process of writing off  the cost of 
natural resources is called depletion and involves the calculation of a depletion rate for each unit 
of the natural resource. Conceptually, depletion is exactly the same as depreciation; with plant and 
equipment, the accounting process is called depreciation, whereas with natural resources it is called 
depletion.

To illustrate, assume that Power-T Company purchases a coal mine for $1,200,000 cash. Th e 
entry to record the purchase is:

Coal Mine . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,200,000
 Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,200,000
  Purchased a coal mine for $1,200,000.

If the mine contains an estimated 200,000 tons of coal deposits (based on a geologist’s esti-
mate), the depletion expense for each ton of coal extracted and sold will be $6 ($1,200,000/200,000 
tons). Here, the unit of production is the extraction of one ton of coal. If 12,000 tons of coal are 
mined and sold in the current year, the depletion entry is:

Depletion Expense. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 72,000
 Accumulated Depletion, Coal Mine. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 72,000
  To record depletion for the year: 12,000 tons at $6 per ton.

After the fi rst year’s depletion expense has been recorded, the coal mine is shown on the  balance 
sheet as follows:

Coal mine . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,200,000
Less: Accumulated depletion  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .        72,000

Book value  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,128,000

But how do you determine the number of tons of coal in a mine? Because most natural re-
sources cannot be counted, the amount of the resource owned is an estimate. Th e depletion cal-
culation is therefore likely to be revised as new information becomes available. When an estimate 
is changed, a new depletion rate per unit is calculated and used to compute depletion during the 
remaining life of the natural resource or until another new estimate is made. Coverage of account-
ing for changes in estimates is included in the expanded material section of this chapter.

depletion The process of cost 
 allocation that assigns the original 
cost of a natural resource to the 
periods benefi ted.

  Depreciation is the process whereby the cost of an asset is allocated over its useful 
life.

  The straight-line and units-of-production methods allocate cost proportionately over 
an asset’s life on the bases of time and use, respectively.

  Straight-line depreciation expense = (Cost − Salvage value) ÷ Estimated useful life
  Units-of-production depreciation expense = [(Cost − Salvage value) ÷ Estimated life 
in units] × Units produced

  Depreciation for natural resources is called depletion and is similar to units-of-
 production depreciation.

R E M E M B E R  T H I S

D



 Investments: Property, Plant, and Equipment and Intangible Assets Chapter 9 393

L O  5   
 Repairing and Improving Property, 
Plant, and Equipment

WHAT Account for repairs and improvements of property, plant, and equipment.
WHY  To properly record the operating cost of doing business this year, amounts spent on the 

repair and improvement of property, plant, and equipment must be carefully separated into 
those amounts that benefi t only this year (repairs and maintenance) and those amounts that 
benefi t both this year and subsequent years (capital expenditures).

HOW  Amounts spent on repairs and routine maintenance, which benefi t only the current period, 
are recorded as expenses. Amounts spent on capital expenditures, which benefi t the current 
and future periods, are added to the cost of the asset and included in the computation of 
depreciation expense for both the current and future periods.

Sometime during its useful life, an asset will probably need to be repaired or improved. Th e ac-
counting issue associated with these postacquisition expenditures is whether they should be imme-
diately recognized as an expense or be added to the cost of the asset (capitalized). Remember from 
the discussion in Chapter 8 that an expenditure should be capitalized if it is expected to have an 
identifi able benefi t in future periods.

Th e following data relate to a machine used by Mimi Company. Th e machine was acquired on January 1.

Original cost of the machine $230,000
Expected salvage value $30,000
Estimated useful life (years) 5 years
Estimated useful life (units) 5,000 units
Units produced in the fi rst year 1,200 units

1  Make the journal entry to record depreciation expense for the fi rst year. Assume that Mimi uses the 
straight-line method.

2 Repeat (1) assuming that Mimi uses the units-of-production method.

 S O L U T I O N …

1 Th e journal entry to record depreciation expense using the straight-line method is as follows:

Depreciation Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 40,000
 Accumulated Depreciation  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 40,000
  ($230,000 – $30,000)/5 years = $40,000 per year.

2  Th e journal entry to record depreciation expense for the fi rst year using the units-of-production method is as 
 follows:

Depreciation Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 48,000
 Accumulated Depreciation  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 48,000
  ($230,000 – $30,000) × (1,200 units/5,000 units) = $48,000.

D O  T H I S . . .

Th e following da

D O  T H



394 Part 3 Investing  and Financing Activities

Two types of expenditures can be made on existing assets. Th e fi rst is ordinary expenditures for 
repairs, maintenance, and minor improvements. For example, a truck requires oil changes and pe-
riodic maintenance. Because these types of expenditures typically benefi t only the period in which 
they are made, they are expenses of the current period.

Th e second type is an expenditure that lengthens an asset’s useful life, increases its capacity, or 
changes its use. For example, overhauling the engine of a delivery truck involves a major expendi-
ture to extend the useful life of the truck. Th ese expenditures are capitalized; that is, they are added 
to the asset’s cost instead of being expensed in the current period. To qualify for capitalization, an 
expenditure should meet these criteria: 
• It must be signifi cant in amount.
• It should benefi t the company over several periods, not just during the current one.
• It should increase the productive life or capacity of the asset.

To illustrate the diff erences in accounting for capital and ordinary expenditures, assume that 
Wheeler also purchases a delivery truck for $42,000. Th is truck has an estimated useful life of eight 
years and a salvage value of $2,000. Th e straight-line depreciation is $5,000 per year [($42,000 − 
$2,000)/8 years]. If the company spends $1,500 each year for normal maintenance, its annual 
recording of these expenditures is:

Repairs and Maintenance Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,500
 Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,500
  Spent $1,500 for maintenance of delivery truck.

Th is entry has no eff ect on either the recorded cost or the depreciation expense of the truck. 
Now suppose that at the end of the sixth year of the truck’s useful life, Wheeler spends $8,000 
to overhaul the engine. Th is expenditure will increase the truck’s remaining life from two to four 
years, but will not change its estimated salvage value. Th e depreciation for the last four years will be 
$4,500 per year, calculated as shown below.

Depreciation 
before 

Overhaul

Depreciation 
after 

Overhaul

Original cost $42,000 Original cost $42,000
Less salvage value       2,000 Accumulated depreciation (prior to overhaul)   30,000

Cost to be allocated (depreciable amount)   $40,000 Remaining book value $12,000

Original life of asset     8 years Capital expenditure (overhaul)     8,000

Original depreciation per year ($40,000/8) $5,000 New book value $20,000
Usage before overhaul × 6 years Less salvage value     2,000

Accumulated depreciation prior to overhaul   $30,000 New depreciable amount $18,000

Remaining life   4 years

New annual depreciation ($18,000/4) $  4,500

Th e journal entry to record the $8,000 capitalized expenditure is:

Delivery Truck . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,000
 Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,000
  Spent $8,000 to overhaul the engine of the $42,000 delivery truck.

Another example of a capital expenditure is the cost of land improvements. Certain im-
provements are considered permanent, like moving earth to change the land contour. Such an 
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Polly Company has a truck. As of January 1, the truck had a cost of $40,000, accumulated depreciation of $15,000, and 
an expected remaining life of fi ve years. On January 1, Polly spent $20,000 on repairs and improvements on the truck. Of 
this $20,000 amount, $5,000 is for routine maintenance and $15,000 is for improvements that are expected to increase the 
remaining life of the truck from fi ve years to 10 years.

 1  Make the journal entry required to record the cash payment for the $20,000 in repairs and maintenance done on 
January 1.

 2  Make the journal entry required to record depreciation expense on the truck for the year. Polly uses the straight-line 
method. The truck has no expected salvage value.

 S O L U T I O N …

 1 Th e journal entry to record the cash payment for the repairs and maintenance is as follows:

Repairs and Maintenance Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .    5,000
Truck  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15,000
 Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000

 2 Th e journal entry to record the updated depreciation expense for the year is as follows:

Depreciation Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .    4,000
 Accumulated Depreciation  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,000
  Initial remaining book value: $40,000 – $15,000 = $25,000
  Capital expenditure: $15,000
  New remaining life: 10 years 
  ($25,000 + $15,000)/10 years = $4,000 per year

D O  T H I S . . .

Polly Company h
an expected rema
this $20,000 amo

D O  T H

 expenditure would be capitalized as part of the land account. Other expenditures may have a 
limited life, like those incurred in building a road, a sidewalk, or a fence. Th ese expenditures 
would be capitalized in a separate land improvements account and be depreciated over their use-
ful lives.

It is often diffi  cult to determine whether a given expenditure should be capitalized or ex-
pensed. Th e two procedures produce a diff erent net income, however, so it is extremely important 
that such expenditures be properly classifi ed. When in doubt, accepted practice is to record an 
expenditure as an expense to ensure that the asset is not reported at an amount that exceeds its 
future benefi t.

  When an expenditure is capitalized, it is recorded as an addition to the cost of an 
asset.

  To be capitalized, an expenditure must:
  Be signifi cant in amount
  Provide benefi ts for more than one period
  Increase the productive life or capacity of an asset

  Ordinary expenditures, such as repairs, merely maintain an asset’s productive 
capacity at the level originally projected and are expenses of the current period.

R E M E M B E R  T H I S

W
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L O  6
   Recording Impairments 

of Asset Value
WHAT  Identify whether a long-term operating asset has suffered a decline in value and record the 

decline.
WHY  Financial statement users should be made aware when deterioration in economic conditions 

causes long-term operating assets to decline rapidly or signifi cantly in value.
HOW  To compute and record an impairment loss (substantial decline in fair value), fi rst compare 

the recorded book value of the asset to the sum of future cash fl ows expected to be gener-
ated by the asset. If the book value is higher, recognize a loss in an amount equal to the dif-
ference between the book value of the asset and its fair value.

As discussed, the value of a long-term asset depends on the future cash fl ows expected to be gener-
ated by that asset. Occasionally, events occur after the purchase of an asset that signifi cantly reduce 
its value. For example, a decline in the consumer demand for high-priced athletic shoes can cause 
the value of a shoe-manufacturing plant to plummet. Accountants call this impairment. When an 
asset is impaired, the event should be recognized in the fi nancial statements, both as a reduction in 
the reported value of the asset in the balance sheet and as a loss in the income statement. Of course, 
the value of long-term assets can also increase after the purchase date. In the United States, these 
increases are not recorded, as explained more fully later in this section.

Recording Decreases in the Value of Property, 
Plant, and Equipment
According to U.S. accounting rules, the value of an asset is impaired when the sum of estimated 
future cash fl ows from that asset is less than the book value of the asset. Th is computation ignores 
the time value of money. As illustrated below, this is a strange impairment threshold—a more rea-
sonable test would be to compare the book value to the fair value of the asset.

Once it has been determined that an asset is impaired, the amount of the impairment is mea-
sured as the diff erence between the book value of the asset and the fair value. To summarize, the 
existence of an impairment loss is determined using the sum of the estimated future cash fl ows from 
the asset, ignoring the time value of money. Th e amount of the impairment loss is measured using 
the fair value of the asset, which does incorporate the time value of money. Th e practical result of 
this two-step process is that an impairment loss is not recorded unless it is quite certain that the 
asset has suff ered a permanent decline in value.

To illustrate, assume that Wheeler purchased a fi tness center building fi ve years ago for 
$600,000. Th e building has been depreciated using the straight-line method with a 20-year use-
ful life and no residual value. Wheeler estimates that the building has a remaining useful life of 
15 years, that net cash infl ow from the building will be $25,000 per year, and that the fair value of 
the building is $230,000.

Annual depreciation for the building has been $30,000 ($600,000 ÷ 20 years). Th e current 
book value of the building is computed as follows:

Original cost . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $600,000
Accumulated depreciation ($30,000 � 5 years)  . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   150,000

Book value  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $450,000

Th e book value of $450,000 is compared with the $375,000 ($25,000 × 15 years) sum of 
future cash fl ows (ignoring the time value of money) to determine whether the building is im-
paired. Th e sum of future cash fl ows is only $375,000, which is less than the $450,000 book value, 

impairment A decline in the value of 
a long-term operating asset.
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so an impairment loss should be recognized. Th e loss is equal to the $220,000 ($450,000 – 
$230,000) diff erence between the book value of the building and its fair value. Th e impairment 
loss would be recorded as follows:

Accumulated Depreciation, Building  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150,000
Loss on Impairment of Building. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 220,000
 Building ($600,000 – $230,000)  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 370,000
  Recognized $220,000 impairment loss on building.

Th is journal entry basically records the asset as if it were 
being acquired brand new at its fair value of $230,000. Th e 
existing accumulated depreciation balance is wiped clean, and 
the new recorded value of the asset is its fair value of $230,000 
($600,000 – $370,000). After an impairment loss is recog-
nized, no restoration of the loss is allowed even if the fair value 
of the asset later recovers. Th e odd nature of the impairment 
test can be seen if the facts in the Wheeler example are changed 
slightly. Assume that net cash infl ow from the building will be 
$35,000 per year and that the fair value of the building is 
$330,000. With these numbers, no impairment loss is recog-
nized, even though the fair value of $330,000 is less than the 
book value of $450,000, because the sum of future cash fl ows 
of $525,000 ($35,000 × 15 years) exceeds the book value. 
Th us, in this case the asset would still be recorded at its book 
value of $450,000, even though its fair value is actually less. As 
mentioned above, the practical impact of the two-step impair-
ment test is that no impairment losses are recorded unless the 
future cash fl ow calculations off er very strong evidence of a 
permanent decline in asset value. Th e impairment test is sum-
marized in Exhibit 9.8.

E X H I B I T  9 . 8  I m p a i r m e n t  T e s t

Book Value
of Asset

Sum of Future Cash Flows
from Asset

IMPAIRMENT.
Record Asset

at Its
Fair Value.

Sum of Future Cash Flows
Less than Book Value?

 NO IMPAIRMENT.
Asset Continues

 to Be Reported at
Book Value.

YES

NO

AOL Time Warner set a world record when it recorded an impairment 
loss in 2002 of $99.737 billion. Over half of that amount related to a 
write-off of goodwill associated with the 2000 merger of AOL and Time 
Warner. This record write-off resulted in AOL Time Warner reporting 
a net loss for the year of $98.7 billion. During 2008, when the market 
values of real estate, stocks, and other assets plummeted, hundreds of 
companies were required to record impairment losses on their assets.
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Recording Increases in the Value 
of Property, Plant, and Equipment
Under U.S. accounting standards, increases in the value of 
property, plant, and equipment are not recognized. Gains from 
increases in asset value are recorded only if and when the asset 
is sold. Th us, for Wheeler, if the fair value of the building rises 

to $800,000, the building would still be reported in the fi nancial statements at its depreciated book 
value of $450,000. Th is is an example of the conservative bias that often exists in the accounting 
rules: losses are recognized when they occur, but the recognition of gains is deferred until the asset 
is sold.

Although increases in the value of property, plant, and equipment are not recognized in the 
United States, accounting rules in other countries do allow for their recognition. Because this 
upward revaluation of property, plant, and equipment is allowable under international fi nancial 
reporting standards, it will be interesting to watch over the next decade or so to see whether senti-
ment grows to allow this practice in the United States as well.

Do you think businesses would prefer an impairment test involv-
ing only the comparison of the book value of an asset to its fair 
value? Explain.

S T O P  &  T H I N K
Do y

I N T E R N AT I O N A L

International Accounting for 
Biological Assets

The international standard for recognizing 
increases in the value of property from 
growth or discovery is substantially differ-

ent from U.S. practice. Under international stan-
dards, biological assets, like cattle, fruit trees, 
and lumber forests, are recorded in the balance 
sheet at their fair value (less estimating selling 
costs) as of the balance sheet date. Increases in 
this fair value are recognized as gains, and de-
creases are recognized as losses.  Accordingly, 

under International Financial Reporting  Standards, 
a lumber company would report the timber in its 
forests at fair value (less selling cost) in each 
balance sheet during, say, the 30-year period 
the timber is growing. The yearly increases or 
decreases in fair value would be reported in the 
income statement as gains or losses. In sum-
mary, International Financial Reporting Standards 
allow, and sometimes require, the recognition of 
changes in long-term asset values in many more 
cases than do U.S. standards.

  When an asset’s value declines after it is purchased, it is said to be impaired.
  Recording an impairment loss is a two-step process.

   Compare the recorded book value of the asset to the sum of future cash fl ows 
expected to be generated by the asset.

   If the book value is higher, recognize a loss in an amount equal to the difference 
between the book value of the asset and its FAIR value.

  According to U.S. accounting rules, increases in the value of property, plant, and 
equipment are not recognized.

R E M E M B E R  T H I S

W
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L O  7   
 Disposal of Property, Plant, 
and Equipment

WHAT Record the discarding and selling of property, plant, and equipment.
WHY Accounting for depreciation expenses is critical in today’s business world.
HOW  When a long-term operating asset is disposed or exchanged, it is removed from the books 

and replaced with the assets received in exchange, which are recorded at their fair values. If 
the fair value of the assets received exceeds the book value of the assets given, then a gain 
is recognized; if the reverse is true, a loss is recognized.

Plant and equipment eventually become worthless or are sold. When a company removes one of 
these assets from service, it has to eliminate the asset’s cost and accumulated depreciation from the 
accounting records. Th ere are basically three ways to dispose of an asset: 
• Discard or scrap it
• Sell it
• Exchange it for another asset

Discarding Property, Plant, and Equipment
When an asset becomes worthless and must be scrapped, its cost and its accumulated deprecia-
tion balance should be removed from the accounting records. If the asset’s total cost has been 

Amber Company purchased a building 10 years ago for $900,000. As of January 1 of the current year, the building has 
accumulated depreciation of $270,000 and a fair value of $380,000. Amber expects that the building will generate a net 
cash infl ow of $100,000 per year for the next fi ve years.

1  Show the calculations that demonstrate that the building is impaired.
2  Make the journal entry to record the impairment loss.

 S O L U T I O N …

1 

Original cost $900,000
Accumulated depreciation   270,000

Book value $630,000

Sum of future cash fl ows ($100,000 × 5 years) $500,000

Because the sum of the future cash fl ows is less than the book value, the asset is impaired.

2 Th e journal entry to record the impairment loss is as follows:

Accumulated Depreciation  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 270,000
Loss on Impairment of Building. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 250,000
 Building ($900,000 – $380,000)  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 520,000

D O  T H I S . . .

Amber Compan
accumulated dep
cash infl ow of $1

D O  T H
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 depreciated, there is no loss on the disposal. If, on the other hand, the cost is not completely depre-
ciated, the undepreciated cost represents a loss on disposal.

To illustrate, assume that Wheeler purchases a computer for $15,000. Th e computer has a fi ve-
year life and no estimated salvage value and is depreciated on a straight-line basis. If the computer 
is scrapped after fi ve full years, the entry to record the disposal is as follows:

Accumulated Depreciation, Computer . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15,000
 Computer  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15,000
  Scrapped $15,000 computer.

If Wheeler must pay $300 to have the computer dismantled and removed, the entry to record 
the disposal is:

Accumulated Depreciation, Computer . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15,000
Loss on Disposal of Computer  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 300
 Computer  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15,000
 Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 300
  Scrapped $15,000 computer and paid disposal costs of $300.

If the computer had been scrapped after only four years of service (and after $12,000 of the 
original cost has been depreciated), there would have been a loss on disposal of $3,300 (including 
the disposal cost), and the entry would have been:

Accumulated Depreciation, Computer . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12,000
Loss on Disposal of Computer  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,300
 Computer  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15,000
 Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 300
  Scrapped $15,000 computer and paid disposal costs of $300.

Don’t think of the losses recognized above as “bad” or gains as “good.” A loss on disposal sim-
ply means that, given the information we now have, it appears that we didn’t record enough depre-
ciation expense in previous years. As a result, the book value of the asset is higher than the amount 
we can get on disposal. Similarly, a gain means that too much depreciation expense was recognized 
in prior years, making the book value of the asset lower than its actual disposal value.

Selling Property, Plant, and Equipment
A second way of disposing of property, plant, and equipment is to sell it. If the sales price of the 
asset exceeds its book value (the original cost less accumulated depreciation), there is a gain on the 
sale. Conversely, if the sales price is less than the book value, there is a loss.

To illustrate, consider Wheeler’s $15,000 computer. If the computer is sold for $600 after fi ve 
full years of service, assuming no disposal costs, the entry to record the sale is:

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 600
Accumulated Depreciation, Computer . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15,000
 Computer  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15,000
 Gain on Sale of Computer. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 600
  Sold $15,000 computer at a gain of $600.

Because the asset was fully depreciated, its book value was zero and the $600 cash received rep-
resents a gain. If the computer had been sold for $600 after only four years of  service, there would 
have been a loss of $2,400 on the sale, and the entry to record the sale would have been:
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Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 600
Accumulated Depreciation, Computer . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12,000
Loss on Sale of Computer  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,400
 Computer  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15,000
  Sold $15,000 computer at a loss of $2,400.

Th e $2,400 loss is the diff erence between the sales price of $600 and the book value of $3,000 
($15,000 – $12,000). Th e amount of gain or loss is thus a function of two factors: 
• Th e amount of cash received from the sale
• Th e book value of the asset at the date of sale
Th e book value can vary from the market price of the asset for two reasons: 
• Th e accounting for the asset is not intended to show market value in the fi nancial statements.
• It is diffi  cult to estimate salvage value and useful life at the outset of an asset’s life.

Exchanging Property, Plant, and Equipment
A third way of disposing of property, plant, and equipment is to exchange it for another asset. Such 
exchanges occur regularly with cars, trucks, machines, and other types of large equipment. When 
dissimilar assets are exchanged, such as a truck for a computer, the transaction is accounted for 
exactly as outlined previously: the acquired asset is recorded in the books at its fair market value, 
and a gain or loss may be recognized depending on the diff erence between this market value and 
the book value of the asset that was disposed of. Accounting for exchanges of similar assets can be 
more complicated and is therefore reserved for intermediate accounting texts.

Didericksen Company sold a truck with a historical cost of $50,000 and accumulated depreciation of $24,000 for $30,000 
cash. Make the journal entry necessary to record the sale of the truck.

 S O L U T I O N …

Th e journal entry to record the sale of the truck for $30,000 cash is as follows:

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000
Accumulated Depreciation  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 24,000
 Gain on Sale of Truck . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  4,000
 Truck  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000

D O  T H I S . . .

Didericksen Com
cash. Make the jo

D O  T H

  There are three ways of disposing of assets:
  Discarding (scrapping)
  Selling
  Exchanging

  If a scrapped asset has not been fully depreciated, a loss equal to the undepreciated 
cost or book value is recognized.

  When an asset is sold, there is a gain if the sales price exceeds the book value and a 
loss if the sales price is less than the book value.

R E M E M B E R  T H I S

T
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L O  8   Accounting for Intangible Assets
WHAT  Account for the acquisition and amortization of intangible assets and understand the special 

diffi culties associated with accounting for intangibles.
WHY Intangible assets comprise an increasing portion of company assets. 
HOW  Internally generated intangible assets are not recognized on the balance sheet. Acquired 

intangible assets are valued at the amount paid to acquire them. Intangible assets are am-
ortized over their expected useful life; some intangibles have an indefi nite useful life and are 
therefore not amortized. Intangible assets are regularly evaluated for possible impairment.

Intangible assets are rights and privileges that are long-lived, are not held for resale, have no physical 
substance, and usually provide their owner with competitive advantages over other fi rms. Familiar 
examples are patents, franchises, licenses, and goodwill.

Th e importance of intangible assets can be illustrated by considering General Electric. As 
mentioned in Chapter 2, if the balance sheet were perfect, the amount of owners’ equity would be 
equal to the market value of the company. On December 31, 2008, GE’s reported equity was equal 
to $104.665 billion. Th e actual market value of GE on December 31, 2008, was $171 billion. Th e 
reason for the large diff erence between the recorded value and the actual value is that a traditional 
balance sheet excludes many important intangible economic assets. Examples of GE’s important 
intangible economic assets are its track record of successful products and its entrenched market 
position in the many industries in which it operates. Th ese intangible factors are by far the most 
valuable assets owned by GE, but they fall outside the traditional accounting process.

As with many accounting issues, accounting for intangibles involves a trade-off  between rel-
evance and reliability. Information concerning intangible assets is relevant, but to meet the standard 
for recognition in the fi nancial statements, the recorded amount for the intangible must also be re-
liable. Th e most important distinction in intangible assets for accounting purposes is between those 
intangible assets that are internally generated and those that are externally purchased. Th is distinc-
tion is important because the transfer of externally purchased intangible assets in an arm’s-length 
market transaction provides reliable evidence that the intangibles have probable future economic 
benefi t. Such reliable evidence does not exist for most internally generated intangibles. Accord-
ingly, as discussed in Chapter 8, most costs associated with generating and maintaining internally 
 generated intangibles are expensed as incurred.

Keep in mind, however, that an intangible asset that is internally generated (and therefore 
not recorded as an asset on a company’s books) is still valued by the stock market. Consider 
Exhibit 9.9, which lists the 10 most valuable brands in the world in 2008. Each of these brands 
represents a valuable economic asset that has been internally generated. For example, the $66.7 bil-
lion Coca-Cola brand name has been created over the years by Th e Coca-Cola Company through 
successful business operations and relentless marketing. But because the valuation of this asset is 
not deemed suffi  ciently reliable to meet the standard for fi nancial statement recognition, it is not 
included in Th e Coca-Cola Company’s balance sheet. However, as explained below, if another com-
pany were to buy Th e Coca-Cola Company, an important part of recording the transaction would 
be allocating the total purchase price to the various economic assets acquired, including previously 
unrecorded intangible assets.

In the future, fi nancial reporting will move toward providing more information about inter-
nally generated intangibles. Whether this will involve actual valuation and recognition of these in-
tangibles in the fi nancial statements, or simply more extensive note disclosure, remains to be seen.

A short description of some of the common types of intangible assets is given below.

Trademark A trademark is a distinctive name, symbol, or slogan that distinguishes a prod-
uct or service from similar products or services. Well-known examples include Coke, Windows, 
Yahoo!, and the Nike Swoosh. As shown in Exhibit 9.9, it was estimated in 2008 that the value 

patent An exclusive right granted for 
20 years by the federal government 
to manufacture and sell an invention.

trademark A distinctive name, 
symbol, or slogan that distinguishes 
a product or service from similar 
products or services.
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of the  Coca-Cola trademark was in excess of $66 billion. Because the Coca-Cola trademark is an 
internally generated intangible asset, it is not reported on Th e Coca-Cola Company’s balance sheet. 
However, the company has purchased other trademarks (such as Minute Maid), with a total cost of 
$6.6 billion; these are reported in Th e Coca-Cola Company’s balance sheet.

Franchises Franchise operations have become so common in everyday life that we often don’t 
realize we are dealing with them. When a business obtains a franchise, the recorded cost of the 
franchise includes any sum paid specifi cally for the franchise right as well as legal fees and other 
costs incurred in obtaining it. Although the value of a franchise at the time of its acquisition may 
be substantially in excess of its cost, the amount recorded should be limited to actual outlays. For 
example, approximately 80% of McDonald’s locations are operated under franchise agreements. A 
McDonald’s franchisee must contribute an initial cash amount of $300,000, which is used to buy 
some of the equipment and signs and also to pay the initial franchise fee. Th e value of a  McDonald’s 
franchise alone is much more than $300,000, but the franchisee would only record a franchise asset 
in his or her fi nancial statements equal to the cost (not value) 
of the franchise. However, if a franchise right is included when 
one company purchases another company, presumably the en-
tire value is included in the purchase price, and the fair value 
attributable to the franchise right is recorded as an intangible 
asset in the acquirer’s books.

Goodwill Goodwill represents the business contacts, reputation, functioning systems, staff  cama-
raderie, and industry experience that make a business much more than just a collection of assets. 
As mentioned above, if these factors are the result of a contractual right or are associated with 
intangibles that can be bought and sold separately, then the value of the factor should be reported 
as a separate intangible asset. In essence, goodwill is a residual number, the value of all of the syner-
gies of a functioning business that cannot be specifi cally identifi ed with any other intangible factor. 
Goodwill is recognized only when it is purchased as part of the acquisition of another company. In 
other words, a company’s own goodwill, its homegrown goodwill, is not recognized. Goodwill will 
be discussed more in depth later in the chapter. 

Exhibit 9.10 (p. 404) provides a summary of a number of intangible assets and how they 
are valued.

franchise An entity that has been 
licensed to sell the product of a 
manufacturer or to offer a particular 
service in a given area.

E X H I B I T  9 . 9   T e n  M o s t  V a l u a b l e  B r a n d s  i n  t h e  W o r l d  f o r 
2 0 0 8

Source: http://www.interbrand.com.

Brand
Brand Value 2008

(in millions)    Rank 2008

 1  Coca-Cola  $66,667

 2  IBM    59,031

 3  Microsoft    59,007

 4 General Electric    53,086

 5  Nokia    35,942

 6  Toyota    34,050

 7  Intel    31,261

 8  McDonald’s    31,049

 9  Disney    29,251

10  Google    25,590

ALBRECHT

BRAVIA

F Y I
The original Coca-Cola bottling franchise sold for $1.

http://www.interbrand.com
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Estimating the Fair Value of an Intangible Th e most diffi  cult part of recording an amount for 
an intangible asset is not in identifying the asset but instead is in estimating a fair value of the as-
set. Th e objective in estimating the fair value is to duplicate the price at which the intangible asset 
would change hands in an arm’s-length market transaction. If there is a market for similar intan-
gibles assets, then the best estimate of fair value is made with reference to these observable market 
prices.

To illustrate the accounting for the purchase of an intangible patent, assume that Wheeler 
acquires, for $200,000, a patent granted seven years earlier to another fi rm. Th e entry to record the 
purchase of the patent is:

Patent  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200,000
 Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200,000
  Purchased patent for $200,000.

Th e one exception to valuing purchased intangibles at market value involves goodwill, which 
arises when an entire business is purchased. Goodwill is best thought of as a residual amount, the 
amount of the purchase price of a business that is left over after all other tangible and intangible as-
sets have been identifi ed. As such, goodwill is that intangible something that makes the whole com-
pany worth more than its individual parts. In general, goodwill represents all the special advantages, 
not otherwise separately identifi able, enjoyed by an enterprise, including reputation, experience, 
and relationships. Th ese factors allow a business to earn above-normal income with the identifi able 
assets, tangible and intangible, employed in the business.

To illustrate the accounting for goodwill, assume that, in order to cater to the medicinal needs 
of its guests, Wheeler purchases Valley Drug Store for $400,000. At the time of purchase, the 
 recorded assets and liabilities of Valley Drug have the following fair market values:

E X H I B I T  9 . 1 0   A c q u i s i t i o n  C o s t s  o f  G o o d w i l l  a n d  O t h e r 
I n t a n g i b l e  A s s e t s

Patent An exclusive right granted by a national government that 
enables an inventor to control the manufacture, sale, or 
use of an invention. In the United States, legal life is 20 
years from patent application date.

COST: Purchase price, fi ling and registry fees, cost of 
subsequent litigation to protect right. Does not include 
internal research and development costs.

Trademark An exclusive right granted by a national government that 
permits the use of distinctive symbols, labels, and designs, 
e.g., McDonald’s golden arches, Nike’s Swoosh, Apple’s 
computer name and logo. Legal life is virtually unlimited.

COST: Same as Patent.

Copyright An exclusive right granted by a national government that 
permits an author to sell, license, or control his/her work. 
In the United States, copyrights expire 50 years after the 
death of the author.

COST: Same as Patent.

Franchise agreement An exclusive right or privilege received by a business or 
an individual to perform certain functions or sell certain 
products or services.

COST: Expenditures made to purchase the franchise. 
Legal fees and other costs incurred in obtaining the 
franchise.

Acquired 
customer list

A list or database containing customer information such as 
name, address, past purchases, and so forth. Companies 
that originally develop such a list often sell or lease it to 
other companies, unless prohibited by customer confi den-
tiality agreements.

COST: Purchase price when acquired from another 
company. Costs to internally develop a customer list are 
expensed as incurred.

Goodwill Miscellaneous intangible resources, factors, and conditions 
that allow a company to earn above-normal income with its 
identifi able net assets. Goodwill is recorded only when a 
business entity is acquired by a purchase.

COST: Portion of purchase price that exceeds the sum of 
the current market value for all identifi able net assets, both 
tangible and intangible.

Source: Some of these illustrations are taken from SFAS No. 141, “Business Combinations,” Appendix A.
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Inventory  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $220,000
Long-term operating assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 110,000
Other assets (prepaid expenses, etc.) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,000
Liabilities  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .    (20,000)

Total net assets. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $320,000

Note that Wheeler records these items at their fair market values on the date purchased, just as 
it does when purchasing individual assets.

Because Wheeler was willing to pay $400,000 for Valley Drug, there must have been other 
 favorable, intangible factors worth approximately $80,000. Th ese are goodwill factors, and the 
entry to record the purchase of the drug store is:

Inventory  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 220,000
Long-Term Operating Assets  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 110,000
Other Assets. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,000
Goodwill . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80,000
 Liabilities. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000
 Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 400,000
  Purchased Valley Drug Store for $400,000.

Amortization of Intangible Assets
Like tangible assets, intangible assets are recorded at their historical costs. Unlike tangible assets, the 
costs associated with intangible assets are not always allocated as expenses over time. Th e periodic allo-
cation to expense of an intangible asset’s cost is called amortization. Conceptually, depreciation (with 
plant and equipment), depletion (with natural resources), and amortization (with intangible assets) are 
exactly the same thing. Straight-line amortization is generally used for intangible assets. In addition, in 
the absence of strong evidence to the contrary, intangible assets are assumed to have no salvage value.

In accounting for an intangible asset after its acquisition, a determination fi rst must be made 
as to whether the intangible asset has a fi nite life. If no economic, legal, or contractual factors 
cause the intangible to have a fi nite life, then its life is said to be indefi nite, and the asset is not to 
be amortized until its life is determined to be fi nite. An indefi nite life is one that extends beyond 
the foreseeable horizon. An example of an intangible asset that has an indefi nite life is a broadcast 
license that includes an extension option that can be renewed indefi nitely. If an intangible asset is 
determined to have a fi nite life, then the asset is to be amortized over its estimated life; the useful 
life estimate should be reviewed periodically.

To illustrate the amortization of an intangible asset, recall that Wheeler’s patent, with a legal 
life of 20 years, was purchased from another company after seven years. Because seven years of its 
20-year legal life have already elapsed, the patent now has a legal life of only 13 years, although 
it may have a shorter useful life. If its useful life is assumed to be eight years, one-eighth of the 
$200,000 cost should be amortized each year for the next eight years. Th e entry each year to record 
the patent amortization expense is:

Amortization Expense, Patent. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 25,000
 Patent. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 25,000
  To amortize one-eighth of the cost of the patent.

Notice that in the above entry, the patent account was credited. Alternatively, a contra-asset 
account, such as Accumulated Amortization, could have been credited. In practice, however, credit-
ing the intangible asset account directly is more common. Th is is diff erent from the normal practice 
of crediting Accumulated Depreciation for buildings or equipment.

amortization The process of cost al-
location that assigns the original cost 
of an intangible asset to the periods 
benefi ted.
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W.W. Cole Company purchased an operating license for $40,000 cash on January 1.

1  Make the journal entry necessary to record the purchase of the license.
2  Assume that the license has an expected useful life of fi ve years. Make the journal entry necessary to record amortization 

expense at the end of the fi rst year.
3  Assume that the license can be renewed automatically and therefore has an indefi nitely long useful life. Make the journal 

entry necessary to record amortization expense at the end of the fi rst year.

 S O L U T I O N …

1 Th e journal entry to record the purchase of the license for $40,000 cash is as follows:

License  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 40,000
 Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 40,000

 2 Th e journal entry to record amortization expense for the fi rst year is as follows:

Amortization Expense ($40,000/5 years)  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,000
 License . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,000

 Th e credit could also have been made to Accumulated Amortization.
 3  Because the license has an indefi nite useful life, no amortization expense is recorded. Th is assumption of an indefi -

nite useful life would be reviewed periodically.

D O  T H I S . . .

W.W. Cole Com

1 Make the jo
2 A th

D O  T H

Impairment of Intangible Assets
While many intangible assets are not amortized, all intangible assets must be evaluated every year 
to determine if 
• Th e estimated useful life has changed
• Th e intangible asset has become impaired
Previously in this chapter, the issue of asset impairment was discussed with regard to tangible assets. Al-
though the specifi cs of the various impairment tests associated with the diff erent kinds of intangible assets 
are beyond the scope of this textbook, suffi  ce it to say that when evaluating whether or not an intangible 
asset has become impaired, the objective is to ensure that the intangible assets recorded on the books of 
a company are not overstated. If an intangible asset is determined to be impaired, an impairment loss is 
recorded on the income statement and the intangible asset is reduced on the books of the company.

  Intangible assets are long-term rights and privileges that have no physical substance 
but provide competitive advantages to owners. Common intangible assets are pat-
ents, franchises, licenses, and goodwill.

  Intangible assets are only recognized in the fi nancial statements if they have been 
purchased through an arm’s-length transaction.

  The cost of recorded intangible assets is expensed as follows:
  Certain intangible assets are amortized over the economic life of the asset.
  Many intangible assets are not amortized because their economic lives are not limited.
  All intangible assets, including goodwill, must be analyzed to determine if impair-
ment has occurred. If it has, then an impairment loss is recognized.

R E M E M B E R  T H I S

In
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L O  9   
 Measuring Property, Plant, 
and Equipment Effi ciency

WHAT  Use the fi xed asset turnover ratio as a measure of how effi ciently a company is using its 
property, plant, and equipment.

WHY  Information relating to property, plant, and equipment usage allows fi nancial statement users 
to determine how effi ciently a company uses its long-term operating assets.

HOW  Determine how many sales dollars are generated by each dollar of property, plant, and equip-
ment (also called fi xed assets). 

In this section, we discuss the fi xed asset turnover ratio, which uses fi nancial statement data to give 
a rough indication of how effi  ciently a company is utilizing its property, plant, and equipment to 
generate sales. Th e fi xed asset turnover ratio must be interpreted carefully because, as with most oth-
er fi nancial ratios, acceptable values for this ratio diff er signifi cantly from one industry to the next.

Evaluating the Level of Property, Plant, 
and  Equipment
Fixed asset turnover can be used to evaluate the appropriateness of the level of a company’s prop-
erty, plant, and equipment. Fixed asset turnover is computed as sales divided by average property, 
plant, and equipment (fi xed assets) and is interpreted as the number of dollars in sales generated 
by each dollar of fi xed assets. Th is ratio is also often called PP&E turnover. Th e computation 
of the fi xed asset turnover for General Electric is given below (all fi nancial statement numbers 
in millions).

2008 2007

Sales  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $180,929 $169,469
Property, plant, and equipment:
 Beginning of year. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  77,888 $  70,650
 End of year . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 78,530 77,888
Average fi xed assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  78,209 $  74,269

Fixed asset turnover  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.31 times 2.28 times

Th e fi xed asset turnover calculations suggest that GE used its fi xed assets to generate sales a 
little more effi  ciently in 2008 than in 2007. In 2008, each dollar of fi xed assets generated $2.31 
($180,929/$78,209) in sales, up from $2.28 in 2007 ($169,469/$74,269).

Industry Differences in Fixed Asset Turnover
As with all ratios, the fi xed asset turnover ratio must be used carefully to ensure that errone-
ous conclusions are not made. For example, fi xed asset turnover ratio values for two companies 
in diff erent industries cannot be meaningfully compared. Th is point can be illustrated using the 
fact that General Electric is composed of two primary parts—General Electric, the manufactur-
ing company, and GE Capital Services, the fi nancial services fi rm. Th e fi xed asset turnover ratio 
computed earlier was for both these parts combined. Because GE Capital Services does not use 
property, plant, and equipment for manufacturing but instead leases the assets to other companies 
in order to earn fi nancial revenue, one would expect its fi xed asset turnover ratio to be quite un-
like that for a manufacturing fi rm. In fact, as shown below, the fi xed asset turnover ratio for the 
manufacturing segments of General Electric was 7.84 in 2008, over triple the ratio value for the 
company as a whole.

fi xed asset turnover The number 
of dollars in sales generated by each 
dollar of fi xed assets; computed as 
sales divided by property, plant, and 
equipment.
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Winmill Company reports the following numbers for year 1 and year 2.

Year 2 Year 1

Sales  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $500,000 $400,000
Property, plant, and equipment:
 Beginning of year. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $100,000 $  80,000
 End of year . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 120,000 100,000

Compute the fi xed asset turnover ratio for year 1 and year 2.

 S O L U T I O N …

Year 2 Year 1

Property, plant, and equipment:
 Beginning of year. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $100,000 $  80,000
 End of year . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   120,000   100,000

$220,000 $180,000
          ÷ 2           ÷ 2

Average  property, plant, and equipment . . . . . . . . . . . . . . . . . . . . . . . . $110,000 $  90,000
Fixed asset turnover:
 Sales  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $500,000 $400,000
 Average  property, plant, and equipment . . . . . . . . . . . . . . . . . . . . . . ÷ 110,000 ÷   90,000
Fixed asset turnover  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4.55 times 4.44 times

D O  T H I S . . .

Winmill Compa

D O  T H

Fixed Asset Turnover Ratio
General Electric—Manufacturing Segments Only

2008 2007

Sales  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $112,014 $99,796
Property, plant, and equipment:
 Beginning of year. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  14,142 $12,675
 End of year . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 14,433 14,142
Average fi xed assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  14,288 $13,409

Fixed asset turnover  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7.84 times 7.44 times

  The fi xed asset turnover ratio can be used as a general measure of how effi ciently a 
company is using its property, plant, and equipment.

  Fixed asset turnover is computed as sales divided by average property, plant, and 
equipment and is interpreted as the number of dollars in sales generated by each 
dollar of fi xed assets.

  Standard values for this ratio differ signifi cantly from industry to industry.

R E M E M B E R  T H I S

T
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Two topics related to operational assets that are traditionally covered in introductory accounting 
classes were not covered in the main part of this chapter. Th ese two topics relate to depreciation—
accelerated depreciation methods and changes in depreciation estimates.

L O  1 0
   Accelerated Depreciation 

Methods
WHAT  Compute declining-balance and sum-of-the-years’-digits depreciation expense for plant and 

equipment.
WHY  The straight-line method of depreciation is not appropriate for all assets because some as-

sets wear out more in some years than in others. 
HOW  With the declining-balance method, the asset book value is multiplied by a constant per-

centage rate derived from the useful life. The most commonly used percentage is double 
the straight-line rate. With the sum-of-the-years’-digits method, the depreciable asset cost is 
multiplied by a fraction; the numerator of this fraction is the number of years remaining in the 
asset life as of the beginning of the year, and the denominator is the sum of all the digits from 
1 to the original useful life.

Earlier in the chapter, the straight-line and units-of-production depreciation methods were dis-
cussed. Both of these methods allocate the cost of an asset evenly over its life. With straight-line 
depreciation, each time period during the asset’s useful life is assigned an equal amount of deprecia-
tion. With units-of-production depreciation, each mile driven, hour used, or other measurement 
of useful life is assigned an equal amount of depreciation. Sometimes, a depreciation method that 
does not assign costs equally over the life of the asset is preferred. For example, if most of an asset’s 
benefi ts will be realized in the earlier periods of the asset’s life, the method used should assign more 
depreciation to the earlier years and less to the later years. Examples of these “accelerated” deprecia-
tion methods are the declining-balance and sum-of-the-years’-digits methods. Th ese methods are 
merely ways of assigning more of an asset’s depreciation to earlier periods and less to later periods.

Declining-Balance Method of Depreciation
Th e declining-balance depreciation method provides for higher depreciation charges in the earlier 
years of an asset’s life than does the straight-line method. Th e declining-balance method involves 
multiplying a fi xed rate, or percentage, by a decreasing book value. Th is rate is a multiple of the 
straight-line rate. Typically, it is twice the straight-line rate, but it also can be 175, 150, or 125% 
of the straight-line rate. We will illustrate the declining-balance method using a fi xed rate equal to 
twice the straight-line rate. Th is method is often referred to as the double-declining-balance depre-
ciation method.

Declining-balance depreciation diff ers from other 
 depreciation methods in two respects: 
• Th e initial computation ignores the asset’s salvage 

value.
• A constant depreciation rate is multiplied by a 

 decreasing book value. 
Th e salvage value is not ignored completely because the 
depreciation taken during the asset’s life cannot reduce the 
asset’s book value below the estimated salvage value.

declining-balance depreciation 
method An accelerated depreciation 
method in which an asset’s book 
value is multiplied by a constant 
depreciation rate (such as double the 
straight-line percentage, in the case 
of double-declining-balance).

C A U T I O N

With declining-balance depreciation, the asset is not depreci-
ated below its salvage value, though salvage value is ignored in 
the initial computations.

C

With
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Th e double-declining-balance (DDB) rate is twice the straight-line rate, computed as follows:

1
� 2 � DDB rate

Estimated life (years)

Th is rate is multiplied times the book value at the beginning of each year (cost − accumulated de-
preciation) to compute the annual depreciation expense for the year. If the 150% declining balance 
were being used instead, the 2 in the rate formula would be replaced by 1.5 and so on for any other 
percentages.

Again, assume that Wheeler purchased a van for transporting hotel guests to and from the 
airport. Th e following facts apply:

Acquisition cost. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $24,000
Estimated salvage value  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $2,000
Estimated life:
 In years. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4 years
 In miles driven . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60,000 miles

Th e depreciation calculation for the van using the 200% (or double) declining-balance 
method is:

Straight-line rate 4 years = 1/4 = 25%
Double the straight-line rate 25% × 2= 50%
Annual depreciation 50% × Undepreciated cost (book value)

Based on this information, the formula for double-declining-balance depreciation can be ex-
pressed as (straight-line rate × 2) × (cost − accumulated depreciation) = current year’s depreciation 
expense. Th e double-declining-balance depreciation for the four years is shown in Exhibit 9.11. 
As you review this exhibit, note that the book value of the van at the end of year 4 is $2,000, its 
salvage value.

If Wheeler had applied the declining-balance method to depreciate the hotel van on the basis 
of 150% of the straight-line rate, the fi xed rate would have been 37.5%, computed as follows: 

25% � 1.50 � 37.5%

E X H I B I T  9 . 1 1   D e p r e c i a t i o n  S c h e d u l e  w i t h  D o u b l e -
 D e c l i n i n g - B a l a n c e  D e p r e c i a t i o n

 Computation
Annual Depreciation 

Expense
Accumulated 
Depreciation Book Value

Acquisition date — — — $24,000

End of year 1 $24,000 × 0.50 $12,000 $12,000 12,000

End of year 2 12,000 × 0.50 6,000 18,000 6,000

End of year 3 6,000 × 0.50 3,000 21,000 3,000

End of year 4     1,000* 22,000 2,000

$22,000

* In year 4, depreciation expense cannot exceed $1,000 because the book value cannot be reduced below salvage value.
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Using the 37.5% fi xed rate, the annual depreciation of the hotel van would have been as 
 follows:

 First year: $24,000 × 37.5% = $9,000
 Second year: $24,000 × $9,000 = $15,000 × 37.5% = $5,625
 Third year: $15,000 × $5,625 = $9,375 × 37.5% = $3,516
 Fourth year: $9,375 × $3,516 = $5,859 × $2,000 salvage value = $3,859

Since a total book value of $5,859 remains at the end of year 3, the remaining book value less 
the estimated salvage value is expensed in year 4.

Depreciation for Income Tax Purposes Net income reported on the fi nancial statements prepared 
for stockholders, creditors, and other external users often diff ers from taxable income reported on 
income tax returns. Th e most common cause of diff erences between fi nancial reporting and tax 
returns is the computation of depreciation. Depreciation for income tax purposes must be com-
puted in accordance with federal income tax law, which specifi es rules to be applied in computing 
tax depreciation for various categories of assets. Income tax rules are designed to achieve economic 
objectives, such as stimulating investment in productive assets.

Th e income tax depreciation system in the United States is called the Modifi ed Accelerated 
Cost Recovery System (MACRS). MACRS is based on declining-balance depreciation and is de-
signed to allow taxpayers to quickly deduct the cost of assets acquired. Allowing this accelerated 
depreciation deduction for income tax purposes gives companies tax benefi ts for investing in new 
productive assets. Presumably, this will spur investment, create jobs, and make voters more likely 
to reelect their representatives.

Sum-of-the-Years’-Digits Method of Depreciation
Like the declining-balance method, the sum-of-the-years’-digits (SYD) depreciation method pro-
vides for a proportionately higher depreciation expense in the early years of an asset’s life. It is 
therefore appropriate for depreciating assets that provide greater benefi ts in their earlier years (like 
trucks, machinery, and equipment) as opposed to assets that benefi t all years equally (as buildings 
do). Th e formula for calculating SYD is:

Number of years of life remaining 
at beginning of year

� (Cost � Salvage value) � Depreciation expense
Sum-of-the-years’-digits

Th e numerator is the number of years of estimated life remaining at the beginning of the cur-
rent year. Th e van, with a four-year life, would have four years remaining at the beginning of the 
fi rst year, three at the beginning of the second, and so on. Th e denominator is the sum of the years 
of the asset’s life. Th e sum of the years’ digits for the van is 10 (4 + 3 + 2 + 1). In other words, the 
numerator decreases by one year each year, whereas the denominator remains the same for each 
year’s calculation of depreciation. Also note that the asset’s cost is reduced by the salvage value in 
computing the annual depreciation expense, as is done for the straight-line method but not for the 
declining-balance method.

Th e depreciation on the van for the fi rst two years is:

 First year: 4/10 × ($24,000 − $2,000) = $8,800
 Second year: 3/10 × ($24,000 − $2,000) = $6,600

Th e depreciation schedule for four years is shown in Exhibit 9.12 (p. 412).

sum-of-the-years’-digits (SYD) 
depreciation method The acceler-
ated depreciation method in which a 
constant balance (cost minus salvage 
value) is multiplied by a declining 
depreciation rate.
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Th e entry to record the sum-of-the-years’-digits depreciation for the fi rst year is:

Depreciation Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,800
 Accumulated Depreciation, Hotel Van. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,800
  To record the fi rst year’s depreciation for the hotel van.

Subsequent years’ depreciation entries would show depreciation expense of $6,600, $4,400, 
and $2,200.

When an asset has a long life, the computation of the denominator (the sum-of-the-years’-
digits) can become quite involved. Th ere is, however, a simple formula for determining the 
 denominator. It is:

n(n � 1)
2

Given that the van has a useful life of four years, the formula works as follows:

4(5)
� 10

2

As you can see, the answer is the same as if you had added the years’ digits (4 + 3 + 2 + 1). If 
an asset has a 10-year life, the sum of the years’ digits is:

10(11)
� 55

2

Th e depreciation fraction in year 1 would be 10/55, in year 2, 9/55, and so on.

A Comparison of Depreciation Methods
Now that you have been introduced to the four most common depreciation methods, we can compare 
them both graphically and by using the Wheeler van example. Exhibit 9.13 compares the straight-
line, sum-of-the-years’-digits, and declining-balance depreciation methods with regard to the relative 
amount of depreciation expense incurred in each year for an asset that has a fi ve-year life. Th e units-
of-production method is not illustrated because there would not be a standard pattern of cost alloca-
tion. Exhibit 9.14 shows the results for the Wheeler’s van for all four depreciation methods.

E X H I B I T  9 . 1 2   D e p r e c i a t i o n  S c h e d u l e  w i t h  S u m - o f - t h e -
Y e a r s ’ - D i g i t s  D e p r e c i a t i o n

  
Annual Depreciation 

Expense  
Accumulated 
Depreciation  Book Value

Acquisition date — — $24,000

End of year 1 $  8,800 $  8,800 15,200

End of year 2 6,600 15,400 8,600

End of year 3 4,400 19,800 4,200

End of year 4     2,200 22,000 2,000

Total $22,000
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E X H I B I T  9 . 1 3   G r a p h i c a l  C o m p a r i s o n  o f  D e p r e c i a t i o n 
M e t h o d s
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Years
0 1 2 3 4 5

Straight-line method

Sum-of-the-years’-digits
method
Declining-balance
method

 
Straight-Line 
Depreciation

Units-of-Production 
Depreciation

DDB 
Depreciation

SYD 
Depreciation

Year 1 $  5,500 $  4,400 $12,000 $ 8,800

Year 2 5,500 6,600 6,000 6,600

Year 3 5,500 7,700 3,000 4,400

Year 4     5,500     3,300     1,000     2,200

Totals $22,000 $22,000 $22,000 $22,000

E X H I B I T  9 . 1 4   C o m p a r i s o n  o f  D e p r e c i a t i o n  E x p e n s e  U s i n g 
D i f f e r e n t  D e p r e c i a t i o n  M e t h o d s

  Two depreciation methods that allow for more depreciation expense in the early years 
of an asset’s life are the declining-balance and the sum-of-the-years’-digits methods.
  The declining-balance method involves multiplying the asset’s declining book value by 
a fi xed rate that is a multiple of the straight-line rate.
  Sum-of-the-years’-digits depreciation is computed by multiplying cost minus salvage 
value by a declining ratio based on the number of years in the asset’s estimated life.

R E M E M B E R  T H I S

Tw
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L O  1 1
   Changes in Depreciation Estimates 

and Methods
WHAT Account for changes in depreciation estimates and methods.
WHY  Almost inevitably, actual experience will indicate that one or more of the estimates relating to 

pattern of use, estimated useful life, and salvage value that are used to calculate depreciation 
expense are incorrect. A revised depreciation estimate for the current and future periods is 
needed to refl ect the updated information.

HOW  Changes in estimated salvage value or useful life and changes in depreciation method are 
refl ected in the computation of depreciation expense for the current and future periods. 
Undepreciated book value is allocated over the remaining life based on the revised estimates 
or method.

Kenneth Jay Company purchased a piece of machinery for $500,000 on January 1. Th e machinery has an estimated useful 
life of fi ve years and an estimated salvage value of $50,000. 

1  Compute depreciation expense for year 1 and year 2 using the double-declining-balance depreciation method.
2  Compute depreciation expense for year 1 and year 2 using the sum-of-the-years’-digits depreciation method.

 S O L U T I O N …

1 Double the straight-line rate: (1/5 years) × 2 = 0.40

Computation
Annual Depreciation 

Expense
Accumulated 
Depreciation Book Value

Beginning of year 1 $500,000
End of year 1 $500,000 × 0.40 $200,000 $200,000  300,000
End of year 2 $300,000 × 0.40 120,000 320,000  180,000

 2 Sum of the years’ digits: 1 + 2 + 3 + 4 + 5 = 15

Cost Less 
Salvage Value

Years Left at 
Beginning of Year

Sum of the 
Years’ Digits

Annual Depreciation 
Expense

Year 1 $450,000 5 15 $150,000

Year 2   450,000 4 15   120,000

D O  T H I S . . .

Kenneth Jay Com
life of fi ve years a

D O  T H

As mentioned earlier in the chapter, useful lives and salvage values are only estimates. In addition, 
the various depreciation methods are simply alternative ways for estimating the pattern of usage of 
an asset over time. Wheeler’s van, for example, was assumed to have a useful life of four years and a 
salvage value of $2,000. In reality, the van’s life and salvage value may be diff erent from the original 
estimates. If, after three years, Wheeler realizes that the van will last another three years and that 
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Description Formula Calculation Total

Annual depreciation for the 
fi rst three years

Cost � Salvage value
�

Depreciation 
expenseEstimated useful life

$24,000 � $2,000
� $5,500 � 3 �

4 years
$16,500

Book value after three years
Cost � Accumulated 
depreciation to date

� Book value $24,000 � $16,500 � $7,500

Annual depreciation for last 
three years (based on new 
total life of six years and new 
salvage value of $3,000) 

Book value � Salvage value
�

Depreciation 
expenseRemaining useful life

$7,500 � $3,000
� $1,500 � 3 �

3 years
    4,500

Total Depreciation $21,000

Th e example shows that a change in the estimate of useful life or salvage value does not require a 
modifi cation of the depreciation expense already taken. New information aff ects depreciation only 
in future years. Exhibit 9.15 shows the revised depreciation 
expense. Similar calculations, although more complex, would 
apply if either the sum-of-the-years’-digits or the declining-
balance depreciation method had been used. Had the compa-
ny changed from the straight-line method to another method, 
the procedures used would be the same. Th e book value on the 
date the change is made would be used, and the assumptions 
associated with the new depreciation method would be applied 
to this book value.

F Y I
Boeing 727 airplanes are lasting a lot longer than initially ex-
pected. The fi rst Boeing 727 was delivered in 1963; the last was 
built in 1984. As of August 2008, almost 500 of the 1,831 727s 
delivered were still in service.

E X H I B I T  9 . 1 5   D e p r e c i a t i o n  S c h e d u l e  W h e n  T h e r e  I s  a 
C h a n g e  i n  E s t i m a t e

 
Annual 

Depreciation Expense  
Accumulated 
Depreciation  Book Value

Acquisition date — — $24,000

Year 1 $  5,500 $ 5,500 18,500

Year 2 5,500 11,000 13,000

Year 3 5,500 16,500 7,500

Change

Year 4 1,500 18,000 6,000

Year 5 1,500 19,500 4,500

Year 6     1,500 21,000 3,000

Total $21,000

the salvage value will be $3,000 instead of $2,000, the accountant would need to calculate a new 
depreciation expense for the remaining three years. Using straight-line depreciation, the calcula-
tions would be as follows:



Bodie Company purchased a piece of equipment for $200,000 on January 1 of year 1. Th e equipment had an estimated 
useful life of eight years and an estimated salvage value of $40,000. Bodie uses the straight-line depreciation method. Dur-
ing year 3, Bodie used its experience with the equipment to determine that the total useful life would be six years (instead 
of eight years) and that the salvage value would be $0 (instead of $40,000). Compute depreciation expense for year 3.

 S O L U T I O N …

Depreciation expense in years 1 and 2: ($200,000 – $40,000)/8 years = $20,000
Book value on January 1 of year 3: $200,000 – (2 × $20,000) = $160,000
Remaining life on January 1 of year 3: 6 years total less 2 years passed = 4 years remaining
Remaining salvage value on January 1 of year 3: $0
Year 3 depreciation expense: ($160,000 – $0)/4 years = $40,000

D O  T H I S . . .

Bodie Company
useful life of eigh
ing year 3, Bodie

D O  T H

  Because depreciation is only an estimate, changes in estimates of useful life, salvage 
value, or pattern of use may be required as new information becomes available.

  When there is a change in estimate, past periods’ depreciation amounts remain the same.
  The change is refl ected in future years’ depreciation, as follows:

  Change in life—The remaining book value (less old salvage value) is allocated over 
the new life.

  Change in salvage value—The remaining book value, less the new salvage value, is 
allocated over the old life.

  Change in method—The remaining book value, less the old salvage value, is 
 allocated over the remaining life using the new method.

R E M E M B E R  T H I S
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L O 1   Identify the two major categories of long-term operating assets: property, plant, 
and  equipment and intangible assets.

Categories of Long-Term Operating Assets Examples

Property, plant, and equipment Land, buildings, machines
Intangible assets Patents, licenses, goodwill

L O 2   Understand which factors are important in deciding whether to acquire a long-term 
operating asset.

•  Long-term operating assets have value because they help companies generate future cash fl ows. An asset’s value can 
decline or disappear if events cause a decrease in the expected future cash fl ows generated by the asset.

•  The decision to acquire a long-term operating asset (called capital budgeting) involves comparing the cost of the asset 
to the value of the expected cash infl ows, after adjusting for the time value of money.
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S T U DY        R E V I E W
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L O 3   Record the acquisition of property, plant, and equipment through a simple purchase 
as well as through a lease, by self-construction, and as part of the purchase of several 
assets at once.

Ways to Acquire Property, Plant, and Equipment Things to Remember

Simple purchase Include all costs to purchase the asset and get it ready for its 
intended use

Leasing •  Operating lease—accounted for as a rental; nothing on the 
balance sheet

•  Capital lease—accounted for as a purchase; asset and 
liability on the balance sheet

Self-construction Include the cost of materials, labor, reasonable overhead, and 
interest

Basket purchase Allocate the basket purchase price based on relative fair values

L O 4  Compute straight-line and units-of-production depreciation expense for plant and equipment.

Straight-line depreciation (Cost – Salvage value) ÷ Estimated useful life
Units-of-production depreciation [(Cost – Salvage value) ÷Estimated life in units] × Units produced
Depletion Same as units-of-production depreciation

L O 5  Account for repairs and improvements of property, plant, and equipment.

Record an expenditure as an asset If the expenditure is
(that is, capitalize it) • Signifi cant in amount

• Provides benefi ts for more than one period
• Increases the productive life or capacity of an asset

Record an expenditure as an expense If the expenditure merely maintains an asset’s productive capacity at the level 
originally projected

L O 6   Identify whether a long-term operating asset has suffered a decline in value and record the 
decline.

• Recording an impairment loss is a two-step process:
 1.  Compare the recorded book value of the asset to the sum of future cash fl ows expected to be generated by the 

asset.
 2.  If the book value is higher, recognize a loss in an amount equal to the difference between the book value of the asset 

and its FAIR value.
• According to U.S. accounting rules, increases in the value of property, plant, and equipment are not recognized.

L O 7  Record the discarding and selling of property, plant, and equipment.

• If a scrapped asset has not been fully depreciated, a loss equal to the undepreciated cost or book value is recognized.
•  When an asset is sold, there is a gain if the sales price exceeds the book value and a loss if the sales price is less than 

the book value.

L O 8   Account for the acquisition and amortization of intangible assets and understand the special 
diffi culties associated with accounting for intangibles.

•  Intangible assets are only recognized in the fi nancial statements if they have been purchased through an arm’s-length 
transaction.

• The cost of recorded intangible assets is expensed as follows:
 •  Certain intangible assets are amortized over the economic life of the asset.
 •  Many intangible assets are not amortized because their economic lives are not limited.
 •   All intangible assets, including goodwill, must be analyzed to determine if impairment has occurred. If it has, then an 

impairment loss is recognized.



418 Part 3 Investing  and Financing Activities418 Part 3 Investing  and Financing Activities

R e v i e w  P r o b l e m

Property, Plant, and Equipment
Swift Motor Lines is a trucking company that hauls crude oil in the Rocky Mountain states. It currently has 20 trucks. 
Th e following information relates to a single truck:

a. Date truck was purchased, July 1, 2009
b. Cost of truck:

Truck  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $125,000
Paint job . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,000
Sales tax  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7,000

c. Estimated useful life of truck, 120,000 miles
d. Estimated salvage value of truck, $27,000
e. 2011 expenditures on truck:
 (1) $6,000 on new tires and regular maintenance
 (2)  On January 1, spent $44,000 to completely rework the truck’s engine; increased the total life to 200,000 

miles but left expected salvage value unchanged

L O 9   Use the fi xed asset turnover ratio as a measure of how effi ciently a company is using its 
property, plant, and equipment.

•  Fixed asset turnover is computed as sales divided by average property, plant, and equipment and is interpreted as the 
number of dollars in sales generated by each dollar of fi xed assets.

• Standard values for this ratio differ signifi cantly from industry to industry.

L O 1 0   Compute declining-balance and sum-of-the-years’-digits depreciation expense for plant 
and equipment.

•  The declining-balance method involves multiplying the asset’s declining book value by a fi xed rate that is a multiple of the 
straight-line rate.

•  Sum-of-the-years’-digits depreciation is computed by multiplying cost – salvage value by a declining ratio based on the 
number of years in the asset’s estimated life.

L O 1 1  Account for changes in depreciation estimates and methods.

• A change in depreciation estimate is refl ected in future years’ depreciation, as follows:
 •  Change in life—The remaining book value (less old salvage value) is allocated over the new life.
 •  Change in salvage value—The remaining book value, less the new salvage value, is allocated over the old life.
 •   Change in method—The remaining book value, less the old salvage value, is allocated over the remaining life using 

the new method.

K e y  T e r m s  &  C o n c e p t s

amortization, 405
basket purchase, 385
book value, 387
capital budgeting, 379
capital lease, 383
capitalized interest, 384
depletion, 392
depreciation, 387
fi xed asset turnover, 407

franchise, 403
goodwill, 386
impairment, 396
intangible assets, 378
lease, 382
lessee, 382
lessor, 382
long-term operating assets, 378
natural resources, 391

operating lease, 382
patent, 402
present value, 383
property, plant, and equipment, 378
salvage value, 387
straight-line depreciation method, 387
time value of money, 379
trademark, 402
units-of-production method, 387
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f. Miles driven:

2009 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 11,000
2010 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 24,000
2011 (after reworking of engine)  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000
2012 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 14,000

Required:
Record journal entries to account for the following. (Use the units-of-production depreciation method.)

1. Purchase of the truck
2. Expenditures on the truck during 2011
3. Depreciation expense for:
 a. 2009
 b. 2010
 c. 2011
 d. 2012

Solution
1. Truck Purchase
Th e cost of the truck includes both the amount paid for it and all costs incurred to get it in working condition. In this case, 
the cost includes both the paint job and the sales tax. Th us, the entry to record the purchase is:

Truck  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 135,000
 Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 135,000
  Purchased truck for cash.

2. Expenditures
Th e expenditure of $6,000 is an ordinary expenditure and is expensed in the current year. Th e engine overhaul is capital-
ized. Th e entries are:

Repairs and Maintenance Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,000
 Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,000
  Recorded purchase of new tires and regular maintenance on truck.

Truck  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 44,000
 Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 44,000
  Recorded major overhaul to truck’s engine.

3. Depreciation Expense
Th e formula for units-of-production depreciation on the truck is:

Cost � Salvage value
�

Number of miles driven 
in any year = Depreciation expense

Total miles expected to be driven

Journal entries and calculations are as follows:

a. 2009:
Depreciation Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9,900
 Accumulated Depreciation, Truck  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9,900
  Recorded depreciation expense for 2009.
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$135,000 � $27,000
� 11,000 miles = $9,900, or $0.90 per mile � 11,000 miles

120,000 miles

b. 2010:
Depreciation Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 21,600
 Accumulated Depreciation, Truck  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 21,600
  Recorded depreciation expense for 2010.

$0.90 × 24,000 miles = $21,600

c. 2011:
Depreciation Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 14,600
 Accumulated Depreciation, Truck  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 14,600
  Recorded depreciation expense for 2011.

$135,000 � $9,900 � $21,600 
� $44,000 � $27,000

� 20,000 miles = $14,600, or $0.73* per mile � 20,000 miles
165,000 miles

(200,000 � 11,000 � 24,000)

 *Rounded to the nearest cent.

d. 2012:
Depreciation Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,220
 Accumulated Depreciation, Truck  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,220
  Recorded depreciation expense for 2012.

$0.73 × 14,000 miles = $10,220

1. What are the major characteristics of property, 
plant, and equipment?

2. With respect to time value, it is often said that 
the last payment (say, 20 years in the future) 
doesn’t cost as much as the next payment today. 
Explain.

3. Why are expenditures other than the net pur-
chase price included in the cost of an asset?

4. Why would a company include leased assets in 
the property, plant, and equipment section of 

its balance sheet when the assets are owned by 
another entity?

5. A company that borrows money to construct 
its own building generally should include 
the interest paid on the loan during the 
construction period in the cost of the 
building. Why?

6. Why are fair market values used to determine 
the cost of operating assets acquired in a basket 
purchase?

  P U T  I T  O N  PA P E R

D i s c u s s i o n  Q u e s t i o n s
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Long-Term Operating Assets
Which one of the following is not an example of a long-term operating asset?

a. Buildings
b. Land
c. Goodwill
d. Equipment
e. Offi  ce Supplies

Long-Term Asset Acquisition Decision
Pekka Inc. has the option to purchase a new drilling machine for $50,000 today. Th e company 
expects a net cash fl ow of $13,000 per year from using the machine, and the machine will last fi ve 
years. According to the time value of money, the value today of $13,000 per year for fi ve years is 
$46,862. Should the company purchase the new drilling machine?

Asset Purchased with Cash
K. Marie Company used cash to purchase a stamping machine. Th e retail price on the machine is 
$62,000, but the company received a 1.5% discount. It also paid $3,850 in sales tax for the pur-
chase. Make the necessary journal entry to record this transaction.

Asset Purchased Partially with Cash
Refer to the data in PE 9-3. Assume the company borrowed $20,000 of the purchase price from a 
bank. Make the necessary journal entry to record this transaction.

Asset Purchased with Cash
Kellman Company purchased a building for cash of $490,000. Before the building could be used, 
extensive remodeling was necessary; the remodeling cost of $110,000 was also paid in cash. Make 
the journal entry necessary to record this transaction.

L O  1

P E  9 - 1

L O  2

P E  9 - 2

L O  3

P E  9 - 3

L O  3

P E  9 - 4

L O  3

P E  9 - 5

 7. Companies usually depreciate assets like buildings even 
though those assets may be increasing in value. Why?

 8. How does the company accountant decide whether an 
expenditure should be capitalized or expensed?

 9. If a fi rm is uncertain whether an expenditure will 
benefi t one or more than one accounting period, or 
whether it will increase the capacity or useful life of an 
operational asset, most fi rms will expense rather than 
capitalize the expenditure. Why?

10. Sometimes long-term assets experience sudden dramatic 
decreases in value. For example, a waste dump might 
suddenly be constructed next to an offi  ce building. 
When such impairment of value occurs, should the 
decrease in value be recognized immediately, or should 
the same amount of depreciation expense be recognized 
as in past years?

11. Accountants in other countries sometimes write up the 
recorded amounts of long-term assets when their values 

increase. Why are U.S. accountants reluctant to increase 
the recorded value of property, plant, and equipment 
when that value increases?

12. Why is it common to have a gain or loss on the disposal 
of a long-term operating asset? Is it true that if the 
useful life and salvage value of an asset could be known 
with certainty and were realized, there would never be 
such a gain or loss?

13. When recording the disposal of a long-term operat-
ing asset, why is it necessary to debit the accumulated 
depreciation of the old asset?

14. Why are intangible assets considered assets although 
they have no physical substance?

15. Goodwill can be recorded only when a business is 
purchased. Does this result in similar businesses having 
incomparable fi nancial statements?

16. How is fi xed asset turnover calculated, and what does 
the resulting ratio value mean?

P r a c t i c e  E x e r c i s e s
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Joint Assets
Diviney Company purchased land and a building for a total of $1,000,000 in cash. Th e land has a 
fair value of $440,000. Th e building has a fair value of $660,000. Make the journal entry necessary 
to record the transaction.

Leased Asset
Condon Company signed a lease contract to use a building for the next 25 years. Th e lease con-
tract requires payments of $66,101 to be made at the end of each year for the next 25 years. If the 
building had been purchased instead of leased, it would have cost $600,000. Because the payments 
are not made until the end of the year, no cash changed hands on the day the building was leased, 
which is also the day the company started using the building. Th is lease is accounted for as an 
 operating lease. Make the journal entry necessary to record this transaction.

Operating Lease
On January 1, MMD Company entered into a lease for equipment rental. Th e company agreed to 
pay $4,500 per year for 10 years. Th e present value of all 10 lease payments is $27,651. Assuming 
the company classifi ed the lease as an operating lease, make the necessary journal entry to record 
the payment of the fi rst year’s rent expense for the equipment. Th e fi rst lease payment is made at 
the end of the year.

Capital Lease Acquisition
On January 1, B. Edward Company entered into a lease for equipment rental. Th e company agreed 
to pay $4,500 per year for 10 years. Th e present value of all 10 lease payments is $27,651. Assum-
ing the company classifi ed the lease as a capital lease, make the necessary journal entry to record the 
acquisition of the equipment. Th e fi rst lease payment is made at the end of the year.

Capital Lease Payments
Refer to the data in PE 9-8. Th e interest included in the fi rst lease payment is $2,765. Make the 
necessary journal entry to record the fi rst $4,500 lease payment at the end of the fi rst year.

Classifying Leases
Which one of the following characteristics of a lease would not cause the lease to be classifi ed as a 
capital lease?

a. Lease ownership transfers to the lessee at the end of the lease.
b. Th e present value of the lease payments at the beginning of the lease is 90% or more of 

the fair market value of the leased asset.
c. Th e lease term is equal to 50% of the estimated economic life of the asset.
d. Th e lease contains a bargain purchase option.

Assets Acquired by Self-Construction
Using the following data, compute the total cost of a self-constructed offi  ce building.

Percentage of overhead attributable to construction of offi ce building . . . . . . . . . . . . . 25%
Direct materials. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,870,000
Capitalized interest  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 190,000
Direct labor. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 905,000
Total overhead incurred during year  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,630,000
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Acquisition of Several Assets at Once
Komo Company purchased a building and the accompanying land for $890,000 cash. Indepen-
dent appraisers estimated the fair market value of the building and the land to be $720,000 and 
240,000, respectively. Make the necessary journal entry to record this transaction.

Straight-Line Method of Depreciation
Using the following data and the straight-line method of depreciation, compute depreciation 
 expense and make the necessary journal entry to record depreciation expense for the fi rst year.

Cost of machine  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,000,000
Estimated useful life (years) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8 years
Salvage value  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $40,000
Estimated useful life (units). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,600,000
Units produced during the fi rst year  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 180,000

Units-of-Production Method of Depreciation
Refer to the data in PE 9-14. Using the units-of-production method of depreciation, compute 
depreciation expense and make the necessary journal entry to record depreciation expense for the 
fi rst year.

Partial-Year Depreciation Calculations
On September 30, Hoagland Company purchased a $34,000 delivery truck. Th e company esti-
mates the truck will last six years and have a salvage value of $4,000 at the end of six years. Using 
the straight-line method of depreciation, compute the amount of depreciation in the fi rst two years 
of the truck’s service.

Units-of-Production Method with Natural Resources
Muriel Company purchased an oil fi eld for $4,200,000 cash. Th e oil fi eld contains an estimated 
600,000 barrels of oil. During the fi rst year of operation, the company extracts and sells 70,000 
barrels of oil. Compute the amount of depletion expense, and make the necessary journal entry to 
record depletion expense for the year.

Repairing and Improving Property, Plant, and Equipment
Runyan Company has a molding machine with a historical cost of $150,000 and accumulated 
depreciation of $110,000. On January 1, the company performed a major motor overhaul costing 
$24,000. Runyan expects the machine will last seven more years and have a salvage value of $8,000. 
Compute depreciation expense for the current year using the straight-line method.

Determining Asset Impairment
Buyun Company purchased a building 14 years ago for $830,000. Th e building has accumulated 
depreciation of $581,000 and a fair value of $175,000. Buyun expects the building will generate 
a net cash infl ow of $30,000 per year for the next seven years. From an accounting point of view, 
determine whether the building is impaired.

Recording Decreases in the Value of Property, Plant, and Equipment
Using the information in PE 9-19, determine the amount of impairment and record the impair-
ment loss.
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Discarding Property, Plant, and Equipment
Stout Company scrapped a truck with a historical cost of $60,000 and accumulated depreciation 
of $48,000. In addition, the company had to pay $500 to discard the truck. Make the necessary 
journal entry to record this transaction.

Selling Property, Plant, and Equipment
Millard Company sold a truck with a historical cost of $30,000 and accumulated depreciation of 
$24,000 for $7,000 cash. Make the necessary journal entry to record this transaction.

Selling Property, Plant, and Equipment
Didericksen Company sold a truck with a historical cost of $50,000 and accumulated depreciation 
of $24,000 for $20,000 cash. Make the journal entry necessary to record the sale.

Patents
On January 1, Jameson Company purchased a 13-year-old patent from another company for 
$210,000. Th e patent has a seven-year legal life remaining. Make the necessary journal entry to 
record amortization for the year the patent was acquired.

Goodwill
Big Company purchased Little Company for $290,000. At the time of purchase, the fair value of 
Little Company’s assets and liabilities was as follows:

Inventory  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  40,000
Property, plant, and equipment. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 190,000
Other assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 72,000
Liabilities  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 67,000

Make the necessary journal entry on Big Company’s books to record the purchase.

Fixed Asset Turnover
Using the following data, compute the fi xed asset turnover.

Current assets, end of year  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  35,000
Fixed assets, end of year. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 180,000
Fixed assets, beginning of year  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 195,000
Sales during the year. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 595,000

L O  7

P E  9 - 2 1

L O  7

P E  9 - 2 2

L O  7

P E  9 - 2 3

L O  8

P E  9 - 2 4

L O  8

P E  9 - 2 5

L O  9

P E  9 - 2 6

E x e r c i s e s

Acquisition Decision
Johnson Company is considering acquiring a new airplane. It has looked at two fi nancing options. 
Th e fi rst is to lease the airplane for 10 years with lease payments of $70,000 each year. Th e second 
is to purchase the airplane, making a down payment of $250,000 and annual payments of $40,000 
for 10 years. If the present value of the two fi nancing options is the same, what other factors must 
be considered in deciding whether to purchase or to lease?
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Accounting for the Acquisition of a Long-Term Asset
Action Jackson Company acquired a new machine in order to expand its productive capacity. Th e 
costs associated with the machine purchase were as follows:

Purchase price  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $25,000
Installation costs . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 750
Cost of initial testing  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 900
Sales tax  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,563

1. Make the journal entry to record the acquisition of the machine. Assume that all costs 
were paid in cash.

2. Make the journal entry to record the acquisition of the machine. Assume that Action 
Jackson signed a note payable for the $25,000 purchase price and paid the remaining 
costs in cash.

Computing Asset Cost and Depreciation Expense
Maximum Renovation Company decided to purchase a new carpet cutting machine for its shop in 
Los Angeles. After a long search, it found the appropriate machine in Chicago. Th e machine costs 
$32,000 and has an estimated 16-year life and no salvage value. Maximum made the following 
 additional expenditures with respect to this purchase:

Sales tax  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,400
Delivery costs (FOB shipping point) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,200
Assembly cost  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 900
Painting of machine to match the décor  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 500

1. What is the cost of the machine to Maximum?
2. What is the amount of the fi rst full year’s depreciation if Maximum uses the straight-line 

method?

Acquisition and Depreciation of Assets
Vandre Oil Company, which prepares fi nancial statements on a calendar-year basis, purchased new 
drilling equipment on July 1, 2012, using check numbers 1035 and 1036. Th e check totals are 
shown here, along with a breakdown of the charges.

1035 (Payee—Oil Equipment, Inc.):
Cost of drilling equipment  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $150,000
Cost of cement platform  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000
Installation charges  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     26,000

Total. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $226,000

1036 (Payee—Red Ball Freight):
Freight costs for drilling equipment. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $    4,000

Assume that the estimated life of the drilling equipment is 10 years and its salvage value is 
$7,000.

1. Record the disbursements on July 1, 2012, assuming that no entry had been recorded for 
the drilling equipment.

2. Disregarding the information given about the two checks, assume that the drilling 
equipment was recorded at a total cost of $195,000. Calculate the depreciation expense 
for 2012 using the straight-line method.
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Accounting for Leased Assets
On January 1, 2012, Hanks Company leased a copy machine with an integrated laser printer from 
Offi  ceneeds, Inc. Th e fi ve-year lease is noncancelable and requires monthly payments of $200 at 
the end of each month, with the fi rst payment due on January 31, 2012. At the end of fi ve years, 
Hanks will own the equipment. Th e present value of the lease payments at the beginning of the 
lease is determined to be $9,413.

1. Prepare journal entries to record:
 a. Th e lease agreement on January 1, 2012.
 b.  Th e fi rst lease payment on January 31, 2012, assuming that $78 of the $200 payment 

is interest.
2. Now assume that the lease expires after one year at which time a new lease can be negoti-

ated or Hanks can return the equipment to Offi  ceneeds. Prepare any journal entries 
relating to the lease that would be required on January 1 and January 31, 2012.

Interest Capitalization
Litton Company is constructing a new offi  ce building. Costs of the building are as follows:

Wages paid to construction workers . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $185,000
Building materials purchased  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 456,000
Interest expense on construction loan . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 13,800
Interest expense on mortgage loan during the 
 fi rst year subsequent to the building’s completion. . . . . . . . . . . . . . . . . . . . . . . . . . . 22,000

Given the above costs, at what amount should the building be recorded in the accounting records?

Accounting for the Acquisition of Assets—Basket Purchase
Warbler Corporation purchased land, a building, and equipment for a total cost of $625,000. After 
the purchase, the property was appraised. Fair values were determined to be $245,000 for the land, 
$350,000 for the building, and $105,000 for the equipment. Given these appraisals, record the 
purchase of the property by Warbler.

Depreciation Calculations
Garns Photography Company purchased a new car on July 1, 2011, for $26,000. Th e estimated life 
of the car was fi ve years or 110,000 miles, and its salvage value was estimated to be $1,000. Th e car 
was driven 9,000 miles in 2011 and 24,000 miles in 2012.

1. Compute the amount of depreciation expense for 2011 and 2012 using the following 
methods:

 a. Straight-line
 b. Units-of-production
2. Which depreciation method more closely refl ects the used-up service potential of the 

car? Explain.

Depreciation Calculations
Denver Hardware Company has a giant paint mixer that cost $31,500 plus $400 to install. Th e 
estimated salvage value of the paint mixer at the end of its useful life in 15 years is estimated to 
be $1,900. Denver estimates that the machine can mix 850,000 cans of paint during its lifetime. 
Compute the second full year’s depreciation expense, using the following methods:

1. Straight-line
2. Units-of-production, assuming that the machine mixes 51,000 cans of paint during the 

second year
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Acquisition and Improvement of Assets
Prepare entries in the books of Th inker, Inc., to refl ect the following. (Assume cash transactions.)

1. Purchased a milling machine to be used by the fi rm in its production process.

Invoice price . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $35,000
Cash discount taken  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 700
Installation costs . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,600
Sales tax on machine. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,750

2. Performed normal periodic maintenance on the milling machine at a cost of $350.
3. Added to the milling machine a governor costing $500, which is expected to increase the 

machine’s useful life.

Asset Impairment
Consider the following three independent scenarios:

1 2 3

Original cost of asset. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,400 $1,400 $1,400
Accumulated depreciation  . . . . . . . . . . . . . . . . . . . . . . . . . . . . 400 400 400
Sum of future cash fl ows . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,500 1,500 900
Fair value of the asset . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,100 800 800

1. For each of the three scenarios, answer the following questions:
 a. Is the asset impaired?
 b. At what amount (net of accumulated depreciation) should the asset be reported?
2. Make the journal entry required in Scenario 3.

Asset Impairment
In 2007, Yorkshire Company purchased land and a building at a cost of $700,000, of which 
$150,000 was allocated to the land and $550,000 was allocated to the building. As of December 
31, 2011, the accounting records related to these assets were as follows:

Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $150,000
Building  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 550,000
Accumulated Depreciation, Building  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150,000

On January 1, 2012, it is determined that there is toxic waste under the building and the future 
cash fl ows associated with the land and building are less than the recorded total book value for 
those two assets. Th e fair value of the land and building together is now only $120,000, of which 
$50,000 is land and $70,000 is the building. How should this impairment in value be recognized? 
Make the entry on January 1, 2012, to record the impairment of the land and building.

Accounting for the Disposal of Assets
Montaigne Delivery Company has a truck that it wants to sell. Th e truck had an original cost of 
$60,000, was purchased three years ago, and was expected to have a useful life of eight years with 
no salvage value.

Using straight-line depreciation and assuming that depreciation expense for three full years has 
been recorded, prepare journal entries to record the disposal of the truck under each of the follow-
ing independent conditions:
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1. Montaigne sells the truck for $42,000 cash.
2. Montaigne sells the truck for $35,000 cash.
3. Th e old truck is wrecked and Montaigne hauls it to the junkyard.

Disposal of an Asset
Aeronautics Company purchased a machine for $115,000. Th e machine has an estimated useful 
life of eight years and a salvage value of $7,000. Journalize the disposal of the machine under each 
of the following conditions. (Assume straight-line depreciation.)

1. Sold the machine for $97,000 cash after two years.
2. Sold the machine for $36,000 cash after fi ve years.

Accounting for Intangible Assets
Cervantes Labs, Inc., has the following intangible assets:

Asset Cost Date Purchased
Expected Useful 

or Legal Life

Goodwill . . . . . . . . . . . . . . . . . . . . . . $ 26,000 January 1, 2003 Unlimited
Patent  . . . . . . . . . . . . . . . . . . . . . . . 182,000 January 1, 2005 20 years

1. Record the amortization expense for both of these intangible assets for 2012 assuming 
neither of the assets is impaired.

2. Prepare the intangible assets section of the balance sheet for Cervantes as of December 
31, 2012.

Intangible Assets
On January 1, 2011, Landon Company purchased a patent for $250,000 to allow it to improve its 
product line. On July 1, 2011, Landon purchased another existing business in a nearby city for a 
total cost of $750,000. Th e market value of the land, building, equipment, and other tangible assets 
was $550,000. Th e excess $200,000 was recorded as goodwill.

Assuming Landon amortizes patents over a 20-year period, record the following:
1. Th e purchase of the patent on January 1, 2011.
2. Th e amortization of the patent at December 31, 2011.
3. Under what conditions would goodwill be amortized on the books of Landon?

Computing Goodwill
Stringtown Company purchased Stansbury Island Manufacturing for $1,800,000 cash. Th e book 
value and fair value of the assets of Stansbury as of the date of the acquisition are listed below.

Book Value Market Value

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $     30,000 $     30,000
Accounts receivable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 300,000 300,000
Inventory  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 350,000 600,000
Property, plant, and equipment. . . . . . . . . . . . . . . . . . . . . . . . . .      500,000      900,000
Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,180,000 $1,830,000

In addition, Stansbury had liabilities totaling $400,000 at the time of the acquisition.
1. At what amounts will the individual assets of Stansbury be recorded on the books of 

Stringtown, the acquiring company?
2. How will Stringtown account for the liabilities of Stansbury?
3. How much goodwill will be recorded as part of this acquisition?
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Fixed Asset Turnover
Fitzgerald’s Emporium reported the following asset values in 2011 and 2012:

2012 2011

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  63,000 $  48,000
Accounts receivable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 605,000 490,000
Inventory  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 560,000 520,000
Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 350,000 310,000
Buildings. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 740,000 680,000
Equipment  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 140,000 120,000

In addition, Fitzgerald’s had sales of $3,650,000 in 2012. Cost of goods sold for the year was 
$2,300,000.

Compute Fitzgerald’s fi xed asset turnover ratio for 2012.
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Acquisition, Depreciation, and Disposal of Assets
On January 2, 2012, Dickens Company purchased a building and land for $740,000. Th e most 
recent appraisal values for the building and the land are $520,000 and $280,000, respectively. Th e 
building has an estimated useful life of 20 years and a salvage value of $60,000.

Required:
1. Assuming cash transactions and straight-line depreciation, prepare journal entries to 

record:
 a. Purchase of the building and land on January 2, 2012
 b. Depreciation expense on December 31, 2012
2. Assume that after four years the property (land and building) was sold for $585,000. 

Prepare the journal entry to record the sale.

Purchasing Property, Plant, and Equipment
Jordon Company is considering replacing its automated stamping machine. Th e machine is spe-
cialized and very expensive. Jordon is considering three acquisition alternatives. Th e fi rst is to lease 
a machine for 10 years at $1 million per year, after which time Jordon can buy the machine for 
$1 million. Th e second alternative is to pay cash for the machine at a cost of $7 million. Th e 
third alternative is to make a down payment of $3 million, followed by 10 annual payments of 
$550,000. Th e company is trying to decide which alternative to select.

Required:
1. Assuming the present value of the lease payments is $7.2 million and the present value of 

the 10 loan payments of $550,000 is $4.1 million, determine which alternative Jordon 
should choose.

2.  Interpretive Question: Your decision in part (1) was based only on fi nancial factors. 
What other qualitative issues might infl uence your decision?

Acquisition of an Asset
Ray’s Printing Company purchased a new printing press. Th e invoice price was $184,250. Th e 
company paid for the press within 10 days, so it was allowed a 2% discount. Th e freight cost for 
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delivering the press was $3,000. A premium of $1,200 was paid for a special insurance policy to 
cover the transportation of the press. Th e company spent $3,400 to install the press and an addi-
tional $655 in start-up costs to get the press ready for regular production.

Required:
1. At what amount should the press be recorded as an asset?
2. What additional information must be known before the depreciation expense for the 

fi rst year of operation of the new press can be computed?
3.  Interpretive Question: What criterion is used to determine whether the start-up costs 

of $655 are included in the cost of the asset? Explain.

Accounting for Leased Assets
On January 2, 2012, Austen Company contracted to lease a mainframe computer on a noncan-
celable basis for seven years at an annual rental of $85,200, payable at the end of each year. Th e 
computer has an estimated economic life of eight years. Th ere is no bargain purchase option, and 
the computer will be returned to the lessor at the end of the seven-year term of the lease. At the 
beginning of the lease, the computer has a fair value of $445,000, and the present value of the lease 
payments equals $414,789.

Required:
1. Is this a capital lease or an operating lease? Explain.
2. Assuming that the lease is an operating lease, prepare the journal entries for Austen for 

2012.
3. Assuming that the lease is a capital lease, prepare the journal entries for Austen for 2012. 

Assume the lease payment at the end of 2012 includes interest of $41,479.

Accounting for Leased Assets
Th e board of directors of Swogen Company authorized the president to lease a corporate jet to fa-
cilitate her travels to domestic and international subsidiaries of the company. After extensive inves-
tigation of the alternatives, the company agreed to lease a jet for $300,548 each year for fi ve years, 
payable at the end of each year. Title to the jet will pass to Swogen at the end of fi ve years with no 
further payments required. Th e lease agreement starts on January 2, 2012. Th e jet has an economic 
life of eight years. Th e lease contract is noncancelable and contains an interest rate of 8%, resulting 
in a present value of the lease payments of $1,200,000 as of January 2, 2012.

Required:
1. Does this lease contract meet the requirements to be accounted for as a capital lease? 

Why or why not?
2. Assuming that the lease contract is to be accounted for as a capital lease, prepare the 

journal entries for Swogen for 2012. Interest included in the fi rst payment is $96,000.

Interest Capitalization
Jennifer Cosmetics wants to construct a new building. It has two building options, as follows:

a. Hire a contractor to do all the work. Jennifer has a bid of $850,000 from a reputable 
contractor to complete the project.

b. Construct the building itself by taking out a construction loan of $800,000. Using this 
alternative, Jennifer believes materials and labor will cost $800,000, and interest on the 
construction loan will be calculated as follows:

 $200,000 @ 12% for 9 months
 $300,000 @ 12% for 6 months
 $200,000 @ 12% for 3 months
 $100,000 @ 12% for 1 month
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Required:
1. What will be the recorded cost of the building under each alternative?
2. Assuming the building is depreciated over a 20-year period using straight-line depreciation 

with no salvage value, how much is the annual depreciation expense under each alternative?

Depreciation Calculations
On January 1, Chaucer Corporation purchased a $51,000 machine. Th e estimated life of the ma-
chine was three years, and the estimated salvage value was $6,000. Th e machine had an estimated 
useful life in productive output of 60,000 units. Actual output for the fi rst two years was: year 1, 
22,000 units; year 2, 19,000 units.

Required:
1. Compute the amount of depreciation expense for the fi rst year, using each of the follow-

ing methods:
 a. Straight-line
 b. Units-of-production
2. What was the book value of the machine at the end of the fi rst year, assuming that 

straight-line depreciation was used?
3. If the machine is sold at the end of the second year for $17,500, how much should the 

company report as a gain or loss (assuming straight-line depreciation)?

Purchase of Multiple Assets for a Single Sum
On April 1, 2012, Cajun Company paid $210,000 in cash to purchase land, a building, and 
equipment. Th e appraised fair market values of the assets were as follows: land, $70,000; building, 
$120,000; and equipment, $60,000. Th e company incurred legal fees of $8,000 to determine that 
it would have a clear title to the land. Before the facilities could be used, Cajun had to spend $4,000 
to grade and landscape the land, $3,500 to put the equipment in working order, and $14,000 to 
renovate the building. Th e equipment was then estimated to have a useful life of seven years with 
no salvage value, and the building would have a useful life of 20 years with a net salvage value of 
$10,000. Both the equipment and the building are to be depreciated on a straight-line basis. Th e 
company is on a calendar-year reporting basis.

Required:
1. Allocate the single purchase price to the individual assets acquired.
2. Prepare the journal entry to acquire the land, building, and equipment.
3. Prepare the journal entry to record the title search, landscape, put the equipment in 

working order, and renovate the building.
4. Prepare the journal entries on December 31, 2012, to record the depreciation on the 

building and the equipment.

Basket Purchase and Partial-Year Depreciation
On March 1, 2012, McCullough Company purchased for $300,000 a tract of land on which was 
located a fully equipped factory. Th e following information was compiled regarding this purchase:

Fair Value Seller’s Book Value

Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  95,000 $  80,000
Building  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 170,000 130,000
Equipment  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     55,000     70,000

 Totals  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $320,000 $280,000
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Required:
1. Prepare the journal entry to record the purchase of these assets.
2. Assume that the building is depreciated on a straight-line basis over a remaining life of 

15 years and the equipment is depreciated on a straight-line basis over six years. Neither the 
building nor the equipment is expected to have any salvage value. Compute the depreciation 
expense for 2012 assuming the assets were placed in service immediately upon acquisition.

Acquisition, Depreciation, and Sale of an Asset
On January 2, 2010, Seamus International Company purchased a new corporate airplane. Th e fol-
lowing costs are related to the purchase:

Airplane, base price. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,200,000
Cash discount . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 18,000
Sales tax  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 48,000
Delivery charges . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000

Required:
1. Prepare the journal entry to record the payment of these items on January 2, 2010.
2. Ignore your answer to part (1) and assume that the airplane cost $1,100,000 and has an 

expected useful life of 10 years or 1,600 hours. Th e estimated salvage value is $120,000. 
Using units-of-production depreciation and assuming that 160 hours are fl own in 2011, 
calculate the amount of depreciation expense to be recorded for the second year.

3. Ignore the information in parts (1) and (2) and assume that the airplane costs 
$1,100,000, that its expected useful life is 10 years, and that its estimated salvage value is 
$150,000. Th e company now uses the straight-line depreciation method. On January 1, 
2013, the following balances are in the related accounts:

Airplane  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,100,000
Accumulated Depreciation, Airplane  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 285,000

Prepare the necessary journal entries to record the sale of this airplane on July 1, 2013, for 
$800,000.

Acquisition, Depreciation, and Sale of an Asset
On July 1, 2012, Philip Ward bought a used pickup truck at a cost of $5,300 for use in his busi-
ness. On the same day, Ward had the truck painted blue and white (his company’s colors) at a cost 
of $800. Ward estimates the life of the truck to be three years or 40,000 miles. He further estimates 
that the truck will have a $450 scrap value at the end of its life, but that it will also cost him $50 to 
transfer the truck to the junkyard.

Required:
1. Record the following journal entries:
 a.  July 1, 2012: Paid all bills pertaining to the truck. (No previous entries have been 

recorded concerning these bills.)
 b.  December 31, 2012: Recorded depreciation expense for the year, using the straight-

line method.
 c.  December 31, 2013: Recorded depreciation expense for 2013, again using the 

straight-line method.
 d. January 2, 2014: Sold the truck for $2,600 cash.
2. What would the depreciation expense for 2012 have been if the truck had been driven 

8,000 miles and the units-of-production method of depreciation had been used?
3.  Interpretive Question: In part (ld), there is a loss of $650. Why did this loss occur?
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Accounting for Natural Resources
On May 31, 2010, Barren Oil Company purchased an oil well with estimated reserves of 200,000 
barrels of oil for $2.0 million cash.

Required:
Prepare journal entries for the following:

1. Record the purchase of the oil well.
2. During 2010, 16,000 barrels of oil were extracted from the well. Record the depletion 

expense for 2010.
3. During 2011, 21,000 barrels of oil were extracted from the well. Record the depletion 

expense for 2011.

Asset Impairment
Stearns Inc. owns plant and equipment on the island of Lagos. Th e cost and book value of the 
building are $3,400,000 and $2,900,000, respectively. Until this year, the market value of the fac-
tory was $6.5 million. However, a new dictator just came to power and declared martial law. As a 
result of the changed political status, the future cash infl ows from the use of the factory are expected 
to be greatly reduced. Stearns now believes that the output from the factory will generate cash in-
fl ows of $115,000 per year for the next 25 years. In addition, the fair value of the factory building 
is now just $1,200,000. Stearns is not sure how to account for the sudden impairment in value.

Required:
1. Explain how to decide whether an impairment loss is to be recognized.
2. Prepare the necessary journal entry, if any, to account for an impairment in the value of 

the factory.

Accounting for Intangible Assets (Goodwill)
On January 1, 2012, InterGalactic Company purchased the following assets and liabilities from 
Immensity Company for $325,000:

Book Value Fair Market Value

Inventory  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  60,000 $  70,000
Building  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000 130,000
Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 70,000 90,000
Accounts receivable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000 30,000
Accounts payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (15,000) (15,000)

Required:
Prepare a journal entry to record the purchase of Immensity by InterGalactic.

Accounting for Goodwill
On January 1, 2012, Fishing Creek Company purchased Skull Valley Technologies for $8,800,000 cash. 
Th e book value and fair value of Skull Valley’s assets as of the date of the acquisition are listed below.

Book Value Market Value

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $   100,000 $   100,000
Accounts receivable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 500,000 500,000
Inventory  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 950,000 1,200,000
Property, plant, and equipment. . . . . . . . . . . . . . . . . . . . . . . . . . 1,500,000 1,900,000
Trademark  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .                 0   2,000,000
Totals . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $3,050,000 $5,700,000
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In addition, Skull Valley had liabilities totaling $4,000,000 at the time of the acquisition.

Required:
1. At what amount will Skull Valley’s trademark be recorded on the books of Fishing Creek, 

the acquiring company?
2. How much goodwill will be recorded as part of this acquisition?
3.  Interpretive Question: What was Skull Valley’s recorded stockholders’ equity immedi-

ately before the acquisition? Under what circumstances does stockholders’ equity yield a 
poor measure of the fair value of a company?

Fixed Asset Turnover Ratio
Bradbury Corp. reported the following asset values in 2011 and 2012:

2012 2011

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  30,000 $  25,000
Accounts receivable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 400,000 250,000
Inventory  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 450,000 300,000
Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200,000 150,000
Buildings. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 500,000 400,000
Equipment  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 300,000 200,000

In addition, Bradbury had sales of $3,000,000 in 2012. Cost of goods sold for the year was 
$1,800,000.

As of the end of 2011, the fair value of Bradbury’s total assets was $1,750,000. Of the excess 
of fair value over book value, $125,000 resulted because the fair value of Bradbury’s inventory was 
greater than its recorded book value. As of the end of 2012, the fair value of Bradbury’s total assets 
was $2,500,000. As of December 31, 2012, the fair value of Bradbury’s inventory was $200,000 
greater than the inventory’s recorded book value.

Required:
1. Compute Bradbury’s fi xed asset turnover ratio for 2012.
2. Using the fair value of fi xed assets instead of the book value of fi xed assets, recompute 

Bradbury’s fi xed asset turnover ratio for 2012. State any assumptions that you make.
3.  Interpretive Question: Bradbury’s primary competitor is Everyman Inc. Everyman’s fi xed 

asset turnover ratio for 2012, based on publicly available information, is 2.92 times. Is 
Bradbury more or less effi  cient at using its fi xed assets than Everyman? Explain your answer.
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Preparing New Forecasts
Th is spreadsheet project is a continuation of the spreadsheet projects in earlier chapters. If you 
completed those spreadsheets, you have a head start on this one.

1. Handyman wishes to prepare a forecasted balance sheet and income statement for 2013. 
Use the original fi nancial statement numbers for 2012 [given in part (1) of the Cumula-
tive Spreadsheet Project assignment in Chapter 2] as the basis for the forecast, along with 
the following additional information:

 a. Sales in 2013 are expected to increase by 40% over 2012 sales of $700.
 b. Cash will increase at the same rate as sales.
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 c.  Th e forecasted amount of accounts receivable in 2013 is determined using the fore-
casted value for the average collection period. For simplicity, do the computations 
using the end-of-period accounts receivable balance instead of the average balance. 
Th e average collection period for 2013 is expected to be 14.08 days.

 d.  Th e forecasted amount of inventory in 2013 is determined using the forecasted 
value for the number of days’ sales in inventory (computed using the end-of-period 
inventory balance). Th e number of days’ sales in inventory for 2013 is expected to 
be 107.6 days.

 e.  Th e forecasted amount of accounts payable in 2013 is determined using the forecast-
ed value for the number of days’ purchases in accounts payable (computed using the 
end-of-period accounts payable balance). Th e number of days’ purchases in accounts 
payable for 2013 is expected to be 48.34 days.

 f.  Th e $160 in operating expenses reported in 2012 breaks down as follows: $5 depre-
ciation expense, $155 other operating expenses.

 g. No new long-term debt will be acquired in 2013.
 h. No cash dividends will be paid in 2013.
 i.  New short-term loans payable will be acquired in an amount suffi  cient to make 

Handyman’s current ratio in 2013 exactly equal to 2.0.
  Note: Th ese statements were constructed as part of the spreadsheet assignment in 

Chapter 7; you can use that spreadsheet as a starting point if you have completed that 
 assignment.

   Clearly state any additional assumptions that you make.
   For this exercise, add the following additional assumptions:
 j.  Th e forecasted amount of property, plant, and equipment (PP&E) in 2013 is de-

termined using the forecasted value for the fi xed asset turnover ratio. For simplicity, 
compute the fi xed asset turnover ratio using the end-of-period gross PP&E balance. 
Th e fi xed asset turnover ratio for 2013 is expected to be 3.518 times.

 k.  In computing depreciation expense for 2013, use straight-line depreciation and as-
sume a 30-year useful life with no residual value. Gross PP&E acquired during the 
year is only depreciated for half the year. In other words, depreciation expense for 
2013 is the sum of two parts: (1) a full year of depreciation on the beginning bal-
ance in PP&E, assuming a 30-year life and no residual value, and (2) a half-year of 
depreciation on any new PP&E acquired during the year, based on the change in the 
gross PP&E balance.

   Clearly state any additional assumptions that you make.
2. Repeat (1), with the following changes in assumptions:
 a. Fixed asset turnover ratio is expected to be 6.000 times.
 b. Fixed asset turnover ratio is expected to be 2.000 times.
3. Comment on the diff erences in the forecasted values of the following items in 2013 un-

der each of the following assumptions about the fi xed asset turnover ratio: 3.518 times, 
6.000 times, and 2.000 times:

 a. Property, plant, and equipment
 b. Depreciation expense
 c. Income tax expense
 d. Paid-in capital
4. Return the fi xed asset turnover ratio to 3.518 times. Now, repeat (1), with the following 

changes in assumptions:
 a. Estimated useful life is expected to be 15 years.
 b. Estimated useful life is expected to be 60 years.
5. Comment on the diff erences in the forecasted values of the following items in 2013 un-

der each of the following assumptions about the estimated useful life of property, plant, 
and equipment: 30 years, 15 years, and 60 years.

 a. Depreciation expense
 b. Income tax expense
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Intangible Assets
Renford Company owns two restaurants. One, located in Tacoma, was purchased from a previous 
owner and the other, located in Seattle, was built by Renford. Th e Seattle restaurant was built nine 
years ago. Th e Tacoma restaurant was purchased last year and has goodwill of $550,000 on the 
books. As it turns out, the Seattle restaurant does twice as much business as the Tacoma restaurant 
and is much more profi table. Th e Seattle restaurant is in a prime location, and business keeps in-
creasing each year. Th e Tacoma restaurant does about the same amount of business each year, and 
it doesn’t look as if it will ever do any better. Does it make sense to you to have goodwill on the 
books of the less profi table restaurant? Should Renford record goodwill on the books of the Seattle 
restaurant, or should it write off  the goodwill on the Tacoma restaurant’s books?

You Decide: Should companies leasing equipment be required to record the equipment 
and leases as assets and liabilities on the balance sheet or as expenses on the income 
statement?
Current rules require that leases meeting any one of the following requirements be classifi ed as an 
asset and liability on the balance sheet:
• A transfer of ownership
• A bargain purchase option
• A lease term equal to 75% or more of the economic life of the asset
• Th e present value of the payments is 90% or more of the fair market value of the asset at the 

beginning of the lease term.
However, what if the company leasing the asset decides to structure the lease so that the lease term 
is 73% of the economic life of the asset or the present value of the lease payments equals 88% of 
the fair market value of the asset? Should a company be able to use creative techniques in order to 
structure a lease so that it does not appear on the balance sheet?

Wal-Mart
Using Wal-Mart’s 2009 Form 10-K contained in Appendix A, answer the following questions:

1. As a percentage of total assets, is Wal-Mart’s investment in property, plant, and equip-
ment increasing or decreasing over time? Which of Wal-Mart’s assets is increasing the 
fastest as a percentage of total assets? Hint: Include property under capital lease as PP&E 
in calculating percentages. 

2. Reference the notes to the fi nancial statements. Which depreciation method does Wal-
Mart use? Estimate the average useful life of Wal-Mart’s depreciable assets (i.e., not 
including land) by dividing the ending balance in the depreciable asset accounts by the 
depreciation expense for the year. Does the resulting estimated useful life seem reason-
able? Hint: Include property under capital lease as PP&E in your calculations.

3. Wal-Mart notes in its statement of cash fl ows that $11.499 billion of property, plant, 
and equipment was purchased in 2008. Using that information along with the detailed 
information from the balance sheet, compute (a) the original cost of the equipment 
disposed of during 2008 and (b) the accumulated depreciation associated with that 
equipment. Hint: For property, plant, and equipment, beginning balance + purchases − 
disposals = ending balance; a similar calculation is used for accumulated depreciation.

FedEx
FedEx delivers packages around the world. To accomplish this task, FedEx has made huge invest-
ments in long-term assets. 

1. Identify what you consider to be the major long-term assets of FedEx. Review the infor-
mation shown below from FedEx’s balance sheet (numbers are in millions) to see how 
well you did.
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May 31

(in millions) 2008 2007

Property and Equipment, at Cost

Aircraft and related equipment  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $10,165 $  9,593
Package handling and ground support equipment  . . . . . . . . . . . . . . . . . . . 4,817 3,889
Computer and electronic equipment  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,040 4,685
Vehicles  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,754 2,561
Facilities and other  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     6,529     6,362

$29,305 $27,090
Less accumulated depreciation and amortization . . . . . . . . . . . . . . . . . . . .   15,827   14,454

Net property and equipment. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $13,478 $12,636

2. FedEx uses the straight-line depreciation method in depreciating most of its assets. For 
each major category—aircraft and related equipment, package handling and ground 
support equipment, computer and electronic equipment, vehicles, and facilities and 
other—provide an estimate (or a range) as to what you would deem a reasonable useful 
life for that category.

3. Using the information above, compute the accumulated depreciation associated with the prop-
erty and equipment sold during 2008 given that depreciation for the year was $1.8 billion.

U.S. Steel
1. U.S. Steel provides the following information in the notes to its fi nancial statements 

relating to its use of the straight-line method of depreciation. Can you interpret the 
information contained in the note?

Property, plant and equipment—Property, plant and equipment is carried at cost. 
U.S. Steel records depreciation on a modifi ed straight-line or straight-line method 
utilizing a composite or group asset approach based upon the estimated useful lives 
of assets. Th e modifi ed straight-line method, used for certain steel-producing assets 
in the United States, is based on raw steel production levels. Th e modifi cation fac-
tors applied to straight-line calculations range from a minimum of 85 percent at a 
production level below 81 percent of capability, to a maximum of 105 percent for 
a 100 percent production level. No modifi cation is made at the 95 percent produc-
tion level.

2. U.S. Steel also provides information relating to the balances in its individual property, 
plant, and equipment accounts, as shown below. In very general terms, how old is the 
company’s property, plant, and equipment? Provide support for your answer.

December 31

(in millions) 2008 2007

Land and depletable property. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $     278 $     295
Buildings. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,331 1,448
Machinery and equipment  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 13,561 12,869
Leased machinery and equipment. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .        175        176
 Total . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $15,345 $14,788
Less accumulated depreciation and depletion  . . . . . . . . . . . . . . . . . . . . . .     8,669     8,100
 Net . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  6,676 $  6,688
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Swire Pacifi c
Swire Pacifi c, Ltd., based in Hong Kong, is one of the largest companies in the world. Th e pri-
mary operations of the company are in the regions of Hong Kong, China, and Taiwan where it has 
operated for over 130 years. Swire operates Cathay Pacifi c Airways and has extensive real estate 
holdings in Hong Kong.

Swire accounts for many of its long-term assets as investment properties. In 2008, the company 
noted that it revalued those assets each year for increases and decreases in fair value. During 2008, 
Swire increased the value of those assets on its books by $177 million in Hong Kong dollars.

1. Can you compose the journal entry made by Swire Pacifi c accountants to write the assets 
up in value? What would be the credit portion of the journal entry? Hint: Although you 
may not know the exact answer, think about it and make an educated guess. Would the 
credit be to another asset account? Would it be to a liability account?

2. Suppose that in the next year, the assets were again revalued and it was determined that 
a diff erence existed between market value and book value of only $100 million Hong 
Kong dollars. How would this year’s journal entry diff er from the previous year’s?

Strategic Accounting Method Choices
You saw in Chapter 6 that a company’s management selects the percentage to be used when com-
puting bad debt expense. You noted in Chapter 7 that management is allowed to choose the meth-
od for valuing inventory. In this chapter, you found that management gets to choose the method 
used for depreciating assets, the estimated salvage value, and the estimated useful life.

Suppose that you are involved in negotiations with the local labor union regarding wages for 
your company’s employees. Labor leaders are asking that their members be given an average annual 
raise of 12%. Th e company president has asked you to prepare a set of fi nancial statements that 
portrays the company’s performance as being mediocre at best. Th e president also makes it clear 
that she does not want you to prepare fraudulent fi nancial statements. All estimates must be within 
the bounds of reason.

So you come up with the following:
• Change the percentage used for estimating bad debts from 1.5% to 2%.
• Elect to use the LIFO method for valuing inventory because the prices associated with inven-

tory have been rising.
• Change the average estimated salvage value of long-term assets from 15% to 10% of histori-

cal cost.
• Change the depreciation method from straight-line to an accelerated method.
• Change the average estimated useful life of long-term assets from 10 years to 7 years.

As you know, each of these changes will result in net income being lower. Each of these changes 
is also still within the bounds of reason required by the company president.

1. Would it be appropriate to make the changes described above in order to obtain favor-
able terms from the labor union negotiators?

2. If the above changes are made, what sort of disclosure do you think should be required?
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declining-balance depreciation method, 409
sum-of-the-years’-digits (SYD) depreciation method, 411
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Property, Plant, and Equipment
Swift Motor Lines is a trucking company that hauls crude oil in the Rocky Mountain states. It cur-
rently has 20 trucks. Th e following information relates to a single truck:

a. Date truck was purchased, July 1, 2009
b. Cost of truck

Truck  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $125,000
Paint job . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,000
Sales tax  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7,000

c. Estimated useful life of truck, eight years
d. Estimated salvage value of truck, $27,000
e. 2011 expenditures on truck:
 (1) $6,000 on new tires and regular maintenance
 (2)  On January 1, spent $44,000 to completely rework the truck’s engine. As a result of 

the engine work, the remaining life of the truck is increased to nine years, but the 
expected salvage value remains the same.

Required:
Record journal entries to account for the following. (Use the sum-of-the-years’-digits depreciation method.)

1. Th e purchase of the truck
2. Depreciation expense for:
 a. 2009
 b. 2010
 c. 2011
3. Th e expenditures on the truck during 2011

Solution
1. Truck Purchase
Th e cost of the truck includes both the amount paid for it and all costs incurred to get it in work-
ing condition. In this case, the cost includes both the paint job and the sales tax. Th us, the entry 
to record the purchase is:

Truck  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 135,000
 Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 135,000
  Purchased truck for cash.

2. Depreciation Expense
Th e formula for sum-of-the-years’-digits depreciation on the truck is:

Number of years of life remaining at 
beginning of year � (Cost � Salvage value) = Depreciation expense

Sum-of-the-years’-digits

Depreciation for the three years is calculated as follows:

2009:
8

� ($135,000 � $27,000) � $24,000; $24,000 � 1/2 year � $12,000
36

2010:
7.5*

� ($135,000 � $27,000) � $22,500
36

*7.5 years = 8 years – ½ year in 2009

R e v i e w  P r o b l e m
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2011:
9

� [($135,000 � $44,000) � ($12,000 � $22,500) � $27,000] � $23,500
45

Th e depreciation entries are:

a. 2009:
Depreciation Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12,000
 Accumulated Depreciation, Truck  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12,000
  Recorded depreciation expense for 2009.

b. 2010:
Depreciation Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 22,500
 Accumulated Depreciation, Truck  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 22,500
  Recorded depreciation expense for 2010.

c. 2011:
Depreciation Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 23,500
 Accumulated Depreciation, Truck  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 23,500
  Recorded depreciation expense for 2011.

3. Expenditures
Th e fi rst expenditure of $6,000 is an ordinary expenditure and is expensed in the current year. Th e 
$44,000 expenditure is capitalized because it lengthens the truck’s life. Th e entries are:

Repairs and Maintenance Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,000
 Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,000
  Recorded purchase of new tires and regular maintenance on truck.

Truck  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 44,000
 Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 44,000
  Recorded major overhaul of truck engine.

D i s c u s s i o n  Q u e s t i o n s

P r a c t i c e  E x e r c i s e s

69. Which of the depreciation methods discussed in this 
chapter will usually result in the highest net income in 
the early years of an asset’s life? 

70. How does the declining-balance method of depreciation 
diff er from other methods of depreciation?

71. Modifi ed accelerated cost recovery system (MACRS) de-
preciation is allowed by the IRS but usually is not used 
in fi nancial reporting. Why do you think this is the case?

72. When changing the estimate of the useful life of an 
asset, should depreciation expense for all the previous 
years be recalculated? If not, how do you account for a 
change in this estimate?

73. Why is it often necessary to recalculate the depletion 
rate for natural resources?

Declining-Balance Method of Depreciation
Using the following data and the declining-balance method of depreciation, compute depreciation 
expense for the fi rst two years.

L O  1 0
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Cost of machine  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,500,000
Estimated useful life (years) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10 years
Salvage value  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $100,000

Sum-of-the-Years’-Digits Method of Depreciation
Using the data in PE 9-74 and the sum-of-the-years’-digits method of depreciation, compute 
 depreciation expense for the fi rst two years.

Changes in Depreciation Estimates
Consider the following data for Kathleen's Tropical Resorts, Inc.

Cost of machine  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,000,000
Estimated useful life (years) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8 years
Salvage value  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $40,000
Estimated useful life (units). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,600,000
Units produced during the fi rst year  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 180,000

Assume Kathleen’s computed depreciation expense of $120,000 per year. After three years, 
 Kathleen’s determined that the machine would last eight more years (for a total of 11 years). 
 Compute depreciation expense for the fourth year.
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Acquisition and Depreciation of Assets
Brough Oil Company, which prepares fi nancial statements on a calendar-year basis, purchased new 
drilling equipment on July 1, 2012. A breakdown of the cost follows:

Cost of drilling equipment  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $125,000
Cost of cement platform  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 35,000
Installation charges  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 22,000
Freight costs for drilling equipment. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .       3,000
Total. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $185,000

Assuming that the estimated life of the drilling equipment is 20 years and its salvage value is $10,000:
1. Record the purchase on July 1, 2012.
2. Assume that the drilling equipment was recorded at a total cost of $140,000. Calculate 

the depreciation expense for 2012 using the following methods:
 a. Sum-of-the-years’-digits
 b. Double-declining-balance
 c. 150% declining-balance
3. Prepare the journal entry to record the depreciation for 2012 in accordance with part (2a).

Acquisition and Depreciation
At the beginning of 2012, Beefs Steak House constructed a new walk-in freezer that had a useful 
life of 10 years. At the end of 10 years, the motor could be salvaged for $3,500. In addition to 
construction costs that totaled $15,000, the following costs were incurred:
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Sales taxes on components . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,100
Delivery costs . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 700
Installation of motor. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 300
Painting of both interior and exterior of freezer  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200

1. What is the cost of the walk-in freezer to Beefs?
2. Compute the amount of depreciation to be taken in the fi rst year assuming Beefs uses the
 a. Double-declining-balance method
 b. Sum-of-the-years’-digits method

Depreciation Computations
Borges Corporation purchases a $760,000 piece of equipment on January 2, 2010, for use in its 
manufacturing process. Th e equipment’s estimated useful life is 10 years with no salvage value. 
Borges uses 150% declining-balance depreciation for all its equipment.

1. Compute the depreciation expense for 2010, 2011, and 2012.
2. Compute the book value of the equipment on December 31, 2012.

Depreciation Calculations
Letha Enterprises purchased a new van on January 1, 2011, for $35,000. Th e estimated life of the 
van was four years or 76,000 miles, and its salvage value was estimated to be $3,000. Compute the 
amount of depreciation expense for 2011, 2012, and 2013 using the following methods:

1. Double-declining-balance
2. 175% declining-balance
3. Sum-of-the-years’-digits

Depreciation Calculations
On January 1, 2011, MAC Corporation purchased a machine for $60,000. Th e machine cost 
$800 to deliver and $2,000 to install. At the end of 10 years, MAC expects to sell the machine for 
$2,000. Compute depreciation expense for 2011 and 2012 using the following methods:

1. Double-declining-balance
2. 150% declining-balance
3. Sum-of-the-years’-digits

Accounting for Natural Resources
On January 1, 2011, Sobel Holding Corporation purchased a coal mine for cash, having taken into 
consideration the favorable tax consequences and the inevitable energy crunch in the future. Sobel 
paid $1,125,000 for the mine. Shortly before the purchase, an engineer estimated that there were 
180,000 tons of coal in the mine.

1. Record the purchase of the mine on January 1, 2011.
2. Record the depletion expense for 2011, assuming that 40,000 tons of coal were mined 

during the year.
3. Assume that on January 1, 2012, the company received a new estimate that the mine now 

contained 215,000 tons of coal. Record the entry (if any) to show the change in estimate.
4. Record the depletion expense for 2012, assuming that another 40,000 tons of coal were mined.

Change in Estimated Useful Life
On January 1, 2010, Landon Excavation Company purchased a new bulldozer for $120,000. Th e 
equipment had an estimated useful life of 10 years and an estimated residual value of $10,000. On 
January 1, 2012, Landon determined that the bulldozer would have a total useful life of only 8 
years instead of 10 years with no change in residual value. Landon uses straight-line depreciation.

Compute depreciation expense on this bulldozer for 2010, 2011, and 2012.
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Depreciation Calculations
Neilson’s Hardware Company has a giant paint mixer that cost $51,300 plus $700 to install. Th e 
estimated salvage value of the paint mixer at the end of its useful life in eight years is estimated to 
be $4,000. Neilson’s estimates that the machine can mix 720,000 cans of paint during its lifetime.

Required:
Compute the second full year’s depreciation expense, using the following methods:

1. Double-declining-balance
2. Sum-of-the-years’-digits

Depreciation Calculations
On January 1, Stoker Company purchased an $80,000 machine. Th e estimated life of the machine 
was eight years, and the estimated salvage value was $6,000. Th e machine had an estimated useful 
life in productive output of 110,000 units. Actual output for the fi rst two years was: year 1, 15,000 
units; year 2, 13,000 units.

Required:
1. Compute the amount of depreciation expense for the fi rst year, using each of the follow-

ing methods:
 a. Straight-line
 b. Units-of-production
 c. Sum-of-the-years’-digits
 d. Double-declining-balance
2. What was the book value of the machine at the end of the fi rst year, assuming that 

straight-line depreciation was used?
3. If the machine is sold at the end of the fi fth year for $28,500, how much should the 

company report as a gain or loss (assuming straight-line depreciation)?

Financial Statement Effects of Depreciation Methods
On July 1, 2011, the consulting fi rm of Little, Smart, and Quick bought a new computer for $120,000 
to help it service its clients more effi  ciently. Th e new computer was estimated to have a useful life of 
fi ve years with an estimated salvage value of $20,000 at the end of fi ve years. It was further estimated 
that the computer would be in operation about 1,500 hours in each of the fi ve years with some varia-
tion of use from year to year. Janet Little, who manages the fi rm’s internal operations, has asked you 
to help her decide which depreciation method should be selected for the new computer. Th e methods 
being considered are straight-line, double-declining-balance, and sum-of-the-years’-digits.

Required:
1. Prepare a schedule showing depreciation for 2011, 2012, and 2013 for each of the three 

methods being considered.
2. For each of the three methods, compute the asset book value that would be reported on 

the balance sheet at December 31, 2013.
3. Interpretive Question: Which method would maximize income for the three years 

(2011–2013), and which would minimize income for the same period?

Depreciation Calculations
Gretchen, Inc., a fi rm that makes oversized boots, purchased a machine for its factory. Th e follow-
ing data relate to the machine:
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Price  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $46,000
Delivery charges . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $350
Installation charges  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $650
Date purchased. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . May 1, 2011
Estimated useful life:
 In years. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10 years
 In hours of production  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 25,000 hours of 

operating time
Salvage value  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $2,000

During 2011, the machine was used 1,800 hours. During 2012, the machine was used 2,900 hours.

Required:
Determine the depreciation expense and the year-end book values for the machine for the years 
2011 and 2012, assuming that:

1. Th e straight-line method is used.
2. Th e double-declining-balance method is used.
3. Th e units-of-production method is used.
4. Th e sum-of-the-years’-digits method is used.
5. Interpretive Question: If you were Gretchen, which method would you use in order to 

report the highest profi ts in 2011 and 2012 combined?

Changes in Depreciation Estimates and Capitalization of Expenditures
Ironic Metal Products, Inc., acquired a machine on January 2, 2010, for $76,600. Th e useful life 
of the machine was estimated to be eight years with a salvage value of $4,600. Depreciation is re-
corded on December 31 of each year using the sum-of-the-years’-digits method.

At the beginning of 2012, the company estimated the remaining useful life of the machine 
to be four years and changed the estimated salvage value from $4,600 to $2,600. On January 2, 
2013, major repairs on the machine cost the company $34,000. Th e repairs added two years to the 
machine’s useful life and increased the salvage value to $3,000.

Required:
1. Prepare journal entries to record:
 a. Th e purchase of the machine
 b. Annual depreciation expense for the years 2010 and 2011
 c. Depreciation in 2012 under the revised estimates of useful life and salvage value
 d. Th e expenditure for major repairs in 2013
 e. Depreciation expense for 2013
2. Compute the book value of the machine at the end of 2013.

Unifying Concepts: Accounting for Natural Resources
Forest Products, Inc., buys and develops natural resources for profi t. Since 2009, it has had the 
following activities: 
1/1/09  Purchased for $800,000 a tract of timber estimated to contain 1,600,000 board feet of lumber.
1/1/10 Purchased for $600,000 a silver mine estimated to contain 30,000 tons of silver ore.
7/1/10 Purchased for $60,000 a uranium mine estimated to contain 5,000 tons of uranium ore.
1/1/11 Purchased for $500,000 an oil well estimated to contain 100,000 barrels of oil.

Required:
1. Provide the necessary journal entries to account for the following:
 a.  Th e purchase of these assets
 b.  Th e depletion expense for 2011 on all four assets, assuming that the following were 

extracted:
   (1) 200,000 board feet of lumber
   (2) 5,000 tons of silver
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   (3) 1,000 tons of uranium
   (4) 10,000 barrels of oil
2. Assume that on January 1, 2012, after 20,000 tons of silver had been mined, engineers’ 

estimates revealed that only 4,000 tons of silver remained. Record the depletion expense 
for 2012, assuming that 2,000 tons were mined.

3. Compute the book values of all four assets as of December 31, 2012, assuming that the 
total extracted to date is:

 a. Timber tract, 800,000 board feet
 b. Silver mine, 22,000 tons [only 2,000 tons are left per part (2)]
 c. Uranium mine, 3,000 tons
 d. Oil well, 80,000 barrels

Unifying Concepts: Property, Plant, and Equipment
Logan Corporation owns and operates three sawmills that make lumber for building homes.

Th e operations consist of cutting logs in the forest, hauling them to the various sawmills, saw-
ing the lumber, and shipping it to building supply warehouses throughout the western part of the 
United States. To haul the logs, Logan has several trucks. Relevant data pertaining to one truck are:

a. Date of purchase, July 1, 2010
b. Cost:

Truck  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $40,000
Trailer. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 25,000
Paint job (to match company colors) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,000
Sales tax  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,000

 c. Estimated useful life of the truck, 120,000 miles
 d. Estimated salvage value, $0
 e. 2011 expenditures on truck:
   (1) Spent $4,500 on tires, oil changes, greasing, and other miscellaneous items.
   (2)  Spent $18,000 to overhaul the engine and replace the transmission on January 

1, 2011. Th is expenditure increased the life of the truck by 85,000 miles.

Required:
Record journal entries to account for:

1. Th e purchase of the truck
2. Th e 2010 depreciation expense using units-of-production depreciation and assuming the 

truck was driven 35,000 miles
3. Th e expenditures relating to the truck during 2011
4. Th e 2011 depreciation expense using the units-of-production method and assuming the 

truck was driven 50,000 miles
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Straight-Line versus Accelerated Depreciation
Dennis Company currently depreciates its assets using the straight-line method for both tax and fi nan-
cial accounting. Total depreciation expense for this year will be $250,000 using straight-line deprecia-
tion. A consultant has just advised the company that it should use accelerated depreciation methods for 
both tax and fi nancial accounting because “paying lower taxes is better than recognizing higher income.” 
Using accelerated depreciation methods, total depreciation expense this year would be $400,000. Th e 
company has an eff ective tax rate of 40%. Do you agree with the consultant? Why or why not?
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After studying this chapter, you should be able to:

LO1  Use present value concepts to measure long-
term liabilities. The proper measure of the economic obligation 
associated with a long-term liability is the present value of the future 
cash fl ows instead of the simple sum of the future cash fl ows.

L O 2  Account for long-term liabilities, including 
notes payable and mortgages payable. Long-term 
notes payable are frequently repaid through regular interest 
payments with the entire balance of the note (the principal) 
being repaid at the end of the term of the note. With a 
mortgage, the liability is typically repaid through a series 
of equal payments, with some interest and some principal 
repayment included in each payment amount.

L O 3  Account for capital lease obligations and 
understand the signifi cance of operating leases being 
excluded from the balance sheet. For accounting 
purposes, leases are considered to be either rentals 
(operating leases) or asset purchases with borrowed money 
(capital leases). A company using a leased asset tries to have 
the lease classifi ed as an operating lease in order to keep the 
lease obligation off the balance sheet.

L O 4  Account for bonds, including the original 
issuance, the payment of interest, and the retirement 

of bonds. Bonds are a way to borrow funds from many 
difference sources rather than borrowing the entire amount 
from one source, like a bank. Depending on the market 
interest rate at the time it is issued, a bond can be issued for 
more or less than its face value.

L O 5  Use debt-related fi nancial ratios to 
determine the degree of a company’s fi nancial leverage 
and its ability to repay loans. Debt-related fi nancial ratios 
give an indication of the degree of a company’s leverage and 
how much cushion operating profi ts give in terms of being 
able to make periodic interest payments.

L O 6  Amortize bond discounts and bond 
premiums using either the straight-line method or the 
effective-interest method. A bond discount arises when 
the coupon rate on the bonds is less than the market interest 
rate; a premium arises when the coupon rate is more than the 
market rate. Premium and discount balances are gradually 
reduced to zero over the life of the bond. A premium reduces 
bond interest expense; a discount increases bond interest 
expense.
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S E T T I N G  T H E  S TA G E

 television and radio stations; international fi lm distribution; home video 
production; live theatrical entertainment; online computer programs; 
interactive computer games; telephone company partnerships; cruise 
lines; Disney Stores; newspaper, magazine, and book publishing; In-
ternet marketing; and the convention business. In the past 20 years, 
The Walt Disney Company has grown over 300%. 

How has the company fi nanced this growth? In part through very 
successful operations, but profi ts have not been enough. The com-
pany has also borrowed to fi nance its expansion. As of September 27, 
2008, The Walt Disney Company had long-term debt totaling over $11 
billion. This long-term fi nancing includes loans with U.S. banks as well 
as loans denominated (or made) in Hong Kong dollars, yen, euros, and 
Canadian dollars. The effective interest rates on Disney’s loans range 
from 2.07 to 9.05%.1

I
n 1923, two brothers, Walt and Roy Disney, founded the Disney 
Brothers Studio as a partnership to produce animated features for 
fi lm. Five years later, the Disney Brothers Studio released its fi rst 
animated fi lm with sound effects and dialogue, Steamboat Willie, 

featuring a soon-to-become-famous mouse, Mickey. Many now classic 
characters and fi lms followed soon after.

But Walt Disney’s vision encompassed more than animated fi lms.  
He designed and created Disneyland, which opened in 1955, and we 
now have Walt Disney World in Florida and Disney theme parks in Ana-
heim, California; Paris; Tokyo; and Hong Kong. In addition, Disney’s 
launch into television resulted in great success with Disneyland (which 
ran for 29 seasons under various names) and The Mickey Mouse Club. 

Disney’s company has expanded far beyond what even Walt 
could have foreseen. The Walt Disney Company is now involved in 

In this chapter, we will introduce various types of long-term liabilities. We will explain a concept used in measuring the present value of an obliga-
tion due in the future. This concept—the time value of money—is useful for computing the value of bonds and notes, like Disney’s, as well as 
for computing mortgage payments and pension obligations. In the main part of this chapter, we discuss the measurement of long-term liabilities 
and introduce numerous types of long-term liabilities—notes, mortgages, leases, and bonds. The basic accounting procedures associated with 
several of these liabilities are also discussed. In the expanded material, the complexities associated with the amortization of a bond issued at a 
premium or discount are discussed. Exhibit 10.1 highlights the fi nancial statement accounts discussed in this chapter.

1 Th e information for this section was obtained from Disney’s Web site at http://www.disney.com.

E X H I B I T  1 0 . 1   F i n a n c i a l  S t a t e m e n t  I t e m s  D i s c u s s e d 
i n  T h i s  C h a p t e r

 Income
 Statement

 Other revenues and expenses
  Interest expense

  

 Statement of
 Cash Flows

 Operating activities
  Payments for interest
 
 Financing activities
  Proceeds from borrowing
  Repayments of borrowing
  

 Balance Sheet

Long-term liabilities
 Long-term debt

L O  1   Measuring Long-Term Liabilities
WHAT Use present value concepts to measure long-term liabilities.
WHY  A liability should be reported at the amount that would satisfy the obligation on the balance 

sheet date. For a long-term obligation, this amount is the present value of the future pay-
ments to be made.

HOW  Determine the portion of the payment that is applied to reduce the liability and the amount 
that is included as interest expense on the income statement using present value calculations 
or a business calculator.
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Conceptually, the value of a liability is the cash that would be required to pay the liability in full 
today. Because money has a time value—usually referred to as interest—most people are willing 
to accept less money today than they would if a liability were paid in the future. Th erefore, with 
the exception of short-term Accounts Payable, liabilities to be paid in the future usually involve 
interest.

Accounting for long-term liabilities is complex because usually payments of interest, or in 
some cases principal and interest, are made periodically over the period in which the liability is 
outstanding. Further, in some cases the amount of the liability in a noncash transaction may not 
be readily apparent. Th e time value of money concept is used in measuring and recording these 
liabilities.

Present Value and Future Value Concepts
Th e concepts of present value and future value are used to measure the eff ect of time on the value 
of money. To illustrate, if you are to receive $100 one year from today, is it worth $100 today? 
Obviously not, because if you had the $100 today you could either use it now or invest it and 
earn interest. If the $100 isn’t to be received for one year, those options are not available. Th e 
present value of $1 is the value today of $1 to be received or paid in the future, given a specifi ed 
interest rate. To determine the value today of money to be received or paid in the future, we must 
“discount” the future amount (reduce the amount to its present value) by an appropriate interest 
rate. For example, if money can earn 10% per year, $100 to be received one year from now is 
approximately equal to $90.91 received today.

Putting it another way, if $90.91 is invested today in an account that earns 10% interest for 
one year, the interest earned will be $9.09 ($90.91 × 10% × 1 year = $9.09). Th e sum of the $90.91 
principal plus $9.09 interest would equal $100 at the end of one year. Th us, the present value of 
$100 to be received (or paid) in one year with 10% interest is $90.91. Th is present value relation-
ship can be diagramed as follows:

Present Value Future Amount
(Computed) (Known)

$90.91 $100
(One-Year Period @ 10%)

$90.91 is the present value of the $100 future amount.

Th e relationships in this diagram can be described in two ways. We have just looked at the re-
lationship by recognizing that the $90.91 is the present value of $100 to be received one year from 
now when interest is 10%. In this example, the $100 to be received one year from now is known, 
and the present value of $90.91 must be computed. We are computing a present value amount 
from a known future value amount.

Another way to look at the relationship is on a future value basis. Future values apply when 
the amount today ($90.91) is known, and the future amount must be calculated. Future values 
are  exactly the opposite of present values. Th inking in terms of future values, $100 is the future 
amount we can expect to receive in one year, given a present known amount of $90.91 when the 
interest rate is 10%. We can diagram this relationship as follows:

Present Value Future Amount
(Known) (Computed)
$90.91 $100

(One-Year Period @ 10%)

$100 is the future value of the $90.91 present value.

long-term liabilities Debts or other 
obligations that will not be paid within 
one year.

present value of $1 The value today 
of $1 to be received or paid at some 
future date, given a specifi ed interest 
rate.
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Present and future values can be calculated using formulas. However, if more than one period 
is involved, the calculations become rather complicated. Th erefore, it is more convenient to use 
either a present value table or a calculator that gives the present value of $1 for various numbers 
of periods and interest rates (see Table I, Appendix B) or a future value table that gives the future 
value of $1 for various numbers of periods and interest rates (see Table III, Appendix B). We will 
illustrate the use of both a present value table and a future value table and indicate the keystrokes 
needed when using a standard business calculator.

Computing the Present Value of a Single Amount To use a present value table, simply locate the 
appropriate number of periods in the leftmost column and the interest rate in the row at the top of 
the table. Th e number at the intersection of the selected row and column is the factor representing 
the present value of $1 for the number of periods and the relevant interest rate. To fi nd the present 
value of an amount other than $1, multiply the factor in the table by that amount. To illustrate 
the use of a present value table (Table I, Appendix B) to fi nd the present value of a known future 
amount, assume that $10,000 is to be paid four years from today when the interest rate is 10%. 
What is the present value of the $10,000 payment?

Amount of payment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 10,000
Present value factor of $1 to be paid in 4 periods at 
 10% interest (from Table I, Appendix B)  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . × 0.6830

Present value of payment. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $   6,830

Th is present value amount, $6,830, is the amount that could be paid today to satisfy the obliga-
tion that is due four years from now. As indicated, this procedure is sometimes referred to as discount-
ing. Th us, we say that $10,000 discounted for four years at 10% is $6,830. Stated another way, if 
$6,830 is invested today in an account that pays 10% interest, 
in four years the balance in that account would be $10,000.

Th e same present value computed in the previous exam-
ple can be obtained using a business calculator. Th e necessary 
keystrokes are illustrated below. Note: Th e exact sequences of 
keystrokes illustrated are for a Hewlett-Packard 10bII busi-
ness calculator; the keystrokes for other business calculators 
are similar, if not the same.

Hewlett-Packard Keystrokes for Present Value of a Single Payment:

1.  Always CLEAR ALL before doing anything else. On a Hewlett-Packard 10bII, press 
the yellow key, then press “C.” This clears out any information left over from a prior 
computation.

2.  Always set P/YR (payments per year) to the correct number—“1” in this case. On 
a Hewlett-Packard 10bII, press “1,” then press the yellow key, then press “PMT.” 
This tells the calculator that each year is being viewed as a separate period. Note:  
Setting P/YR equal to 1 means that the interest rate is compounded annually. For 
monthly payments, P/YR would be 12. 

3. Enter “10,000” and press FV (this is the amount of the future payment).
4. Enter “4” and press N (number of years).
5. Enter “10” and press I (interest rate).
6. Press PV for the answer = $6,830.13455 = $6,830 (rounded).

C A U T I O N

Until you are comfortable using your business calculator, it’s 
best to set the P/YR amount to “1” to avoid having the calcula-
tor doing too many things automatically.

C

Unti
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Computing the Future Value of a Single Amount To fi nd the future value of an amount that 
is known today, you use a future value table. When using a future value table, simply locate 
the  appropriate number of periods in the leftmost column and the interest rate in the row at 
the top of the table. Th e number at the intersection of the selected row and column is the fac-
tor  representing the future value of $1 for the number of periods and the relevant interest rate. 
To fi nd the future value of an amount other than $1, multiply the factor in the table by that 
amount.

To illustrate the use of a future value table (Table III, Appendix B), use the same information 
that was presented before, except assume that the present value of $6,830 is known, not the future 
amount of $10,000. Assume that we have a savings account with a current balance of $6,830 that 
earns interest of 10%. What will be the balance in that account in four years?

Present value in savings account  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  6,830
Future value factor of $1 in 4 periods at 10% interest (from Table III, Appendix B)   . . . . . . ×1.4641

Future value . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $10,000*

*Rounded

Hewlett-Packard Keystrokes for Future Value of a Single Payment:

1. CLEAR ALL.
2. Set P/YR to 1.
3. Enter “6,830” and press PV (this is the amount of the current payment).
4. Enter “4” and press N (number of years).
5. Enter “10” and press I (interest rate).
6. Press FV for the answer = $9,999.80300 = $10,000 (rounded).

When computing future values, we often use the term compounding to mean the frequency 
with which interest is added to the principal. Th us, we say that interest of 10% has been com-
pounded once a year (annual compounding period) to arrive at a future value at the end of four 
years of $10,000. If the interest is added more or less frequently than once a year, the future amount 
will be diff erent. 

For example, if the 10% interest had been compounded semiannually (twice a year) for 
four years, the calculation would have involved using a 5% (one-half of the 10%) rate for 8 
periods (4 years × 2 periods per year) instead of 10% for 4 periods. To illustrate, what is the 
present value of $10,000 to be paid in four years if interest of 10% is compounded semi-
annually?

Amount of payment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $10,000
Present value factor of $1 to be paid in 8 periods at 5% interest 
 (from Table I, Appendix B)   . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . ×0.6768

Present value of payment   . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  6,768

Th us, the present value of $10,000 to be paid in four years is $6,768 if interest is com-
pounded semiannually. Likewise, if semiannual compounding is used to determine the future 
value of $6,768 in four years at 10% compounded semiannually, the result is as follows:

compounding period The period of 
time for which interest is computed.
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Present value in savings account  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  6,768
Future value factor of $1 in 8 periods at 5% interest (from Table III, Appendix B). . . . . . . . ×1.4775

Future value  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $10,000*

*Rounded

Note that the present value ($6,768) is lower with semiannual compounding than with annual 
compounding ($6,830). Th e more frequently interest is compounded, the greater the total amount 
of interest deducted (in computing present values) or added (in computing future values).

For practice using semiannual compounding with a business calculator, try the following set 
of keystrokes:

Hewlett-Packard Keystrokes for Present Value of a Single Payment:

1. CLEAR ALL.
2. Set P/YR to 1.
3. 10,000 Press FV (this is the amount of the future payment).
4. 8 Press N (number of semiannual periods).
5. 5 Press I (interest rate per semiannual period).
6. Press PV for the answer = $6,768.39362 = $6,768 (rounded).

Hewlett-Packard Keystrokes for Future Value of a Single Payment:

1. CLEAR ALL.
2. Set P/YR to 1.
3. 6,768 Press PV (this is the amount of the current payment).
4. 8 Press N (number of semiannual periods).
5. 5 Press I (interest rate per semiannual period).
6. Press FV for the answer = $9,999.41844 = $10,000 (rounded up).

Since interest may also be compounded quarterly, month-
ly, daily, or for some other period, you should learn the rela-
tionship of interest to the compounding period. Semiannual 
interest means that you double the interest periods and halve 
the annual interest rate; with quarterly interest you quadruple 
the periods and take one-fourth of the annual interest rate. Th e 
formula for interest rate is:

Yearly interest rate
�

Interest rate per
compounding periodCompounding periods per year

Th e number of interest periods is simply the number of 
periods per year times the number of years. Th at formula is:

Compounding 
periods 
per year

�
Number of 

years
�

Number of 
interest 
periods

F Y I
There is a simple way to tell the calculator to automatically 
compute the impact of semiannual compounding. Look in your 
calculator instruction book for more information.  Alternatively, 
you can do some of the calculations yourself (divide the inter-
est rate by two and double the number of periods) and use the 
keystrokes indicated.

Without referencing the present value tables, answer these 
questions: As interest rates increase, would you expect the 
present value factors to increase or decrease? Why?

S T O P  &  T H I N K
With
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Computing the Present Value of an Annuity
In discussing present values and future values, we have assumed only a single present value or future 
value with one of the amounts known and the other to be computed. With liabilities, we generally 
know the future amount that must be paid and would like to compute the present value of that future 
payment. Because this chapter focuses on liabilities, we will concentrate on present value calculations.

Many long-term liabilities involve a series of payments rather than one lump-sum payment. 
For example, a company might purchase equipment under an installment agreement requiring pay-
ments of $5,000 each year for fi ve years. Determining the value today (present value) of a series of 
equally spaced, equal-amount payments (called an annuity) is more complicated than determining 
the present value of a single future payment. To calculate the present value of an annuity by hand, 
you would have to discount the fi rst payment for one period, the second payment for two periods, 
and so on, and then add all the present values together. Because such calculations are time con-

suming, a table is generally used (see Table II, Appendix B). 
Th e factors in the table are the sums of the individual present 
values of all future payments. Based on the present value of an 
annuity of $1, the table provides factors for various interest 
rates and number of payments.

To illustrate the use of a present value of an annuity table 
(Table II, Appendix B), we will assume that $10,000 is to be 
paid at the end of each of the next 10 years. Th is series of pay-
ments is illustrated below.

Now

$10,000

1

$10,000

2

$10,000

3

$10,000

4

$10,000

5

$10,000

10 years

If the interest rate is 12% compounded annually, Table II (Appendix B) shows a present value 
factor of 5.6502. Th is factor means that the present value of $1 paid each year for 10 years dis-
counted at 12% is approximately $5.65. Applying this factor to payments of $10,000 results in the 
following:

Amount of the annual payment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $10,000
Present value factor of an annuity of $1 discounted for 10 payments at 12%. . . . . . . . . . ×5.6502

Present value  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $56,502

Th is amount, $56,502, is the amount (present value) that could be paid today to satisfy the 
obligation to pay $10,000 per year for 10 years if the interest rate is 12%.

Th e present value of an annuity can also be computed with a business calculator as follows:

annuity A series of equal amounts 
to be received or paid at the end of 
equal time intervals.

present value of an annuity The 
value today of a series of equally 
spaced, equal-amount payments to be 
made or received in the future given a 
specifi ed interest rate.

C A U T I O N

Use care when referencing the present value and future value 
tables. You can do all your computations correctly, but if you pull 
the factor from the wrong table, your answer will be wrong.

C

Use

Hewlett-Packard Keystrokes for Present Value of an Annuity:

1. CLEAR ALL.
2. Set P/YR to 1.
3. 10,000 Press PMT (this is the amount of the annual payments).
4. 10 Press N (number of payments).
5. 12 Press I/YR (annual interest rate).
6. Press PV for the answer = $56,502.23028 = $56,502 (rounded).

Computing Periodic Payments With some modifi cations, the same calculations used to compute 
the present value of an annuity can be used to compute the proper amount of a periodic loan 
payment. For example, consider the task of computing the appropriate monthly payment on an 
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automobile loan of $20,000 if the interest rate is 12% compounded monthly (i.e., 1% per month) 
and the loan period is 60 months. Th is problem can be viewed as follows:

$20,000

Now

P

1

P

2

P

3

P

4

P

5

P

60 months

In this case, we know the present value of the annuity—it is $20,000, or the amount we would 
have to pay today to pay off  the entire loan. What we want to know is what series of 60 payments 
(P in the diagram) has a present value exactly equal to the $20,000 that we owe. Th e calculation of 
the payment amount can be set up as follows:

Amount of the annual payment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . Payment
Present value factor of an annuity of $1 discounted for 60 payments at 1%. . . . . . . . . . ×44.9550

Present value  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  20,000

In equation format, this can be written as follows:

   $20,000 � Payment � 44.9550
Payment � $20,000/44.9550
Payment � $444.89

In other words, paying $444.89 per month for 60 months is the same as paying $20,000 
right now, if the interest rate on borrowed money is 12% compounded monthly (1% per month). 
(Note that the total paid would be $26,693.40 ($444.89 × 60) and that the total interest would 
be $6,693.40.)

Th is payment amount can also be computed with a business calculator as follows:

Hewlett-Packard Keystrokes for Periodic Payment:

1. CLEAR ALL.
2. Set P/YR to 1.
3. 20,000 Press PV (this is the amount of the current payment).
4. 60 Press N (number of payments).
5. 1 Press I/YR (annual interest rate).
6. Press PMT for the answer of $444.88895 = $444.89 (rounded).

Using Excel Spreadsheets for Time Value 
of Money Calculations
Because of the widespread use of laptops, many people now use functions available in Excel 
 spreadsheets to do time value of money calculations. Two of those functions—PV and NPV—are 
introduced in this section.

Th e following example will be used to illustrate the use of these two Excel functions. For 
 simplicity, income taxes will be ignored.

Initial cost of machine  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $10,000
Net annual cash infl ows from the machine . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $3,000
Salvage value at the end of the machine’s useful life  . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,000
Useful life . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5 years
Appropriate discount rate. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12%



454 Part 3 Investing and Financing Activities

PV Excel Function If you push the “Insert Function” or ƒx button in Excel, you can scan the menu 
of “Financial” functions and fi nd the PV or Present Value function. Th e function arguments for the 
PV function are as follows:

Rate Th e discount rate, which is 12% in this example.
Nper Th e number of periods, which is fi ve years in this example.
Pmt   Th e regular annuity (or periodic, equal cash fl ow) amount. In this case, the annuity 

is $3,000.
Fv    Th e amount of any single cash fl ow to occur in the future. Here, the salvage value is 

a single cash fl ow at the end of fi ve years of $1,000.
Type  Indication of whether the cash fl ows occur at the beginning or the end of the peri-

ods. In the examples in this chapter, we have assumed that cash fl ows occur at the 
end of the periods; this is indicated by leaving this fi eld blank or by inserting a zero. 
If the cash fl ows occur at the beginning of the period, this is indicated by entering a 
one in this fi eld. In this case, we will enter a zero to indicate that the cash fl ows 
occur at the end of the periods.

Th e completed set of Excel function arguments for our example appears as follows:

Rate  .12
Nper  5
Pmt  3000
Fv  1000
Type  0

With these inputs, the value of the function is ($11,381.76). Note that Excel is designed such that 
the function returns a negative number. Th is can easily be remedied by placing a minus sign in 
front of the function. Th is calculation indicates that the net present value, or NPV, of this project 
is positive because the initial cost of the machine is just $10,000. Th us, the NPV is $1,381.76 
($11,381.76 − $10,000.00). Th is computation will be confi rmed in an alternate way using the 
NPV Excel function.

NPV Excel Function Th e annual cash fl ow information regarding the machine can be entered into 
a spreadsheet in the format shown below. Th is format, rather than emphasizing the cash fl ows that 
come from each source (initial cost, annual cash infl ows, or salvage value), instead emphasizes the 
net annual cash infl ow or outfl ow from all sources. An advantage of presenting the cash fl ows in 
this fashion is that it allows for the use of the NPV or Net Present Value function in Excel. If you 
push the “Insert Function” or fx button in Excel, you can scan the menu of “Financial” functions 
and fi nd the NPV function. Th e function arguments for the NPV function are as follows:

Rate Th e discount rate, which is 12% in this example.
Value1  Th e range of spreadsheet cells containing the net annual cash fl ows. In this case, that 

range is C5:G5. Th is function requires that all cash fl ows occur at the end of the 
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    periods. Note that the initial outfl ow of $10,000 is not included in the C5:G5 range 
of cells because that outfl ow occurs at the beginning, not the end, of the fi rst year.

Th e completed set of Excel function arguments appears as follows:

Rate .12
Value1 C5:G5

With these inputs, the value of the function is $11,381.76. Computation of the NPV of the proj-
ect requires subtracting the initial cost of $10,000 from the present value of these net annual cash 
fl ows. Again, as computed previously, the NPV is $1,381.76.

Compute the following values:

1 The present value of a single payment of $12,000 to be made fi ve years from today at a 6% interest rate
2 The future value in fi ve years of $2,000 invested today at a 4% interest rate
3 The present value of 10 equal annual payments of $500 at an 8% interest rate
4  The payment associated with a loan of $20,000 to be repaid with equal monthly payments over a fi ve-year period at an 

interest rate of 12% compounded monthly

 S O L U T I O N …

1  FV = $12,000; I = 6%; N = 5 S PV = $8,967.10
2  PV = $2,000; I = 4%; N = 5 S FV = $2,433.31
3  PMT = $500; I = 8%; N = 10 S PV = $3,355.04
4  PV = $20,000; I = 1%; N = 60 S PMT = $444.89

D O  T H I S . . .

Compute the fol

1 The presen
2 Th f t

D O  T H

  Long-term liabilities are debts or other obligations that will not be paid or satisfi ed 
within one year. Present value concepts, which equate the value of money received or 
paid in different periods, are used to measure long-term liabilities.

  An annuity is a series of equal payments to be made or received in the future. A lump 
sum is a single payment to be made or received in the future.

  Future value computations are performed to calculate how much a lump-sum payment 
or an annuity will have grown, because of interest, at some point in the future.

  Present value computations are performed to calculate how much money right now is 
economically equivalent to a lump sum or annuity to occur in the future.

  Present and future value amounts can be computed using tables, a business calcula-
tor, or a spreadsheet.

  In calculating present and future values, you must consider the compounding period 
and the interest rate. For other than annual payments, the number of periods used is 
the number of periods per year times the number of years; the interest rate used is 
the annual rate divided by the number of periods per year.

  The same type of computations used to compute the present value of an annuity 
can also be used to compute the proper amount of a periodic payment, such as the 
monthly payment on a car loan.

R E M E M B E R  T H I S

L
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L O  2
   Accounting for Long-Term 

Liabilities
WHAT Account for long-term liabilities, including notes payable and mortgages payable.
WHY  Notes payable and mortgages payable typically involve monthly payments, a portion of which 

is interest on the obligation and the remainder of which is applied to pay down the principal.  
Knowing the portion that is principal and the portion that is interest affects the value of the 
liability on the books.

HOW  Using present value techniques, each payment can be broken down into its interest and 
principal portions.

E X H I B I T  1 0 . 2   T i m e  L i n e  o f  B u s i n e s s  I s s u e s  I n v o l v e d  w i t h 
L o n g - T e r m  L i a b i l i t i e s
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CHOOSE

the method
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Now that we have explained how present value concepts are applied in measuring long-term li-
abilities, we are ready to discuss the accounting for those liabilities. Th e time line in Exhibit 10.2 
illustrates the business events associated with long-term liabilities.

A company’s fi rst decision is to determine the type of long-term fi nancing to use. In this chap-
ter, we will discuss four diff erent types of fi nancing: 
• Notes payable
• Mortgages payable
• Leasing 
• Bonds
Th ere are advantages and disadvantages to each type of fi nancing. For example, bonds (which are 
sold in $1,000 increments) allow a company to borrow a little bit of money from a lot of diff erent 
people, whereas notes involve borrowing a lot of money from one lender (or perhaps a consortium 
of lenders). Th e benefi t of a mortgage is typically a lower interest rate because the property be-
ing purchased is used as collateral on the loan, thereby providing the lender with less risk. Leases 
have the advantage of typically requiring a lower down payment as there are no risks associated 
with product obsolescence. (At the end of many leases, the asset being leased is returned to the 
original owner.) Once the pros and cons of the various types of fi nancing are analyzed, and the 
company selects an option, the accounting diff ers, depending upon the type of fi nancing cho-
sen. In this section, we will discuss the recording of long-term debt, including notes payable and 
mortgages payable.
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Interest-Bearing Notes
To illustrate the accounting for a long-term interest-bearing note payable, assume that on January 1, 
2012, Giraff e Company borrowed $10,000 from City Bank for three years at 10% interest. Assume 
also that interest is payable annually on December 31. Th e entries to account for the note are:

2012
Jan.    1 Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,000

 Note Payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,000
  Borrowed $10,000 from City Bank for three years.

Dec. 31 Interest Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   1,000
 Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,000
   Made fi rst annual interest payment on City Bank note 

($10,000 × 0.10).

2013
Dec. 31 Interest Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   1,000

 Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,000
   Made second annual interest payment on City Bank note 

($10,000 × 0.10).

2014
Dec. 31 Interest Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   1,000

Note Payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,000
 Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 11,000
   Made fi nal interest payment ($10,000 × 0.10) and repaid principal 

on City Bank note.

A long-term note such as this three-year note should be recorded in the books at the present 
value of the future cash payments to be made in connection with the note. If the market interest 
rate is 10%, then the present value of the cash payments on the note is computed as follows:

Present value of interest payments:
Amount of each interest payment  . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  1,000
Table II (Appendix B) factor for 3 payments at 10% . . . . . . . . . . . . . . . . ×2.4869
Present value of annuity . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  2,487

Present value of principal payment:
Amount of principal payment. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $10,000
Table I (Appendix B) factor for 3 periods at 10%. . . . . . . . . . . . . . . . . . ×0.7513
Present value of single payment  . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     7,513

Present value of interest and principal. . . . . . . . . . . . . . . . . . . . . . . . . . . $10,000

Th e total present value is the sum of the present values of the interest payments (an annuity) 
and the single principal payment due in three years. In this case, the present value of the cash pay-
ments on the note is exactly equal to the note’s face amount of $10,000. Th is is because the annual 
interest payments of 10% are equal to the market rate of interest, or the rate of interest that lenders 
would insist on earning for lending money in exchange for the note.

In the notes to its 2008 fi nancial statements, Th e Walt Disney Company reported the exis-
tence of a variety of notes payable, including notes for which the amounts to be repaid were stated 
in euros, Hong Kong and Canadian dollars, yen, and U.S. dollars. Th ese notes included various 
types of debt instruments including “fi xed or fl oating rate notes, U.S. dollar or foreign currency 
denominated notes, redeemable notes, global notes, and dual currency or other indexed notes.”
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Mortgages Payable
A mortgage payable is similar to a note payable in that it is a written promise to pay a stated 
sum of money at one or more specifi ed future dates. It diff ers from a note in the way it is applied. 
Whereas money borrowed with a note can often be used for any business purpose, mortgage money 
is usually related to a specifi c asset, typically real estate. Assets purchased with a mortgage are usu-
ally pledged as security or collateral on the loan. Individuals commonly obtain home mortgages, 
and companies frequently use plant mortgages. In either case, a mortgage generally requires peri-
odic (usually monthly) payments of principal plus interest.

To illustrate the accounting for a mortgage, assume that McGiven Automobile Company bor-
rows $100,000 on January 1 to purchase a new showroom and signs a mortgage agreement pledging 
the showroom as collateral on the loan. If the mortgage is at 8% for 30 years, and the monthly pay-
ment is $733.76, payable on January 31 with subsequent payments due at the end of each month 
thereafter, the entries to record the acquisition of the mortgage and the fi rst monthly payment are:

Jan.  1 Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000
 Mortgage Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000
  Borrowed $100,000 to purchase the automobile showroom.

31 Mortgage Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 67.09
Interest Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 666.67
 Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 733.76
  Made fi rst month’s mortgage payment.

As this entry shows, only $67.09 of the $733.76 payment is applied to reduce the mortgage; the re-
mainder is interest ($100,000 × 0.08 × 1/12). In each successive month, the amount applied to reduce the 
mortgage will increase slightly until, toward the end of the 30-year mortgage, almost all of the payment 
will be reductions in the mortgage balance. A mortgage amortization schedule identifi es how much of 
each mortgage payment is interest and how much is principal reduction, as shown in Exhibit 10.3 (for 
the fi rst year of the mortgage). A similar table could be prepared for each year of the mortgage.

Th e following table shows the monthly payment and total amount paid at diff erent interest rates 
on a $100,000, 25-year mortgage.  It also shows the qualifying annual income (the monthly payment 
is recommended not to exceed 28% of a person’s monthly gross income). You can see that as the inter-
est rate increases, so does the monthly payment and total amount paid over the life of the loan.

$100,000, 25-Year Mortgage

Interest Rate Monthly Payment Total Amount Paid Qualifying Annual Income

7% $   707 $212,100 $30,300
8% 772 231,600 33,086
9% 839 251,700 35,957

10% 909 272,700 38,957
11% 980 294,000 42,000
12% 1,053 315,900 45,129
13% 1,128 338,400 48,343
14% 1,204 361,200 51,600

At the end of each year, a mortgage is reported on the balance sheet in two places: 
1. Th e principal to be paid during the next year is shown as a current liability.
2. Th e balance of the mortgage payable is shown as a long-term liability.

Further, any accrued interest on the mortgage is reported as a current liability, and the interest 
expense for the year is included with other expenses on the income statement.

mortgage payable A written prom-
ise to pay a stated amount of money 
at one or more specifi ed future dates; 
certain assets, usually real estate, are 
pledged as collateral.

mortgage amortization schedule 
A schedule that shows the break-
down between interest and principal 
for each payment over the life of a 
mortgage.
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Payment
Monthly 
Payment Interest Principal

Outstanding 
Mortgage Balance

$100,000.00

1 $733.76 $666.67 $67.09 99,932.91

2 733.76 666.22 67.54 99,865.37

3 733.76 665.77 67.99 99,797.38

4 733.76 665.32 68.44 99,728.94

5 733.76 664.86 68.90 99,660.04

6 733.76 664.40 69.36 99,590.68

7 733.76 663.94 69.82 99,520.86

8 733.76 663.47 70.29 99,450.57

9 733.76 663.00 70.76 99,379.81

10 733.76 662.53 71.23 99,308.58

11 733.76 662.06 71.70 99,236.88

12 733.76 661.58 72.18 99,164.70

E X H I B I T  1 0 . 3   M o r t g a g e  A m o r t i z a t i o n  S c h e d u l e — Y e a r  1 
( $ 1 0 0 , 0 0 0 ,  3 0 - Y e a r  M o r t g a g e  a t  8 % )

Compute the following:

 1  The monthly payment on a $200,000 mortgage when $200,000 is borrowed for 20 years at 8% compounded monthly
 2  The amount of the fi rst payment (made one month after the mortgage is issued) that would be considered interest on the 

loan and the amount that would be applied to the principal

 S O L U T I O N …

 1  PV = $200,000; I = 0.08/12; N = 240 S PMT = $1,672.88
 2  First payment of $1,672.88 would consist of $1,333.33 of interest and the balance ($339.55) applied to reduce the 

principal as follows:
  $200,000 × 0.08/12 = $1,333.33 interest; $1,672.88 ‒ $1,333.33 = $339.55 as a reduction in principal

D O  T H I S . . .

Compute the fol

1  The month
2 Th

D O  T H

  Long-term interest-bearing notes are obligations that will be repaid over several years.
  Interest on a note is computed by multiplying the outstanding balance of the note by 
the rate of interest.

  Mortgages payable are long-term liabilities that arise when companies borrow money 
to buy land, construct buildings, or purchase additional operating assets. Mortgages 
are tied to specifi c assets.

  Mortgages are amortized over a period of time and involve periodic, usually monthly, 
payments that include both principal and interest.

R E M E M B E R  T H I S

L
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L O  3   Accounting for Lease Obligations
WHAT  Account for capital lease obligations and understand the signifi cance of operating leases 

being excluded from the balance sheet.
WHY  The decision to classify a lease as either a capital lease or an operating lease has signifi cant 

ramifi cations for the fi nancial statements.
HOW  Capital leases are accounted for similar to a mortgage with both the asset and the liability 

being reported on the balance sheet and a portion of the periodic payments representing 
interest expense on the income statement.  For an operating lease, no asset or liability is 
reported on the balance sheet.

As discussed in Chapter 9, a company may choose to lease rather than purchase an asset. If a lease 
is a simple, short-term rental agreement, called an operating lease, lease payments are recorded as 
Rent Expense by the lessee and as Rent Revenue by the lessor. However, if the terms of a lease 

agreement meet specifi c criteria (see Chapter 9, page 383), the 
transaction is classifi ed as a capital lease and is accounted for as 
if the asset had been purchased with long-term debt. Th e lessee 
records the leased property as an asset and recognizes a liability 
to the lessor.

In Chapter 9, we focused on the recording of assets acquired 
under capital leases, using assumed amounts for the present val-
ue. Here, we will explain how the present value of a capital lease 
is determined. To illustrate the measurement and recording of 
a capital lease, assume that Malone Corporation leases a main-
frame computer from Macro Data, Inc., on December 31, 2011. 
Th e lease requires annual payments of $10,000 for 10 years, with 
the fi rst payment due on December 31, 2012.2 Th e rate of inter-
est applicable to the lease is 14% compounded annually.

Assuming the lease meets the criteria for a capital lease, 
 Malone will record the computer and the related liability at 
the present value of the future lease payments. From Table II 
( Appendix B), the factor for the present value of an annuity for 
10 payments at 14% is 5.2161. Th is factor is multiplied by the 
annual lease payment to determine the present value. Th e entry 
to record the lease on Malone’s books is:

2012
Dec. 31 Leased Computer  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 52,161

 Lease Liability . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 52,161
   Leased a computer from Macro Data, Inc., for 

$10,000 a year for 10 years discounted at 14% 
($10,000 × 5.2161 = $52,161).

If Malone uses a calendar year for fi nancial reporting, the December 31, 2012, balance sheet 
will report the leased asset in the property, plant, and equipment section and the lease liability in 
the liabilities section.

2 Here, the illustration of a capital lease assumes that lease payments are made at the end of each year, with the present values 
based on an ordinary annuity. Usually, lease payments are made at the beginning of each lease period, which requires present 
value calculations using the concept of an annuity in advance or ‘‘annuity due.” Th ese calculations are explained in intermediate 
accounting texts.

Many companies structure their lease agreements so as not to 
meet the lease capitalization criteria. These companies must still 
disclose their expected future lease payments in the notes to the 
fi nancial statements.
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A schedule of the computer lease payments is presented in Exhibit 10.4. Each year, the lease 
liability account balance is multiplied by 14% to determine the amount of interest included in each 
of the annual $10,000 lease payments. Note that this is the same procedure used with a mortgage 
when determining the amount of each payment that is applied to reduce the principal and the 
amount that is considered interest expense. In the table, the interest expense is fi rst calculated by 
multiplying the interest rate times the lease account balance; the principle amount of the payment 
is calculated by deducting the interest expense from the payment and the lease account balance for 
the subsequent year is determined by subtracting the principal amount of the payment from the 
previous year’s lease account balance.

Th e remainder of the payment is a reduction in the liability. For example, the fi rst lease pay-
ment is recorded as follows:

2012
Dec. 31 Interest Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7,303

Lease Liability . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,697
 Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,000
   Paid annual lease payment for computer ($52,161 × 0.14 = 

$7,303; $10,000 − $7,303 = $2,697).

Similar entries would be made in each of the remaining nine years of the lease, except that the 
principal payment (reduction in Lease Liability) would increase while the interest expense would 
decrease. Interest expense decreases over the lease term because a constant rate (14%) is applied to 
a decreasing principal balance.

Although the asset and liability accounts have the same balance at the beginning of the 
lease term, they seldom remain the same during the lease period. Th e asset and the liability are 
 accounted for separately, with the asset being depreciated using one of the methods discussed in 
Chapter 9.

E X H I B I T  1 0 . 4  S c h e d u l e  o f  C o m p u t e r  L e a s e  P a y m e n t s

Year Annual Payment
Interest Expense 

(0.14 × Lease Liability) Principal Lease Liability

$52,161

1 $10,000 (0.14 × $52,161) = $7,303 $2,697 49,464

2 10,000 (0.14 ×   49,464) =   6,925 3,075 46,389

3 10,000 (0.14 ×   46,389) =   6,494 3,506 42,883

4 10,000 (0.14 ×   42,883) =   6,004 3,996 38,887

5 10,000 (0.14 ×   38,887) =   5,444 4,556 34,331

6 10,000 (0.14 ×   34,331) =   4,806 5,194 29,137

7 10,000 (0.14 ×   29,137) =   4,079 5,921 23,216

8 10,000 (0.14 ×   23,216) =   3,250 6,750 16,466

9 10,000 (0.14 ×   16,466) =   2,305 7,695 8,771

10 10,000 (0.14 ×     8,771) =   1,229* 8,771 0

*Rounded
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Operating Leases
When a lease is accounted for as a capital lease, the lease obligation (and an associated leased asset) 
will appear on the balance sheet of the company using the leased asset. If, on the other hand, a 
company is able to classify a lease as an operating lease according to the criteria outlined in Chap-
ter 9, nothing will appear on the balance sheet. Neither the leased asset nor the lease liability will 
be recognized. For this reason, an operating lease is often referred to as a form of off -balance-sheet 
fi nancing—the economic obligation associated with the fi nancing arrangement entered into to 
secure the use of an asset is not reported on the balance sheet.

Because operating leases are not reported on the balance sheet, accounting rules require com-
panies to disclose operating lease details in the fi nancial statement notes so that fi nancial statement 
users will be aware of these off -balance-sheet obligations. Th e information from the operating lease 
note from Disney’s 2008 fi nancial statements is reproduced below.

Contractual commitments for broadcast programming rights, future minimum lease payments 
under noncancelable operating leases, and creative talent and other commitments totaled $29.9 
billion at September 27, 2008, payable as follows (amounts in millions):

Broadcast Programming Operating Leases Other Total

2009 $  4,765 $   392 $1,195 $  6,352
2010 3,209 351 842 4,402
2011 3,058 305 1,137 4,500
2012 2,901 265 975 4,141
2013 2,947 198 111 3,256
Thereafter     5,885      619      695     7,199

$22,765 $2,130 $4,955 $29,850

Recall that the obligation to make this $29.9 billion in operating lease payments is not re-
ported as a liability on Disney’s balance sheet.

  A lease is a contract whereby the lessee makes periodic payments to the lessor for 
the use of an asset.

  A simple short-term rental agreement, or operating lease, involves only the recording 
of rent expense by the lessee and rent revenue by the lessor.

  A capital lease is accounted for as a debt-fi nanced purchase of the leased asset. 
Both the asset and the liability are initially recorded by the lessee at the present value 
of the future lease payments discounted at the applicable interest rate. The asset is 
subsequently depreciated. The liability is recorded as being repaid, with interest.

  Operating leases are a form of off-balance-sheet fi nancing because the obligation to 
make future operating lease payments is not recognized as a liability on the balance 
sheet.

  Companies are required to disclose the amount of their future operating lease pay-
ments in the notes to the fi nancial statements.

R E M E M B E R  T H I S

A
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L O  4   The Nature of Bonds
WHAT  Account for bonds, including the original issuance, the payment of interest, and the retire-

ment of bonds.
WHY  Because bonds represent long-term obligations, bond accounting involves extensive use of 

present value calculations.
HOW  Bonds typically involve interest-only payments during the bond life with a lump-sum payment 

at maturity for the face amount of the bond. Present value techniques are used to determine 
the present value of the bond issue as well as the amount to be recorded as periodic interest 
expense.

A bond is a contract between the borrowing company (issuer) and the lender (investor) in which the 
borrower promises to pay a specifi ed amount of interest at the end of each period the bond is out-
standing and to repay the principal at the maturity date of the bond contract. Bonds generally have 
maturity dates exceeding 10 years and, as a result, are another example of a long-term liability.

bond A contract in which a borrower 
promises to pay a specifi ed rate of 
interest to a lender for each period 
the bond is outstanding and repay the 
principal at the maturity date.

Kilgore Company enters into a capital lease with the following terms:

 1  Present value of the lease = $50,000
 2  Annual payments of $13,870.49 made at the end of each year for fi ve years
 3  12% interest rate compounded annually

Prepare a table (similar to the one in Exhibit 10.4) showing how the lease liability would decrease over the fi ve-year term of 
the lease.

 S O L U T I O N …

Year Annual Payment Interest Expense Principal Lease Liabiiity

50,000.00
1 $13,870.49 $6,000.00 $  7,870.49 42,129.51
2 13,870.49 5,055.54 8,814.95 33,314.56
3 13,870.49 3,997.75 9,872.74 23,441.82
4 13,870.49 2,813.02 11,057.47 12,384.35
5 13,870.49 1,486.12 12,384.37 0.00*

*Difference is due to rounding.

D O  T H I S . . .

Kilgore Compan

1  Present va
2 A l

D O  T H
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Types of Bonds
Bonds can be categorized on the basis of various characteristics. Th e following classifi cation system 
considers three characteristics:

The Extent to Which 
Bondholders are Protected

How the Bond Interest 
is Paid How the Bonds Mature

Debentures (unsecured 
bonds). Bonds that have no 
underlying assets pledged 
as security, or collateral, to 
guarantee their repayment.

Registered bonds. Bonds 
for which the issuing 
company keeps a record of 
the names and addresses of 
all  bondholders and pays 
interest only to those whose 
names are on fi le.

Term bonds. Bonds that 
mature in one single sum on 
a specifi ed future date.

Serial bonds. Bonds that 
mature in a series of 
 installments.

Secured bonds. Bonds that 
have a pledge of company 
assets, like land or buildings, 
as a protection for lenders. If 
the company fails to meet its 
bond obligations, the pledged 
assets can be sold and used 
to pay the bondholders. 
Bonds that are secured with 
the issuer’s assets are often 
referred to as “mortgage 
bonds.”

Coupon bonds. Unregis-
tered bonds for which the 
issuer has no record of cur-
rent bondholders but instead 
pays interest to anyone who 
can show evidence of owner-
ship. Usually, these bonds 
have a printed coupon for 
each interest payment. When 
a payment is due, the bond-
holder clips the coupon from 
the certifi cate and sends it 
to the issuer as evidence of 
bond ownership. The issuer 
then sends an interest pay-
ment to the bondholder.

Callable bonds. Term or 
serial bonds that the issuer 
can redeem at any time at a 
 specifi ed price.

Convertible bonds. Term 
or serial bonds that can be 
converted to other securities, 
such as stocks, after a 
specifi ed period, at the 
option of the bondholder. 
(The accounting for this 
type of bond is discussed in 
advanced accounting texts.)

Two other types of bonds that are often encountered are zero-coupon bonds and junk bonds. 
Zero-coupon bonds are issued with no promise of interest payments. Th e company issuing the 
bonds promises only to repay a fi xed amount at the maturity date. While the idea of having to 
make no interest payments might be initially appealing to the issuer, remember that the present 
value of the bond is aff ected by both the single payment at the end of the bond’s life and the an-
nuity payment. If this annuity (interest) payment will not be part of the bond, potential buyers 
will pay much less for the bond. For this reason, zero-coupon bonds are often referred to as deep-
discount bonds.

Junk bonds are high-risk bonds issued by companies in weak fi nancial condition or with large 
amounts of debt already outstanding. Th ese bonds typically yield returns of at least 12%, but some 
may return in excess of 20%. Of course, with these high returns comes greater risk.

Characteristics of Bonds
When an organization issues bonds, it usually sells them to underwriters (brokers and investment 
bankers), who in turn sell them to various institutions and to the public. At the time of the original 
sale, the company issuing the bonds chooses a trustee to represent the bondholders. In most cases, 
the trustee is a large bank or trust company to which the company issuing the bonds delivers a 
contract called a bond indenture, deed of trust, or trust indenture. Th e bond indenture specifi es that 

debentures (unsecured bonds) 
Bonds for which no collateral has 
been pledged.

secured bonds Bonds for which 
assets have been pledged in order to 
guarantee repayment.

registered bonds Bonds for which 
the names and addresses of the 
bondholders are kept on fi le by the 
issuing company.

coupon bonds Unregistered bonds 
for which owners receive periodic in-
terest payments by clipping a coupon 
from the bond and sending it to the 
issuer as evidence of ownership.

term bonds Bonds that mature in one 
single sum at a specifi ed future date.

serial bonds Bonds that mature in 
a series of installments at specifi ed 
future dates.

callable bonds Bonds for which the 
issuer reserves the right to pay the 
obligation before its maturity date.

convertible bonds Bonds that can be 
traded for, or converted to, other secu-
rities after a specifi ed period of time.

zero-coupon (deep discount) 
bonds Bonds issued with no promise 
of interest payments; only a single 
payment will be made.

junk bonds Bonds issued by 
companies in weak fi nancial condition 
with large amounts of debt already 
outstanding; these bonds yield high 
rates of return because of high risk.

bond indenture A contract between 
a bond issuer and a bond purchaser 
that specifi es the terms of a bond.
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in return for an investment of cash by investors, the company promises to pay a specifi c amount of 
interest (based on a specifi ed, or stated, rate of interest) each period the bonds are outstanding and 
to repay the principal (also called face value or maturity value) of the bonds at a specifi ed future date 
(the bond maturity date). It is the duty of the trustee to protect investors and to make sure that the 
bond issuer fulfi lls its responsibilities.

Th e total value of a single “bond issue” often exceeds several million dollars. A bond issue is 
generally divided into a number of individual bonds, which may be of varying denominations. Th e 
principal, or face value, of each bond is usually $1,000 or a multiple thereof. Note that the price 
of bonds is quoted as a percentage of $1,000 face value. Th us, a bond quoted at 98 is selling for 
$980 (98% × $1,000), and a bond quoted at 103 is selling for $1,030 (103% × $1,000). By issu-
ing bonds in small denominations, a company increases the chances that a broad range of investors 
will be able to compete for the purchase of the bonds. Th is increased demand usually results in the 
bonds selling for a higher price.

In most cases, the market price of bonds is infl uenced by the
• Riskiness of the bonds
• Interest rate at which the bonds are issued

Th e fi rst factor, riskiness of the bonds, is determined by general economic conditions and the fi nan-
cial status of the company selling the bonds, as measured by organizations (Moody’s or  Standard 
and Poor’s, for instance) that regularly assign a rating or grade to all corporate bonds.

Companies strive to earn as high a bond rating as possible because the higher the rating, the 
lower the interest rate they will have to pay to attract buyers. For example, using the widely cited 
Moody’s bond rating, an Aaa bond is a bond of the highest quality with the least risk of nonpay-
ment. As of August 2008, bonds with this rating were paying interest of approximately 5.9%. A 
high-risk bond, on the other hand, will have a low rating, which means the company will have to 
off er a higher rate of interest to attract buyers. For example, as of June 2009, the bonds of fi nancial-
ly troubled General Motors were rated D by Moody’s, a rating indicating that default is certain.

principal (face value; maturity value) 
The amount that will be paid on a 
bond at the maturity date.

bond maturity date The date at 
which a bond principal or face amount 
becomes payable.

I N T E R N AT I O N A L

Yankee Bonds

Another type of bond is the “Yankee bond,” 
which is a bond issued by a non-U.S. com-
pany with all bond-related payments made 

in U.S. dollars. Non-U.S. companies sometimes 
choose to pay principal and interest on bonds 

in U.S. dollars because U.S. dollar amounts are 
associated with less risk of currency exchange 
fl uctuations than are payments in less stable 
currencies like the Indonesian rupiah. Lower risk 
means that the company can pay a lower interest 
rate to lenders.

Determining a Bond’s Issuance Price
When a company issues bonds, it is generally promising to make two types of payments: 

1. Payment of interest of a fi xed amount at equal intervals (usually semiannually but some-
times quarterly or annually) over the life of the bond

2. A single payment—the principal, or face value, of the bond—at the maturity date
For example, assume that Denver Company issues 10%, fi ve-year bonds with a total face value of 
$800,000. Interest is to be paid semiannually. Th is information tells us that Denver agrees to pay 
$40,000 ($800,000 × 0.10 × ½ year) in interest every six months and also agrees to pay to the inves-
tors the principal amount of $800,000 at the end of fi ve years. Th e following diagram refl ects this 
agreement between Denver and the bond investors:
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Issued bonds
face value
$800,000 Interest payments

$40,000 $40,000 $40,000 $40,000 $40,000 $40,000 $40,000 $40,000 $40,000

$800,000
principal

repayment

0
Years

1/2 1 11/2 2 21/2 3 31/2 4 41/2 5

$40,000

Here, the bonds were issued at their face value of $800,000. However, bonds are frequently issued 
at a price that is more or less than their face value. Th e actual price at which bonds are issued is aff ected 
by the interest rate investors are seeking at the time the bonds are sold in relation to the interest rate spec-
ifi ed by the borrower in the bond indenture. How, then, is the issuance price of bonds determined?

Essentially, present value concepts are used to measure the eff ect of time on the value of money. 
Th e price should equal the present value of the interest payments (an annuity) plus the present 
value of the bond’s face value at maturity. Th ese present values are computed using the market rate 
of interest (also called the effective rate or yield rate), which is the rate investors expect to earn 
on their investment. It is contrasted with the stated rate of interest, which is the rate printed on 
the bond (10% for Denver).

If the eff ective rate is equal to the stated rate, the bonds will sell at face value (that is, at 
$800,000). If the eff ective rate is higher than the stated rate, the bonds will sell at a bond discount 
(at less than face value) because the investors desire a higher rate than the company is promising to 
pay. Likewise, if the eff ective rate is lower than the stated rate, the bonds will sell at a bond premium 
(at more than face value) because the company is promising to pay a higher rate than the market 
is paying at that time.

Consider the following scenarios: If Slazinger Company is issuing bonds with a stated rate of 
12% and the market rate for similar bonds is 10%, what will happen to the price of Slazinger’s 
bonds? Investors, eager to receive a 12% return, will bid the price of the bonds up until the price at 
which the bonds sell yields a 10% return. Th e amount paid for the bonds over and above the matu-

rity value is the bond premium. If Slazinger were issuing bonds 
with a stated rate of 8%, no one would buy the bonds until the 
price was lowered suffi  ciently to allow investors to earn a return 
of 10%. Th e diff erence between the selling price and the matu-
rity value would be the amount of the bond discount.

Bonds Issued at Face Value Denver has agreed to issue 
$800,000 bonds and pay 10% interest, compounded semiannu-
ally. Assume that the eff ective interest rate demanded by inves-
tors for bonds of this level of risk is also 10%. Using the eff ective 

interest rate, which happens to be the same as the stated rate, the calculation to determine the price at 
which the bonds will be issued is shown below. (Note that because the interest is compounded semi-
annually, the interest rate is halved and the fi ve-year bond life is treated as 10 six-month periods.)

1. Semiannual interest payments  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  40,000
Present value of an annuity of 10 payments of $1 at 5% 
 (Table II, Appendix B)  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . ×  7.7217

Present value of interest payments . . . . . . . . . . . . . . . . . . . . . . . . . . . . $308,868
2. Maturity value of bonds  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $800,000

Present value of $1 received 10 periods in the 
 future discounted at 5% (Table I, Appendix B) . . . . . . . . . . . . . . . . . . . ×  0.6139
Present value of principal amount . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   491,132*

3. Issuance price of bonds (total present value) . . . . . . . . . . . . . . . . . . . . . $800,000

*Difference is due to the rounding of the present value factor.

market rate (effective rate; yield 
rate) of interest The actual interest 
rate earned or paid on a bond invest-
ment.

stated rate of interest The rate of 
interest printed on the bond.

bond discount The difference 
between the face value and the sales 
price when bonds are sold below their 
face value.

bond premium The difference 
between the face value and the sales 
price when bonds are sold above their 
face value.

If the market rate of interest is higher than the rate of interest 
stated on the bonds, will the bonds sell at a price higher or 
lower than the face value? Is the higher rate more attractive to 
investors, and if it is, what would investors do as a result?

S T O P  &  T H I N K
If th
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Th e calculation shows why the bonds sell at face value. At the eff ective rate, the sum of the 
present value of the interest payments and the payment at maturity is $800,000, which is the issu-
ance price at the stated rate. Th is equality of present values will occur only when the eff ective rate 
and the stated rate are the same.

Th e value of the bonds can also be computed using a business calculator as follows:

Hewlett-Packard Keystrokes for the Value of Bonds Issued at Face Value:

1. CLEAR ALL.
2. Set P/YR to 1.
3. 800,000 Press FV (amount of the future payment).
4. 40,000 Press PMT (interest payments).
5. 10 Press N (number of years).
6. 5 Press I/YR (annual interest rate).
7. Press PV for the answer = $800,000.

Hewlett-Packard Keystrokes for the Value of Bonds Issued at a Discount:
1. CLEAR ALL.
2. Set P/YR to 1.
3. 800,000 Press FV (amount of the future payment).
4. 40,000 Press PMT (interest payments).
5. 10 Press N (number of years).
6. 6 Press I/YR (annual interest rate).
7. Press PV for the answer = $741,119.30. This answer differs slightly from the value 

computed using the tables because of rounding.

Bonds Issued at a Discount Denver will sell its bonds at less than the face value of $800,000 (at 
a discount) if the stated rate of interest is less than the eff ective rate that investors are seeking. To 
illustrate the issuance of bonds at a discount, assume that the eff ective rate is 12% compounded 
semiannually; the stated rate remains 10% compounded semiannually. In this case, the bonds will 
be issued at a price of $741,124, as shown here:

1. Semiannual interest payments  . . . . . . . . . . . . . . . . . . . . . . . . . . . $  40,000
Present value of an annuity of 10 payments of $1 at 
 6% (Table II, Appendix B). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . ×  7.3601
Present value of interest payments . . . . . . . . . . . . . . . . . . . . . . . . $294,404

2. Maturity value of bonds  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $800,000
Present value of $1 received 10 periods in the future 
 discounted at 6% (Table I, Appendix B). . . . . . . . . . . . . . . . . . . . ×  0.5584
Present value of principal amount . . . . . . . . . . . . . . . . . . . . . . . . .   446,720

3. Issuance price of bonds (total present value) . . . . . . . . . . . . . . . . . $741,124

Denver will receive less than the $800,000 face value because the stated rate of interest is lower 
than the eff ective rate. In this case, there is a discount of $58,876 ($800,000 – $741,124).

Th e following keystrokes are used to compute the value of the bonds using a business 
 calculator:

Bonds Issued at a Premium Denver’s bonds will be issued for more than $800,000 (at a pre-
mium) when the stated interest rate is higher than the eff ective rate. Now, assume that the eff ective 
rate is 8% compounded semiannually and that the stated rate is still 10% compounded semiannu-
ally. In this case, the bonds will be issued at $864,916, as shown here:
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1. Interest payments  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  40,000
Present value of an annuity of 10 payments of 
 $1 at 4% (Table II, Appendix B)  . . . . . . . . . . . . . . . . . . . . . . . . . ×  8.1109
Present value of interest payments . . . . . . . . . . . . . . . . . . . . . . . . $324,436

2. Maturity value of bonds  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $800,000
Present value of $1 received 10 periods in the future 
 discounted at 4% (Table I, Appendix B). . . . . . . . . . . . . . . . . . . . ×  0.6756
Present value of principal amount . . . . . . . . . . . . . . . . . . . . . . . . .   540,480

3. Issuance price of bonds (total present value) . . . . . . . . . . . . . . . . . $864,916

Denver will receive more than the $800,000 face value when the bonds are issued because the 
company has agreed to pay the investors a higher rate of interest than the market rate.

Th e same calculation can be done using a business calculator as follows:

Hewlett-Packard Keystrokes for the Value of Bonds Issued at a Premium:
1. CLEAR ALL.
2. Set P/YR to 1.
3. 800,000 Press FV (amount of the future payment).
4. 40,000 Press PMT (interest payments).
5. 10 Press N (number of years).
6. 4 Press I/YR (annual interest rate).
7. Press PV for the answer = $864,887.17. This answer differs slightly from the value 

computed using the tables because of rounding.

In all three situations, the 10% stated rate determined the amount of each interest payment. 
Th e price of the bonds was determined by discounting the $40,000 of interest payments and the 
$800,000 face amount at maturity by the eff ective rate of interest, which may vary from day to day, 
depending on market conditions. In essence, the issuance price depends on four factors: 

1. Face value of the bonds
2. Periodic interest payments (face value × stated interest rate)
3. Time period
4. Eff ective interest rate
Although the bond price is the exact amount that allows investors to earn the interest rate they 

are seeking, it also refl ects the real cost of money to the borrowing company.
Now that you know how to calculate bond values, you 

may feel ready to move to New York City and become a 
Wall Street bond trader. Not so fast. Th ere are four steps to 
computing bond values, as outlined below.
1. Determine the market interest rate.
2.  Compute the present value of the maturity amount 

(using the market interest rate as the discount rate).
3.  Compute the present value of the annuity of annual 

interest payments (using the market interest rate as 
the discount rate).

4. Add the quantities computed in (2) and (3).
Th ree of these steps—2, 3, and 4—are very straightforward. Th ese are the steps that you have 
learned in this chapter. Th e initial step of determining the market interest rate is where the art and 
analysis of bond trading are brought to bear. For example, how can you tell whether a company’s 
riskiness requires that the market interest rate on its bonds should be 7.2% or 7.3%? Th is is an 

C A U T I O N

Do not use the stated rate of interest in calculating the present 
value of the cash fl ows. The stated rate of interest is used only 
to compute the amount of the semiannual interest payments. 
The present value computations are done using the current 
market rate (i.e., effective or yield rate) of interest.

C

Do n
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 extremely diffi  cult determination to make, and yet it is exactly the type of decision that bond trad-
ers must make many times each day.

Accounting for Bonds Payable Issued at Face Value
When a company issues bonds, it must account for 
• Issuance (sale) of the bonds
• Interest payments
• Amortization of any bond premium or discount
Th en, at or before maturity, the company must account for the bond’s retirement.

Th e accounting for these four elements depends on the issuance price of the bonds and on the 
date of issuance in relation to the date on which interest is paid. In the following sections, we ex-
plain the accounting for bonds when the issue price is equal to face value. Th e accounting for bonds 
issued at a premium or at a discount is discussed in the expanded material section of the chapter. 
For most of this discussion, we will use the following data:

Issuing company Central Trucking Company
Accounting year Calendar year ending December 31
Face value of bonds issued $100,000
Stated interest rate 12%
Effective interest rate when issued 12%
Initial date of issuance January 1, 2012
Date of maturity January 1, 2022
Interest payment dates January 1 and July 1

Central Trucking Company issued $100,000 bonds with a stated interest rate of 12% on 
January 1, 2012. Th e bonds were issued at face value because 12% is the eff ective, or market, rate 
of interest for similar bonds. Th e journal entry to record their issuance on January 1, 2012, is as 
follows:

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000
 Bonds Payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000
  Issued $100,000, 12%, 10-year bonds at face value.

Th e entry to record the fi rst semiannual payment of interest on July 1, 2012, is:

Bond Interest Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,000
 Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,000
   Paid semiannual interest on the $100,000, 12%, 10-year bonds 

($100,000 × 0.12 × 1⁄2 year).

Because Central Trucking operates on a calendar-year basis, it will need to make the following 
adjusting entry on December 31, 2012, to account for the interest expense between July 1 and 
December 31, 2012:

Bond Interest Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,000
 Bond Interest Payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,000
   To recognize expense for the six months July 1 to December 31, 2012 

($100,000 × 0.12 × 1⁄2 year).
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At the end of the accounting period (December 31, 2012), the fi nancial statements will report 
the following:

Income Statement

Bond interest expense ($6,000 × 2) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  12,000

Balance Sheet

Current liabilities:
 Bond interest payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $    6,000
Long-term liabilities:
 Bonds payable (12%, due January 1, 2022) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $100,000

On January 1, 2013, when the semiannual interest is paid, the bond interest payable account 
is eliminated. Th e January 1 entry is:

Bond Interest Payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,000
 Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,000
  Paid semiannual bond interest.

Th e entries to record the interest expense payments during the remaining nine years will be the 
same as those made during 2012 and on January 1, 2013. Th e only other entry required in account-
ing for these bonds is the recording of their retirement on January 1, 2022. Th at entry, assuming 
that all interest has been accounted for, will be:

Bonds Payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000
 Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000
  Retired the $100,000, 10-year, 12% bonds.

As the preceding entries illustrate, accounting for the issuance of bonds, the payment of the in-
terest, and the retirement of the bonds is relatively simple when the bonds are issued at face value.

Bond Retirements before Maturity
Bond issues are, by defi nition, an infl exible form of long-term debt. Th e issuing company has a set 
schedule of interest payments and a specifi ed maturity date, usually at least 5 or 10 years from the 
issuance date. In many cases, however, a company may want to pay off  (redeem) and retire its bonds 
before maturity. Th is situation might occur when interest rates fall—a company uses the money 
obtained by issuing new bonds at a lower interest rate to retire the older, higher-interest bonds. As a 
result, the company retains the money it needs for expansion or other long-range projects but pays 
less interest for using that money.

As noted earlier, callable bonds are issued with an early redemption provision. Although the 
company usually has to pay a premium (penalty) for the privilege of redeeming (calling) the bonds, 
the amount of the penalty will probably be less than the amount gained by paying a lower interest 
rate. With bonds that are not callable, the company simply purchases the bonds in the open mar-
ket, as available, at the going price.

To illustrate the retirement of bonds before maturity, assume that the Central Trucking bonds 
are now selling in the bond market at 109 and are callable at 110. Th e company decides to take 
advantage of the lower interest rate (8%) by issuing new bonds and using the proceeds to pay off  
the outstanding bonds. Given that the bonds were issued at their face value, the penalty (the call 
premium) is $10,000. Th e entry to record the retirement of the bonds at 110 is:
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Bonds Payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000
Loss on Bond Retirement . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   10,000
 Cash ($100,000 × 1.10) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 110,000
  To retire $100,000 of bonds at a call price of 110.

In this case, the bonds were retired at a loss of $10,000. Th e loss is probably tolerable because 
the company expects to pay signifi cantly less interest over the life of the new bond issue than it 
would have had to continue to pay on the old bonds. Gains and losses on the early retirement of 
bonds are reported on the income statement.

For each of the following, determine if the bond will be sold at face value, at a premium, or at a discount:

 1  A bond with a stated interest rate of 6% is being sold when the market rate of interest is 8%.
 2  A bond with a stated interest rate of 10% is being sold when the market rate of interest is 10%.
 3  A bond with a stated interest rate of 8% is being sold when the market rate of interest is 6%.

 S O L U T I O N …

 1  Th e market rate is higher than the stated rate, so the company will have to sell the bonds at a discount.
 2  Th e market rate is equal to the stated rate, so the company will sell the bonds at face value.
 3  Th e market rate is lower than the stated rate, so the company will be able to sell the bonds at a premium.

D O  T H I S . . .

For each of the f

1 A bond wit
2 A b d it

D O  T H

  Bonds are certifi cates of debt issued by companies or government agencies, guar-
anteeing a stated interest rate and repayment of the principal at a specifi ed maturity 
date.

  Bonds can be classifi ed by their level of security (debentures versus secured bonds), 
by the way interest is paid (registered versus coupon bonds), and by the way they 
mature (term bonds, serial bonds, callable bonds, and convertible bonds).

  The bond’s face value, or principal, and future interest payments (face value × stated 
interest rate) are discounted by the interest rate desired by investors (the effective 
yield or market rate) to arrive at the issuance price of the bonds.

  Bonds will sell at their face value if the stated interest rate is equal to the effec-
tive rate. If the effective rate is higher than the stated rate, the bonds will sell at a 
discount. If the effective rate is lower than the stated rate, the bonds will sell at a 
premium.

  Accounting for bonds involves three steps: (1) accounting for their issuance, (2) ac-
counting for the periodic interest payments, and (3) accounting for their retirement.

  When bonds are retired at maturity, there is no gain or loss because the amount paid 
is equal to the face value of the bonds. When bonds are retired before maturity, a 
gain or loss often results because the price paid to retire the bonds can be different 
from the carrying value of the bonds.

R E M E M B E R  T H I S

B
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L O  5   Using Debt-Related Financial Ratios
WHAT  Use debt-related fi nancial ratios to determine the degree of a company’s fi nancial leverage 

and its ability to repay loans.
WHY  Assessing a fi rm’s liquidity and solvency allows investors and creditors to evaluate the poten-

tial return on their investment.
HOW  The results of debt-related ratio analysis allow users to compare a fi rm’s debt position over 

time or at the same time across companies.

As illustrated in Exhibit 10.2, an important business issue associated with long-term debt is the 
determination of how a company wishes to obtain the money it needs to buy necessary assets. A 
company’s leverage is the degree to which the company has borrowed the funds needed for asset 
acquisitions. Th is section describes the fi nancial ratios that are commonly used to evaluate the level 
of a company’s fi nancial leverage.

Debt Ratio and Debt-to-Equity Ratio
Th e debt ratio measures the amount of assets supplied by lenders. It is calculated as follows:

Debt ratio �
Total liabilities
Total assets

Th e computed value of the debt ratio indicates the percentage of a company’s funding that has 
come through borrowing.

Th e debt ratio for Disney for 2008 is calculated as follows (the numbers are in millions):

Debt ratio �
$30,174

� 48.3%
$62,497

Th us, 48% of Disney’s assets are provided by lenders and 52% by stockholders and company 
 earnings that have been retained.

Th e debt-to-equity ratio also measures the balance of funds being provided by creditors and 
stockholders. Th is ratio is calculated by dividing total liabilities by total stockholders’ equity. Th e 
higher the debt-to-equity ratio, the more debt the company has. Th e debt-to-equity ratio for Dis-
ney for 2008 is calculated as follows:

Debt-to-equity ratio �
Total liabilities

Total stockholders' equity

Debt-to-equity ratio �
$30,174

� 0.93
$32,323

In this case, the debt-to-equity ratio indicates that Disney’s debt is about 7% lower than its equity. 
Note that the debt ratio and the debt-to-equity ratio both indicate the same thing—that Disney 
has acquired just a little bit less of its total fi nancing from borrowing than from stockholders and 
retained earnings. It doesn’t matter which of these two ratios you use to measure a company’s lever-
age; the important thing is that you are consistent and that any ratios you use for comparison have 
been computed using the same formula.

debt ratio A measure of leverage, 
computed by dividing total liabilities 
by total assets.

debt-to-equity ratio The number of 
dollars of borrowed funds for every 
dollar invested by owners; computed 
as total liabilities divided by total 
stockholders’ equity.
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Interest Earned Ratio
Lenders like to have an indication of the borrowing company’s ability to meet the required interest 
payments. Times interest earned is the ratio of the income that is available for interest payments 
to the annual interest expense. Times interest earned is computed as follows:

Times interest earned �
Income before interest and taxes (operating profi t)

Annual interest expense

Applying this to Disney, for year-end 2008, Disney’s interest expense was $524 million, and its operat-
ing profi t was $7,345 million. Th is results in times interest earned of 14.0 times, computed as follows:

Times interest earned �
$7,345

� 14.0 times
$524

Disney’s times interest earned value of 14.0 times means that its operations in 2008 generated 
enough profi t to be able to pay Disney’s interest expense for the year 14 times. Th is suggests that 
Disney’s creditors have a substantial cushion before they need to be concerned about Disney’s abil-
ity to meet its required periodic interest payments.

times interest earned A measure of 
a borrower’s ability to make required 
interest payments; computed as 
income before interest and taxes 
divided by annual interest expense.

Compute Berman Company’s debt ratio and times interest earned ratio given the following information:

Total liabilities $100,000
Total assets 450,000
Operating profi t 50,000
Annual interest expense 22,000

 S O L U T I O N …

Debt ratio � $100,000/$450,000 � 22.2%
Times interest earned � $50,000/$22,000 � 2.3 times

D O  T H I S . . .

Compute Berma

D O  T H

  Both the debt ratio and the debt-to-equity ratio measure the level of a company’s 
leverage.

  Debt ratio � Total liabilities divided by total assets
  Debt-to-equity ratio � Total liabilities divided by total stockholders’ equity

  The times interest earned ratio (operating income divided by interest expense) mea-
sures how much cushion a company has in terms of being able to make its periodic 
interest payments.

R E M E M B E R  T H I S

B
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L O  6
   Bonds Issued at a Discount 

or at a Premium
WHAT  Amortize bond discounts and bond premiums using either the straight-line method or the 

effective-interest method.
WHY  A premium or discount affects the amount of interest expense to be recognized on the in-

come statement each period.
HOW  Amortizing a bond discount increases the amount of interest expense each period while am-

ortizing a bond premium decreases the amount of interest expense recognized each period.

As discussed, bonds may be issued at a discount or a premium because their stated interest rate 
may be (and often is) lower or higher than the eff ective rate. Th e two rates often diff er because eco-
nomic conditions in the marketplace change between the date the stated interest is set and the date 
the bonds are actually sold. Various factors determine this second date—for example, the time it 
takes to print the bonds and the investment banker’s decision of when to off er the bonds. Because 
the company ’s cost for the use of the bond money is really the eff ective interest rate rather than the 
stated rate, the discount or premium must be written off  (amortized) over the period the bonds are 
outstanding. Th e amortization is treated as an adjustment to bond interest expense.

Th ere are two methods of amortizing bond discounts and bond premiums: 
• Straight-line amortization, in which a company writes off  the same amount of discount or 

premium each period the bonds are held. For example, with a $4,000 discount on a 10-year 
bond, $400 is amortized each year. 

• Effective-interest amortization, which takes the time value of money into consideration. 
Th e amount of discount or premium amortized is the diff erence between the interest actually 
incurred (based on the eff ective rate) and the interest actually paid (based on the stated rate). 

Th e straight-line amortization method will be used to explain the accounting for the amortization 
of discounts and premiums; then the eff ective-interest method will be explained and illustrated.

Accounting for Bonds Issued at a Discount
When bonds are issued at a discount, a contra-liability account is used to keep a separate record of the 
discounted amount. To illustrate, assume that the $100,000, 10-year, 12% bonds issued by Central 
Trucking on January 1, 2012, sold for $98,000. Th e entry to record the issuance of the bonds is:

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 98,000
Discount on Bonds . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000

Bonds Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000
Issued $100,000, 12%, 10-year bonds at 98.

Th e discount on bonds account represents the diff erence between the face value of the bonds 
and the issuance price. Th is discount is accounted for as additional bond interest expense over 
the life of the bonds. In other words, if the company receives only $98,000 when the bonds are 
 issued and is required to pay $100,000 at maturity, the $2,000 diff erence is additional interest. Th e 

straight-line amortization A method 
of systematically writing off a bond 
discount or premium in equal amounts 
each period until maturity.

effective-interest amortization 
A method of systematically writing 
off a bond premium or discount that 
incorporates the time value of money 
and results in an equal interest rate 
for each period.

While the present value techniques discussed here are useful in determining the value of obligations 
due at some future time as well as for interest-bearing notes, mortgages, capital leases, and bonds, 
certain complexities associated with these liabilities deserve additional attention. In this section, we 
discuss the procedures associated with the amortization of a bond discount or premium.
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 following analysis shows that total interest on the bonds is $122,000, comprised of the periodic 
interest payments ($120,000) plus the $2,000 discount.

Amount to be paid to bondholders:
Interest paid each year for 10 years ($100,000 × 0.12 × 10) . . . . . . . . . . . . . . . . . . $120,000
Face value to be paid at maturity . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   100,000

Total amount to be paid to bondholders . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $220,000
Proceeds received from sale of bonds ($100,000 × 0.98)  . . . . . . . . . . . . . . . . . . . . . .     98,000

Total interest expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $122,000

Average annual interest expense ($122,000/10 years) . . . . . . . . . . . . . . . . . . . . . . . . . $  12,200

Although the $2,000 of additional interest arising from the discount will not be paid until the bonds 
mature, interest accrues, or accumulates, over time. Th us, each year that the bonds are outstanding, 
Central Trucking will record bond interest expense for the amount paid at the stated rate ($100,000 × 
0.12 = $12,000) and will also recognize a portion of the discount as bond interest expense. In record -
ing the additional bond interest expense, the contra account Discount on Bonds is amortized or writ-
ten off  over the life of the bonds. Using straight-line amortization, an even amount is amortized each 
period. For Central Trucking, the semiannual amortization would be $100 ($2,000 discount/10 years × 
½). Bond amortization is recorded when interest payments are made, so the entry on July 1, 2012, is:

Bond Interest Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,100
Discount on Bonds  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100
Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,000

Paid semiannual interest on the $100,000, 12%, 10-year bonds ($100,000 × 
0.12 × 1⁄2 year) and amortized the bond discount ($2,000/10 years × 1⁄2 year).

As illustrated, amortization of a discount increases bond interest expense. In this case, the bond 
interest expense is $6,100, or the sum of the semiannual interest payment and the semiannual amor-
tization of the bond discount. Over the 10-year life of the bonds, the bond interest expense will be in-
creased by $2,000 (20 periods × $100), the amount of the discount. Th us, these bonds pay an eff ective 
interest rate of approximately 12.45%3 per year ($12,200 interest/$98,000 received on the bonds).

Th e adjusting entry to record the bond interest expense on December 31, 2012, is:

Bond Interest Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,100
Discount on Bonds  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100
Bond Interest Payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,000

To recognize bond interest expense for the six months 
July 1 to December 31, 2012.

Th e fi nancial statements prepared at December 31, 2012, would report the following:

Income Statement

Bond interest expense ($6,100 × 2) . . . . . . . . . . . . . . . . . . . . . . . . . . . . $12,200

Balance Sheet

Current liabilities:
 Bond interest payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  6,000
Long-term liabilities:
 Bonds payable (12%, due January 1, 2022) . . . . . . . . . . . . . . . . . . . . . $100,000
 Less unamortized discount ($2,000 − $200). . . . . . . . . . . . . . . . . . . .       1,800 $98,200

3 Because straight-line amortization was used, this eff ective rate of 12.45% is only an approximation that will change slightly 
each period. An accurate eff ective rate can be calculated only if the eff ective-interest method of amortization is used.
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Th e entries to account for the bond interest expense and bond discount amortization during 
the remaining nine years will be the same as those illustrated. And because the bond discount will 
be completely amortized at the end of the 10 years, the entry to record the retirement of the bonds 
will be the same as that for bonds issued at face value. Th at entry is:

Bonds Payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000
 Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000
  Retired the $100,000, 12%, 10-year bonds.

Accounting for Bonds Issued at a Premium
Like discounts, premiums must be amortized over the life of the bonds. Assume that Central 
Trucking was able to sell its $100,000, 12%, 10-year bonds at 103 (that is, at 103% of face value). 
Th e entry to record the issuance of these bonds on January 1, 2012, is:

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 103,000
 Premium on Bonds. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,000
 Bonds Payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000
  Sold $100,000, 12%, 10-year bonds at 103.

Premium on Bonds is added to Bonds Payable on the balance sheet and, like Discount on 
Bonds, is amortized using either the straight-line method or the eff ective-interest method. Th us, 
if Central Trucking uses the straight-line method, the annual amortization of the premium will be 
$300 ($3,000/10 years), or $150 every six months. Th e entry to record the fi rst semiannual interest 
payment and the premium amortization of July 1, 2012, is:

Bond Interest Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,850
Premium on Bonds  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150
 Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,000
   Paid semiannual interest on the $100,000, 12%, 10-year bonds ($100,000 × 

0.12 × 1⁄2 year) and amortized the bond premium ($3,000/10 years × 1⁄2).

Th e amortization of a premium on bonds reduces the actual bond interest expense. Th e 
following analysis shows why bond interest expense is reduced when bonds are sold at a 
premium:

Amount to be paid to bondholders:
 [($12,000 interest × 10 years) + $100,000 face value] . . . . . . . . . . . . . . . . . . . . . . $220,000
 Proceeds received from sale of bonds. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   103,000

Total interest to be paid . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $117,000

Average annual interest expense ($117,000/10 years)  . . . . . . . . . . . . . . . . . . . . . . . . $  11,700

In this case, the annual payments of $12,000 include in-
terest of $11,700 and $300, which represents a partial repay-
ment (one-tenth) of the bond premium. Th us, the eff ective 
interest rate is approximately 11.36% ($11,700/$103,000), 
which is less than the stated rate of 12%.

C A U T I O N

If bonds issued at a premium or discount are retired before ma-
turity, remember that the bond payable and any associated pre-
mium or discount would have to be eliminated from the books.

C

If bo
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Th e adjusting entry to record the accrual of the interest expense on December 31, 2012, is:

Bond Interest Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,850
Premium on Bonds  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150
 Bond Interest Payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,000
   To recognize bond interest expense for the six months 

July 1 to December 31, 2012.

Th e fi nancial statements prepared at December 31, 2012, would report the following:

Income Statement

Bond interest expense ($5,850 × 2) . . . . . . . . . . . . . . . . . . . . . . . . . . . $  11,700

Balance Sheet

Current liabilities:
 Bond interest payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $    6,000
Long-term liabilities:
 Bonds payable (12%, due January 1, 2022) . . . . . . . . . . . . . . . . . . . . $100,000
 Plus unamortized premium ($3,000 − $300) . . . . . . . . . . . . . . . . . . .       2,700 $102,700

Effective-Interest Amortization
Companies can often justify use of the straight-line method of amortizing bond premi-
ums and discounts because its results are not signifi cantly diff erent from those of the theo-
retically more accurate eff ective-interest method. Nevertheless, because the eff ective- interest 
method considers the time value of money, it is required by generally accepted accounting 
principles if it leads to results that diff er signifi cantly from those obtained by the straight-line 
method.

Th e eff ective-interest method amortizes a varying amount each period, which is the dif-
ference between the interest actually incurred and the cash actually paid. Th e amount actually 
incurred is the changing bond carrying value (the face value of the bond minus the unamor-
tized discount or plus the unamortized premium) multiplied by a constant rate, the eff ective-
interest rate.

To illustrate the eff ective-interest method, assume that the Central Trucking $100,000, 12%, 
10-year bonds were issued on January 1, 2012, for $112,463. Th e bonds pay interest semiannually 
on January 1 and July 1, so their eff ective interest rate is approximately 10%4 a year, or 5% every 
six months. Because the actual bond interest expense for each interest period is equal to the eff ective 
rate of 5% multiplied by the bond carrying value, the amortization (rounded to the nearest $1) for 
the 10 years is calculated as shown in the following table.

4 Th e 10% rate is the rate that will discount the face value of the bonds and the semiannual interest payments to a present 
value that equals the issuance price of the bonds, computed as follows:

Present value of $100,000 at 5% for 20 periods $100,000 ×   0.3769 = $  37,690
Present value of $6,000 at 5% for 20 payments $    6,000 × 12.4622 =     74,773

Total present value = issuance price of the bonds $112,463

bond carrying value The face value 
of bonds minus the unamortized 
discount or plus the unamortized 
premium.
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1 2 3 4

Period

Cash Paid 
for 

Interest

Semiannual 
Interest 
Expense 

(0.05 × Bond 
Carrying Value)

Premium 
Amortization 

(1 – 2)
Carrying 

Value

Issuance date $112,463
Year 1, fi rst six months $6,000 $5,623 $377 112,086
Year 1, second six months 6,000 5,604 396 111,690
Year 2, fi rst six months 6,000 5,585 415 111,275
Year 2, second six months 6,000 5,564 436 110,839
Year 3, fi rst six months 6,000 5,542 458 110,381
Year 3, second six months 6,000 5,519 481 109,900
Year 4, fi rst six months 6,000 5,495 505 109,395
Year 4, second six months 6,000 5,470 530 108,865
Year 5, fi rst six months 6,000 5,443 557 108,308
Year 5, second six months 6,000 5,415 585 107,723
Year 6, fi rst six months 6,000 5,386 614 107,109
Year 6, second six months 6,000 5,355 645 106,464
Year 7, fi rst six months 6,000 5,323 677 105,787
Year 7, second six months 6,000 5,289 711 105,076
Year 8, fi rst six months 6,000 5,254 746 104,330
Year 8, second six months 6,000 5,217 783 103,547
Year 9, fi rst six months 6,000 5,177 823 102,724
Year 9, second six months 6,000 5,136 864 101,860
Year 10, fi rst six months 6,000 5,093 907 100,953
Year 10, second six months 6,000 5,047 953 100,000

In this computation, the $6,000 in column (1) is the actual cash paid each six months. Column 
(2) shows the interest expense for each six months, which is the amount that will be reported on the 
income statement. Column (3), which is the diff erence between columns (1) and (2), represents the 
amortization of the premium. Column (4) shows the carrying, or book, value of the bonds (that is, 
the total of the bonds payable and the unamortized bond premium), which is the amount that will 
be reported on the balance sheet each period. Using the eff ective-interest method, the bond carry-
ing value is always equal to the present value of the bond obligation. As the carrying value decreases 
while the eff ective rate of interest remains constant, the interest expense also decreases from one 
period to the next, as illustrated in column (2) of the amortization schedule.

To help you translate this table into the entries for the interest payments and premium amortiza-
tion at the end of each six-month period, we have provided the semiannual journal entries for year 3.

Year 3, End of First Six Months
Bond Interest Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,542
Bond Premium  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 458
 Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,000
   To record effective-interest expense on Central Trucking Company bonds for the 

fi rst six months of year 3.

Year 3, End of Second Six Months
Bond Interest Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,519
Bond Premium  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 481
 Bond Interest Payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,000
   To record effective-interest expense on Central Trucking Company bonds for the 

second six months of year 3.
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Because the straight-line method would show a constant amortization ($12,463/20 = $623.15 
per six-month period) on a decreasing bond balance, the straight-line interest rate cannot be con-
stant. When the straight-line results diff er signifi cantly from the eff ective-interest results, generally 
accepted accounting principles require use of the eff ective-interest method.

Th e eff ective-interest method of amortizing a bond discount is essentially the same as amortiz-
ing a bond premium. Th e main diff erence is that the bond carrying value is increasing instead of 
decreasing.

$100,000 of fi ve-year, 10% bonds are issued for $103,000 on January 1, 2011.  Interest payments on the bonds are made 
every six months.  

 1  Compute the total amount to be paid to bondholders over the life of the bond (face value + interest).
 2  Subtract from (1) the proceeds from the sale of the bond to determine the total interest expense to be paid over the life of 

the bond issue.
 3  Compute the average annual interest expense using the straight-line method.

 S O L U T I O N …

Amount to be paid to bondholders:
1) [($10,000 interest × 5 years) + $100,000 face value]. . . . . . . . . . . . . . . . . . . . . . . $150,000
2) Proceeds received from sale of bonds  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   103,000

 Total interest to be paid . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  47,000

3) Average annual interest expense ($47,000/5 years)  . . . . . . . . . . . . . . . . . . . . . . . . $    9,400

D O  T H I S . . .

$100,000 of fi ve
every six months

D O  T H

  When bonds are issued at a premium or a discount, the premium or discount must be 
amortized over the life of the bond.

  When a bond premium or discount exists, bond interest expense recognized on the 
income statement is not equal to the amount of cash paid for interest.

  Two methods of amortization are available—the straight-line method and the 
effective-interest method.

  The straight-line method amortizes an equal amount of premium or discount every 
period.

  When the effective-interest method is used, the amount of interest expense each 
period is equal to the market rate of interest multiplied by the bond’s carrying value.

R E M E M B E R  T H I S

W
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S L O 1  Use present value concepts to measure long-term liabilities.

• Long-term liabilities are recorded at their present value.
• Terms associated with the time value of money include the following:

• Present value—amount of money right now to which a future lump sum or annuity is economically equivalent.
• Future value—amount to which a lump sum or annuity will accumulate in the future.
• Annuity—a series of equal payments to be made or received in the future.
• Lump sum—one payment to be made or received in the future.
•  Compounding—adding interest to the principal amount so that subsequent interest is computed on the original 

principal plus accumulated interest.

L O 2  Account for long-term liabilities, including notes payable and mortgages payable.

• Interest-bearing notes are recorded on the books of the issuer at face value.
• Interest expense is incurred based on the rate of interest, the carrying value of the note, and the passage of time.
• Interest Expense is debited for the amount of interest incurred, and Cash or Interest Payable is credited.

•  Mortgage liabilities are paid by a series of regular payments that include interest expense and a reduction of the principal 
of the mortgage note.
• The balance sheet liability at any given time is the present value of the remaining mortgage payments.

L O 3   Account for capital lease obligations and understand the signifi cance of operating leases 
being excluded from the balance sheet.

• A lease is a contract whereby the lessee makes periodic payments to the lessor for the use of an asset.

Operating Lease Capital Lease

Accounted for as a rental agreement Accounted for as a debt-fi nanced purchase of an asset

Leased asset: Not on the balance sheet Leased asset: Initially recorded at the present value of the future lease 
payments, subsequently depreciated

Lease liability: Not on the balance sheet Lease liability: Initially recorded at the present value of the future lease 
payments, subsequently recorded as being repaid, with interest

L O 4   Account for bonds, including the original issuance, the payment of interest, and the 
retirement of bonds.

Accounting for bond issuance •  If bonds are sold at face value, Cash is debited and Bonds Payable is 
credited.

•  If bonds are sold at a discount, the discount is debited and subtracted 
from Bonds Payable on the balance sheet.

•  If bonds are sold at a premium, the premium is credited and added to 
Bonds Payable on the balance sheet.

Accounting for bond interest 
 payments

•  When interest is paid, Bond Interest Expense is debited and Cash is 
credited.

•  An adjustment is made to Bond Interest Expense if the bond is sold at a 
premium or discount.
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Accounting for bond retirement •  At the date a bond matures, the borrowing company pays the face value 
to the investors, and the bonds are canceled.

•  If the bonds are retired before maturity, a gain or loss will be recognized 
when the carrying value of the bonds differs from the amount paid to 
retire the bonds.

L O 5   Use debt-related fi nancial ratios to determine the degree of a company’s fi nancial leverage 
and its ability to repay loans.

• Both the debt ratio and the debt-to-equity ratio measure the level of a company’s leverage.
 • Debt ratio = Total liabilities divided by total assets
 • Debt-to-equity ratio = Total liabilities divided by total stockholders’ equity
•  The times interest earned ratio (operating income divided by interest expense) measures how much cushion a company 

has in terms of being able to make its periodic interest payments.

L O 6   Amortize bond discounts and bond premiums using either the straight-line method or the 
effective-interest method.

•  When bonds are issued at a premium or a discount, the premium or discount must be amortized over the life of the 
bond.

•  When a bond premium or discount exists, bond interest expense recognized on the income statement is not equal to the 
amount of cash paid for interest.

•  The straight-line method amortizes an equal amount of premium or discount every period. 
•  When the effective-interest method is used, the amount of interest expense each period is equal to the market rate of 

interest multiplied by the bond’s carrying value.

K e y  T e r m s  &  C o n c e p t s

annuity, 452
bond, 463
bond discount, 466
bond indenture, 464
bond maturity date, 465
bond premium, 466
callable bonds, 464
compounding period, 450
convertible bonds, 464
coupon bonds, 464

debentures (unsecured bonds), 464
debt ratio, 472
debt-to-equity ratio, 472
junk bonds, 464
long-term liabilities, 448
market rate (effective rate or yield rate) 

of interest, 466
mortgage amortization schedule, 458
mortgage payable, 458
present value of $1, 448

present value of an annuity, 452
principal (face value or maturity value), 

465
registered bonds, 464
secured bonds, 464
serial bonds, 464
stated rate of interest, 466
term bonds, 464
times interest earned, 473
zero-coupon bonds, 464

R e v i e w  P r o b l e m

Accounting for Long-Term Liabilities
Energy Corporation had the following transactions relating to its long-term liabilities for the year:

a. Issued a $30,000, three-year, 8% note payable to White Corporation for a truck purchased on January 2. Inter-
est is payable annually on December 31 of each year.

b. Issued $300,000 of 12%, 10-year bonds on July 1. Th e market rate on the date of issuance was 12%. Interest 
payments are made on June 30 and December 31 of each year.

c. Purchased a warehouse on December 1 by borrowing $250,000. Th e terms of the mortgage call for monthly 
payments of $2,194 for 30 years to be made at the end of each month. Th e interest rate on the mortgage is 10%.



Required:
Make all journal entries required during the year to account for the above liabilities. Energy Corporation reports on a 
calendar-year basis.

Solution

Jan. 2 Truck  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000
 Note Payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000
  Purchased a truck by issuing a note.

July 1 Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 300,000
 Bonds Payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 300,000
  Issued 12%, 10-year bonds with a face value of $300,000.

Dec. 1 Warehouse  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 250,000
 Mortgage Payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 250,000
  Purchased a warehouse by issuing a 10%, 30-year mortgage.

31 Interest Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,400
 Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,400
  Paid yearly interest on the three-year, 8% note ($30,000 × 8% = $2,400).

31 Bond Interest Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 18,000
 Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 18,000
   Paid semiannual interest payment on 12%, 10-year bonds 

($300,000 × 0.12 × = $18,000).

Interest Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,083
Mortgage Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 111
 Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,194
   Paid fi rst monthly payment on 30-year mortgage (interest: $250,000 × 0.10 × 

1/12 = $2,083; reduction in principal: $2,194 − $2,083 = $111).
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1. Th e higher the interest rate, the lower the present 
value of a future amount. Why?

2. What is an annuity?
3. When does the stated amount of a liability equal 

its present value?
4. What is the diff erence between a note payable 

and a mortgage payable?
5. When a mortgage payment is made, a portion of 

it is applied to interest, and the balance is applied 

to reduce the principal. How is the amount ap-
plied to reduce the principal computed?

6. If a lease is recorded as a capital lease, what is the rela-
tionship of the lease payments and the lease liability?

7. Why do companies prefer to classify leases as 
operating leases rather than as capital leases?

8. To whom do companies usually sell bonds?
9. What are two important characteristics that 

determine the issuance price of a bond?

  P U T  I T  O N  PA P E R
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Present Value of a Single Amount
Jeppson Company will receive $50,000 in fi ve years when the interest rate is 6%. Compute the 
present value of this payment.

Future Value of a Single Amount
Casciani Company invests $61,000 today in a savings account that earns 10% compounded annu-
ally. What will be the balance in the savings account 10 years from today (e.g., future value)?

Interest Rate per Compounding Period
Th e interest rate is 16% compounded quarterly for six years. Compute the interest rate per com-
pounding period.

Number of Interest Periods
Th e interest rate is 12% compounded monthly for seven years. Compute the number of interest 
periods.

Future Value of Single Amount Compounded Monthly
Compute the future value of $15,000 invested today at 12% interest compounded monthly for 
fi ve years.

Computing the Present Value of an Annuity
Heisman Company will receive $1,600 every six months for eight years. Th e company’s interest 
rate is 10% compounded semiannually. Compute the present value of this annuity payment.

Computing Periodic Payment Amount
Etchey Company borrowed $50,000 to be repaid in equal monthly installments at 12% interest 
over fi ve years. Compute the periodic payment amount.

Interest-Bearing Notes
Hornsby Company borrowed $20,000 at 8% interest by issuing a note payable. Th e terms of the 
note require yearly interest payments for seven years and repayment of the principal at the end of 
seven years. Make the necessary journal entries to record the following transactions:

1. Issuance of the note payable
2. Payment of the fi rst interest expense
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10. Identify four diff erent ways in which bonds can mature 
or be eliminated as liabilities.

11. If a bond’s stated interest rate is below the market 
interest rate, will the bond sell at a premium or at a 
discount? Why?

12. If you think the market interest rate is going to drop in 
the near future, should you invest in bonds?

13. When do you think bonds will sell at or near face value?
14. Explain why bonds retired before maturity may result in 

a gain or loss to the issuing company.
15. What does the debt ratio measure?
16. From the standpoint of a lender, which is more attrac-

tive: a high times interest earned ratio or a low times 
interest earned ratio? Explain.

P r a c t i c e  E x e r c i s e s
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Mortgages Payable Issuance and First Payment
On January 1, Fehler Company borrowed $1,000,000 to purchase a new building and signed a 
mortgage agreement pledging the building as collateral on the loan. Th e mortgage is at 10% for 
30 years, and the monthly payment is $8,776, payable on January 31 with subsequent payments 
due at the end of each month thereafter. Make the necessary journal entries to record the following 
transactions:

1. Acquisition of the mortgage
2. January 31 (fi rst month) payment on mortgage

Mortgages Payable Second Payment
Refer to the data in PE 10-9. Make the necessary journal entry (or entries) to record the second 
month’s mortgage payment on February 28. Round to the nearest penny.

Capital Lease Acquisition
Gray Company leased a delivery truck on January 1, 2012. Th e lease requires annual payments of 
$7,500 for seven years at a 12% rate of interest payable at the end of each year. Th e company clas-
sifi es this lease as a capital lease. Make the necessary journal entry (or entries) to record the lease of 
this asset.

Capital Lease Payment
Refer to the data in PE 10-11. Make the necessary journal entry (or entries) to record the fi rst lease 
payment on December 31, 2012. Round amounts to the nearest penny.

Types of Bonds
Which one of the following statements is false?

a. Debentures are bonds that have no underlying assets pledged as collateral to guarantee 
their payment.

b. Serial bonds mature in one single sum on a specifi ed future date.
c. Callable bonds can be redeemed by the issuer at any time at a specifi ed price.
d. Companies keep a record of the names and addresses of all registered bondholders and 

pay interest only to those whose names are on fi le.

Bonds Issued at Face Value
Idaho Company issued 15-year, $100,000 bonds with a stated rate of interest of 8%, compounded 
quarterly. Th e eff ective interest rate demanded by investors for bonds of this level of risk is also 8%. 
Calculate the issuance price of the bond (e.g., the total present value).

Bonds Issued at a Discount
Forkman Company issued fi ve-year, $25,000 bonds with a stated rate of interest of 8%, com-
pounded semiannually. Th e eff ective interest rate demanded by investors for bonds of this level of 
risk is 12%. Calculate the issuance price of the bond (e.g., the total present value).

Bonds Issued at a Premium
Kelpax Company issued seven-year, $100,000 bonds with a stated rate of interest of 8%, com-
pounded semiannually. Th e eff ective interest rate demanded by investors for bonds of this level of 
risk is 6%. Calculate the issuance price of the bond (e.g., the total present value).

L O  2

P E  1 0 - 9

L O  2

P E  1 0 - 1 0

L O  3

P E  1 0 - 1 1

L O  3

P E  1 0 - 1 2

L O  4

P E  1 0 - 1 3

L O  4

P E  1 0 - 1 4

L O  4

P E  1 0 - 1 5

L O  4

P E  1 0 - 1 6



 Financing: Long-Term Liabilities Chapter 10 485

Accounting for Bonds Payable Issued at Face Value
Arisael Company issued 20-year, $750,000 bonds with a stated rate of interest of 9%, compounded 
semiannually. Th e eff ective interest rate demanded by investors for bonds of this level of risk is also 
9%. Since these bonds are issued at face value (i.e., the stated rate of interest is equal to the inter-
est rate demanded by investors for bonds of this level of risk), the issuance price is also $750,000. 
Make the necessary journal entries for the following transactions:

1. Issuance of the bonds
2. First interest payment

Accounting for Retirement of Bonds Payable Issued at Face Value
Refer to the data in PE 10-17. Assuming all interest has been accounted for, make the necessary journal 
entry (or entries) following transactions to record the retirement of the bonds at the end of 20 years.

Bond Retirements before Maturity
McGregor Company had $300,000 in callable bonds in the open market. Th e company’s bonds 
were selling in the open market at 106 and were callable at 107. Th e company decided to retire the 
bonds early. Make the necessary journal entry (or entries) to record the retirement of these bonds.

Debt Ratio
Using the following information, compute the debt ratio.

Total liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $350,000
Annual interest expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7,500
Total assets  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 800,000
Income before interest and taxes  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80,000

Debt-to-Equity Ratio
Refer to the data in PE 10-20. Compute the debt-to-equity ratio.

Times Interest Earned Ratio
Refer to the data in PE 10-20. Compute the times interest earned ratio.
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E x e r c i s e s

Computing the Present Value of a Single Sum
Find the present value (rounded to the nearest dollar) of:

1. $55,000 due in 4 years at 6% compounded annually.
2. $15,000 due in 6½ years at 4% compounded semiannually.
3. $100,000 due in 5 years at 16% compounded quarterly.
4. $85,000 due in 25 years at 10% compounded semiannually.

Computing the Future Value of a Single Sum
Compute the future value (rounded to the nearest dollar) of the following investments:

1. $15,842 invested to earn interest at 6% compounded annually for 4 years.
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2. $30,920 invested to earn interest at 4% compounded semiannually for 6½ years.
3. $6,846 invested to earn interest at 16% compounded quarterly for 5 years.
4. $959 invested to earn interest at 10% compounded semiannually for 25 years.

Computing the Present Value of an Annuity
What is the present value (rounded to the nearest dollar) of an annuity of $25,000 per year for fi ve 
years if the interest rate is:

1. 8% compounded annually
2. 10% compounded annually

Computing the Amount of Periodic Payments
Howard Company has just borrowed $250,000. Th e loan is to be repaid in regular annual pay-
ments made at the end of each year. What is the amount of each annual payment under the fol-
lowing sets of terms:

1. Interest rate of 8% compounded annually; repayment in four annual payments
2. Interest rate of 7% compounded annually; repayment in eight annual payments

Accounting for Long-Term Note Payable
Maloney Company borrowed $60,000 on a two-year, 8% note dated October 1, 2011. Interest is 
payable annually on October 1, 2012, and October 1, 2013, the maturity date of the note. Th e 
company prepares its fi nancial statements on a calendar-year basis. Prepare all journal entries relat-
ing to the note for 2011, 2012, and 2013.

Accounting for Long-Term Note Payable
Silmaril, Inc., borrowed $25,000 from First National Bank by issuing a three-year, 10% note dated 
July 1, 2011. Interest is payable semiannually on December 31 and June 30. Th e principal amount 
is to be repaid in full on June 30, 2014. Silmaril, Inc., reports on a calendar-year basis. Prepare all 
journal entries relating to the note during 2011, 2012, 2013, and 2014.

Accounting for a Mortgage
Kohler Kleaners borrowed $50,000 on June 1, 2012, to fi nance the purchase of a building. Th e 
mortgage requires payments of $525 to be made at the end of every month for 12 years with the 
fi rst payment being due on June 30, 2012. Th e interest rate on the mortgage is 8%.

1. Prepare a mortgage amortization schedule for 2012.
2. How much interest will be paid in 2012?
3. By how much will the principal amount of the mortgage be reduced by the end of 2012?

Accounting for a Mortgage
On January 1, 2012, Paik, Inc., borrowed $250,000 to fi nance the purchase of machinery. Th e 
terms of the mortgage require payments to be made at the end of every month with the fi rst pay-
ment being due on January 31, 2012. Th e length of the mortgage is fi ve years, and the mortgage 
carries an interest rate of 12%.

1. Compute the amount of the monthly payment.
2. Prepare a mortgage amortization schedule for 2012.
3. Prepare the journal entry to be made on January 31, 2012, when the fi rst payment is 

made.
4. For the remainder of the year, how will the journal entries relating to the mortgage diff er 

from the one made on January 31?
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Lease Accounting
Logan Electronics signed a lease to use a machine for fi ve years. Th e annual lease payment is 
$14,200 payable at the end of each year.

1. Record the lease, assuming that the lease should be accounted for as a capital lease and 
the applicable interest rate is 12%. (Round to the nearest dollar.)

2. For the initial year, record the annual lease payment.

Lease Accounting
Digital, Inc., leased computer equipment from Young Leasing Company on January 2, 2012. Th e 
terms of the lease required annual payments of $4,141 for fi ve years beginning on December 31, 
2012. Th e interest rate on the lease is 14%.

1. Assuming the lease qualifi es as an operating lease, what journal entry would be made on 
January 2 to record the leased asset?

2. If the lease qualifi es as an operating lease, what journal entry would be made when the 
fi rst payment is made on December 31, 2012?

3. Provide the journal entry made on January 2, 2012, assuming the lease qualifi es as a 
capital lease.

4. Provide the journal entry made on December 31, 2012, to record the fi rst lease payment, 
assuming a capital lease.

Issuance Price of Bonds
Neukoelln Company issued six-year bonds on January 1. Th e face value of the bonds is $125,000. 
Th e stated interest rate on the bonds is 10%. Th e market rate of interest at the time of issuance was 
8%. Th e bonds pay interest semiannually. Calculate the issuance price of the bonds.

Issuance Price of Bonds
Hopeful Company issued seven-year bonds on January 1. Th e face value of the bonds is $80,000. 
Th e stated interest rate on the bonds is 7%. Th e market rate of interest at the time of issuance was 
10%. Th e bonds pay interest semiannually. Calculate the issuance price of the bonds.

Accounting for Bonds Issued at Face Value
Romulus, Inc., issued $500,000 of 10%, fi ve-year bonds at face value on July 1, 2012. Interest on 
the bonds is payable semiannually on December 31 and June 30.

1. Provide the journal entry to record the issuance of the bonds on July 1, 2012.
2. Provide the journal entry made on December 31, 2012, to account for these bonds.
3. On September 30, 2013, Romulus elected to retire the bonds early. Th e market price of the 

bonds on this date was $486,000. Provide the journal entries to record the early retirement.
4. Why do you think Romulus elected to retire the bonds early?

Accounting for Bonds Issued at Face Value
Schwedt Company issued $280,000 of 9%, 10-year bonds at face value on September 1, 2012. 
Th e bonds pay interest on March 1 and September 1. Schwedt uses the calendar year for fi nancial 
reporting purposes.

1. Provide the journal entry to record the bond issuance on September 1, 2012.
2. Provide the journal entry to record interest expense on December 31, 2012.
3. Provide the journal entries made during 2013 relating to the bond.
4. On February 20, 2014, Schwedt elected to retire the bond issue early. Th e market price on the 

day of retirement was $300,000. Provide the journal entries to record the bond retirement.
5. Why do you think Schwedt elected to retire the bonds early?
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Computation of Debt-Related Financial Ratios
Th e following information comes from the fi nancial statements of Gwynn Company:

Long--term debt. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $58,000
Total liabilities   . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 90,000
Total stockholders’ equity  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000
Operating income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 25,000
Interest expense   . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15,000

Compute the following ratio values:
1. Debt ratio
2. Debt-to-equity ratio
3. Times interest earned

Impact of Capitalizing the Value of Operating Leases
Th e following information comes from the fi nancial statements of Karlla Peterson Company:

Total liabilities   . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $100,000
Total stockholders’ equity   . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80,000

In addition, Karlla Peterson has a large number of operating leases. Th e payments on these operat-
ing leases total $20,000 per year for the next 15 years. Th e present value of the economic obligation 
associated with these operating leases is $150,000. Of course, because these are operating leases, 
this economic obligation is off  the balance sheet.

Compute the following ratio values:
1. Debt ratio (Hint: Remember the accounting equation.)
2. Debt-to-equity ratio
3. Debt-to-equity ratio assuming that Karlla Peterson’s operating leases are accounted for as 

capital leases
4. Debt ratio assuming that Karlla Peterson’s operating leases are accounted for as capital 

leases
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Present and Future Value Computations

Required:
1. Determine the present value in each of the following situations:
 a.  A $9,000 loan to be repaid in full at the end of fi ve years. Interest on the loan is pay-

able quarterly. Th e interest rate is 8% compounded quarterly.
 b.  A six-year note for $12,000 bearing interest at an annual rate of 12%, compounded 

semiannually. Interest is payable semiannually.
 c.  A one-year mortgage to be paid in monthly installments of $6,000. Th e interest rate 

is 12% compounded monthly.
2. Determine the future value in each of the following situations:
 a.  An investment of $20,000 today to earn interest at 8% compounded semiannually 

to provide for a down payment on a house four years from now.
 b.  An investment of $40,000 today to earn interest at 12% compounded quarterly 

that is designated for a charitable contribution 15 years from now when the donor 
retires.
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Present and Future Value Computations

Required:
1. Compute the present value for each of the following situations, assuming an interest rate 

of 12% compounded annually. (Round amounts to the nearest dollar.)
 a.  A single payment of $45,000 due on a mortgage fi ve years from now.
 b.  A series of payments of $15,000 each, due at the end of each year for fi ve years.
 c.  A fi ve-year, 12% loan of $55,000, with interest payable annually and the principal 

due in fi ve years.
2. Compute the future value amounts (rounded to the nearest dollar) in each of the follow-

ing situations:
 a.  A $50,000 lump-sum investment today that will earn interest at 8% compounded 

annually over fi ve years.
 b.  A $4,000 lump-sum investment today that will earn interest at 12% compounded 

quarterly, to provide money for a child’s college education 15 years from now.

Computing the Amount of Periodic Payments
Nathan Smith has just purchased a new car for $35,000. He paid $10,000 down and signed a note 
for the remaining $25,000. Th e interest rate on the note is 12% compounded monthly, or 1% per 
month.

Required:
1. Compute the amount of Mr. Smith’s monthly payment if he plans to pay off  the 

$25,000 note in 25 monthly payments. (Remember: Th e interest rate is 1% per month.)
2. Repeat part (1) assuming that Mr. Smith wishes to repay the note in 50 monthly pay-

ments.
3. Assume that Mr. Smith decides to repay the note in 50 monthly payments. What is the 

balance remaining on the note immediately after he makes the 25th payment? (Hint: 
Compute the present value of the remaining 25 payments.)

Accounting for Notes Payable
Sweet’s Candy Company needed cash for its current business operations. On January 1, 2011, the 
company borrowed $8,000 on a two-year, interest-bearing note from Peterson Bank at an annual 
interest rate of 10%. Interest is payable annually on January 1, and the note matures January 1, 
2013. Sweet’s Candy Company also borrowed $4,500 from Laurence National Bank on January 
1, 2011, signing a three-year, 11% note due on January 1, 2014, with interest payable annually on 
January 1.

Required:
Prepare all journal entries relating to the two notes for 2011, 2012, 2013, and 2014. Assume that 
Sweet’s Candy Company uses the calendar year for fi nancial reporting. (Round all amounts to the 
nearest dollar.)

Accounting for Notes Payable
During 2011, Schmaal Corporation had the following transactions relating to long-term liabilities:
May 1  Purchased a machine costing $600,000 from Kretschmar Corporation. Issued a three-

year, interest-bearing note with interest payable on May 1 of each year. Th e note matures 
on May 1, 2014, and carries an interest rate of 7%.

July 1  Borrowed $25,000 from South-Central National Bank. Th e terms of the note require 
semiannual payments of interest on December 31 and June 30. Th e note matures in two 
years and carries an interest rate of 6%.
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Required:
1. Prepare the journal entries made on May 1 and July 1 to record the issuance of these two 

notes.
2. Prepare all journal entries made on December 31, 2011.
3. Prepare all journal entries made during 2012.

Accounting for a Mortgage
On November 1, 2012, Nydegger Company arranges with an insurance company to borrow 
$400,000 on a 30-year mortgage to purchase land and a building to be used in its operations. Th e 
land and the building are pledged as collateral for the loan, which has an annual interest rate of 
12%, compounded monthly. Th e monthly payments of $4,114 are made at the end of each month, 
beginning on November 30, 2012.

Required:
1. Prepare the journal entry to record the purchase of the land and building, assuming that 

$75,000 of the purchase price is assignable to the land.
2. Prepare the journal entries on November 30 and December 31 for the monthly pay-

ments on the mortgage.
3. Interpretive Question: Explain generally how the remaining liability at December 31, 

2012, will be reported on the company’s balance sheet dated December 31, 2012.

Lease Accounting
On January 1, 2011, Linda Lou Foods, Inc., leased a tractor. Th e lease agreement qualifi es as a 
capital lease and calls for payments of $10,000 per year (payable each year on January 1, starting in 
2012) for eight years. Th e annual interest rate on the lease is 10%. Linda Lou Foods uses a calendar-
year reporting period.

Required:
1. Prepare the journal entries for the following dates:
 a.  January 1, 2011, to record the leasing of the tractor
 b.  December 31, 2011, to recognize the interest expense for the year 2011
 c.  January 1, 2012, to record the fi rst lease payment
2. Prepare the appropriate journal entries at December 31, 2012, and January 1, 2013.
3. Interpretive Question: Explain briefl y how the leased asset is accounted for annually.

Lease Accounting
Empire, Inc., leased a starship on January 2, 2012. Terms of the lease require annual payments of 
$135,746 per year for 14 years. Th e interest rate on the lease is 10%, and the fi rst payment is due 
on December 31, 2012.

Required:
1. Compute the present value of the lease payments.
2. Assuming the lease qualifi es as a capital lease, prepare the journal entry to record the 

lease.
3. Prepare the journal entry to record the fi rst lease payment on December 31, 2012, and 

to depreciate the leased asset. Empire, Inc., uses the straight-line method for depreciating 
all long-term assets.

4. Interpretive Question: How would the leased asset, and its associated liability, be dis-
closed on the balance sheet prepared on December 31, 2012?
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Issuance Price of Bonds
Patterson Company issued 30-year bonds on June 30. Th e face value of the bonds was $1,000,000. 
Th e stated interest rate on the bonds was 8%. Th e market rate of interest at the time of issuance 
was 6%. Patterson also issued another set of bonds on August 31. Th ese bonds were 20-year bonds 
and had a face value of $750,000. Th e stated rate of interest on these bonds was 7%. Th e market 
rate of interest at the time these bonds were issued was 10%. Both sets of bonds pay interest semi-
annually.

Required:
Calculate the issuance price of these bonds.

Accounting for Bonds
On July 1, 2012, Paramount, Inc., issued $500,000, 8%, 30-year bonds with interest paid semi-
annually on January 1 and July 1. Th e bonds were sold when the market rate of interest was 8%. 
On October 1, 2015, the bonds were retired when their fair market value was $495,000.

Required:
1. Demonstrate, using the present value tables (see Appendix B), that the bonds were sold 

for $500,000.
2. Provide the journal entry made on July 1 to record the issuance of the bonds.
3. Provide the journal entry made on December 31, 2012, relating to interest.
4. Provide the journal entries to record the retirement of the bonds.

Accounting for Bonds
Lihue Enterprises issued $1,500,000, 9%, 20-year bonds on November 1, 2011. Interest payment 
dates are May 1 and November 1. Th e bonds were sold at face value.

Required:
1. Provide the journal entry to record the initial issuance of the bonds.
2. Provide the required journal entry on December 31, 2011.
3. Provide all journal entries relating to the bonds made during 2012.

Reporting Liabilities on the Balance Sheet
Th e following list of accounts is taken from the adjusted trial balance of Goforth Company.

Accounts Payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $45,000
Notes Payable (due in 6 months)  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 24,000
Income Taxes Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 18,000
Unearned Sales Revenue . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 27,500
Notes Payable (due in 2 years) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 40,000
Prepaid Insurance  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,200
Accounts Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 53,000
Current Portion of Mortgage Payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12,300
Mortgage Payable (due beyond 1 year) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 93,000
Retained Earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 91,400
Property Taxes Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,700
Salaries and Wages Payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15,200
Sales Tax Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,100

Required:
Prepare the liabilities section of the company’s balance sheet.
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Reporting Liabilities on the Balance Sheet
Th e following amounts are shown on Plymouth Company’s adjusted trial balance for the year 
2012:

Accounts Payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  36,000
Property Taxes Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,300
Short-Term Notes Payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 44,000
Mortgage Payable (due within 1 year) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 28,000
Mortgage Payable (due after 1 year) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 300,000
Accrued Interest on Mortgage Payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,000
Lease Liability (current portion). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 58,000
Lease Liability (long term)  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 414,000
Rent Payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 70,000
Income Taxes Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000
Federal and State Unemployment Taxes Payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 16,000

Required:
Prepare the liabilities section of Plymouth Company’s balance sheet at December 31, 2012.

Computation of Debt-Related Financial Ratios
Th e following information comes from the fi nancial statements of Walker Company:

Long-term debt . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $600,000
Total liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 750,000
Total stockholders’ equity. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 400,000
Current assets  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 250,000
Earnings before income taxes  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60,000
Interest expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80,000

Required:
Compute the following ratio values. State any assumptions that you make.

1. Debt ratio
2. Debt-to-equity ratio
3. Times interest earned
4. Interpretive Question: You are a bank manager considering making a new $35,000 loan 

to Walker that would replace part of the existing long-term debt. You expect Walker to 
repay your loan in two years. Which of the ratios computed in parts (1) through (3) 
would be most useful to you in evaluating whether to make the loan to Walker?

Impact of Capitalizing the Value of Operating Leases
Th e following information comes from the fi nancial statements of Travis Campbell Company:

Total liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $100,000
Total stockholders’ equity. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80,000
Property, plant, and equipment. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 110,000
Sales  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 500,000
Earnings before income taxes  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 11,000
Interest expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 23,000

In addition, Travis Campbell has a large number of operating leases. Th e payments on these operat-
ing leases total $30,000 per year for the next 10 years. Th e present value of the economic obligation 
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associated with these operating leases is $180,000. Of course, because these are operating leases, 
this economic obligation is off  the balance sheet.

Required:
Compute the following ratio values:

1. Debt ratio (Hint: Remember the accounting equation.)
2. Debt ratio assuming that Travis Campbell’s operating leases are accounted for as capital 

leases
3. Asset turnover (sales/total assets)
4. Asset turnover assuming that Travis Campbell’s operating leases are accounted for as 

capital leases
5. Interpretive Question: You are Travis Campbell’s banker. You are concerned that the 

times interest earned ratio is not accurately refl ecting the risk that Travis Campbell will 
not meet its fi xed annual payments because most of those fi xed payments are operating 
lease payments, not interest payments. Design an alternative ratio that will refl ect the 
fact that, like interest payments, operating lease payments are fi xed obligations that must 
be covered through operating profi ts each year. Compute the value for the ratio that you 
have designed.

A n a l y t i c a l  A s s i g n m e n t s

Preparing New Forecasts
Th is spreadsheet assignment is a continuation of the spreadsheet assignments given in earlier chap-
ters. If you completed those spreadsheets, you have a head start on this one. 

1.  Handyman wishes to prepare a forecasted balance sheet and income statement for 2013. 
Use the original fi nancial statement numbers for 2012 [given in part (1) of the Cumula-
tive Spreadsheet Project assignment in Chapter 2] as the basis for the forecast, along with 
the following additional information:

 a.  Sales in 2013 are expected to increase by 40% over 2012 sales of $700.
 b.  Cash will increase at the same rate as sales.
 c.  Th e forecasted amount of accounts receivable in 2013 is determined using the fore-

casted value for the average collection period. For simplicity, do the computations 
using the end-of-period accounts receivable balance instead of the average balance. 
Th e average collection period for 2013 is expected to be 14.08 days.

 d.  Th e forecasted amount of inventory in 2013 is determined using the forecasted 
value for the number of days’ sales in inventory (computed using the end-of-period 
inventory balance). Th e number of days’ sales in inventory for 2013 is expected to 
be 107.6 days.

 e.  Th e forecasted amount of accounts payable in 2013 is determined using the forecast-
ed value for the number of days’ purchases in accounts payable (computed using the 
end-of-period accounts payable balance). Th e number of days’ purchases in accounts 
payable for 2013 is expected to be 48.34 days.

 f.  Th e $160 in operating expenses reported in 2012 breaks down as follows: $5 depre-
ciation expense, $155 other operating expenses.

 g.  See item (l) for the assumption concerning the amount of new long-term debt that 
will be acquired in 2013.

 h. No cash dividends will be paid in 2013.
 i.  New short-term loans payable will be acquired in an amount suffi  cient to make 

Handyman’s current ratio in 2013 exactly equal to 2.0.
 j.  Th e forecasted amount of property, plant, and equipment (PP&E) in 2013 is de-

termined using the forecasted value for the fi xed asset turnover ratio. For simplicity, 
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compute the fi xed asset turnover ratio using the end-of-period gross PP&E balance. 
Th e fi xed asset turnover ratio for 2013 is expected to be 3.518 times.

 k.  In computing depreciation expense for 2013, use straight-line depreciation and as-
sume a 30-year useful life with no residual value. Gross PP&E acquired during the 
year is depreciated for only half the year. In other words, depreciation expense for 
2013 is the sum of two parts: (1) a full year of depreciation on the beginning bal-
ance in PP&E, assuming a 30-year life and no residual value and (2) a half-year of 
depreciation on any new PP&E acquired during the year, based on the change in the 
gross PP&E balance.

 Note: Th ese statements were constructed as part of the spreadsheet assignment in Chapter 9; 
you can use that spreadsheet as a starting point if you have completed that assignment. Clearly 
state any additional assumptions that you make.

 For this exercise, add the following additional assumptions:

 l.  New long-term debt will be acquired (or repaid) in an amount suffi  cient to make 
Handyman’s debt ratio (total liabilities divided by total assets) in 2013 exactly equal 
to 0.80.

 m.  Assume an interest rate on short-term loans payable of 6.0% and on long-term 
debt of 8.0%. Only a half-year’s interest is charged on loans taken out during the 
year. For example, if short-term loans payable at the end of 2013 are $15 and given 
that short-term loans payable at the end of 2012 were $10, total short-term interest 
expense for 2013 would be $0.75 [($10 × 0.06) + ($5 × 0.06 × 1/2)].

Clearly state any additional assumptions that you make.

2. Repeat (1), with the following changes in assumptions:
 a.  Th e debt ratio in 2013 is exactly equal to 0.70.
 b.  Th e debt ratio in 2013 is exactly equal to 0.90.
3. Prepare a table displaying the forecasted values of long-term debt and paid-in capital 

in 2013 under each of the following assumptions about the debt ratio: 0.70, 0.80, and 
0.90. Th e sum of these two items can be viewed as the total amount of long-term fi nanc-
ing (both debt and equity) received from outsiders. Comment on why the total of these 
two items is not the same under each debt ratio assumption.

Present Value Concepts
Hamburg Company recently began business and purchased a large facility to make beach clothing. 
Hamburg managed to make a small profi t in its initial year of operations, although it used all its 
cash to purchase inventory and equipment. After preparing its tax return for the year, Hamburg’s 
managers realized that they could pay less taxes than they thought. Because IRS accelerated depre-
ciation methods allow for higher depreciation expense than the straight-line method the company 
is using for fi nancial-reporting purposes, Hamburg can claim more depreciation expense than it 
thought it could and can reduce taxable income by $30,000. However, Hamburg’s managers know 
that the two depreciation methods will eventually even out because the diff erence is only temporary 
and will create a deferred income tax liability, which must be recorded on the books. Th e managers 
are very conservative, though, and would rather pay the additional taxes now than record a liability 
that must be paid in the future, even if they must borrow the money from a bank to pay the extra 
taxes. Th ey have come to you for advice. What would you tell them?

Debt and Equity Financing
Berlin Company is in a world of hurt. For the past 15 years, the company has been the exclusive 
toy supplier to Infants-R-Us toy stores. Unfortunately for Berlin, Infants-R-Us just declared bank-
ruptcy and went out of business. Berlin is the supplier for a few local toy stores, but Infants-R-Us 
was by far its largest customer. Berlin’s managers believe that they can save the company if they can 
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raise enough money to develop a new product line of a popular toy, “Nano Babies.” Developing 
the new product line will require a considerable investment, and Berlin is trying to decide the best 
way to fi nance the investment. It has found a bank that will loan it the money at 18%, which is a 
very high rate but the only one it can get because of its precarious fi nancial position. Berlin can also 
issue bonds to raise the money, but because of investors’ concerns about the future viability of the 
company, the only kind of bonds investors will buy are high-interest junk bonds at an interest rate 
of 17%. Even then, there is concern that the bonds will be discounted when they are marketed. 
Which fi nancing alternative would you recommend to the company? If you were an investor, 
would you buy Berlin’s bonds?

You Decide: Should the following bonds be classifi ed as debt or equity on the balance 
sheet?
Gregorian Company has recently issued bonds that are convertible into stock at the bondholder’s 
request. Th e interest rate on the bonds is ridiculously low because it is expected that most holders 
will exercise the conversion options. How should the bonds be reported?

You Decide: If a young company has a negative “times interest earned’’ ratio, should the 
company be refused or given a loan by lenders?
Design Arts Inc. is a young computer game design company that has been in business for two years. 
Th e company has been working on a computer game that is scheduled for release in six months. 
However, it has exhausted all its fi nancial resources and needs one last loan of $100,000 to help it 
meet its deadline. Th e company has not had any revenues up to this point but knows that once the 
game hits the market, it will be extremely profi table. Would you make a loan to this company?

Wal-Mart
Locate the 2009 Form 10-K for Wal-Mart in Appendix A and consider the following questions:

1. Examine Wal-Mart’s balance sheet as of January 31, 2009. What percent of the increase 
in Wal-Mart’s total assets from 2008 to 2009 was fi nanced with an increase in the com-
pany’s long-term debt?

2. Compute Wal-Mart’s debt ratio for 2009 and 2008. Is the ratio increasing or decreasing? 
Identify the primary reason for the change.

IBM
International Business Machines (IBM) included the following information in Note K to its 
2008 fi nancial statements:

Long-Term Debt
At December 31, 2008

(dollars in millions)

At December 31: Maturities 2008 2007

U.S. Dollar Notes and Debentures:
3.55% . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2009–2011 $10,496 $12,295
5.67% . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2012–2013 5,053 3,545
6.25% . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2014–2018 4,761 3,026
8.375% . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2019 750 750
7.00% . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2025 600 600
6.22% . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2027 469 469
6.50% . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2028 313 313
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At December 31: Maturities 2008 2007

5.875% . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2032 $     600 $     600
8.00% . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2038 1,000 —
7.00% . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2045 150 150
7.125% . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2096        850        850

$25,041 $22,598
Other currencies (average interest rate at December 31, 
2008, in parentheses):

Euros (4.4%)  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2010–2014 $  3,330 $  2,466
Japanese yen (1.8%) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2010–2014 1,457 767
Swiss francs (3.4%) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2011–2014 470 442
Other (10.2%)  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2009–2013        203          89

$30,502 $26,362

1. IBM lists eleven diff erent issues of notes and debentures. What is a debenture?
2. What is unusual about the 7.125% debentures?
3. IBM has borrowed the equivalent of $5.460 billion in the form of foreign currency 

loans. Why would IBM get loans denominated in foreign currencies rather than get all 
of its loans in U.S. dollars?

4 Th e average interest rates on the foreign currency loans range from a low of 1.8% for loans of 
Japanese yen to 10.2% for loans of other currencies. What factors would cause IBM to pay a 
higher interest rate when it borrows other currencies than when it borrows Japanese yen?

British Petroleum
In May 1901, William Knox D’Arcy convinced the Shah of Persia (present-day Iran) to allow him 
to hunt for oil. Th e oil discovered in Persia in 1908 was the fi rst commercially signifi cant amount 
of oil found in the Middle East. Th e company making the discovery called itself the Anglo-Persian 
Oil Company, later named British Petroleum, or BP. Today, BP is one of the largest oil and gas 
exploration and refi ning companies in the world.

Th e information below comes from Note 35 (Finance debt) of British Petroleum’s 2008 fi nan-
cial statements.

Finance Leases
(millions of dollars) 2008

Payments due within:
 1 year . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $116
 2 to 5 years . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 361
 Thereafter  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   439

$916
Less fi nance charge . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   296

Net obligation  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $620

1. In Great Britain, a fi nance lease is what we in the United States would call a capital lease. 
According to Note 35, British Petroleum expects to make total lease payments of $916 
million under fi nance leases. However, a liability of only $620 million is reported. Why 
is there a diff erence between the two amounts?

2. Th e $916 million payment amount for the fi nance leases refl ects the total of all lease 
payments that will be made under the agreements. British Petroleum also reports 
$32.584 billion of borrowings. Does that $32.584 billion amount reported refl ect the 
amount of all payments that will be made under the loan agreements? Explain.

A A  1 0 - 6 1
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3. Th e future fi nance lease payments are separated into amounts to be repaid within one 
year, within two to fi ve years, and after fi ve years. How would a fi nancial statement user 
fi nd this payment timing information to be useful?

Hiding an Obligation by Calling It a Lease
You and your partner, Kathy, own Miss Karma’s Preschool, which provides preschool and day care services 
for about 100 children per day. Business is booming, and you are right in the middle of expanding your 
operation. Th ree months ago, you took your fi nancial statements to the local bank and applied for a fi ve-
year, $145,000 loan. Th e bank approved the loan, but it included as part of the loan agreement a condi-
tion that you would incur no other long-term liabilities during the fi ve-year loan period. You cheerfully 
agreed to this condition because you didn’t anticipate any further fi nancing needs.

Two weeks ago, a state government inspector came to your facility and said that your square foot-
age was not enough for the number of children enrolled in your programs. Th e inspector gave you one 
month to fi nd another facility, or else you would have to shut down. Luckily, you were able to fi nd 
another building to use. However, the owner of the building insists on having you sign a 20-year lease. 
Alternatively, you can buy the building for $220,000. To buy the building, you would have to get a 
mortgage, which would, of course, violate the agreement on your fi ve-year bank loan.

Kathy thinks that the lease is the way to solve all of your problems. She has studied some ac-
counting and reports that you can sign the lease but carefully construct the lease contract so that 
the lease will be accounted for as an operating lease. In this way, the lease obligation will not be 
reported as an accounting liability, the loan agreement will not be violated, and you can move to 
the new facility without any problem.

Is she right? Is it possible to avoid reporting the 20-year lease contract as an accounting liabil-
ity? By signing the lease, are you violating the bank loan agreement? What do you think is the best 
course of action?

A A  1 0 - 6 2
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bond carrying value, 477
effective-interest amortization, 474
straight-line amortization, 474

Bonds Payable
Scientifi c Engineering Company received authorization on July 1, 2012, to issue $300,000 of 12% 
bonds. Th e maturity date of the bonds is July 1, 2032. Interest is payable on January 1 and July 
1 of each year. Th e bonds were sold for $289,200 on July 1, 2012 (the same day as authorized). 
Scientifi c Engineering uses straight-line amortization.

Required:
1. Compute the approximate eff ective interest rate for the bonds.
2. Record the journal entries on:
 a.  July 1, 2012
 b.  December 31, 2012
 c.  January 1, 2013

K e y  T e r m s  &  C o n c e p t s

R e v i e w  P r o b l e m
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 d. July 1, 2013
 e. December 31, 2013
3. Record the journal entries on July 1, 2032, for the fi nal interest payment and the retire-

ment of the bonds.

Solution
1. Eff ective Interest Rate
Because the bonds sold at a discount, the actual or eff ective rate of interest is higher than the stated 
interest rate of 12%. Th e eff ective interest rate can be approximated as follows:

Bond discount amortized per year = $10,800/20 periods = $540
Annual interest expense = ($300,000 × 12%) + $540 = $36,540
Effective interest rate = $36,540/$289,200 = 12.63%

2. Journal Entries

a. 2012
July  1 Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 289,200

Discount on Bonds  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,800
 Bonds Payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 300,000
   To record the sale of $300,000 of 12% bonds due on July 1, 

2032.

b. 2012
Dec. 31 Bond Interest Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 18,270

 Discount on Bonds. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 270
 Bond Interest Payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 18,000
   To record semiannual bond interest expense on $300,000, 

12%, 20-year bonds ($300,000 × 0.12 × 1⁄2 year) and 
amortize bond discount ($10,800 ÷ 20 years × 1⁄2 year).

c. 2013
Jan. 1 Bond Interest Payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 18,000

 Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 18,000
  Paid semiannual interest on $300,000 bonds.

d. 2013
July 1 Bond Interest Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 18,270

 Discount on Bonds. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 270
 Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 18,000
   Paid semiannual interest on $300,000 bonds and amortized 

bond discount.

e. 2013
Dec. 31 Bond Interest Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 18,270

 Discount on Bonds. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 270
 Bond Interest Payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 18,000
   To record semiannual bond interest expense on $300,000 

bonds and amortize bond discount.

3. Retirement of the Bonds

2032
July 1 Bond Interest Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 18,270

 Discount on Bonds. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 270
 Bond Interest Payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 18,000
   To record the bond interest expense and discount amortization up to the 

date of maturity.

(continued )
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Bonds Payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 300,000
Bond Interest Payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 18,000
 Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  318,000
   To record the payment of interest for six months and retire the bonds at 

maturity.

Th e fi rst entry on July 1, 2032, updates the amortization of the bond discount to the retirement 
date and refl ects the cash owed for interest for the period January 1–July 1, 2032. Th e second entry 
refl ects payment for retiring the bonds plus payment of the interest owed. Alternatively, Cash could 
have been credited for $18,000 in the fi rst entry. If Cash had been credited, the second entry would 
have included only a debit to Bonds Payable and a credit to Cash for $300,000.

E x e r c i s e s

D i s c u s s i o n  Q u e s t i o n s

Accounting for Bonds Issued at a Discount
Kontiki Alarm Company issued $250,000 of 10%, fi ve-year bonds at 98 on June 30, 2012. Interest 
is payable on June 30 and December 31. Th e company uses the straight-line method to amortize 
bond premiums and discounts. Th e company’s fi scal year is from February 1 through January 31.

Prepare all necessary journal entries to account for the bonds from the date of issuance through 
June 30, 2013. Also record the retirement of the bonds on June 30, 2017, assuming that all interest 
has been paid and that the discount has been fully amortized.

Accounting for Bonds Issued at a Premium
Sealon Corporation issued $100,000 of 10%, 10-year bonds at 102 on April 1, 2012. Interest is 
payable semiannually on April 1 and October 1. Sealon Corporation uses the calendar year for 
fi nancial reporting.

1. Record the necessary entries to account for these bonds on the following three dates. 
(Use the straight-line method to amortize the bond premium.)

 a.  April 1, 2012
 b.  October 1, 2012
 c.  December 31, 2012
2. Show how the bonds would be reported on the balance sheet of Sealon Corporation on 

December 31, 2012.

Effective-Interest Calculation
Determine the approximate eff ective rate of interest for $450,000, 9%, three-year bonds issued at 
98. (Assume straight-line amortization.)
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63. What type of account is Discount on Bonds?
64. Why does the amortization of a bond discount increase 

the book value of bonds?
65. Why is the eff ective-interest amortization method more 

theoretically appropriate than the straight-line amortiza-
tion method?

66. What is the carrying value of a bond?

67. How does the carrying value of a bond aff ect the 
 accounting for bonds payable under the eff ective-
 interest method?

68. If the eff ective rate of interest for a bond is greater than 
its stated rate of interest, explain why the annual bond 
interest expense will be diff erent from the periodic cash 
interest payments to the bondholders.
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Bond Amortization Schedule
Th e following is a partially completed amortization schedule prepared for the Liggett Company 
to account for its three-year bond issue with a face value of $50,000. Th e schedule covers the fi rst 
three semiannual interest payment dates. Amounts are rounded to the nearest dollar. Compute the 
missing numbers.

Year
Interest 

Paid
Bond 

Expense
Premium 
Amortized

Bonds Payable 
Carrying Value

0 $52,537
½ (1) $2,627 (2) 52,164
1 $3,000 (3) $392 (4)
1½ (5) (6) (7) (8)

Accounting for Bonds
Brown & Co., a calendar-year fi rm, is authorized to issue $500,000 of 11%, 15-year bonds dated 
May 1, 2012, with interest payable semiannually on May 1 and November 1.

Amortization of bond premiums or discounts is recorded using the straight-line amortization 
method. Prepare journal entries to record the following events, assuming that the bonds are sold at 
97 on May 1, 2012.

1. Th e bond issuance on May 1, 2012
2. Payment of interest on November 1, 2012
3. Adjusting entry on December 31, 2012
4. Payment of interest on May 1, 2013

L O  6
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Accounting for Bonds
Nemo Company authorized and sold $90,000 of 10%, 15-year bonds on April 1, 2012. Th e bonds 
pay interest each April 1, and Nemo’s year-end is December 31.

Required:
1. Prepare journal entries to record the issuance of Nemo Company’s bonds under each of 

the following three assumptions:
 a.  Sold at 97
 b.  Sold at face value
 c.  Sold at 105
2. Prepare adjusting entries for the bonds on December 31, 2012, under all three assump-

tions. (Use the straight-line amortization method.)
3. Show how the bond liabilities would appear on the December 31, 2012, balance sheet 

under each of the three assumptions.
4. Interpretive Question: What condition would cause the bonds to sell at 97? At 105?

Accounting for Bonds Issued at a Premium
On March 1, 2012, Roger Corporation issued $150,000 of 10%, fi ve-year bonds at 105. Th e 
bonds were dated March 1, 2012, and interest is payable on March 1 and September 1. Roger 
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records amortization using the straight-line method. Roger’s fi nancial reporting year ends on De-
cember 31.

Required:
Provide all necessary journal entries on each of the following dates:

1. March 1, 2012
2. September 1, 2012
3. December 31, 2012
4. March 1, 2017

Bonds Retired at Maturity
Stottard Company issued $650,000 of 8%, 10-year bonds on June 1, 2011, at 103. Th e bonds were 
dated June 1, and interest is payable on June 1 and December 1 of each year.

Required:
1. Record the issuance of the bonds on June 1, 2011.
2. Record the interest payment on December 1, 2011. Stottard uses the straight-line 

method of amortization.
3. Record the interest accrual on December 31, 2011, including amortization.
4. Record the journal entries required on June 1, 2021, when the bonds mature.

Straight-Line versus Effective-Interest Amortization
Cyprus Corporation issued $150,000 of bonds on January 1, 2012, to raise funds to buy some 
special machinery. Th e maturity date of the bonds is January 1, 2017, with interest payable each 
January 1 and July 1. Th e stated rate of interest is 10%. When the bonds were sold, the eff ective rate 
of interest was 12%. Th e company’s fi nancial reporting year ends December 31.

Required:
1. Determine the price at which the bonds would be sold.
2. Prepare the amortization schedule using the eff ective-interest method.
3. Prepare a comparative schedule of interest expense for each year (2012–2017) for the 

eff ective-interest and straight-line methods of amortization.
4. Record the journal entry for the last payment using the amortization schedule in 

part (2).
5. Record the journal entry for the retirement of the bonds.
6. Interpretive Question: Is the diff erence between the interest expense each year 

between the straight-line and eff ective-interest methods suffi  cient to require the 
use of the eff ective-interest method? How do you think this question would be 
answered in practice?

Effective-Interest Amortization
Royce Corporation issued $200,000 of three-year, 12% bonds on January 1, 2011. Th e bonds pay 
interest on January 1 and July 1 each year. Th e bonds were sold to yield a 10% return, compounded 
semiannually.

Required:
1. At what price were the bonds issued?
2. Prepare a schedule to amortize the premium or discount on the bonds using the 

 eff ective-interest amortization method.
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3. Use the information in the amortization schedule prepared for part (2) to record the in-
terest payment on July 1, 2013, including the appropriate amortization of the premium 
or discount.

4.  Interpretive Question: Explain why these bonds sold for more or less than face value.

Accounting for Bonds
Bell Company sold $200,000 of 10-year bonds on January 1, 2011, to Brown Corporation. Th e 
bond indenture included the following information:

Face value $200,000
Date of bonds January 1, 2011
Maturity date January 1, 2021
Stated rate of interest 14%*
Effective (market) rate of interest 12%*

*Compounded semiannually

Required:
1. Prepare the journal entry to record the issuance of the bonds.
2. What is the interest expense on the Bell Company books for the years ending December 

31, 2011, and December 31, 2012, using straight-line amortization?
3. Show how the bonds would be presented on Bell’s balance sheet at December 31, 

2012.

Straight-Line versus Effective-Interest Amortization
Foster Corporation issued three-year bonds with a $180,000 face value on March 1, 2011, in order 
to pay for a new computer system. Th e bonds mature on March 1, 2014, with interest payable on 
March 1 and September 1. Th e contract rate of interest is 10%. (Interest is compounded semi-
annually.) When the bonds were sold, the eff ective rate of interest was 12%. Th e company’s fi scal 
year ends on February 28.

Required:
1. At what price were the bonds issued based on the information presented?
2. Prepare an amortization schedule using the eff ective-interest method.
3. Prepare a schedule of interest expense for each year (2011–2014), comparing the annual 

interest expense for straight-line and eff ective-interest amortization.
4. Using the amortization schedule prepared in part (2), prepare the journal entry to record 

the interest payment on September 1, 2011.
5. Prepare the adjusting journal entry to record accrued interest on February 28, 2012.
6. Prepare the journal entry to retire the bonds on March 1, 2014, assuming all interest has 

been paid prior to retirement.

Bonds Retired before Maturity
Amity Construction Company registered $100,000 of 6% bonds on July 1, 2012. Th e maturity 
date of the bonds is January 1, 2022. Interest is payable January 1 and July 1. Th e bonds were sold 
at 105.7 on July 1, 2012. Th e company uses the straight-line method of amortizing bond premiums 
and discounts.
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Required:
1. Make the required journal entries for each of the following dates:
 a.  July 1, 2012
 b.  December 31, 2012
 c.  January 1, 2013
 d. July 1, 2013
2. Because of a substantial increase in the market rate of interest, Amity Construction 

Company purchased all the bonds on the open market at face value (100) on July 1, 
2015. Th e following entry had just been made on that day:

Bond Interest Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,700
Premium on Bonds  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 300
 Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,000
   Made semiannual interest payment on the bonds and amortized bond premium for 

six months.

Prepare the journal entry to record the retirement of the bonds on July 1, 2015.

Unifying Concepts: Accounting for Bonds Payable
Gonzalez Corporation was authorized to issue $100,000 of 7%, four-year bonds, dated May 1, 
2012. All the bonds were sold on that date when the eff ective interest rate was 8%. Interest is pay-
able on May 1 and November 1 each year. Th e company follows a policy of amortizing premium 
or discount using the eff ective-interest method. Th e company closes its books on December 31 of 
each year.

Required:
1. Calculate the issuance price of the bonds.
2. Prepare an amortization schedule that covers the life of the bond.
3. Prepare journal entries at the following dates based on the information shown in the 

amortization schedule prepared for part (2).
 a.  December 31, 2012
 b.  May 1, 2013
 c.  November 1, 2013
 d. December 31, 2013
4. Based on the journal entries prepared for part (3), how much interest expense related to 

this bond issue did the company report on its income statement for the year 2013?
5. What was the carrying value of this bond issue on the balance sheet of the company at 

December 31, 2013?
6. Interpretive Question: Explain why another company in the same industry, which is-

sued bonds with the same amount of face value, the same date of issuance, and the same 
stated rate of interest, might have had an issuance price of more or less than the price 
you computed for the issuance of the Gonzalez Corporation bonds.

Analysis of Bonds
Bonds with a face value of $200,000 and a stated interest rate of 12% were issued on March 1, 
2012. Th e bonds pay interest each February 28 and August 31 and mature on March 1, 2022. Th e 
issuing company uses the calendar year for fi nancial reporting.

Required:
Using these data, complete the following tables for each of the conditions listed. (Show computa-
tions and assume straight-line amortization.)
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1. Th e bonds sold at face value.
2. Th e bonds sold at 97.
3. Th e bonds sold at 103.

Case 1 Case 2 Case 3

Cash received at issuance date  . . . . . . . . . . . . . . . . . . . . . . . . . 
Total cash paid to bondholders through maturity  . . . . . . . . . . . . . 
Income statement for 2012:
 Bond interest expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 
Balance sheet at December 31, 2012:
Long-term liabilities:
 Bonds payable, 12%  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 
 Unamortized discount  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 
 Unamortized premium  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 
 Bond carrying value . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 
 Approximate effective interest rate*  . . . . . . . . . . . . . . . . . . . . 
*Round to the nearest tenth of a percent.
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    Financing: Equity

L O 1  Distinguish between debt and equity fi nancing, 
and describe the advantages and disadvantages 
of organizing a business as a proprietorship or a 
partnership. Equity fi nancing entitles the investor to share 
in the profi ts of the company; debt fi nancing only entitles 
the lender to a fi xed repayment amount. A business can 
be organized as a sole proprietorship, a partnership, or a 
corporation. Both proprietorships and partnerships can be 
easily formed; they both have the disadvantage of exposing 
the owner or owners to unlimited liability.

LO2  Describe the basic characteristics of a 
corporation and the nature of common and preferred stock. 
Two advantages of the corporate form are the ease in transferability 
of ownership and the limited liability of the shareholders. The 
common stockholders of a corporation collectively choose 
the board of directors who then choose managers to conduct 
the day-to-day operation of the corporation. Preferred 
stockholders give up some of the advantages of ownership in 
exchange for some of the protection enjoyed by lenders.

L O 3  Account for the issuance and repurchase 
of common and preferred stock. When a company 

issues shares of stock, a portion of the proceeds is typically 
reported as the par value of the stock, with the remainder 
being called paid-in capital in excess of par. Treasury 
stock is shares of a company’s own stock that have been 
repurchased. The amount spent to repurchase treasury stock 
is shown as a reduction in stockholders’ equity.

L O 4  Understand the factors that affect retained 
earnings, describe the factors determining whether 
a company can and should pay cash dividends, and 
account for cash dividends. Cash dividends represent a 
distribution of accumulated profi ts to shareholders. Cash 
dividends reduce retained earnings. Preferred stock dividends 
must be paid before any dividends can be paid to common 
stockholders.

L O 5  Describe the purpose of reporting 
comprehensive income in the equity section of 
the balance sheet, and prepare a statement of 
stockholders’ equity. Accumulated other comprehensive 
income is the portion of the balance sheet equity section 
where the equity impact of certain unrealized gains and 
losses is summarized.

After studying this chapter, you should be able to:
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movement of the stock prices of selected U.S. companies. The very 
fi rst value of the average was 40.94 on May 26, 1896. Charles Dow 
computed this value by adding the share prices of 12 important com-
panies chosen by him (including General Electric) and then dividing 
by 12 to determine the average price per share. Since 1928, the av-
erage has included 30 companies selected by the editors of the Wall 
Street Journal. The average is no longer computed by simply averag-
ing share prices, but the underlying concept remains the same. 

Since 1990, 17 companies have been replaced to refl ect the 
decreasing importance of manufacturing in the U.S. economy. For ex-
ample, Bethlehem Steel, which had been in “The Dow” since 1928, 
was replaced in March 1997 by Wal-Mart. In 1999, the fi rst two 
NASDAQ companies were added to “The Dow”— Microsoft and Intel. 
The 30 companies included in the average as of June 8, 2009, are 
listed in Exhibit 11.1.

I
n 1882, two young newspaper reporters, Charles Dow and Ed-
ward Jones, teamed up to provide the Wall Street fi nancial com-
munity with handwritten news bulletins. In 1889, when the staff 
of Dow Jones & Company had grown to 50, they decided to 

convert the bulletin service into a daily newspaper. The fi rst issue of 
the Wall Street Journal appeared on July 8, 1889. Clarence Barron, 
who operated a fi nancial news service in Boston, was the paper’s 
fi rst out-of-town reporter. Barron purchased Dow Jones & Company in 
1902, and it remained in the family until 2007, when Dow Jones was 
acquired by Rupert Murdock’s News Corporation.

The Wall Street Journal is the fl agship of the company, but the 
name “Dow Jones” is best known because of the Dow Jones Indus-
trial Average that is cited in the news every day. “The Dow” is widely 
used to refl ect the general health of the U.S. economy. So, what is it? 
Simply put, the Dow Jones Industrial Average measures the average 

The Dow Jones Industrial Average is an appropriate symbol of capitalism—it has been in and around the spiritual heart of capitalistic fi nance, the New York 
Stock Exchange, for over one hundred years. However, as the history of many of the companies profi led in earlier chapters (Microsoft, Sears, Yahoo!, 
General Electric) illustrates, the true story of capitalism is not the story of rich “capitalists” exploiting the masses, but rather the story of unknown individu-
als using a free market to fi nd outside investor fi nancing that will turn their ideas into reality. Accounting for investor fi nancing is the topic of this chapter.

In Chapter 10, fi nancing through borrowing (debt) was discussed. Another way in which organizations raise money to fi nance operations is 
from investments by owners. In corporations, those investments take the form of stock purchases. In proprietorships and partnerships, they take 
the form of capital investments in the business. Exhibit 11.2 shows the fi nancial statement items that will be covered in this chapter.

E X H I B I T  1 1 . 1   T h e  3 0  F i r m s  I n c l u d e d  i n  t h e  D o w  J o n e s 
I n d u s t r i a l  A v e r a g e  ( a s  o f  J u n e  8 ,  2 0 0 9 )

3M Co.

Alcoa Inc.

American Express Co.

AT&T Inc.

Bank of America Corp.

Boeing Co.

Caterpillar Inc.

Chevron Corp.

Cisco Systems Inc.

Coca-Cola Co.

E.I. DuPont de
      Nemours & Co.

ExxonMobil Corp.

General Electric Co.

Hewlett-Packard Co.

Home Depot Inc.

Intel Corp.

International Business
 Machines Corp.

Johnson & Johnson

J.P. Morgan Chase & Co.

Kraft Foods Inc. 

McDonald’s Corp.

Merck & Co. Inc.

Microsoft Corp.

Pfizer Inc.

Procter & Gamble Co.

The Travelers Companies Inc.

United Technologies Corp.

Verizon
   Communications Inc.

Wal-Mart Stores Inc.

Walt Disney Co.
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L O  1   Raising Equity Financing
WHAT  Distinguish between debt and equity fi nancing, and describe the advantages and disadvan-

tages of organizing a business as a proprietorship or a partnership.
WHY  Debt and equity fi nancing and business organization types involve different rights, responsi-

bilities, and claims on resources that business owners and investors need to understand to 
make good decisions.

HOW  Debt fi nancing involves borrowing a fi xed amount of money and repaying that money with in-
terest. Owner fi nancing involves a fi xed investment with an uncertain future return. Proprietor-
ships and partnerships may be formed relatively easily, have a limited life, and have different 
liability exposure than do corporations.

Most business owners do not have enough excess personal cash to establish and expand their com-
panies. Th erefore, they eventually need to look for money from outsiders, either in the form of 
loans or as funds invested by others. Th e business issues associated with investor fi nancing are sum-
marized in the timeline in Exhibit 11.3.

Th e factors aff ecting the choice between borrowing and seeking additional investment funds 
are described in this section of the chapter. Th is section also outlines the advantages and disadvan-
tages of organizing a business as a proprietorship or a partnership. Th e decision to incorporate and 
the process that a corporation follows in soliciting investor funds are described in the next section. 
Th e bulk of the chapter is devoted to the accounting procedures used to give a proper reporting of 
stockholders’ equity to the investors. Of course, proper fi nancial reporting to current and potential 
investors is one of the primary reasons for the existence of fi nancial accounting.

E X H I B I T  1 1 . 2   F i n a n c i a l  S t a t e m e n t  I t e m s  C o v e r e d 
i n  T h i s  C h a p t e r

 Statement of
 Cash Flows

 Financing activities
 Sale of stock
 Purchase of treasury stock
 Payments of dividends 

  Balance Sheet

Stockholders’ equity
 Contributed capital
 Retained earnings
 Treasury stock
 Accumulated other
  comprehensive income

Certain basic characteristics are common to all investor fi nancing, no matter what the form of business. The fi rst is that owner investments 
affect the equity accounts of the business. Second, together with the liabilities, these owners’ equity accounts show the sources of the cash that 
was used to buy the assets. There are three primary ways to bring money into a business: 

• Borrowing (debt fi nancing)
• Having owners invest money (equity fi nancing)
• Earning profi ts (also refl ected in the equity accounts through the retained earnings account)

In this chapter, we illustrate the accounting for equity fi nancing in the context of corporations.
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Difference between a Loan and an Investment
Imagine that you own a small business and need $40,000 for expansion. What is the diff erence 
between borrowing the $40,000 and fi nding a partner who will invest the $40,000? If you borrow 
the money, you must guarantee to repay the $40,000 with interest. If you fail to make these pay-
ments, the lender can haul you into court and use the power of the law to force repayment. On 
the other hand, if your company does very well and you generate more than enough cash to repay 
the $40,000 plus interest, the lender does not get to share in your success. For example, if you had 
loaned $40,000 to Sam Walton for Wal-Mart’s expansion back in 1970, you would have been re-
paid the $40,000 plus a little interest. So, a loan is characterized by a fi xed, legal obligation to repay 
a specifi ed amount, whether the borrowing company performs poorly or performs well.

If you receive $40,000 in investment funds from a new partner, the partner now shares in your 
company’s failures and successes. If business is bad and the investor is never able to recover his or 
her $40,000 investment—well, that’s the way it goes. Th e investor cannot recover the investment 
because the risk of losing everything is part of the nature of making investments. However, in 

exchange for accepting this risk, the investor also gets to share 
in the success if the company does well. If you had invested 
$40,000 in Wal-Mart in 1970, your investment would have 
grown in value to approximately $80 million by July 2009, 
which doesn’t include dividends. Th us, an investment is char-
acterized by a higher risk of losing your money, balanced by the 
chance of sharing in the wealth if the company does well.

Proprietorships and Partnerships
As explained in Chapter 2, a business can be organized as a proprietorship, a partnership, or a cor-
poration. Th ese three types of organization are merely diff erent types of legal contracts that defi ne 
the rights and responsibilities of the owner or owners of the business. 

A proprietorship is a business owned by one person. A partnership is a business owned by two 
or more persons or entities. In most respects, proprietorships and partnerships are similar to each 
other but very diff erent from corporations. Both a proprietorship and a partnership are character-
ized by ease of formation, limited life, and unlimited liability.

Ease of Formation Proprietorships and partnerships can be formed with few legal formalities. 
When a person decides to establish a proprietorship, he or she merely acquires the necessary cash, 

proprietorship A business owned by 
one person.

partnership An association of two or 
more individuals or organizations to 
carry on economic activity.

E X H I B I T  1 1 . 3   T i m e l i n e  o f  B u s i n e s s  I s s u e s  I n v o l v e d 
w i t h  I n v e s t o r  F i n a n c i n g

GENERATE

returns for
investors

CHOOSE

form of
financing

SOLICIT

investor funds

REPORT

performance
to current and

potential investors

F Y I
The law does not help investors recover lost investment funds 
unless the investors can show that they were tricked (by false 
fi nancial reports, for example) into making the investment.
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inventory, equipment, and other assets; obtains a business license; and begins providing goods or 
services to customers. Th e same is true for a partnership, except that because two or more persons 
are involved, they must decide together which assets will be acquired, how business will be con-
ducted, and how profi ts and losses will be shared.

Limited Life Because proprietorships and partnerships are not legal entities that are separate and distinct 
from their owners, they are easily terminated. In the case of a proprietorship, the owner can decide to dissolve 
the business at any time. For a partnership, anything that terminates or changes the contract between the 
partners legally dissolves the partnership. Among the events that dissolve a partnership are the following:
• Death or withdrawal of a partner
• Bankruptcy of a partner
• Admission of a new partner
• Retirement of a partner
• Completion of the project for which the partnership was formed
Th e occurrence of any of these events does not necessarily mean that a partnership must cease busi-
ness; rather, the existing partnership is legally terminated, and another partnership must be formed.

Unlimited Liability Proprietorships and partnerships have unlimited liability, which means that 
the proprietor or partners are personally responsible for all debts of the business. If a partnership 
is in poor fi nancial condition, creditors fi rst attempt to satisfy their claims from the assets of the 
partnership. After those assets are exhausted, creditors may seek payment from the personal assets 
of the partners. In addition, because partners are responsible for one another’s actions (within the 
scope of the partnership), creditors may seek payment for liabilities created by a departed or bank-
rupt partner from the personal assets of the remaining partners. Th is unlimited liability feature is 
probably the single most signifi cant disadvantage of a proprietorship or partnership. It can deter a 
wealthy person from joining a partnership for fear of losing personal assets.

unlimited liability An investment in 
which the proprietor or partners are 
responsible for all debts.

  A loan is a fi xed, legal obligation to repay a specifi ed amount, whether the borrowing 
company performs poorly or performs well.
  With an investment, the investor risks losing the investment funds if the company 
performs poorly but shares in the wealth if the company does well.
  A proprietorship is a business owned by one person.
  A partnership is a business owned by two or more persons.
  Both a proprietorship and a partnership are easy to start and easy to terminate.
  A major disadvantage of proprietorships and partnerships is the unlimited liability 
of the owner or partners.

R E M E M B E R  T H I S

A

L O  2   Corporations and Corporate Stock
WHAT  Describe the basic characteristics of a corporation and the nature of common and preferred stock.
WHY  Stockholders need to know who else has provided fi nancing to the company and in what 

amount and with what rights in order to assess the risks and potential returns associated with 
the investment.

HOW  Holders of common stock are the true owners of the business and have voting rights in 
corporate matters. Preferred shareholders do not typically possess voting rights but do have 
preference when it comes to the receipt of dividends.
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Corporations are the dominant form of business enterprise in the United States. Established as 
separate legal entities, corporations are legally distinct from the persons responsible for their cre-
ation. In many respects, they are accorded the same rights as individuals: they can conduct business, 
be sued, enter into contracts, and own property. Firms are incorporated by the state in which they 
are organized and are subject to that state’s laws and requirements. Corporations are characterized 
by limited liability, easy transferability of ownership, ability to raise capital, separate taxation, and 
government regulation.

Limited Liability Limited liability means that in the event of corporate bankruptcy, the maximum 
fi nancial loss any stockholder can sustain is his or her investment in the corporation (unless fraud 
can be proven). Because a corporation is a separate legal entity and is responsible for its own acts 
and obligations, creditors usually cannot look beyond the corporation’s assets for satisfaction of 
their claims. Th is limited liability feature is probably the main reason for the phenomenal growth 
of the corporate form of business because it protects investors from sustaining losses beyond their 
investments. In most cases of bankruptcy, however, stockholders will lose most of their investment 
because the claims of creditors must be satisfi ed before stockholders receive anything.

Easy Transferability of Ownership Shares of stock in a corporation can be bought, sold, passed 
from one generation to another, or otherwise transferred without aff ecting the legal or economic 
status of the corporation. Th e stock of large U.S. companies is usually sold publicly on organized 
stock exchanges like the New York Stock Exchange (NYSE) or the National Association of Security 
Dealers Automated Quotation (NASDAQ). In other words, most corporations have perpetual 
existence—the life of the corporation continues by the transfer of shares of stock to new owners.

Ability to Raise Large Amounts of Capital Raising large amounts of capital can be easier for a cor-
poration than for a proprietorship or a partnership because a corporation can sell shares of its stock. 
Th e sale of shares of stock permits many investors, both large and small, to participate in ownership 
of the business. Some corporations actually have thousands of individual stockholders. In its 2009 
annual report, Wal-Mart Stores Inc. reports that it has approximately 300,000 stockholders of 
record. Because of this widespread ownership, large corporations are said to be publicly owned.

Double Taxation Because corporations are separate legal entities, they are taxed independently of 
their owners. Th is often results in a disadvantage, however, because the portion of corporate profi ts 

that is paid out to owners in dividends is taxed twice. First, 
the profi ts are taxed to the corporation; second, the owners, or 
stockholders, are taxed on their dividend income.

Close Government Regulation Because large corporations may 
have thousands of stockholders, each with only a small ownership 
interest, the government has assumed the task of monitoring certain 
corporate activities. For example, the government requires that all 
major corporations be audited and that they issue periodic fi nancial 
statements. As a result, in certain respects, major corporations often 
enjoy less freedom than do partnerships and proprietorships.

Starting a Corporation
Suppose you want to start a corporation. First, you should study your state’s corporate laws (usu-
ally with the aid of an attorney). Th en you must apply to the appropriate state offi  cial for a charter. 

Your application will include the intended name of your cor-
poration, its purpose (the type of activity it will engage in), the 
type and amount of stock you plan to have authorized for your 
corporation, and, in some cases, the names and addresses of the 
primary stockholders. If the state approves your application, 
you will be issued a “charter” (also called “articles of incorpora-
tion”), giving legal status to your corporation.

corporation A legal entity chartered 
by a state; ownership is represented 
by transferable shares of stock.

limited liability The legal protection 
given stockholders whereby they are 
responsible for the debts and obliga-
tions of a corporation only to the 
extent of their capital contributions.

F Y I
There are some hybrid organizations that have characteristics 
of both partnerships and corporations. For example, several of 
the large international accounting fi rms are organized as limited 
liability partnerships (LLPs). An LLP offers the advantages of 
a partnership structure but can also provide each partner with 
limited liability for the costs of lawsuits caused by the actions of 
his or her partners.

F Y I
An LLC (limited liability company) offers the limited liability legal 
protection of a corporation as well as the favorable partnership 
treatment for income tax purposes.
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Of course, one of the purposes of forming a corporation is to sell stock in the corporation in 
order to obtain business fi nancing. If your business will operate across state lines and you intend 
to seek investment funds from the general public, then you must register your intended stock issue 
with the Securities and Exchange Commission in Washington, D.C. You are required to provide 
a prospectus to each potential investor, which outlines your business plan, sources of fi nancing, 
signifi cant risks, and the like. Finally, you can sell your shares to the public in what is called an 
“initial public off ering” (IPO). You will receive the proceeds from the IPO, minus the commission 
charged by the investment banker sponsoring the issue.

When an investor buys stock in a corporation, he or she receives a stock certifi cate as evi-
dence of ownership. For convenience, these stock certifi cates are frequently held by the stock-
broker through whom the investor purchased the shares. Th e investors in a corporation are called 
stockholders, and they govern the corporation through an elected board of directors. In most 
corporations, the board of directors then chooses a management team to direct the daily aff airs of 
the corporation. In smaller companies, the board of directors is usually made up of members of 
that management team.

Several types of stock can be authorized by the charter and issued by the corporation. Th e 
most familiar types are common stock and preferred stock, and the major diff erence between them 
concerns the degree to which their holders are allowed to participate in the rights of ownership of 
the corporation.

Common Stock
Certain basic rights are inherent in the ownership of common stock. Th ese rights are as follows:
• Th e right to vote in corporate matters such as the election of the board of directors or the 

undertaking of major actions such as the purchase of another company.
• Th e preemptive right, which permits existing stockholders to purchase additional shares 

whenever stock is issued by the corporation. Th is allows common stockholders to maintain 
the same percentage of ownership in the company if they choose to do so.

• Th e right to receive cash dividends if they are paid. Corporations do not have to pay cash 
dividends, and the amount received by common stockholders is sometimes limited.

• Th e right to ownership of all corporate assets once obligations to everyone else have been 
satisfi ed. Th is means that once all loans have been repaid and the claims of the preferred 
stockholders have been met, all the excess assets belong to the common stockholders.
In essence, the common stockholders of a corporation are the true owners of the business. Th ey 

delegate their decision-making authority to the board of directors, who in turn delegate authority 
for day-to-day operations to managers hired for that purpose. Th us, a distinguishing characteristic 
of business ownership as a common stockholder of a corporation is a clear separation between own-
ing the business and operating the business.

Preferred Stock
Th e term “preferred stock” is somewhat misleading because it gives the impression that preferred 
stock is better than common stock. Preferred stock isn’t better; it’s diff erent. A good way to think 
of preferred stock is that preferred stockholders usually give up some of the ownership rights of the 
common stockholders in exchange for some of the protection enjoyed by lenders.

In most cases, preferred stockholders are not allowed to vote for the corporate board of direc-
tors and usually receive only a fi xed cash dividend, meaning that if the company does well, pre-
ferred stockholders do not get to share in the success. In exchange for these limitations, in the event 
that the corporation is liquidated, preferred stockholders are entitled to receive their cash dividends 
and have their claims fully paid before any cash is paid to common stockholders.

Preferred stock may also include other types of privileges, the most common of which is 
convertibility. Convertible preferred stock is preferred stock that can be converted to common 
stock at a specifi ed conversion rate. For example, in June 2009, Jamba Inc. issued $35 million of 

prospectus A report provided to 
potential investors that represents a 
company’s fi nancial statements and 
explains its business plan, sources of 
fi nancing, and signifi cant risks.

stockholders Individuals or organiza-
tions that own a portion (shares of 
stock) of a corporation.

board of directors Individuals 
elected by the stockholders to govern 
a corporation.

common stock The most frequently 
issued class of stock; typically pro-
vides a voting right but is secondary 
to preferred stock in dividend and 
liquidation rights.

preferred stock A class of stock that 
usually provides dividend and liquida-
tion preferences over common stock.

convertible preferred stock Pre-
ferred stock that can be converted 
to common stock at a specifi ed 
conversion rate.
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 convertible preferred stock. Th ese shares of preferred stock, which will mature in June 2016, receive 
an 8% annual dividend and can be exchanged for Jamba Inc. common stock at any time at a price 
of $1.15 per share. Convertible preferred stock can be very appealing to investors. Th ey can enjoy 
the dividend privileges of the preferred stock while having the option to convert to common stock 
if the market value of the common stock increases signifi cantly. By issuing shares of stock with vary-
ing rights and privileges, companies can appeal to a wider range of investors.

  The fi ve major features of a corporation are the following:
   Limited liability for stockholders
   Easy transferability of ownership
   Ability to raise large amounts of capital
   Separate taxation
   Closer regulation by government (for large corporations)

  Common stock usually confers four basic rights upon its owners:
   Right to vote in corporate matters
   Right to maintain proportionate ownership
   Right to receive cash dividends
   Ownership of all excess corporate assets upon liquidation of the corporation

  Preferred stock typically carries preferential claims to dividend and liquidation privi-
leges but has no voting rights.

R E M E M B E R  T H I S

T

L O  3   Accounting for Stock
WHAT Account for the issuance and repurchase of common and preferred stock.
WHY  To avoid misstating the amount of fi nancing provided by the shareholders in a corporation, 

issued shares must be carefully valued whenever anything other than cash is received in 
exchange for the shares, and repurchased stock must be valued at its fair value on the date 
of the repurchase. 

HOW  Issued stock is recorded using the fair value of the assets or services received in exchange 
for the shares or the fair market value of the shares issued. When a company’s own shares 
are repurchased, those shares are accounted for using a contra-equity account.

In this section, we focus on the accounting for the issuance of stock as well as the accounting for 
stock repurchases.

Issuance of Stock
Each share of common stock usually has a par value printed on the face of the stock certifi cate. 
For example, the common stock of News Corporation (now the parent company of Dow Jones & 
Company) has a $0.01 par value. Th is par value has little to do with the market value of the shares. 
In July 2009, each News Corporation common share with a $0.01 par value was selling for about 
$10 per share. When par-value stock sells for a price above par, it is said to sell at a premium. 
In most states, it is illegal to issue stock for a price below par value. If stock were issued at a dis-
count (below par), stockholders could later be held liable to make up the diff erence between their 

par value A nominal value assigned 
to and printed on the face of each 
share of a corporation’s stock.
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 investment and the par value of the shares they purchased. Th e par value multiplied by the total 
number of shares outstanding is usually equal to a company’s “legal capital,” and it represents the 
amount of the invested funds that cannot be returned to the investors as long as the corporation is 
in existence. Th is legal capital requirement was originally intended to protect a company’s creditors; 
without it, excessive dividends could be paid, leaving nothing for creditors. Th e par value really was 
of more importance a hundred years ago and is something of a historical oddity today. Th ese days, 
most states allow the sale of no-par stock.

When par-value stock is issued by a corporation, usually Cash is debited, and the appropri-
ate stockholders’ equity accounts are credited. For par-value common stock, the equity accounts 
credited are Common Stock, for an amount equal to the par value, and Paid-In Capital in Excess 
of Par, Common Stock, for the premium on the common stock.

To illustrate, assume that the Boston Lakers Basketball Team (a corporation) issued 1,000 
shares of $1 par-value common stock for $50 per share. Th e entry to record the stock issuance is:

Cash (1,000 shares � $50) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000
 Common Stock (1,000 shares � $1 par value) . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,000
 Paid-In Capital in Excess of Par, Common Stock (1,000 shares � $49) . . . . . . . . . . 49,000
  Issued 1,000 shares of $1 par-value common stock at $50 per share.

A similar entry would be made if the stock being issued were preferred stock. Th e total par 
value of the common and preferred stock, along with the associated amounts of paid-in capital in 
excess of par, constitutes a corporation’s contributed capital.

Th is illustration points out two important elements in accounting for the issuance of stock: 
1. Th e equity accounts identify the type of stock being issued (common or preferred). 
2. Th e proceeds from the sale of the stock are divided into the portion attributable to its 

par value and the portion paid in excess of par value. 
Th ese distinctions are important because the owners’ equity section of the balance sheet should cor-
rectly identify the specifi c sources of capital so that the respective rights of the various stockholders 
can be known.

If the stock being issued has no par value, only one credit is included in the entry. To illustrate, 
assume that the Lakers’ stock does not have a par value and that the corporation issued 1,000 shares 
for $50 per share. Th e entry to record this stock issuance would be:

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000
 Common Stock  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000
  Issued 1,000 shares of no-par stock at $50 per share.

Although stock is usually issued for cash, other considerations may be involved. For example, 
assume that a prospective stockholder exchanged a piece of land for 5,000 shares of the Boston Lak-
ers’ $1 par-value common stock. Assuming the market value of the stock at the date of the exchange 
was $40 per share, the entry is:

Land (5,000 shares � $40)   . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200,000
 Common Stock (5,000 shares � $1) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000
 Paid-In Capital in Excess of Par, Common Stock (5,000 shares � $39) . . . . . . . . . . 195,000
   Issued 5,000 shares of $1 par-value common stock for land 

(5,000 shares � $40 per share = $200,000).

When noncash considerations are received in payment for stock, the assets or services received 
should be recorded at the current market value of the stock issued. If the market value of the stock 
cannot be determined, the market value of the assets or services received should be used as the basis 
for recording the transaction.

contributed capital The portion of 
owners’ equity contributed by inves-
tors (the owners) in exchange for 
shares of stock.



514 Part 3 Investing and Financing Activities

Accounting for Stock Repurchases
Sometimes, when a company has excess cash or needs some of its shares of stock back from inves-
tors, it may purchase some of its own outstanding stock. Th is repurchased stock is called treasury 
stock. Th ere are many reasons for a fi rm to buy back its own previously issued stock. Five of the 
most common are that management:

1. Wants the stock for a profi t-sharing, bonus, or stock-option plan for employees
2. Feels that the stock is selling for an unusually low price and is a good buy
3. Wants to stimulate trading in the company’s stock
4. Wants to remove some shares from the market in order to avoid a hostile takeover
5. Wants to increase reported earnings per share by reducing the number of shares of stock 

outstanding
Many successful U.S. companies have ongoing stock repurchase plans. For example, Wal-Mart 

disclosed in its 2009 Form 10-K (Appendix A) that it spent $3.416 billion in 2008 to repurchase 
61 million of its own shares. Coca-Cola spent $5.286 billion in the years 2006–2008  repurchasing 
its own shares. General Electric’s stock buyback program is even more aggressive. After a $25 bil-
lion share repurchase program from December 2004 to December 2007, GE’s board of directors 
authorized another three-year $15 billion repurchase program. However, after spending $3.1 bil-
lion to repurchase 99.1 million shares, GE suspended the program in September 2008 in order to 
“further strengthen the GE capital balance sheet” in the face of the global fi nancial crisis.

When a fi rm purchases stock of another company, the investment is included as an asset on the 
balance sheet. However, a corporation cannot own part of itself, so treasury stock is not considered 
an asset. Instead, it is a contra-equity account and is included on the balance sheet as a deduction 
from stockholders’ equity. Th ink of it this way: when a corporation issues shares, its equity is in-
creased; when the corporation buys those shares back, its equity is reduced. Th e reporting of trea-
sury stock is illustrated in the stockholders’ equity section of the balance sheet for General Electric 
in Exhibit 11.4.

Notice that the $36.697 billion spent by General Electric to buy back its own shares as of 
December 31, 2008, is shown as a subtraction from total share owners’ equity. By the way, the 
“other capital” included in GE’s equity section is primarily composed of paid-in capital in excess of 
par. Also, the “accumulated non-owner changes other than earnings” item is quite interesting and 
controversial, as will be explained in a later section.

treasury stock Issued stock that has 
subsequently been reacquired by the 
corporation.

E X H I B I T  1 1 . 4  S h a r e  O w n e r s ’  E q u i t y  f o r  G e n e r a l  E l e c t r i c

General Electric Company
December 31, 2008 and 2007

Share Owners’ Equity
 (in millions of U.S. dollars)

  2008  2007

Common stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $       702 $       669

Accumulated non-owner changes other than earnings  . . . . . . . . . . . . . . . . . . . . . . . . . . . (21,853) 8,324

Other capital   . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 40,390 26,100

Retained earnings  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 122,123 117,362

Less common stock held in treasury . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .    (36,697)    (36,896)

Total share owners’ equity  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $104,665 $115,559
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Treasury stock is usually accounted for on a cost ba-
sis; that is, the stock is debited at its cost (market value) on 
the date of repurchase. To illustrate, assume that 100 shares 
of the $1 par-value common stock were reacquired by the 
 Boston Lakers for $60 per share. Th e entry to record the re-
purchase is:

Treasury Stock, Common . . . . . . . . . . . . . . . . . . 6,000
 Cash (100 shares � $60) . . . . . . . . . . . . . . . . 6,000
   Purchased 100 shares of treasury stock 

at $60 per share.

Th e eff ect of this entry is to reduce both total assets (Cash) and 
total stockholders’ equity by $6,000.

When treasury stock is reissued, the treasury stock account 
must be credited for the original amount paid to reacquire the 
stock. If the treasury stock’s reissuance price is greater than its 
cost, an additional credit must be made to an account called 
Paid-In Capital, Treasury Stock. Together, these credits show 
the net increase in total stockholders’ equity. At the same time, 
the cash account is increased by the total amount received 
upon reissuance of the treasury stock.

To illustrate, assume that 40 of the 100 shares of the treasury stock that were originally pur-
chased for $60 per share are reissued at $80 per share. Th e entry to record that reissuance is:

Cash (40 shares � $80)  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,200
Treasury Stock, Common (40 shares � $60 cost)  . . . . . . . . . . . . . . . . . . . . . . . . 2,400
Paid-In Capital, Treasury Stock [40 � ($80 – $60)]  . . . . . . . . . . . . . . . . . . . . . . . 800

Reissued 40 shares of treasury stock at $80 per share.

Th e company now has a balance of $3,600 in the treasury 
stock account (60 shares at $60 per share).

Sometimes the reissuance price of treasury stock is less 
than its cost. As before, the entry involves a debit to Cash 
for the amount received and a credit to Treasury Stock for 
the cost of the stock. However, because an amount less than 
the repurchase cost is received, an additional debit is required. 
Th e debit is to Paid-In Capital, Treasury Stock if there is a 
balance in that account from previous transactions, or to Re-
tained Earnings if there is no balance in the paid-in capital, 
treasury stock account.

To illustrate, assume that another 30 shares of treasury stock are reissued for $40 per share, 
$20 less than their cost. Because Paid-In Capital, Treasury Stock has a balance of $800, the entry 
to record this transaction is:

Cash (30 shares � $40)  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,200
Paid-In Capital, Treasury Stock  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 600
 Treasury Stock, Common (30 shares � $60 cost) . . . . . . . . . . . . . . . . . . . . . . . . 1,800
   Reissued 30 shares of treasury stock at $40 per share; original cost was $60 

per share.

C A U T I O N

Do not credit a gain when treasury stock is reissued at a price 
greater than its cost. Gains are associated with a company’s 
operations, not with a company buying and selling its own 
shares of stock.
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An alternative way to account for stock repurchases is called the 
par-value method, which is covered in intermediate accounting 
courses. This method, though not used as frequently as the cost 
method illustrated in this section, is the method of choice for a 
number of large U.S. companies including Microsoft, Intel, and 
Wal-Mart.
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Note that after this transaction is recorded, the balance in Paid-In Capital, Treasury Stock is $200 
($800 − $600).

Next, assume that the company reissues 20 additional shares at $45 per share. Th e 
entry to record this transaction is:

Cash (20 shares � $45) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 900
Paid-In Capital, Treasury Stock  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200
Retained Earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100
 Treasury Stock (20 shares � $60 cost)   . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,200
   Reissued 20 shares of treasury stock at $45 per share; original cost was 

$60 per share.

In this transaction, the selling price was $300 less than the cost of the treasury stock. Because the 
paid-in capital, treasury stock account had a balance of only $200, Retained Earnings was debited 
for the remaining $100.

Balance Sheet Presentation
How are these accounts summarized and presented on the balance sheet? Th e following data, with 
the addition of the preferred stock information in (1), summarize the stock transactions of the 
Boston Lakers shown earlier:

1. $40 par-value preferred stock: issued 1,000 shares at $45 per share.
2. $1 par-value common stock: issued 1,000 shares at $50 per share.
3. $1 par-value common stock: issued 5,000 shares for land with a fair market value of 

$200,000.
4. Treasury stock, common: purchased 100 shares at $60; reissued 40 shares at $80; reis-

sued 30 shares at $40; reissued 20 shares at $45.
With these data, and assuming a Retained Earnings balance of $100,000, the stockholders’ 

equity section would be as shown in Exhibit 11.5.

E X H I B I T  1 1 . 5  S t o c k h o l d e r s ’  E q u i t y  f o r  B o s t o n  L a k e r s

Boston Lakers Basketball Team
Stockholders’ Equity

Contributed capital:  

Preferred stock ($40 par value, 1,000 shares issued and outstanding)  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  40,000

Common stock ($1 par value, 6,000 shares issued, 5,990 shares outstanding)*. . . . . . . . . . . . . . . . . . . . . . . . . . 6,000

Paid-in capital in excess of par, preferred stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000

Paid-in capital in excess of par, common stock  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   244,000

 Total contributed capital . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $295,000

Retained earnings (see next section) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   100,000

 Total contributed capital plus retained earnings  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $395,000

Less treasury stock (10 shares of $1 par common at cost of $60 per share)  . . . . . . . . . . . . . . . . . . . . . . . . . . . .          (600)

 Total stockholders’ equity . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $394,400

* Treasury shares are described as being issued but not outstanding. Thus, 6,000 common shares have been issued, but only 
5,990 are outstanding because 10 are held by the Boston Lakers as treasury shares.
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Hufnagel Company issued 10,000 shares of $1 par-value common stock for $12 per share. Hufnagel subsequently repur-
chased 400 shares of this common stock when the market price of those shares was $17 per share.

 1 Make the journal entry to record the initial sale of the stock.
 2 Make the journal entry to record the subsequent repurchase of the 400 shares of stock.

 S O L U T I O N …

 1 

 2 

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 120,000
 Common Stock (10,000 shares � $1 par value)  . . . . . . . . . . . . . . . . . . . . . . . . . . 10,000
 Paid-In Capital in Excess of Par, Common Stock . . . . . . . . . . . . . . . . . . . . . . . . . . . 110,000

Treasury Stock, Common. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,800
 Cash (400 shares � $17). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,800

D O  T H I S . . .

Hufnagel Compa
chased 400 share

D O  T H

L O  4   Retained Earnings
WHAT  Understand the factors that affect retained earnings, describe the factors determining wheth-

er a company can and should pay cash dividends, and account for cash dividends.
WHY  Understanding the advantages and disadvantages of paying cash dividends and how it  affects 

accounts allows management to decide whether or not to do so. 
HOW  When dividends are declared, a liability is created and Retained Earnings is reduced. When 

those dividends are paid, the liability is eliminated and cash is reduced.

Common stockholders can invest money in a corporation in two ways. First, as described in the 
previous section, common stockholders can buy shares of stock. Second, when the corporation 
makes money, the common stockholders can allow the corporation to keep those earnings to 
be reinvested in the business. Th is aggregate amount of corporate earnings that have been rein-
vested in the business is called retained earnings. Th e Retained Earnings balance is increased 
each year by net income and decreased by losses, dividends, and some treasury stock transactions 
(as illustrated earlier).

Remember, retained earnings is not the same as cash. In fact, a company can have a large Re-
tained Earnings balance and be without cash, or it can have a lot of cash and a very small Retained 
Earnings balance. For example, on December 31, 2008, General Electric had a Cash balance of 
$12 billion but a Retained Earnings balance of $122 billion. Although both Cash and Retained 

retained earnings The portion of a 
corporation’s owners’ equity that has 
been earned from profi table operations 
and not distributed to stockholders.

  When a company issues stock, it debits Cash or a noncash account (Property, for 
example) and credits various stockholders’ equity accounts.

  Shares typically are assigned a par value, which is usually small in relation to the 
market value of the shares. Amounts received upon issuance of shares are divided 
into par value and paid-in capital in excess of par.

  A company’s own stock that is repurchased is known as treasury stock and is 
included in the fi nancial statements as a contra-stockholders’ equity account.

R E M E M B E R  T H I S

W
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Earnings are usually increased when a company has earnings, they typically are increased by diff er-
ent amounts. Th is occurs for two reasons: 

1. Th e company’s net income, which increases Retained Earnings, is accrual-based, not 
cash-based.

2. Cash from earnings may be invested in productive assets like inventories, used to pay 
off  loans, or spent in any number of ways, many of which do not aff ect net income or 
retained earnings. 

In summary, cash is an asset; retained earnings represents one source of fi nancing (along 
with borrowing and direct stockholder investment) that a corporation can use to get funds to 
 acquire assets.

Cash Dividends
If you had your own business and wanted to withdraw money for personal use, you would simply 
withdraw it from the company’s checking account or cash register. In a corporation, a formal action 
by the board of directors is required before money can be distributed to the owners. In addition, 
such payments must be made on a pro rata basis. Th at is, each owner must receive a proportion-
ate amount on the basis of ownership percentage. Th ese pro rata distributions to owners are called 
dividends. When paid in the form of cash, they are called cash dividends. Th e amount of dividends 
an individual stockholder receives depends on the number of shares owned and on the per-share 
amount of the dividend.

Should a Company Pay Cash Dividends? Note that a company does not have to pay cash divi-
dends. Th eoretically, a company that does not pay dividends should be able to reinvest its earnings 
in assets that will enable it to grow more rapidly than its dividend-paying competitors. Th is added 
growth will presumably be refl ected in increases in the per-share price of the stock. In practice, 
most public companies pay regular cash dividends, but some well-known companies do not. For 
example, Berkshire Hathaway has never paid cash dividends to its common stockholders.

So, should a corporation pay cash dividends or not? Surprisingly, no one knows the answer 
to that question. Ask your fi nance professor what he or she thinks. Although no one knows the 
theoretically best dividend policy, three general observations can be made:
• Stable companies pay out a large portion of their income as cash dividends.
• Growing companies pay out a small portion of their income, if any, as cash dividends. Th ey 

keep the funds inside the company for expansion.
•  Companies are very cautious about raising dividends to a 

new level because once investors come to expect a certain 
level of dividends, they see it as very bad news if the 
 company reduces the dividends back to the old level.
Although cash dividends are the most common type of 

dividend, corporations can distribute other types of dividends 
as well. A stock dividend is a distribution of additional shares 
of stock to stockholders. A property dividend is a distribution 

of corporate assets (for example, the stock of another fi rm) to stockholders. Property dividends are 
quite rare. In this section, only the accounting for cash dividends will be discussed.

Accounting for Cash Dividends Th ree important dates are associated with dividends: 
1. Declaration date
2. Date of record
3. Payment date
Th e fi rst is when the board of directors formally declares its intent to pay a dividend. On this 
declaration date, the company becomes legally obligated to pay the dividend. Assuming that the 
board of directors votes on December 15, 2012, to  declare an $8,000 dividend, this liability may 
be recorded as follows:

dividends Distributions to the owners 
(stockholders) of a corporation.

cash dividend A cash distribution of 
earnings to stockholders.

declaration date The date on which 
a corporation’s board of directors 
formally decides to pay a dividend to 
stockholders.

If you were a Microsoft shareholder, would you want to receive 
a high level of cash dividends, or would you prefer that Micro-
soft use your share of the profi ts for business expansion?

S T O P  &  T H I N K
If yo
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Dividends  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,000
 Dividends Payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,000
  Declared dividend on December 15, 2012.

At the end of the year, the dividends account is closed to Retained Earnings by the following 
entry:

Retained Earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,000
 Dividends  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,000
  To close Dividends to Retained Earnings.

From this entry, you can see that a declaration of dividends reduces Retained Earnings and, even-
tually, the amount of cash on hand. Th us, though not considered to be an expense, dividends do 
reduce the amount a company could otherwise invest in productive assets.

Alternatively, a declaration of dividends can be recorded by debiting Retained Earnings di-
rectly. However, using the dividends account instead of Retained Earnings allows a company to 
keep separate records of dividends paid to preferred and common stockholders. Whichever method 
is used, the end result is the same: a decrease in Retained Earnings.

Th e second important dividend date is the date of record. Falling somewhere between the 
declaration date and the payment date, this is the date selected by the board of directors on 
which the stockholders of record are identifi ed as those who will receive dividends. Because many 
corporate stocks are in fl ux—being bought and sold daily—it is important that the stockholders 
who will receive the dividends be identifi ed. No journal entry is required on the date of record; 
the date of record is simply noted in the minutes of the directors’ meeting and in a letter to 
stockholders.

As you might expect, the third important date is the dividend payment date. Th is is the date 
on which, by order of the board of directors, dividends will be paid. Th e entry to record a dividend 
payment would typically be:

Dividends Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,000
 Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,000
  Paid dividends declared on December 15, 2012.

Th e following press release, made by Th e Coca-Cola Company on July 23, 2009 (declaration 
date), identifi es both the date of record and the dividend payment date:

The Board of Directors of The Coca-Cola Company declared a regular  quarterly dividend of 41 
cents per common share. The dividend is payable October 1, 2009, to shareowners of record as 
of September 15, 2009.

As mentioned earlier, once a dividend-paying pattern has been established, the expectation of 
dividends is built into the per-share price of the stock. A reduction in the dividend usually produces 
a sharp drop in the price. Similarly, an increased dividend usually triggers an increase in the stock 
price. Dividend increases are usually considered to set a precedent, indicating that future dividends 
will be at this per-share amount or more. With this in mind, boards of directors are careful about 
increasing or decreasing dividends.

Dividend Preferences When cash dividends are declared by a corporation that has both common 
and preferred stock outstanding, how the dividends are allocated to the two classes of investors 
depends on the rights of the preferred stockholders. Th ese rights are identifi ed when the stock is 
approved by the state. Two “dividend preferences,” as they are called, are (1) current-dividend pref-
erence and (2) cumulative-dividend preference.

date of record The date selected by 
a corporation’s board of directors on 
which the stockholders of record are 
identifi ed as those who will receive 
dividends.

dividend payment date The date on 
which a corporation pays dividends to 
its stockholders.
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Current-Dividend Preference. Preferred stock has a dividend percentage associated with it and 
is typically described as follows: “5% preferred, $40 par-value stock, 1,000 shares outstanding.” 
Th e fi rst fi gure—“5%” in this example—is a percentage of the par value and can be any amount, 
 depending on the particular stock. So, $2 per share (0.05 � $40 par) is the amount that will be 
paid in dividends to preferred stockholders each year that dividends are declared. Th e fact that 
preferred stock dividends are fi xed at a specifi c percentage of their par value makes them somewhat 
similar to the interest paid to bondholders. Th e current-dividend preference requires that when 
dividends are paid, this percentage of the preferred stock’s par value be paid to preferred stockhold-
ers before common stockholders receive any dividends.

To illustrate the payment of diff erent types of dividends, the following data from the Boston 
Lakers will be used throughout this section. (Th e various combinations of dividend preferences il-
lustrated over the next few pages are summarized in Cases 1 to 4 in Exhibit 11.6.) As a reminder, 
the outstanding stock includes:
• Preferred stock: 5%, $40 par value, 1,000 shares issued and outstanding
• Common stock: $1 par value, 6,000 shares issued, 5,990 shares outstanding

To begin, note that, as with all preferred stock, the Lakers’ 5% preferred stock has a current-
 dividend preference: Before any dividends can be paid to common stockholders, preferred stockhold-
ers must be paid a total of $2,000 ($40 � 0.05 � 1,000 shares). Th us, if only $1,500 of dividends 
are declared (Case 1), preferred stockholders will receive the entire dividend payment. If $3,000 are 
declared (Case 2), preferred stockholders will receive $2,000 and common stockholders, $1,000.

Cumulative-Dividend Preference. Th e cumulative-dividend preference can be quite costly for 
common stockholders because it requires that preferred stockholders be paid current dividends plus 
all unpaid dividends from past years before common stockholders receive anything. With respect to 
the cumulative feature, it is important to repeat that companies are not required to pay dividends. 
Any past unpaid dividends are called dividends in arrears. Because they do not have to be paid unless 
dividends are declared in the future, dividends in arrears do not represent actual liabilities and thus 
are not recorded in the accounts. Instead, they are reported in the notes to the fi nancial statements.

To illustrate the distribution of dividends for cumulative preferred stock, assume that the 
Lakers have not paid any dividends for the last two years but have declared a dividend in the cur-
rent year. Th e Lakers must pay $6,000 in dividends to preferred stockholders before they can give 
anything to the common stockholders. Th e calculation is as follows:

Dividends in arrears, 2 years  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $4,000
Current-dividend preference ($40 � 0.05 � 1,000 shares)  . . . . . . . . . . . . . . . . . . . . . . .   2,000

Total . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $6,000

Th erefore, if the Lakers pay only $5,000 in dividends (Case 3), preferred stockholders will receive 
all the dividends, common stockholders will receive nothing, and there will still be dividends in 
arrears of $1,000 the next year. If $11,000 in dividends are paid (Case 4), preferred stockholders 
will receive $6,000, and common stockholders will receive $5,000.

current-dividend preference The 
right of preferred stockholders to 
receive current dividends before com-
mon stockholders receive dividends.

cumulative-dividend preference 
The right of preferred stockholders 
to receive current dividends plus all 
dividends in arrears before common 
stockholders receive any dividends.

dividends in arrears Missed divi-
dends for past years that preferred 
stockholders have a right to receive 
under the cumulative-dividend 
preference if and when dividends are 
declared.

E X H I B I T  1 1 . 6   D i v i d e n d  P r e f e r e n c e s :  S u m m a r y 
o f  C a s e s  1  t o  4

Case
Preferred Dividend 

Feature
Years in 
Arrears

Total 
Dividend

Preferred 
Dividend

Common 
Dividend

1 5%, Noncumulative Not applicable $  1,500 $1,500 $       0

2 5%, Noncumulative Not applicable 3,000 2,000 1,000

3 5%, Cumulative 2 5,000 5,000 0

4 5%, Cumulative 2 11,000 6,000 5,000
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Th e entries to record the declaration and payment of dividends in Case 4 are:

Date of Declaration
Dividends, Preferred Stock. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,000
Dividends, Common Stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000
 Dividends Payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 11,000
  Declared dividends on preferred and common stock.

Date of Payment
Dividends Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 11,000
 Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 11,000
  Paid dividends on preferred and common stock.

Constraints on Payment of Cash Dividends Can the company legally pay cash dividends? As-
sume that Tricky Company obtains a corporate charter, borrows $1 million from Naïve Bank, 
pays out a $1 million cash dividend to the stockholders, and all the stockholders disappear to the 
Bahamas. Is this a legal possibility? No, it isn’t, because the corporate right to declare cash dividends 
is regulated by state law in order to protect creditors. Th e right to declare cash dividends is often 
linked to a company’s Retained Earnings balance.

Frequently, lenders do not rely on state incorporation laws to protect them from excess cash 
dividend payments by corporations to which they lend money. Instead, the loan contract itself in-
cludes restrictions on the payment of cash dividends during the period that the loan is outstanding. 
In this way, lenders are able to prevent cash that should be used to repay loans from being paid to 
stockholders as dividends.

Dividend Payout Ratio
A ratio of interest to stockholders is the dividend payout ratio. Th is ratio indicates the percentage of 
net income paid out during the year in the form of cash dividends and is computed as follows:

Dividend payout ratio =
Cash dividends

Net income

dividend payout ratio A measure of 
the percentage of earnings paid out in 
dividends; computed by dividing cash 
dividends by net income.

i id d P R i

I N T E R N AT I O N A L

A Global Perspective on Equity

As mentioned previously, state incorporation 
laws link the ability of a fi rm to pay cash div-
idends to the Retained Earnings balance. In 

other words, total equity is divided into two parts: 
the equity that is available to be distributed to 
shareholders and the equity that is not available 
for distribution. Restriction of the distribution of 
equity ensures that an equity “cushion” exists for 
the absorption of operating losses, thus increas-
ing the chances of creditors to be fully repaid.

Laws in foreign countries are often more explicit 
than U.S. state incorporation laws in linking the 

payment of cash dividends to the amount of 
 distributable equity. Equity is divided among vari-
ous equity reserve accounts, each with legal re-
strictions dictating whether it can be distributed to 
shareholders. In that type of legal environment, the 
accounting for equity accounts directly infl uences 
a fi rm’s ability to pay dividends and thus becomes 
an important part of corporate fi nancing policy.

Examples of equity reserve accounts found around 
the world include Capital Redemption reserves 
(can be created when shares are reacquired) 
and Asset Revaluation reserves (can be created 
if property, plant, and equipment is written up in 
value—which is allowed in some countries).
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Dividend payout ratio values for News Corporation, Microsoft, and General Electric for 
2008 are computed below (numbers in millions).

News Corporation Microsoft General Electric

Cash dividends . . . . . . . . . . . . . . . . . . $373 $4,015 $12,408
Net income . . . . . . . . . . . . . . . . . . . . $5,387 $17,681 $17,410
Dividend payout ratio  . . . . . . . . . . . . . 6.92% 22.71%   71.27%

Both News Corporation and Microsoft paid out relatively small dividends. News Corporation’s 
payout ratio is particularly low, especially compared to its 10.8% and 18.6% dividends in 2007 and 
2006, respectively. On the other hand, General Electric’s payout ratio of 71.27% is at the high end 
of what corporations typically pay out and a signifi cant increase from the 51.7% it paid in 2007. 
Rarely would a corporation pay out more than 40% to 60% of their annual income as dividends 
except on an unusual basis.

Essman Company, which has 5,000 shares of 5% preferred stock with a $10 par value and 20,000 shares of no-par common 
stock, declares a $20,000 cash dividend to be paid three months from the date of declaration. Record the dividend on the 
date of declaration and the date of payment.

 S O L U T I O N …

Preferred stock dividend = 5% � $10 � 5,000 shares = $2,500
Common stock dividend = $20,000 – $2,500 = $17,500

Date of Declaration
Dividends, Preferred Stock. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,500
Dividends, Common Stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 17,500

Dividends Payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000
Dividend Payment Date
Dividends Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000

Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000

D O  T H I S . . .

Essman Compan
stock, declares a 
date of declaratio

D O  T H

  The retained earnings account refl ects the total undistributed earnings of a business 
since incorporation. It is increased by net income and decreased by dividends, net 
losses, and some treasury stock transactions.

  The important dates associated with a cash dividend are the following:
   Date of declaration
   Date of record
   Payment date

  Preferred stockholders can be granted a current and a cumulative preference for 
dividends over the rights of common stockholders.

  In some states, the payment of cash dividends is limited to an amount not to exceed 
the existing Retained Earnings balance.

  The dividend payout ratio (cash dividends divided by net income) reveals the percent-
age of net income that is paid out as cash dividends.

R E M E M B E R  T H I S

T
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L O  4   Other Equity Items
WHAT  Describe the purpose of reporting comprehensive income in the equity section of the balance 

sheet, and prepare a statement of stockholders’ equity.
WHY  The retained earnings portion of the stockholders’ equity section does not refl ect all eco-

nomic gains and losses that impact stockholders’ equity.
HOW  Unrealized economic gains and losses stemming from the impact of foreign currency ex-

change rate changes on the value of foreign subsidiaries and from changes in the market 
value of an available-for-sale investment portfolio are not recorded in the income statement 
but do impact stockholders’ equity.

In addition to the two major categories of contributed capital and retained earnings, the equity 
section of a balance sheet often includes a number of miscellaneous items. Th ese items are gains or 
losses that bypass the income statement when they are recognized. 

Equity Items That Bypass the Income Statement
Since 1980, the equity sections of U.S. balance sheets have begun to fi ll up with a strange collec-
tion of items, each the subject of an accounting controversy. Two of the most common items are 
summarized below.
• Foreign currency translation adjustment. Th e foreign currency translation adjustment arises 

from the change in the equity of foreign subsidiaries (as measured in terms of U.S. dollars) 
that occurs as a result of changes in foreign currency exchange rates. For example, if the Japa-
nese yen weakens relative to the U.S. dollar, the equity of Japanese subsidiaries of U.S. fi rms 
will decrease, in dollar terms. Before 1981, these changes were recognized as losses or gains 
on the income statement. Multinational fi rms disliked this treatment because it added vola-
tility to reported earnings. Th e FASB changed the accounting rule, and now these changes 
are reported as direct adjustments to equity on the balance sheet, insulating the income state-
ment from this aspect of foreign currency fl uctuations.

• Unrealized gains and losses on available-for-sale securities. As will be explained in Chapter 
12, available-for-sale securities are securities that a company purchased without intending to 
resell them immediately but also not necessarily planning to hold them forever. When the 
FASB was considering requiring securities to be reported at their market values on the balance 
sheet, companies complained about the income volatility that would be caused by recognizing 
these changes as gains or losses on the income statement. Th e FASB made the standard more 
acceptable to businesses by allowing unrealized gains and losses on available-for-sale securities 
to bypass the income statement and go straight to the equity section of the balance sheet.
Th ese direct equity adjustments have arisen on a case-by-case basis as part of the FASB’s eff ort 

to  establish accounting standards that are accepted by the business community. Many businesspeople 
are opposed to including these adjustments on the income statement because, they say, the income 
 statement would become cluttered with gains and losses from non permanent market value changes, 
distracting from the purpose of the income statement, which is 
to focus on reporting profi ts from the activities of the business. 
Th e compromise that allows market values in the balance sheet 
while keeping the income statement uncluttered is the creation 
of a separate category of equity called accumulated other com-
prehensive income. Accumulated other comprehensive income 
is comprised of certain market-related gains and losses that are 
not included in the computation of net income. Th e reporting 
of accumulated other comprehensive income is illustrated in the 
2008 equity section of General Electric, shown in Exhibit 11.7.

accumulated other comprehen-
sive income Certain market-related 
gains and losses that are not included 
in the computation of net income; for 
example, foreign currency translation 
adjustments and unrealized gains or 
losses on investments.

C A U T I O N

It is important to remember that accumulated other compre-
hensive income is not income at all, but an equity category that 
summarizes the changes in equity that result during the period 
from market-related increases and decreases in the reported 
values of assets and liabilities.

C

It is
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A statement of comprehensive income provides a place outside the regular income statement 
for reporting all the unrealized gains and losses that are reported as equity adjustments. Th e appeal 
of comprehensive income is that this approach preserves the traditional income statement  (calming 
the fears of the business community) but allows unrealized gains and losses to be reported. In 

essence, comprehensive income makes it possible to recognize 
unrealized gains and losses so that current market values can be 
reported on the balance sheet without having those unrealized 
gains and losses aff ect the income statement.

Th e statement of comprehensive income is relatively new; 
U.S. companies have been required to present it since December 
31, 1998. News Corporation’s comprehensive income presenta-
tion for 2008 is shown in Exhibit 11.8. Note that net income is 

one component in the computation of comprehensive income. For News Corporation, 2008 was a 
good year, with a comprehensive income greater than net income.

Statement of Stockholders’ Equity
Companies that have numerous changes in their stockholders’ equity accounts during the year usually 
include a statement of stockholders’ equity (also called a statement of changes in stockholders’ equity) 

statement of comprehensive 
income A statement outlining the 
changes in accumulated comprehensive 
income that arose during the period.

statement of stockholders’ equity 
A fi nancial statement that reports all 
changes in stockholders’ equity.

E X H I B I T  1 1 . 7  E q u i t y  S e c t i o n  f o r  G e n e r a l  E l e c t r i c

General Electric’s Equity Section
(amounts in million of dollars)

 2008 2007

Common stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $       702 $       669

Accumulated gains (losses)—net

 Investment securities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (3,094) 124

 Currency translation adjustments  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (299) 10,708

 Cash fl ow hedges . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (3,332) (668)

 Benefi t plans . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (15,128) (1,840)

Other capital . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 40,390 26,100

Retained earnings  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 122,123 117,362

Less treasury stock. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .    (36,697)    (36,896)

 Total stockholders’ equity . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $104,665 $115,559

E X H I B I T  1 1 . 8   S t a t e m e n t  o f  C o m p r e h e n s i v e  I n c o m e 
f o r  N e w s  C o r p o r a t i o n

(in millions) 2008 2007 2006

Net income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $5,387 $3,426 $2,314

Unrealized holding gain (loss) on securities  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (69) 121 (64)

Foreign currency translation adjustments  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 976 870 149

Benefi t plan adjustments  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .       (86)        73      167

Other . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .      821   1,064      252

Comprehensive income (loss) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $6,208 $4,490 $2,566

Which will have a greater impact on a company’s stock price: 
net income of $100 million or a $100 million unrealized gain 
from a change in exchange rates or securities prices? 

S T O P  &  T H I N K
Whic
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with their fi nancial statements. Th is statement reconciles the beginning and ending balances for all 
stockholders’ equity accounts reported on the balance sheet.

An illustrative statement of stockholders’ equity from the 2008 annual report of News Corpo-
ration is presented in  Exhibit 11.9. Note the following items in the statement:
• Two classes of common stock
• $338 million annual dividend
• $5.387 billion annual net income

E X H I B I T  1 1 . 9   S t a t e m e n t  o f  S t o c k h o l d e r s ’  E q u i t y 
f o r  N e w s  C o r p o r a t i o n

Consolidated Statement of Stockholders’ Equity 
News Corporation for the Year Ended June 30, 2008

(amounts in millions)

2008 

  Shares Amount

Class A common stock:

 Balance, beginning of year . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,139 $       21

 Acquisitions. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . — —

 Shares issued  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 16 —

 Treasury shares . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . — —

 Shares repurchased. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   (345)           (3)

 Balance, end of year  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,810          18

Class B common stock:

 Balance, beginning of year . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 987 10

 Shares repurchased. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   (188)           (2)

 Balance, end of year  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .    799            8

Additional Paid-In Capital:

 Balance, beginning of year . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 27,333

 Acquisitions. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 31

 Issuance of shares. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 198 

 Repurchase of shares  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (10,527)

 Treasury shares . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . —

 Dividends declared. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . —

 Other  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .        179

 Balance, end of year  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   17,214

Retained Earnings: 

 Balance, beginning of year . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,613 

 Net income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,387 

 Dividends declared. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (338)

 Change in value of minority put arrangements and other . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .         (45)

 Balance, end of year  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     9,617

Accumulated Other Comprehensive Income (Loss): 

 Balance, beginning of year . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 945 

 Adoption of Statement of Financial Accounting Standards Statement No. 158, net of tax. . . . . . . . . . . . . . . . . . . —

 Other comprehensive income, net of income tax benefi t (expense) of $61 million, $(1) million and $(124) million  .        821

 Balance, end of year  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     1,766

Total Stockholders’ Equity  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $28,623



Both the individual account balances and total stockholders’ equity at June 30, 2008, are reported 
on the balance sheet of News Corporation.

  Accumulated other comprehensive income is not income at all, but an equity catego-
ry that summarizes the effect on equity of certain market-related gains and losses.

  Two examples of items giving rise to accumulated other comprehensive income are 
the following:

   Market fl uctuations in the value of some investment securities
   Changes in the value of assets and liabilities held by foreign subsidiaries that are 

caused by exchange rate fl uctuations
  A statement of stockholders’ equity summarizes the changes affecting all the differ-
ent categories of equity during the year.
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S L O 1   Distinguish between debt and equity fi nancing, and describe the advantages and 

 disadvantages of organizing a business as a proprietorship or a partnership.

• A lender receives a fi xed repayment amount.
• An investor receives a variable amount, depending on whether the company does well.

Proprietorship Partnership

Owned by one person Owned by two or more persons
Easy to start, easy to terminate Easy to start, easy to terminate
Unlimited liability Unlimited liability

L O 2   Describe the basic characteristics of a corporation and the nature of common 
and preferred stock.

• Preferred stock typically carries preferential claims to dividend and liquidation privileges but has no voting rights.

Features of a corporation (1) Limited liability for stockholders
(2) Easy transferability of ownership
(3) Ability to raise large amounts of capital
(4) Separate taxation
(5) Closer regulation by government (for large corporations)

Basic rights of common stockholders (1) Right to vote in corporate matters
(2) Right to maintain proportionate ownership
(3) Right to receive cash dividends
(4)  Ownership of all excess corporate assets upon liquidation 

of the corporation

S T U DY        R E V I E W
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L O 3  Account for the issuance and repurchase of common and preferred stock.

•  When a company issues stock, it debits Cash or a noncash account (Property, for example) and credits various stockhold-
ers’ equity accounts.

•  Shares typically are assigned a par value, which is usually small in relation to the market value of the shares. Amounts 
received upon issuance of shares are divided into par value and paid-in capital in excess of par.

•  A company’s own stock that is repurchased is known as treasury stock and is included in the fi nancial statements as a 
contra-stockholders’ equity account.

L O 4   Understand the factors that affect retained earnings; describe the factors determining 
whether a company can and should pay cash dividends; and account for cash dividends.

• Retained earnings are:
 • Increased by net income
 • Decreased by dividends, net losses, and some treasury stock transactions
• The important dates associated with a cash dividend are the following:
 • Date of declaration
 • Date of record
 • Payment date
•  Preferred stockholders can be granted a current and a cumulative preference for dividends over the rights of common 

stockholders.
•  The dividend payout ratio (cash dividends divided by net income) reveals the percentage of net income that is paid out as 

cash dividends.

L O 5   Describe the purpose of reporting comprehensive income in the equity section of the balance 
sheet, and prepare a statement of stockholders’ equity.

• Accumulated other comprehensive income is an equity account.
• Two examples of items giving rise to accumulated other comprehensive income are:
 • Market fl uctuations in the value of some investment securities
 • Changes in the value of assets and liabilities held by foreign subsidiaries that are caused by exchange rate changes
•  A statement of stockholders’ equity summarizes the changes affecting all the different categories of equity during 

the year.

accumulated other comprehensive 
income, 523

board of directors, 511
cash dividend, 518
common stock, 511
contributed capital, 513
convertible preferred stock, 511
corporation, 510
cumulative-dividend preference, 520
current-dividend preference, 520

date of record, 519
declaration date, 518
dividend payment date, 519
dividend payout ratio, 521
dividends, 518
dividends in arrears, 520
limited liability, 510
par value, 512
partnership, 508
preferred stock, 511

proprietorship, 508
prospectus, 511
retained earnings, 517
statement of comprehensive
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stockholders, 511
treasury stock, 514
unlimited liability, 509
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Stockholders’ Equity
Clarke Corporation was organized during 1979. At the end of 2012, the equity section of the balance sheet showed:



528 Part 3 Investing and Financing Activities528 Part 3 Investing  and Financing Activities

Contributed capital:
Preferred stock (8%, $30 par, 6,000 shares authorized, 5,000 shares issued and outstanding)  . . . . . . . . . $150,000
Common stock ($5 par, 50,000 shares authorized, 20,000 shares issued, 
 17,000 shares outstanding)  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   100,000

Paid-in capital in excess of par, common stock  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     80,000
 Total contributed capital . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $330,000
Retained earnings  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   140,000

 Total contributed capital plus retained earnings  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $470,000
Less treasury stock (3,000 shares of common stock at cost, $10 per share)  . . . . . . . . . . . . . . . . . . . . . .    (30,000)

 Total stockholders’ equity . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $440,000

During 2012, the following stockholders’ equity transactions occurred in chronological sequence:
a. Issued 800 shares of common stock at $11 per share.
b. Reissued 1,200 shares of treasury stock at $12 per share.
c. Issued 300 shares of preferred stock at $33 per share.
d. Reissued 400 shares of treasury stock at $9 per share.
e. Declared and paid a dividend large enough to meet the current-dividend preference on the preferred stock and 

to pay the common stockholders $1.50 per share.
f. Net income for 2012 was $70,000, which included $400,000 of revenues and $330,000 of expenses.
g. Closed the dividends accounts for 2012.

Required:
1. Journalize the transactions.
2. Set up T-accounts with beginning balances and post the journal entries to the T-accounts, adding any necessary 

new accounts. (Assume a beginning balance of $20,000 for the cash account.)
3. Prepare the stockholders’ equity section of the balance sheet as of December 31, 2012.

Solution
1. Journalize the Transactions

a. Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,800
 Common Stock  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,000
 Paid-In Capital in Excess of Par, Common Stock . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,800
  Issued 800 shares of common stock at $11 per share.

Cash received is $11 � 800 shares; common stock is par value times the number of shares 
($5 � 800); paid-in capital is the excess.

b. Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 14,400
 Treasury Stock  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12,000
 Paid-In Capital, Treasury Stock  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,400
  Reissued 1,200 shares of treasury stock at $12 per share.

Cash is $12 � 1,200 shares; treasury stock is the cost times the number of shares sold 
($10 � 1,200 shares); paid-in capital is the excess.

c. Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9,900
 Preferred Stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9,000
 Paid-In Capital in Excess of Par, Peferred Stock  . . . . . . . . . . . . . . . . . . . . . . . . . . . 900
  Issued 300 shares of preferred stock at $33 per share.
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Cash is $33 � 300 shares; preferred stock is par value times the number of shares issued 
($30 � 300); paid-in capital is the excess.

d. Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,600
Paid-In Capital, Treasury Stock  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 400
 Treasury Stock  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,000
  Reissued 400 shares of treasury stock at $9 per share.

Cash is $9 � 400 shares; treasury stock is the cost times the number of shares sold ($10 � 400); 
paid-in capital is decreased for the diff erence. If no Paid-In Capital, Treasury Stock balance had existed, 
Retained Earnings would have been debited.

e. Dividends, Preferred Stock. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12,720
Dividends, Common Stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 29,100
 Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 41,820
  Declared and paid cash dividend.

Calculations:

Preferred Stock Number of Shares Par-Value Amount

Original balance  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000 $150,000
Entry (c) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .    300         9,000

Total . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,300 $159,000
�      0.08

  $  12,720

Common Stock Number of Shares

Original balance (excludes treasury stock) 17,000
Entry (a) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 800
Entry (b) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,200
Entry (d) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .          400

Total . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 19,400 shares
�  $1.50

 $29,100

Total preferred stock dividend  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $12,720
Total common stock dividend . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     29,100

Total dividend  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   $41,820

f. Revenues (individual revenue accounts) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 400,000
 Expenses (individual expense accounts)   . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 330,000
 Retained Earnings  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 70,000
  To close net income to Retained Earnings.

g. Retained Earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  41,820
 Dividends, Preferred Stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12,720
 Dividends, Common Stock  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 29,100
  To close the dividends accounts for 2012.
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2. Set up T-Accounts and Post to the Accounts

Cash Preferred Stock
Paid-In Capital in Excess of Par, 

Preferred Stock

Beg. Beg. (c) 900

Bal. 20,000 (e) 41,820 Bal. 150,000 Bal. 900

(a) 8,800 (c) 9,000

(b) 14,400 Bal. 159,000

(c) 9,900

(d) 3,600

Bal. 14,880

Common Stock
Paid-In Capital in Excess 
of Par, Common Stock Treasury Stock

Beg. Beg. Beg.

Bal. 100,000 Bal. 80,000 Bal. 30,000 (b) 12,000

(a) 4,000 (a) 4,800 (d) 4,000

Bal. 104,000 Bal. 84,800 Bal. 14,000

Paid-In Capital, Treasury Stock Retained Earnings Dividends, Preferred Stock

(d) 400 (b) 2,400 Beg. (e) 12,720 (g) 12,720

Bal. 2,000 (g) 41,820 Bal. 140,000 Bal. 0

(f) 70,000

Bal. 168,180

Dividends, Common Stock Revenues Expenses

(e) 29,100 (g) 29,100 Beg. Beg.

Bal. 0 (f) 400,000 Bal. 400,000 Bal. 330,000 (f) 330,000

Bal. 0 Bal. 0

3. Prepare Stockholders’ Equity Section of the Balance Sheet

Clarke Corporation
Partial Balance Sheet
December 31, 2012

Stockholders’ Equity
Contributed capital:
Preferred stock (8%, $30 par, 6,000 shares authorized, 5,300 shares issued and outstanding). . . . . . . . . . . $159,000
Common stock ($5 par, 50,000 shares authorized, 20,800 shares issued, 19,400 outstanding). . . . . . . . . . 104,000
Common stock ($5 par, 50,000 shares authorized, 20,800 shares issued, 19,400 outstanding). . . . . . . . . . 900
Paid-in capital in excess of par, common stock  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 84,800
Paid-in capital, treasury stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .        2,000

 Total contributed capital  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $350,700
Retained earnings  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   168,180

 Total contributed capital plus retained earnings. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $518,880
Less treasury stock (1,400 shares of common stock at cost, $10 per share)  . . . . . . . . . . . . . . . . . . . . . . .    (14,000)

 Total stockholders’ equity  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $504,880
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Transaction
Common 

Stock Issued
Common Stock 

Authorized
Treasury 

Stock

Number of shares originally issued  . . . . . . . . . . . . . . . . . . . . . . . . . 20,000 50,000 3,000
Entry (a)  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 800
Entry (b)  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (1,200)
Entry (d)  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .                           (400)

 Total  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,800 50,000  1,400

  P U T  I T  O N  PA P E R

D i s c u s s i o n  Q u e s t i o n s

1. What are the primary diff erences between debt fi nanc-
ing and equity fi nancing?

2. What are the major diff erences between a partnership 
and a corporation?

3. How is a proprietorship or partnership established?
4. Does the death of a partner legally terminate a partner-

ship? If so, does it mean that the partnership must cease 
operating?

5. Are partners legally liable for the actions of other part-
ners? Explain.

6. In which type of business entity do all owners have 
limited liability?

7. In what way are corporate profi ts subject to double 
taxation?

8. How do common and preferred stock diff er?
9. What is the purpose of having a par value for stock?
10. Why would a company repurchase its own shares of 

stock that it had previously issued?
11. Is treasury stock an asset? If not, why not?
12. How is treasury stock usually accounted for?

13. In what way does the stockholders’ equity section of a 
balance sheet identify the sources of the assets?

14. What factors aff ect the Retained Earnings balance of a 
corporation?

15. Is it possible for a fi rm to have a large Retained Earn-
ings balance and no cash? Explain.

16. When is a company legally barred from paying cash 
dividends?

17. Why should a potential common stockholder care-
fully examine the dividend preferences of a company’s 
preferred stock?

18. Th e dividend payout ratio for Deedle Company is 40%. 
What does this mean?

19. What is accumulated other comprehensive income? 
Why was this concept adopted by accounting standard-
setters?

20. Give two examples of other equity items (items that by-
pass the income statement and go directly to the equity 
section of the balance sheet).

P r a c t i c e  E x e r c i s e s

Characteristics of Proprietorships and Partnerships
Which one of the following is not a usual characteristic of either a proprietorship or a 
 partnership?

a. Limited size
b. Limited life
c. Ease of formation
d. Unlimited liability

L O  1

P E  1 1 - 1
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Characteristics of Corporations
Which one of the following is not a usual characteristic of a corporation?

a. Limited liability
b. Limited life
c. Close government regulation
d. Easy transferability of ownership
e. Ability to raise large amounts of capital

Characteristics of Common Stock and Preferred Stock
Which one of the following statements is true regarding common stock and preferred stock?

a. Preferred stockholders always have the right to vote in corporate matters.
b. Common stockholders are the residual owners of the business after all other obligations 

have been paid.
c. Preferred stock is better than common stock.
d. Common stockholders receive dividends before preferred stockholders.
e. Preferred stock can never be converted into common stock.

Issuance of No-Par Common Stock
Golightly Company issued 25,000 shares of no-par common stock at $45 per share for cash. Make 
the necessary journal entry (or entries) to record this transaction.

Issuance of Common Stock for Cash
Condon Company issued 3,000 shares of $1 par-value common stock for $40 per share for cash. 
Make the necessary journal entry (or entries) to record this transaction.

Issuance of Common Stock for Other Assets
Tiff any Company issued 10,000 shares of $0.01 par-value common stock in exchange for a build-
ing. Th e market value of the stock at the date of the exchange was $40 per share. Make the neces-
sary journal entry (or entries) to record this transaction.

Accounting for Stock Repurchases
Diviney Company repurchased 1,500 shares of $1 par-value common stock for $32 per share from 
the open market. Make the necessary journal entry (or entries) to record this transaction.

Accounting for Sale of Treasury Stock at Price Higher than Cost
Refer to the data in PE 11-7. Diviney resells 400 shares of treasury stock for $40 per share. Make 
the necessary journal entry (or entries) to record this transaction.

Accounting for Sale of Treasury Stock at Price Lower than Cost
Refer to the data in PE 11-7 and 11-8. Diviney resells 300 shares of treasury stock for $28 per share. 
Make the necessary journal entry (or entries) to record this transaction.

Accounting for Sale of Treasury Stock at Price Lower than Cost
Refer to the data in PE 11-7 through 11-9. Assume the paid-in capital, treasury stock account cur-
rently has a $1,000 credit balance. Diviney resells 800 shares of treasury stock for $30 per share. 
Make the necessary journal entry (or entries) to record this transaction.

L O  2
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Dividend Declaration Accounting
Kiki Company has the following two types of stock:

1. 15,000 shares of 10% cumulative preferred stock with a $30 par value.
2. 30,000 shares of common stock with a $1 par value.

Kiki Company declared a $75,000 cash dividend. Make the necessary journal entry (or entries) 
to record this event.

Dividend Payment Accounting
Refer to the data in PE 11-11. Make the necessary journal entry (or entries) to record the payment 
of the cash dividend.

Dividend Closing Entry (or Entries)
Refer to the data in PE 11-11. Make the necessary journal entry (or entries) to close the dividend 
accounts to Retained Earnings at the end of the year.

Dividend Payout Ratio
Using the following data, compute the dividend payout ratio.

Cash dividends  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  19,000
Sales  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 512,000
Net income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 76,000

Balance Sheet Preparation
Using the following data, prepare a statement of stockholders’ equity for the company.

Paid-in capital in excess of par, common stock  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $492,000
Retained earnings  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200,000
Common stock ($1 par value, 8,400 shares issued, 8,000 outstanding) . . . . . . . . . . . . 8,000
Treasury stock (400 shares of $1 common at cost of $45)  . . . . . . . . . . . . . . . . . . . . . 18,000
Preferred stock ($20 par value, 2,500 shares issued and outstanding)  . . . . . . . . . . . . . 50,000

Statement of Comprehensive Income
Using the following items, compute Hart Company’s comprehensive income.

1. Hart’s investment in a foreign subsidiary increased by $4,000 because the euro strength-
ened relative to the U.S. dollar during the year.

2. Net income for the year was $52,000.
3. Unrealized loss on investments for the year was $11,000.
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Issuance of Stock
Brockbank Corporation was organized on July 15, 2012. Record the journal entries for Brockbank 
to account for the following:

a. Th e state authorized 30,000 shares of 7% preferred stock ($20 par) and 100,000 shares 
of no-par common stock.
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b. Brockbank gave 6,000 shares of common stock to its attorney in return for her help in 
incorporating the business. Fees for this work are normally about $18,000. (Note: Th e 
debit is to Legal Expense.)

c. Brockbank gave 15,000 shares of common stock to an individual who contributed a 
building worth $50,000.

d. Brockbank issued 5,000 shares of preferred stock at $25 per share.
e. Peter Brockbank paid $70,000 cash for 30,000 shares of common stock.
f. Another individual donated a $15,000 machine and received 4,000 shares of common 

stock.
g. Th e attorney sold all her shares to her brother-in-law for $18,000.

No-Par Stock Transactions
Harmsen Maintenance Corporation was organized in early 2012 with 60,000 shares of no-par 
common stock authorized. During 2012, the following transactions occurred:

a. Issued 31,000 shares of stock at $24 per share.
b. Issued another 3,900 shares of stock at $28 per share.
c. Issued 3,000 shares for a building appraised at $90,000.
d. Declared dividends of $1.50 per share.
e. Earned net income of $187,000 for the year, including $405,000 of revenues and 

$218,000 of expenses, and closed these accounts.
f. Closed the dividends accounts.

Given this information:
1. Journalize the transactions.
2.  Present the stockholders’ equity section of the balance sheet as it would appear on De-

cember 31, 2012.

Treasury Stock Transactions
Provide the necessary journal entries to record the following:

a. Washington Corporation was granted a charter authorizing the issuance of 200,000 
shares of $10 par-value common stock.

b. Washington issued 50,000 shares of common stock at $15 per share.
c. Washington reacquired 3,000 shares of its own stock at $19 per share, to be held in 

treasury.
d. Another 1,500 shares of stock were reacquired at $21 per share.
e. Of the shares reacquired in (c), 1,200 were reissued for $24 per share.
f. Of the shares reacquired in (d), all 1,500 were reissued for $16 per share.
g. Given the preceding transactions, what is the balance in the treasury stock account?

Stock Issuance and Cash Dividends
Lindstrom Corporation was organized in January 2012. Th e state authorized 200,000 shares of 
no-par common stock and 50,000 shares of 12%, $25 par, preferred stock. Record the following 
transactions that occurred in 2012:

a. Issued 25,000 shares of common stock at $40 per share.
b. Issued 3,000 shares of preferred stock for a building appraised at $100,000.
c. Declared a cash dividend suffi  cient to meet the current-dividend preference on preferred 

stock and pay common shareholders $4.00 per share.
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Stock Issuance, Treasury Stock, and Dividends
On January 1, 2012, Vaness Corporation was granted a charter authorizing the following capital 
stock: common stock, $5 par, 200,000 shares; preferred stock, $10 par, 7%, 50,000 shares. Record 
the following 2012 transactions:

a. Issued 95,000 shares of common stock at $22 per share.
b. Issued 18,000 shares of preferred stock at $13 per share.
c. Bought back 10,000 shares of common stock at $30 per share.
d. Reissued 1,000 shares of treasury stock at $27 per share.
e. Declared cash dividends of $27,400 to be allocated between common and preferred 

stockholders. (Th e preferred stock, which has a current-dividend preference, is noncu-
mulative.)

f. Paid dividends of $27,400.

Stock Issuance, Treasury Stock, and Dividends
On January 1, 2012, Snow Company was authorized to issue 100,000 shares of common stock, 
par value $10 per share, and 10,000 shares of 8% preferred stock, par value $20 per share. Record 
the following transactions for 2012:

a. Issued 70,000 shares of common stock at $25 per share.
b. Issued 8,000 shares of preferred stock at $30 per share.
c. Reacquired 5,000 shares of common stock at $20 per share.
d. Reissued 2,000 shares of treasury stock for $46,000.
e. Declared a cash dividend suffi  cient to meet the current-dividend preference on preferred 

stock and pay common shareholders $1 per share.

Stock Transactions and Dividends
Fowler Corporation was organized in January 2012. Th e state authorized 150,000 shares of no-par 
common stock and 50,000 shares of 12%, $8 par, preferred stock. Record the following transac-
tions that occurred in 2012:

a. Issued 28,000 shares of common stock at $32 per share.
b. Issued 15,000 shares of preferred stock for a piece of land appraised at $200,000.
c. Declared a cash dividend suffi  cient to meet the current-dividend preference on preferred 

stock and paid common shareholders $2 per share.
d. How would your answer to (c) change if the dividend declared were not suffi  cient to 

meet the current-dividend preference on preferred stock?

Dividend Calculations
On January 1, 2012, Oldroyd Corporation had 150,000 shares of common stock issued and out-
standing. During 2012, the following transactions occurred (in chronological order):

a. Oldroyd issued 25,000 new shares of common stock.
b. Th e company reacquired 10,000 shares of stock for use in its employee stock option 

plan.
c. At the end of the option period, 2,500 shares of treasury stock had been purchased by 

corporate offi  cials.

Given this information, compute the following:
1. After the foregoing three transactions have occurred, what amount of dividends must 

Oldroyd Corporation declare in order to pay 50 cents per share? To pay $ 1 per share?
2. What is the dividend per share if $251,250 is paid?
3. If 5,000 treasury shares had been purchased by corporate offi  cials through the stock op-

tion plan, what would the dividends per share have been, again assuming $251,250 in 
dividends were paid? (Round to the nearest cent.)
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Dividend Calculations
Churchill Corporation has the following stock outstanding:

Preferred stock (6%, $20 par value, 40,000 shares)  . . . . . . . . . . . . . . . . . . . . . . . . . . $800,000
Common stock ($2 par value, 400,000 shares). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 800,000

For the two independent cases that follow, compute the amount of dividends that would be paid to 
preferred and common shareholders. Assume that total dividends paid are $200,000. No dividends 
have been paid for the past three years.

Case A, Preferred is noncumulative.
Case B, Preferred is cumulative.

Stock Issuance, Treasury Stock, and Dividends
During 2012, Doxey Corporation had the following transactions and related events:

Jan. 15 Issued 6,500 shares of common stock at par ($16 per share), bringing the total 
number of shares outstanding to 121,300.

Feb. 6 Declared a 50-cent-per-share dividend on common stock for stockholders of re-
cord on March 6.

Mar. 6 Date of record.
8 Pedro Garcia, a prominent banker, purchased 20,000 shares of Doxey common 

stock from the company for $346,000.
Apr. 6 Paid dividends declared on February 6.
June 19 Reacquired 800 shares of common stock as treasury stock at a total cost of $9,350.
Sept. 6 Declared dividends of 55 cents per share to be paid to common stockholders of 

record on October 15, 2012.
Oct. 6 Th e Dow Jones Industrial Average plummeted 300 points, and Doxey’s stock price 

fell $3 per share.
15 Date of record.

Nov. 16 Paid dividends declared on September 6.
Dec. 15 Declared and paid a 6% cash dividend on 18,000 outstanding shares of preferred 

stock (par value $32).

Given this information:
1. Prepare the journal entries for these transactions.
2. What is the total amount of dividends paid to common and preferred stockholders dur-

ing 2012?

Dividend Payout Ratio
Th e following numbers are for three diff erent companies:

Iris Orchid Columbine

Total assets  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $3,100 $3,500 $2,900
Cash dividends  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30 200 340
Total liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,600 1,600 2,000
Net income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 310 420 460

For each company, compute the dividend payout ratio.
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Analysis of Stockholders’ Equity
Th e stockholders’ equity section of Kay Corporation at the end of the current year showed:

Preferred stock (6%, $40 par, 10,000 shares authorized, 
 6,000 shares issued and outstanding) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $      ?      
Common stock ($6 par, 80,000 shares authorized, 
 53,000 issued, 52,650 shares outstanding)  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 318,000
Paid-in capital in excess of par, preferred stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . ?
Paid-in capital in excess of par, common stock  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 129,000
Retained earnings  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 86,000
Less treasury stock (350 shares at cost)  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (2,000)
Total stockholders’ equity. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $      ?      

1. What is the dollar amount to be reported for preferred stock?
2. What is the average price for which common stock was issued? (Round to the nearest cent.)
3. If preferred stock was issued at an average price of $43 per share, what amount should 

appear in the paid-in capital in excess of par, preferred stock account?
4. What is the average cost per share of treasury stock? (Round to the nearest cent.)
5. Assuming that the preferred stock was issued for an average price of $43 per share, what 

is total stockholders’ equity?
6. If net income for the year were $67,000 and if only dividends on preferred stock were 

paid, by how much would retained earnings increase?

Preparing the Stockholders’ Equity Section
Th e following account balances, before any closing entries, appear on the books of Spring Com-
pany as of December 31, 2012:

Retained Earnings (balance at January 1, 2012)  . . . . . . . . . . . . . . . . . . . . . . . . . . . . $   350,000
Dividends, Preferred Stock. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 25,000
Dividends, Common Stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000
Common Stock ($1 par, 100,000 shares authorized, 
 70,000 issued and outstanding)  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 70,000
Paid-In Capital in Excess of Par, Common Stock  . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,330,000
Preferred Stock (8%, $50 par, 50,000 shares authorized, 
 5,000 issued and outstanding)  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 250,000
Paid-In Capital in Excess of Par, Preferred Stock  . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000

Based on these account balances, and assuming net income for 2012 of $125,000, prepare the 
stockholders’ equity section of the December 31, 2012, balance sheet for Spring Company.

Comprehensive Income
Th e following information relates to Larkin Company:

a. Larkin Company’s net income for the year was $50,000.
b. Larkin Company has an investment portfolio for long-term investment purposes. Th at 

portfolio decreased in value by $5,000 during the year.
c. Larkin Company has several foreign subsidiaries. Th e currencies in the countries where 

those subsidiaries are located increased in value (relative to the U.S. dollar) during the 
year. Accordingly, the computed value of the equity of those subsidiaries, in U.S. dollars, 
increased by $10,000.

Compute Larkin’s comprehensive income for the year.
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Other Equity Items
Red Rider Company has the following stockholders’ equity section on its balance sheet as of De-
cember 31, 2012 and 2011.

Red Rider Company
(in millions)

2012 2011

Stockholders’ Equity
Contributed capital:
Preferred stock  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $    2.0 $  2.0
Common stock  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 32.0 32.0
Paid-in capital—various . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12.4 11.2
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     24.5   24.6

 Total retained earnings and contributed capital . . . . . . . . . . . . . . . . . . . . . . $  70.9 $69.8
Accumulated foreign currency translation adjustments  . . . . . . . . . . . . . . . . . . 5.2 4.5
Net unrealized gains on investments in certain debt and equity securities . . . . .     25.6   20.0
 Total stockholders’ equity  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $101.7 $94.3

Based on this stockholders’ equity section, answer the following questions:
1. At the end of 2012, what was the total amount of equity fi nancing provided by Red 

Rider’s investors?
2. At the end of 2012, how much of Red Rider’s earnings had not been distributed to 

investors?
3. What is the total amount of “other equity items’’ contained in the 2012 stockholders’ 

equity section?
4. What contributed most to the increased equity from 2011 to 2012?
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Stock Transactions and Analysis
Th e following selected items and amounts were taken from the balance sheet of Quale Company 
as of December 31, 2012:

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  93,000
Property, plant, and equipment. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 850,000
Accumulated depreciation  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150,000
Liabilities  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000
Preferred stock (7%, $100 par, noncumulative, 10,000 shares 
 authorized, 5,000 shares issued and outstanding)  . . . . . . . . . . . . . . . . . . . . . . . . . . . 500,000
Common stock ($10 par, 100,000 shares authorized, 
 80,000 shares issued and outstanding) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 800,000
Paid-in capital in excess of par, preferred stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,000
Paid-in capital in excess of par, common stock  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 125,000
Paid-in capital, treasury stock. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,000
Retained earnings  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 310,000

Required:
For each of parts (1) to (5), (a) prepare the necessary journal entry (or entries) to record each trans-
action, and (b) calculate the amount that would appear on the December 31, 2012, balance sheet 
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as a consequence of this transaction only for the account given. (Note: In your answer to each part 
of this problem, consider this to be the only transaction that took place during 2012.)

1. Quale issued 200 shares of common stock in exchange for cash of $4,000.
  a. Entry
  b. Paid-in Capital in Excess of Par, Common Stock

2. Quale issued 200 shares of preferred stock at a price of $102 per share.
  a. Entry
  b. Paid-in Capital in Excess of Par, Preferred Stock

3. Quale issued 500 shares of common stock in exchange for a building. Th e common 
stock is not actively traded, but the building was recently appraised at $11,000.

  a. Entry
  b. Property, Plant, and Equipment

4. Quale reacquired 1,000 shares of common stock from a stockholder for $23,000 and 
subsequently reissued the shares to a diff erent investor for $21,500. (Note: Make two 
entries.)

  a. Entries
  b. Paid-In Capital, Treasury Stock

5. Th e board of directors declared dividends of $75,000. Th is amount includes the current-
year dividend preference on preferred stock, with the remainder to be paid to common 
shareholders.

  a. Entry
  b. Retained Earnings

Stock Transactions and the Stockholders’ Equity Section
Th e following is Saratoga Springs Company’s stockholders’ equity section of the balance sheet on 
December 31, 2011:

Preferred stock (7%, $50 par, noncumulative, 22,000 shares authorized, 
 9,000 shares issued and outstanding) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $450,000
Common stock ($8 par, 110,000 shares authorized, 94,000 shares issued 
 and outstanding)  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 752,000
Paid-in capital in excess of par, preferred stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 125,000
Paid-in capital in excess of par, common stock  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 326,000
Retained earnings  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 540,000

Required:
1. Journalize the following 2012 transactions:

  a. Issued 3,000 preferred shares at $62 per share.
  b. Reacquired 2,500 common shares for the treasury at $17 per share.
  c.  Declared and paid a $l.50-per-share dividend on common stock in addition to paying 

the required preferred dividends. (Note: Debit Retained Earnings directly.)
  d. Reissued 900 treasury shares at $20 per share.
  e. Reissued the remaining treasury shares at $16 per share.
  f.  Earnings for the year were $83,000, including $350,000 of revenues and $267,000 of 

expenses.
2. Prepare the stockholders’ equity section of the balance sheet for the company at Decem-

ber 31, 2012.

Recording Stockholders’ Equity Transactions
Zina Corporation was organized during 2011. At the end of 2011, the stockholders’ equity section 
of the balance sheet appeared as follows:
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Contributed capital:
Preferred stock (10%, $30 par, 15,000 shares authorized, 

10,000 shares issued and outstanding) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $   300,000
Common stock ($25 par, 50,000 shares authorized, 

25,000 issued, 20,000 outstanding). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 500,000
Paid-in capital in excess of par, preferred stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . .        40,000
 Total contributed capital . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $   840,000
Retained earnings  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .      250,000
 Total contributed capital plus retained earnings  . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,090,000
Less treasury stock (5,000 shares at cost of $20 per share) . . . . . . . . . . . . . . . . . . .       (100,000)
 Total stockholders’ equity . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $   990,000

During 2012, the following transactions occurred in the order given:
a. Issued 5,000 shares of common stock at $30 per share.
b. Reissued 2,000 shares of treasury stock at $21 per share.
c. Reissued 750 shares of treasury stock at $15 per share.

Required:
Record the transactions.

Stock Transactions and Stockholders’ Equity Section
Th e balance sheet for Lakeland Corporation as of December 31, 2011, is as follows:

Assets  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $750,000

Liabilities  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $410,000

Stockholders’ equity:
Preferred stock, convertible (5%, $20 par)  . . . . . . . . . . . . . . . . . . . . . $  50,000
Common stock ($10 par) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150,000
Paid-in capital in excess of par, common stock  . . . . . . . . . . . . . . . . . . 30,000
Retained earnings  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   116,000
 Total contributed capital plus retained earnings $346,000
Less treasury stock, common (500 shares at cost)  . . . . . . . . . . . . . . .      (6,000)   340,000
 Total liabilities and stockholders’ equity  . . . . . . . . . . . . . . . . . . . . . . $750,000

During 2012, the following transactions were completed in the order given:
a. Lakeland reacquired 750 shares of outstanding common stock at $7 per share.
b. Lakeland reacquired 150 shares of common stock in settlement of an account receivable 

of $1,500.
c. Semiannual cash dividends of 75 cents per share on common stock and 50 cents per 

share on preferred stock were declared and paid.
d. Each share of preferred stock is convertible into three shares of common stock. Five 

hundred shares of preferred stock were converted into common stock. (Hint: Shares are 
converted at par values, and any excess reduces Retained Earnings.)

e. Th e 900 shares of common treasury stock acquired during 2012 were sold at $13. Th e re-
maining treasury shares were exchanged for a machine with a fair market value of $6,300.

f. Th e company issued 3,000 shares of common stock in exchange for land appraised at 
$39,000.

g. Semiannual cash dividends of 75 cents per share on common stock and 50 cents per 
share on preferred stock were declared and paid.

h. Closed net income of $35,000 to Retained Earnings, which included $135,000 of rev-
enues and $100,000 of expenses.

i. Closed dividends accounts to Retained Earnings.
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Required:
1. Give the necessary journal entries to record the transactions listed.
2. Prepare the stockholders’ equity section of the balance sheet as of December 31, 2012.

Stockholders’ Equity, Dividends, and Treasury Stock
Th e stockholders’ equity section of Nielsen Corporation’s December 31, 2011, balance sheet is as 
follows:

Stockholders’ Equity
Contributed capital:
Preferred stock (10%, $50 par, 10,000 shares authorized, 
 1,000 shares issued and outstanding) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  50,000
Common stock ($15 par, 100,000 shares authorized, 
 5,000 shares issued and outstanding) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 75,000
Paid-in capital in excess of par, preferred stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000
Paid-in capital in excess of par, common stock  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     25,000
 Total contributed capital . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $152,000
Retained earnings  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   102,000
 Total stockholders’ equity . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $254,000

During 2012, Nielsen Corporation had the following transactions aff ecting stockholders’ equity:

Jan. 20  Paid a cash dividend of $2 per share on common stock. Th e dividend was declared 
on December 15, 2011.

Aug. 15 Reacquired 1,000 shares of common stock at $20 per share.
Sept. 30 Reissued 500 shares of treasury stock at $21 per share.
Oct. 15 Declared and paid cash dividends of $3 per share on the common stock.
Nov. 1 Reissued 200 shares of treasury stock at $18 per share.
Dec. 15 Declared and paid the 10% preferred cash dividend.
 31  Closed net income of $40,000 to Retained Earnings. (Revenues were $260,000; ex-

penses were $220,000.) Also closed the dividends accounts to Retained Earnings.

Required:
1. Journalize the transactions.
2. Prepare the stockholders’ equity section of Nielsen December 31, 2012, balance sheet.
3.  Interpretive Question: What is the eff ect on earnings per share when a company pur-

chases treasury stock?

Dividend Calculations
Snowy Peaks Corporation was organized in January 2009 and issued shares of preferred and com-
mon stock as shown. As of December 31, 2012, there have been no changes in outstanding stock.

Preferred stock (10%, $15 par, 10,000 shares issued and outstanding)  . . . . . . . . . . . . $150,000
Common stock ($20 par, 15,000 shares issued and outstanding). . . . . . . . . . . . . . . . . 300,000

Required:
For each of the following independent situations, compute the amount of dividends that would be 
paid for each class of stock in 2011 and 2012. Assume that total dividends of $8,000 and $92,000 
are paid in 2011 and 2012, respectively.
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1. Preferred stock is noncumulative.
2. Preferred stock is cumulative, and no dividends are in arrears in 2011.
3. Preferred stock is cumulative, and no dividends have been paid during 2009 and 2010.

Dividend Calculations
Lowe Corporation had authorization for 80,000 shares of 8% preferred stock, par value $20 per 
share, and 24,000 shares of common stock, par value $120 per share, all of which are issued and 
outstanding. During the years beginning in 2011, Lowe maintained a policy of paying out 50% of 
net income in cash dividends. One-half the net income for the three years beginning in 2011 was 
$50,000, $280,000, and $340,000. Th ere are no dividends in arrears for years prior to 2011.

Required:
Compute the amount of dividends paid to each class of stock for each year under the following 
separate cases:

1. Preferred stock is noncumulative.
2. Preferred stock is cumulative.
3.  Interpretive Question: Why is it important that a common stockholder know about the 

dividend privileges of the preferred stock?

Dividend Transactions and Calculations
As of December 31, 2011, Nibley Corporation has 300,000 shares of $10 par-value common stock 
authorized, with 200,000 of these shares issued and outstanding.

Required:
1. Prepare journal entries to record the following 2012 transactions:

Jan. 1  Received authorization for 150,000 shares of 7%, cumulative preferred stock with a 
par value of $25.

 2 Issued 25,000 shares of the preferred stock at $35 per share.
June 1 Reacquired 30% of the common stock outstanding for $40 per share.
 2 Declared a cash dividend of $65,000. Th e date of record is June 15.
 30 Paid the previously declared cash dividend of $65,000.

2. Determine the proper allocation to preferred and common stockholders of a $150,000 
cash dividend declared on December 31, 2012. (Th is dividend is in addition to the June 
2 dividend.)

3.  Interpretive Question: Why didn’t the preferred stockholders receive their current-
 dividend preference of $43,750 in part (2)?

Dividend Payout Ratio
Th e following numbers are for three diff erent companies:

Ault Mt. Airy Red River

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $    750 $     500 $  1,000
Retained earnings  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,000 250 4,100
Cash dividends  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150 10 600
Paid-in capital  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,500 4,000 2,500
Total liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 800 900 700
Sales  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,000 11,000 10,000
Net income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 700 200 900

L O  4

P  1 1 - 3 8

L O  3

L O  4

P  1 1 - 3 9

L O  4

P  1 1 - 4 0



 Financing: Equity Chapter 11 543

Required:
1. For each company, compute the dividend payout ratio.
2.  Interpretive Question: Which of the three companies is most likely to be a high-growth 

Internet company? Which is most likely to be an old, stable company? Explain.

Preparing the Stockholders’ Equity Section and Recording Dividends
In 2010, Lee Ann Adams and some college friends organized Th e Candy Jar, a gourmet candy com-
pany. In 2010, Th e Candy Jar issued 150,000 of the 300,000 authorized shares of common stock, 
par value $15, for $3,000,000 and all the 50,000 authorized shares of 10%, $20 par, cumulative 
preferred stock for $1,100,000. Combined earnings for 2010, 2011, 2012, and 2013 amounted to 
$1,250,000. Dividends paid in the four years were as follows: 2010—$100,000; 2011—$300,000; 
2012—$0; 2013—$150,000.

Required:
1. Prepare the stockholders’ equity section of the balance sheet as of December 31, 2013, 

for Th e Candy Jar.
2. Prepare the journal entry that would be necessary to record the dividends paid in 2013.

Stockholders’ Equity Calculations
A computer virus destroyed important fi nancial information pertaining to Paseo Company’s stock-
holders’ equity section. Your expertise is needed to compute the missing account balances. Th e only 
information you can recover from the computer’s backup system is as follows:

December 31, 
2011

December 31, 
2012

Preferred stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  3,000 $ 3,000
Common stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,000       ?     
Paid-in capital in excess of par, preferred stock . . . . . . . . . . . 1,500 1,500
Paid-in capital in excess of par, common stock  . . . . . . . . . . . 12,000       ?     
Paid-in capital, treasury stock. . . . . . . . . . . . . . . . . . . . . . . . 0       ?     
Retained earnings  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 18,200 7,400
Treasury stock  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0 (7,000)
Total stockholders’ equity. . . . . . . . . . . . . . . . . . . . . . . . . . . 42,700       ?     

a. During 2012, 7,000 shares of common stock with a par value of $1 were issued when 
the market price per share was $12.

b. Cash dividends of $25,000 were paid to preferred shareholders.
c. Paseo Company acquired 3,000 shares of common stock at $14 to hold as treasury 

stock.
d. Paseo Company reissued 2,500 shares of treasury stock for $16.

Required:
1. Calculate the account balances for the following accounts:
 a. Common Stock
 b. Paid-In Capital in Excess of Par, Common Stock
 c. Paid-In Capital, Treasury Stock
 d. Stockholders’ Equity
2. How much net income did Paseo Company report for 2012?
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Stock Calculations and the Stockholders’ Equity Section
Th e following account balances appear on the books of World Corporation as of December 31, 
2012:

Preferred stock (5%, $50 par, 70,000 shares authorized, 
 50,000 shares issued and outstanding) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $2,500,000
Common stock ($1 par, 500,000 shares authorized, 
 300,000 shares issued and outstanding) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 300,000
Paid-in capital in excess of par, preferred stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150,000
Paid-in capital in excess of par, common stock  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,500,000
Net income for 2012. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 250,000
Dividends paid during 2012 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150,000
Retained earnings, January 1, 2012 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,360,000

Required:
1. If the preferred stock is selling at $55 per share, what is the maximum amount of cash 

that World Corporation can obtain by issuing additional preferred stock given the pres-
ent number of authorized shares?

2. If common stock is selling for $10 per share, what is the maximum amount of cash that 
can be obtained by issuing additional common stock given the present number of autho-
rized shares?

3. Given the account balances at December 31, 2012, and ignoring parts (1) and (2), pre-
pare, in good form, the stockholders’ equity section of the balance sheet.

Unifying Concepts: Stock Transactions and the Stockholders’ Equity Section
Richard Corporation was founded on January 1, 2012, and entered into the following stock trans-
actions during 2012:

a. Received authorization for 100,000 shares of $20 par-value common stock, 50,000 
shares of 6% preferred stock with a par value of $5, and 50,000 shares of no-par com-
mon stock.

b. Issued 25,000 shares of the $20 par-value common stock at $24 per share.
c. Issued 10,000 shares of the preferred stock at $8 per share.
d. Issued 5,000 shares of the no-par common stock at $22 per share.
e. Reacquired 1,000 shares of the $20 par-value common stock at $25 per share.
f. Reacquired 500 shares of the no-par common stock at $20 per share.
g. Reissued 250 of the 1,000 reacquired shares of $20 par-value common stock at $23 per 

share.
h. Reissued all the 500 reacquired shares of no-par common stock at $23 per share.
i. Closed the $14,000 net income to Retained Earnings. Revenues and expenses for the 

year were $90,000 and $76,000, respectively.

Required:
1. Prepare journal entries to record the 2012 transactions in Richard Corporation’s books.
2. Prepare the stockholders’ equity section of Richard Corporation’s balance sheet at De-

cember 31, 2012. Assume that the transactions represent all the events involving equity 
accounts during 2012.
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Unifying Concepts: Stock Transactions, the Stockholders’ Equity Section, and the State-
ment of Stockholders’ Equity
Th e condensed balance sheet of JCB Corporation at December 31, 2011, is shown below.

JCB Corporation
Balance Sheet

December 31, 2011

Assets
Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $   550,000
All other assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .      828,000

$1,378,000

Liabilities and Stockholders’ Equity
Current liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $   145,000
Long-term liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .      220,000

$   365,000
Contributed capital:
Common stock ($10 par, 150,000 shares authorized, 
 70,000 shares outstanding)  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $   700,000
Paid-in capital in excess of par, common stock  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 140,000
Retained earnings  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .      173,000

$1,013,000

$1,378,000

During 2012, the following transactions aff ected stockholders’ equity:

Feb. 15 Purchased 6,000 shares of JCB outstanding common stock at $18 per share.
May 21 Sold 3,500 of the shares purchased on February 15 at $21 per share.
Sept. 15 Issued 12,000 shares of previously unissued common stock at $22 per share.
Dec. 21 Sold the remaining 2,500 shares of treasury stock at $23 per share.
 31  Closed net income of $91,600 to Retained Earnings. Revenues were $291,000; 

 expenses were $200,000.

Required:
1. Prepare the journal entries to record the 2012 transactions.
2. Prepare the stockholders’ equity section of the balance sheet at December 31, 2012.
3. Prepare a statement of stockholders’ equity for the year ended December 31, 2012.

Unifying Concepts: Stockholders’ Equity
Icon Corporation was organized during 2010. At the end of 2011, the equity section of its balance 
sheet appeared as follows:

Contributed capital:
Preferred stock (6%, $20 par, 10,000 shares authorized, 
 5,000 shares issued and outstanding) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $100,000
Common stock ($10 par, 50,000 shares authorized, 
 11,000 shares issued, 10,000 outstanding)  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 110,000
Paid-in capital in excess of par, preferred stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     20,000

 Total contributed capital . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $230,000
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Retained earnings  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   100,000

 Total contributed capital plus retained earnings  . . . . . . . . . . . . . . . . . . . . . . . . . . . . $330,000
Less treasury stock (1,000 shares of common at cost)  . . . . . . . . . . . . . . . . . . . . . . . .    (12,000)

 Total stockholders’ equity . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $318,000

During 2012, the following stockholders’ equity transactions occurred (in chronological  sequence):
a. Issued 500 shares of common stock at $13 per share.
b. Reissued 500 shares of treasury stock at $13 per share.
c. Issued 1,000 shares of preferred stock at $25 per share.
d. Reissued 500 shares of treasury stock at $10 per share.
e. Declared a dividend large enough to meet the current-dividend preference of the pre-

ferred stock and to pay the common stockholders $2 per share. Dividends are recorded 
directly in the retained earnings account.

f. Closed net income of $65,000 to Retained Earnings. Revenues were $400,000; expenses 
were $335,000.

Required:
1. Journalize the transactions.
2. Prepare the stockholders’ equity section of the balance sheet at December 31, 2012.

Comprehensive Income
Th e following information relates to Loveland Company:

Sales  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $600,000
Cost of goods sold  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 300,000
Other operating expenses  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000
Interest expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,000
Income tax expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 70,000

In addition, the following events occurred during the year:
a. Loveland has an investment portfolio for long-term investment purposes. Th at portfolio 

decreased in value by $70,000 during the year.
b. Loveland owns a substantial amount of land. During the year, the land increased in value 

by $160,000.
c. Loveland has several foreign subsidiaries. Th e currencies in the countries where those 

subsidiaries are located declined in value (relative to the U.S. dollar) during the year. 
Accordingly, the computed value of the equity of those subsidiaries, in U.S. dollars, 
decreased by $60,000.

Required:
1. Compute Loveland’s comprehensive income for the year.
2.  Interpretive Question: Is comprehensive income a good measure of the change in a 

company’s value during the year?

Stockholders’ Equity Section with Selected “Other Information”
Th e stockholders’ equity section of Glory Company’s balance sheet was as follows as of December 
31, 2012, and December 31, 2011:
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Glory Company
Stockholders’ Equity Sections of Balance Sheet

December 31, 2012 and 2011
(in millions)

2012 2011

Preferred stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  21.4 $  21.4
Common stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 48.4 43.2
Paid-in capital, various types  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 22.6 15.3
Retained earnings  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     51.8     41.2

 Total contributed capital plus retained earnings  . . . . . . . . . . . . . . . . . . . . . $144.2 $121.1
Accumulated foreign currency translation adjustments . . . . . . . . . . . . . . . . . . 21.4 57.3
Net unrealized gains (losses) on investments in certain 
 debt and equity securities. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .        (46.4)      (8.8)

Total stockholders’ equity. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $119.2 $169.6

Required:
Based on the stockholders’ equity section for Glory, answer the following questions:

1. Do you believe Glory made a profi t during the year 2012? Assuming that only net 
income and dividends changed the Retained Earnings balance from 2011 to 2012, by 
how much did net income exceed dividends?

2. What was the total amount of money raised during 2012 from the selling of stock? (As-
sume that only the selling of stock aff ected the contributed capital accounts.)

3. Did the market value of Glory’s securities that aff ect the equity section increase or 
decrease in 2012? By how much?

4.  Interpretive Question: Th e board of directors believes it should fi re the current manage-
ment of the company because total stockholders’ equity decreased substantially. Do you 
agree? Why or why not?

A n a l y t i c a l  A s s i g n m e n t s

Preparing New Forecasts
Th is spreadsheet assignment is a continuation of the spreadsheet assignments given in earlier chap-
ters. If you completed those spreadsheets, you have a head start on this one.

1. Handyman wishes to prepare a forecasted balance sheet and income statement for 2013. 
Use the original fi nancial statement numbers for 2012 [given in part (1) of the Cumula-
tive Spreadsheet Project assignment in Chapter 2] as the basis for the forecast, along with 
the following additional information:

 a. Sales in 2013 are expected to increase by 40% over 2012 sales of $700.
 b. Cash will increase at the same rate as sales.
 c.  Th e forecasted amount of accounts receivable in 2013 is determined using the fore-

casted value for the average collection period. For simplicity, do the computations 
using the end-of-period accounts receivable balance instead of the average balance. 
Th e average collection period for 2013 is expected to be 14.08 days.

 d.  Th e forecasted amount of inventory in 2013 is determined using the forecasted 
value for the number of days’ sales in inventory (computed using the end-of-period 
inventory balance). Th e number of days’ sales in inventory for 2013 is expected to 
be 107.6 days.
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 e.  Th e forecasted amount of accounts payable in 2013 is determined using the forecast-
ed value for the number of days’ purchases in accounts payable (computed using the 
end-of-period accounts payable balance). Th e number of days’ purchases in accounts 
payable for 2013 is expected to be 48.34 days.

 f.  Th e $160 in operating expenses reported in 2012 breaks down as follows: $5 depre-
ciation expense, $155 other operating expenses.

 g.  New long-term debt will be acquired (or repaid) in an amount suffi  cient to make Handy-
man’s debt ratio (total liabilities divided by total assets) in 2013 exactly equal to 0.80.

 h. No cash dividends will be paid in 2013.
 i.  New short-term loans payable will be acquired in an amount suffi  cient to make 

Handyman’s current ratio in 2013 exactly equal to 2.0.
 j.  Th e forecasted amount of property, plant, and equipment (PP&E) in 2013 is de-

termined using the forecasted value for the fi xed asset turnover ratio. For simplicity, 
compute the fi xed asset turnover ratio using the end-of-period gross PP&E balance. 
Th e fi xed asset turnover ratio for 2013 is expected to be 3.518 times.

 k.  In computing depreciation expense for 2013, use straight-line depreciation and as-
sume a 30-year useful life with no residual value. Gross PP&E acquired during the 
year is depreciated for only half the year. In other words, depreciation expense for 
2013 is the sum of two parts: (1) a full year of depreciation on the beginning bal-
ance in PP&E, assuming a 30-year life and no residual value, and (2) a half-year of 
depreciation on any new PP&E acquired during the year, based on the change in the 
gross PP&E balance.

 l.  Assume an interest rate on short-term loans payable of 6.0% and on long-term debt 
of 8.0%. Only a half-year’s interest is charged on loans taken out during the year.

    For example, if short-term loans payable at the end of 2013 are $15 and given that 
short-term loans payable at the end of 2012 were $10, total short-term interest 
expense for 2013 would be $0.75 [($10 � 0.06) + ($5 � 0.06 � ½)].

Note: Th ese statements were constructed as part of the spreadsheet assignment in Chapter 10; you 
can use that spreadsheet as a starting point if you have completed that assignment.

For this exercise, add the following additional assumptions:
• In addition to preparing forecasted fi nancial statements for 2013, Handyman also wishes 

to prepare forecasted fi nancial statements for 2014. All assumptions applicable to 2013 
are also assumed to be applicable to 2014. Sales in 2014 are expected to be 40% higher 
than sales in 2013.

Clearly state any additional assumptions that you make.

2. For each forecasted year, 2013 and 2014, state whether Handyman is expected to issue 
new shares of stock or to repurchase shares of stock.

3. Repeat (2), with the following changes in assumptions:
 a. Th e debt ratio in 2013 and 2014 is exactly equal to 0.70.
 b. Th e debt ratio in 2013 and 2014 is exactly equal to 0.95.
4. Comment on how it is possible for a company to have negative paid-in capital.

Does Stockholders’ Equity Tell the Real Story?
Last year, Shades International (a hypothetical company) invented the famous Eclipse Sunglasses 
that are widely popular around the world and especially in Japan and the Far East. Citizens of 
these countries love the new age sunglasses and are buying them as fast as they can. Shades owns 
the patent but contracts out to other companies to manufacture the glasses. Shades also leases its 
research and development facility, the only building it occupies. Royalties from the glasses exceeded 
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$10 million last year and are expected to increase dramatically this year. Selected data (in millions 
of dollars) from Shades’ fi nancial statements are as follows:

Patent  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 0.3
Other assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0.9
Total liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4.5
Total stockholders’ equity. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (3.3)

In the next two months, Shades will be off ering stock for sale to the public. Your friend is encourag-
ing you to buy some of the stock. You are leery about the negative stockholders’ equity balance. Is 
Shades worth even considering as a possible investment?

To Pay or Not To Pay Dividends
Assume Lenny Company manufactures specialized computer peripheral parts like speakers and 
modems. It is a new company that has been in operation for just two years. During those two years, 
Lenny’s stock price has increased over 400%. Lenny does not pay dividends nor does the company 
plan to do so in the future. However, the company’s stock seems to be heavily traded. Why do you 
think there is so much interest in buying Lenny’s stock if stockholders do not receive dividends?

You Decide: Should partners of a business be held personally liable for the debts of the 
business, or should their business activities and debts be kept separate from their per-
sonal activities?
John and Jeff  formed a partnership and started selling cookies based on a secret recipe they created. 
After one year of strong sales, Jeff  left the company with $30,000 cash and was never heard of again. 
Now, the creditors are requesting payment from John to satisfy a loan Jeff  signed. If John can’t make 
the payments from what is left in the business, who will the bank look to for payment?

You Decide: Should companies be required to pay cash dividends on their stock to share-
holders, or should it be left up to the companies’ discretion whether they pay dividends or 
reinvest those funds back in the company?
Your father asked you why his investment in a publicly traded stock is not paying him any divi-
dends. He said, “As far as I know, they never have. I invested in the company to get something back 
and so far, I haven’t received anything. Shouldn’t the company be looking after its shareholders?” 
Should all companies be required to pay dividends?

Wal-Mart
Wal-Mart’s stockholders’ equity statements provide details of equity transactions of the company 
during the 2009 fi scal year. Locate the statements in the 2009 Form 10-K for Wal-Mart (Appendix A) 
and consider the following questions:

1. What was the major reason that stockholders’ equity increased for the year?
2. How much did common stockholders receive in dividends during the year?
3. Did Wal-Mart issue more shares than it repurchased during the year or vice versa? How 

can you tell?

Union Pacifi c Corporation
Union Pacifi c’s statement of shareholders’ equity for the year 2008 is reproduced on the next page.
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Millions of Dollars 
Thousands of Shares

Common 
Shares

Treasury 
Shares

Common
Shares

Paid-in-
Surplus

Retained
Earnings

Treasury 
Stock

Accumulated 
Other Comprehensive 

Income/(Loss) 
(note 8) Total

Balance at January 1, 2006 275,799 (9,164) $    689 $3,915 $   9,932 $    (599) (230) $13,707

Comprehensive income:
Net income – – 1,606 – – 1,606
Other comp. income – – – – 167 167

Total comp. income (note 8) – – 1,606 – 167 1,773

FAS 158 adoption (note 4) – – – (79) (79)
Conversion, stock option exercises, forfeitures, and other 163 3,374 1 28 – 205 – 234
Cash dividends declared ($1.20 per share) – – – – (323) – – (323)

Balance at December 31, 2006 275,962 (5,790) $    690 $3,943 $  11,215 $    (394) (142) $15,312

Cumulative effect of adoption of FIN 48 (note 6) – – – – (7) – – (7)

Balance at January 1, 2007 275,962 (5,790) $    690 $3,943 $  11,208 $    (394) (142) $15,305

Comprehensive income:
Net income – – 1,855 – – 1,855
Other comp. income – – – – 68 68

Total comp. income (note 8) – – 1,855 – 68 1,923

Conversion, stock option exercises, forfeitures, and other 200 3,122 – (17) – 227 – 210
Share repurchases (note 16) – (12,624) – – – (1,457) – (1,457)
Cash dividends declared ($1.49 per share) – – – – (396) – – (396)

Balance at December 31, 2007 276,162 (15,292) $    690 $3,926 $  12,667 $ (1,624) (74) $15,585

Comprehensive income: – – – – – –
Net income – – 2,338 – – 2,338
Other comp. income/(loss) – – – – (630) (630)

Total comp. income (note 8) 2,338 (630) 1,708

Conversion, stock option exercises, forfeitures, and other 452 3,210 1 23 – 158 – 182
Share repurchases (note 16) (22,176) – – – – (1,527) – (1,527)
Common stock dividend (note 2) 276,162 (15,292) 691 – (691) – – –
Cash dividends declared ($0.98 per share) – – – – (501) – – (501)

Balance at December 31, 2008 552,776 (49,550) $1,382 $3,949 $13,813 $(2,993) $(704) $15,447
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1. Based on the dividends paid during 2008, how many shares of stock were outstanding 
when the dividends were paid?

2. Why isn’t the number of shares receiving dividends exactly the same as the number of 
shares outstanding on December 31 as indicated in the statement?

3. Compute Union Pacifi c’s dividend payout ratio for each year. Has that number increased 
or decreased over time?

Marks and Spencer
Th e shareholders’ equity section of the balance sheet of Marks and Spencer, a retail company based 
in the United Kingdom, is reproduced below. Review this information and answer the questions 
below.

2008

£m

Equity  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 
Called-up share capital-equity . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 394.4
Share premium account . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 236.2
Capital redemption reserve  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,202.6
Hedging reserve  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 62.6
Other reserve  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (6,542.2)
Retained earnings  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  5,728.1

Total shareholders’ equity. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  2,081.7

1. What do you think the term “called-up share capital-equity” means?
2. What do you think the term “share premium account” means?

Buying Your Own Shares Back
You are the chief fi nancial offi  cer for Esoteric, Inc., a company whose stock is publicly traded. 
Th e stock market has recently experienced an overall downturn, and the price of your company’s 
stock has decreased by about 15%. Th is signifi cantly aff ects the compensation of the executives of 
your company, as their bonuses are based on the company’s stock price. Th e bonus plan rewards 
company executives who take actions to increase the value of the company to shareholders. Th e 
reasoning is that if management increases the value of the company to shareholders, management 
should be rewarded.

As you consider ways to increase the value of the company when the market itself is slump-
ing, the following idea pops into your head: We will buy back our own stock. Th at will cause the 
remaining outstanding stock to increase in value, which is good for those individuals holding that 
stock. And it will also result in you and the other corporate executives receiving sizable bonuses.

Do you think this plan of action to increase stock price was what the designers of the compen-
sation plan had in mind when they linked executive bonuses to company stock price? Does buying 
back the company’s own stock add value to the company as a whole? Should the compensation plan 
prohibit activities like buying stock back? Consider these issues and be prepared to discuss them.
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After studying this chapter, you should be able to:

L O 1  Understand why companies invest in other 
companies. Companies sometimes make investments in 
securities in order to provide a safety cushion of available 
funds or to store a temporary excess of cash. Companies 
also invest in other companies in order to earn a return, to 
secure infl uence, or to gain control.

L O 2  Understand the different classifi cations for 
securities. For accounting purposes, stocks and bonds 
purchased as investment securities are classifi ed as trading, 
available-for-sale, or held-to-maturity investments, or as equity 
investments. These classifi cations, and the associated accounting 
treatment, refl ect the underlying reasons for the investment.

LO3  Account for the purchase, recognition of revenue, 
and sale of trading and available-for-sale securities. The cost 
of an investment includes the purchase price plus any brokerage 
fees. Interest and dividends received on trading and available-
for-sale securities are reported as revenue. When a security is 
sold, the gain or loss on the sale is called a realized gain or loss.

L O 4  Account for changes in the value of securities. 
Both trading and available-for-sale securities are reported in the 
balance sheet at market value. Unrealized gains and losses are 
reported in the income statement for trading securities and as 
an equity adjustment for available-for-sale securities.

L O 5  Account for held-to-maturity securities. Held-
to-maturity securities are reported in the balance sheet at 
amortized cost, which refl ects gradual adjustment of the book 
value of the investment from its original cost to its ultimate 
maturity value.

L O 6  Account for securities using the equity 
method. When a company owns between 20% and 50% of 
another company, the equity method is used to account for 
the investment. Income from the investment is computed 
as the investing company’s share of the net income of the 
investee. Dividends received are viewed as a partial return of 
the original amount invested.

L O 7  Understand the basics of consolidated 
fi nancial statements. Consolidated fi nancial statements 
are prepared when a parent owns more than 50% of one 
or more subsidiaries. All of the assets, liabilities, revenues, 
and expenses of the parent and the majority-owned 
subsidiaries are added in preparing the consolidated 
fi nancial statements.

After studying this chapter you should be able to:After studying this chapter, you should be able to:
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S E T T I N G  T H E  S TA G E

the companies controlled by Berkshire Hathaway, along with some of 
Berkshire Hathaway’s major investments, is shown in Exhibit 12.1.

How has Berkshire Hathaway’s stock performed under Buffet’s 
leadership? Well, on July 29, 2009, the company’s stock closed at 
$95,250 per share! Warren Buffett himself receives a salary of only 
$100,000 per year (making him among the lowest paid CEOs in the 
nation’s top 200 companies). However, he was smart enough to pur-
chase a large number of Berkshire Hathaway shares when the price 
was low. With a personal worth of approximately $37 billion, he ranks 
second on the list of the world’s richest people.1

W
arren Buffett, who has been called “the world’s great-
est investor,” began his professional career as a stock 
trader and eventually created an investment fund called 
the Buffett Partnership, which earned a 32% average 

annual return over its life from 1956 to 1969. Buffett also began 
purchasing shares in a small textiles manufacturer called Berkshire 
Hathaway. His fi rst 2,000 shares of Berkshire Hathaway stock cost 
$7.50 per share (plus $0.10 per share in commissions). Buffett trans-
formed Berkshire Hathaway from a textiles manufacturer into a holding 
company that invests in the stock of other companies. A selection of 

1 If you have never had the pleasure of reading one of Warren Buff ett’s “Chairman’s Letter to the Shareholders,” you should take the opportunity now. No one writes a 
funnier, more insightful letter than Mr. Buff ett. Th e company’s Internet address is http://www.berkshirehathaway.com.

E X H I B I T  1 2 . 1   B e r k s h i r e  H a t h a w a y ’ s  O p e r a t i o n s  a n d 
I n v e s t m e n t s

  Companies Owned by Berkshire Hathaway*

 Industry

GEICO Property and casualty insurance

FlightSafety  Aviation training

See’s Candies Candy

Nebraska Furniture Mart, R.C. Willey, Home furnishings
Star Furniture, and Jordan’s Furniture 

Helzberg Diamond Shops, Borsheim’s Retail jewelry stores
Jewelry, and Ben Bridge Jeweler

Dairy Queen Fast food and dairy desserts

Fruit of the Loom Underwear

Acme Building Brands Bricks and concrete 
 masonry products
Pampered Chef Kitchen tools

 

 Companies in Which Berkshire Hathaway Has Invested*

 Company Ownership
 Name Percentage

 American Express Company 13.1%
 The Coca-Cola Company 8.6%
 ConocoPhillips 5.7%
 Kraft Foods Inc. 8.9%
 Moody’s Corporation 20.4%
 The Procter & Gamble Company 3.1%
 U.S. Bancorp  4.3% 
 Wal-Mart Stores, Inc. 0.5%
 The Washington Post Company 18.4%
 Wells Fargo & Company 7.2%

 *This information is as of the end of 2008.
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L O  1
   Why Companies Invest in Other 

Companies
WHAT Understand why companies invest in other companies.
WHY  The proper accounting for an investment is different based on the rationale for the decision.
HOW  For relatively small investments, the management of the investing company must provide its 

reasoning. For larger stock investments, the size of the investment itself gives a good indica-
tion of whether it was made for signifi cant infl uence or control.

In this chapter, we focus on why companies invest in other companies and how to account for those investments. When a company purchases the 
debt or equity securities of another company, several accounting issues are raised: how to account for the initial purchase, how to account for 
the receipt of dividends or interest, how to account for any subsequent changes in value of the security, and how to account for the security if it is 
sold or matures. The remainder of this chapter focuses on each of these issues. First, we examine how securities are classifi ed and the different 
accounting implications of these classifi cations. We then introduce proper accounting for the purchase, receipt of revenue, sale, and valuation of 
securities. In the expanded material section, we review the computations and accounting for a bond premium or discount from the point of view of 
the purchaser (as opposed to the seller’s perspective discussed in Chapter 10). We also introduce the equity method of accounting and discuss 
when its application is appropriate. Exhibit 12.2 highlights the fi nancial statement accounts that will be discussed in this chapter.

E X H I B I T  1 2 . 2   F i n a n c i a l  S t a t e m e n t  I t e m s  C o v e r e d  i n  T h i s 
C h a p t e r

 Operating activities
  Purchase of trading securities
  Sale of trading securities

 Investing activities
  Purchase of debt and equity
   securities other than
   trading securities
  Sale of debt and equity
   securities other than
   trading securities

 

 Other revenues and expenses
  Gains and losses on sales
   of securities
  Unrealized gains and losses
   on securities
  Interest revenue
  Dividend revenue

Current assets
 Investments

Other Long-term Assets
 Long-term investments

Stockholders’ equity
 Unrealized increase/decrease
  in value of securities

Balance Sheet Statement of
Cash Flows

Income
Statement

Companies invest in the debt and equity securities of other companies for a variety of reasons. A 
major reason is to earn a return on their excess cash. Most businesses are cyclical or seasonal; that is, 
their cash infl ows and outfl ows vary signifi cantly throughout the year. At certain times (particularly 
when inventories are being purchased), a company’s cash supply is low. At other times (usually dur-
ing or shortly after heavy selling seasons), there is excess cash on hand. A typical cash fl ow pattern 
for a retail fi rm is illustrated in Exhibit 12.3. Th e time line shows that the company has insuffi  cient 
cash for inventory buildup for the holiday rush, followed by large amounts of accounts receivable 
(from credit sales), and then an excess of cash immediately after the holiday season.
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When a company needs cash to meet current obligations, funds can be obtained by borrowing 
from fi nancial institutions or selling (factoring) accounts receivable or other assets. During those 
periods of time when excess cash exists, fi rms usually prefer to invest that money and earn a return. 
One possibility is to place the money in a bank and earn a fi xed return. However, the low interest 
rates off ered by fi nancial institutions have led most fi rms to other investment alternatives. Investing 
in the stocks (equity) and bonds (debt) of other companies allows a fi rm to earn a higher rate of re-
turn by accepting a higher degree of risk. Berkshire Hathaway is perhaps the most famous example 
of a company whose sole purpose is to invest in the debt and equity securities of other companies.

Firms also invest in other companies for reasons other 
than to earn a return including the desire to purchase strategic 
resources, to infl uence the board of directors, or to diversify 
its product off erings. For example, Th e Coca-Cola Company 
owns 35% of Coca-Cola Enterprises, 32% of Coca-Cola 
 Femsa, and 30% of Coca-Cola Amatil Ltd. Th ese three com-
panies bottle many of Coke’s products, and Th e Coca-Cola 
Company maintains a signifi cant ownership percentage to 
 ensure that the bottling facilities remain available. Similarly, Berkshire Hathaway’s investments in 
other companies (see Exhibit 12.1) allow it to signifi cantly infl uence or even control the operating 
decisions of those companies.

Rather than investing in the research and development required to develop a product or an area of 
expertise, many companies fi nd it cheaper to purchase all or part of another company that has already 
expended the time and eff ort to develop the desired product or know-how. For example, in 2005 Sprint 
spent $36 billion to buy Nextel in order to secure the use of Nextel’s licenses, installed hardware infra-
structure, cell phone technology, and perhaps most valuable of all, Nextel’s existing base of customers.

Why else might companies purchase interests in other  companies?

S T O P  &  T H I N K
Why

E X H I B I T  1 2 . 3  A  C a s h  F l o w  P a t t e r n

Beginning
of year

Average
cash needs

Excess cash
(used for
short-term
investments)

Midyear

Insufficient cash
(relieved by
short-term
borrowing)

End
of year

Actual cash
on hand

  Companies invest in other companies for a variety of reasons. In most cases, the 
objective is to earn a return on the investment, either through the receipt of interest 
or dividends, or through an increase in the value of the investment.
  A fi rm may also invest in other companies so that it will be able to infl uence their 
operating decisions.

  Sometimes, companies buy another company to gain access to its assets or expertise 
instead of expending the resources necessary to develop the assets on their own.

R E M E M B E R  T H I S

C
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L O  2   Classifying a Security
WHAT  Understand the different classifi cations for securities.
WHY  How securities are classifi ed infl uences how they are accounted for, the resulting fi nancial 

statement numbers, and the fi nancial ratios computed using those numbers.
HOW  Based on management intent, investment securities are classifi ed as equity method, trading, 

available-for-sale, or held-to-maturity securities.

Two general types of securities are purchased by companies—debt securities and equity securities. 
Debt securities are fi nancial instruments that carry the promise of interest payments and the repay-
ment of the principal amount. Bonds are the most common type of debt security. Debt securities 
are issued by companies when the need for cash arises. Th ese securities are often traded on public 
exchanges like the New York Bond Exchange. Investors often prefer debt securities to equity securi-
ties because of the certainty of the income stream (interest) and the relative safety (low risk) of debt 

as an investment.
Investors in corporate debt securities have priority over in-

vestors in equity securities, both for the yearly interest payments 
and for the return of principal if the issuing corporation gets 
into  fi nancial diffi  culty. Bonds issued by corporations are the 
most common type of debt securities (recall from Chapter 10 
that bonds are typically issued in multiples of $1,000). Once the 
bonds are issued, ownership of the entire bond issuance, or just a 
portion, can change hands frequently.

Unlike bonds, equity securities (or stock), which are also 
traded on public exchanges, represent actual ownership interest 
in a corporation. Th e owner of equity securities is allowed to vote 

on such corporate matters as who will serve on the board of directors of the corporation and who 
will be the outside auditor. In addition to voting, the owner of stock often receives a return on that 
investment in the form of a dividend. In addition, stockholders often anticipate a possible increase 
in stock price. With this potential also comes the risk that the stock price could fall. Holders of debt 
securities, barring extreme fi nancial diffi  culties by the issuer, will always receive the face amount of 
the bond upon maturity. Equity holders do not have that same promise—stock can greatly increase 
in value or become worthless.

Because investors can purchase both debt and equity securities with diff erent goals in mind, 
 accounting standard-setters have developed diff erent methods of accounting for investments 
 depending on the intentions of the holder of the security. Exhibit 12.4 outlines the major classifi ca-
tions of debt and equity securities.

Held-to-Maturity Securities
If an investor purchases a debt security with the intent and ability to hold the security until 
it matures, it is classifi ed as a held-to-maturity security and is accounted for using techniques 
similar to those discussed in Chapter 10 for the bond issuer. Th e investor and the issuer record 
the same amounts but in a diff erent way. With bond liabilities, the face value of the bonds is 
recorded in Bonds Payable, and a separate contra account is maintained for any discount or 
premium. Amortization of the discount or premium is then recorded in these contra accounts. 
With bond investments, the actual amount paid for the bonds (the cost of the asset), not the 
face value, is originally debited to the investment account. Th e amortization of any bond pre-
mium or discount is then recorded directly in the investment account. You already know most 
of the accounting for a bond investment that is expected to be held to maturity because of the 

debt securities Financial instruments 
issued by a company that carry a 
promise of interest payments and the 
repayment of principal.

equity securities (stock) Shares of 
ownership in a corporation that can 
change signifi cantly in value and that 
provide for a return to investors in the 
form of dividends.

held-to-maturity security A debt 
security purchased by an investor with 
the intent of holding the security until 
it matures.

F Y I
Although debt securities are typically less risky investments 
than equity securities, in the fall of 2008, many of the sub-prime 
(or high-risk) debt securities that organizations had invested in 
turned out to be either worthless or worth much less than origi-
nally thought. The failure of these sub-prime debt securities led 
to a tremendous worldwide fi nancial crisis. 
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accounting for Bonds Payable presented in Chapter 10. Th e procedures relating to amortizing 
premiums and discounts for the investors are discussed in the expanded material section. Note 
that equity securities cannot be classifi ed as held-to-maturity securities; equity securities typi-
cally do not mature.2

Equity Method Securities
In the case of equity securities, accounting standard-setters have determined that if securities are 
held with the objective of signifi cantly infl uencing the operations of the investee, then the securities 
should be accounted for using the  equity method. Th e equity method records changes in the value 
of the investment as the net assets of the investee change. Th e assumption underlying the equity 
method is that if the investor can infl uence the operating decisions of the investee, then any change 
in the net assets of the investee should be refl ected on the books of the investor. Th e Accounting 
Principles Board suggests that, unless evidence exists to the contrary, ownership of at least 20% of 
the outstanding common stock of a company, but less than 50%, indicates the existence of sig-
nifi cant infl uence. Because accounting for a security using the equity method can get complicated, 
details of the equity method are presented in the expanded material section. If ownership exceeds 
50%, then a controlling interest is assumed, and the accounting becomes far more complex. Th e 
Financial Accounting Standards Board (FASB) has examined the issue of control and has suggested 
that companies look beyond ownership percentage and examine other factors that may indicate 
control, including the following:3

• Ownership of a large minority voting interest (approximately 40%) with no other group 
owning a signifi cant interest 

• A company’s domination of the process for electing the investee’s board of directors
In cases where control exists, the parent company (the acquiring company) and the subsidiary 
company (the acquired company) are required to combine their fi nancial statements into one set of 
statements as if they were one economic entity. Such combined statements are called consolidated 
fi nancial statements. Th e preparation of consolidated fi nancial statements is briefl y covered in the 
expanded material section.

2 Th ere are exceptions to this rule, as in the case of “mandatorily redeemable preferred stock,” but the accounting for these 
types of securities is beyond the scope of this text.

3 FASB Interpretation No. 46 and several amendments have dealt with this issue. Th ese rules are beyond the scope of this book.

equity method A method used to 
account for an investment in the stock 
of another company when signifi cant 
infl uence can be imposed (typically 
when 20% to 50% of the outstanding 
voting stock is owned).

consolidated fi nancial statements 
Statements that report the combined 
operating results, fi nancial position, 
and cash fl ows of two or more legally 
separate but affi liated companies as if 
they were one economic entity.

E X H I B I T  1 2 . 4  C l a s s i f i c a t i o n s  o f  D e b t  a n d  E q u i t y  S e c u r i t i e s

Held to
Maturity Trading

Available
for Sale

Equity
Method

Debt Equity

Investments
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Trading and Available-for-Sale Securities
In those instances where securities are not being held to maturity (in the case of debt) or to control 
or signifi cantly infl uence an investee (in the case of equity), the FASB has developed two other 
classes of securities—trading and available-for-sale. Trading securities are those debt and equity 
securities held with the intent of selling the securities should the need for cash arise or to realize 
gains arising from short-term changes in price. Th ese types of securities are purchased simply to 
earn a return on excess cash. Available-for-sale securities are publicly traded securities that are nei-
ther classifi ed as held-to-maturity nor trading (in the case of debt securities). In the case of  equity 
securities, they represent securities that are not classifi ed as trading securities or accounted for using 
the equity method.

Why the Different Classifi cations?
Why are there diff erent classifi cations for debt and equity securities? Why not simply classify 
all securities as “investments”? Th e reason for the distinction lies in the diff erent treatments of 
accounting for changes in market value. In the case of securities classifi ed as held-to-maturity, 
changes in the securities’ value between the date of purchase and the maturity date generally do 
not aff ect the amount to be received at maturity. Th at amount is fi xed on the day the bonds are 
issued. Th us, temporary changes in the value of securities classifi ed as held-to-maturity are not 
recognized on the investor’s books. Similar reasoning applies to securities accounted for under the 
equity method. Th ese securities are purchased, not with the intent of selling them in the future, 
but instead to be able to exercise infl uence over a corporation. Again, temporary changes in the 
value of these securities are not recognized on the investor’s books.

Trading securities are purchased with the intent of earning a return—through interest or divi-
dends and through short-term resale of the securities. Firms are required to recognize these two 
types of returns on the income statement. For example, assume that Kellman Company purchases 
100 shares of Essman, Inc. stock for $5 per share. During the year, Essman pays a $1 dividend 
per share, and the value of the stock increases to $7 per share. Kellman will recognize, as income, 
$100 in dividend income as well as $200 in unrealized market gains. While the $100 in dividends 
was actually received, the $200 gain was not.

Th e securities would have to have been sold in order to actually receive the $200 increase in 
value. Recognizing this gain, even though it was not realized through an arm’s length transaction, 
represents a major departure from the historical cost principle that has guided accounting for cen-
turies. In 1994, the FASB determined that because the fair market value of many debt and equity 
securities can be objectively determined (via market quotes) and they can easily be sold (one phone 
call to a broker), it would be appropriate to include any unrealized gains or losses on changes in 
value of trading securities on the income statement.

Temporary changes in the value of securities classifi ed as available-for-sale are recorded on the 
balance sheet. However, no gain or loss is realized on the income statement. Instead, an adjust-
ment is made directly to a stockholders’ equity account—Unrealized Increase/Decrease in Value of 
Available-for-Sale Securities—Equity. Why aren’t temporary changes in the value of these securities 
refl ected on the income statement?

Th e answer lies in the intent behind holding the securities. Trading securities will probably be 
sold sooner rather than later. We cannot make that same assumption with available-for-sale securi-
ties. We are less certain they will be sold. Because of this uncertainty as to when the change in value 
will actually be realized, the FASB elected to go around the income statement in reporting changes 
in value relating to available-for-sale securities. 

While temporary changes in the value of available-for-sale and held-to-maturity investments 
are not recognized on the income statement, if a decline in value (impairment) of these investments 
is not considered temporary, then an impairment loss must be recognized in earnings. Th is loss is 

trading securities Debt and equity 
securities purchased with the intent of 
selling them should the need for cash 
arise or to realize short-term gains.

available-for-sale securities Debt 
and equity securities not classifi ed 
as trading, held-to-maturity, or equity 
method securities.
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E X H I B I T  1 2 . 5  C l a s s i f i c a t i o n  a n d  D i s c l o s u r e  o f  S e c u r i t i e s

Classifi cation of 
Securities  

Types of 
Securities  Disclosed at  

Reporting of Changes 
in Fair Value

Trading Debt and equity Fair value Income statement

Available-for-sale Debt and equity Fair value Stockholders’ equity if temporary; on the 
income statement if decline in value is 
other than temporary 

Held-to-maturity Debt Amortized cost Not recognized if temporary; on the income 
statement if decline in value is other than 
temporary

Equity method Equity Cost adjusted for changes in net 
assets of investee

Not recognized if temporary; on the income 
statement if decline in value is other than 
temporary

equal to the diff erence between the investment’s cost and its fair value at the balance sheet date. An 
“other than temporary” decline in value exists when a company has a long series of bad years, or 
when the company’s entire industry is suff ering.

Whatever the classifi cation used, companies disclose their classifi cation in the notes to the 
fi nancial statements. For example, Berkshire Hathaway provides the following note disclosure 
 relating to its investments:

Berkshire’s management determines the appropriate classifi cations of investments in fi xed 
maturity and equity securities at the acquisition date and re-evaluates the classifi cations 
at each balance sheet date. Held-to-maturity investments are carried at amortized cost, 
refl ecting the ability and intent to hold the securities to maturity. Trading investments are 
carried at fair value and include securities acquired with the intent to sell in the near term. 
All other securities are classifi ed as available-for-sale and are carried at fair value with net 
unrealized gains or losses reported as a component of accumulated other comprehensive 
income. 

Exhibit 12.5 summarizes the classifi cation and disclosure issues relating to investments in debt 
and equity securities.

  Securities are classifi ed depending upon the intent of management. If management’s 
intent is to hold the investment until maturity (debt) or to infl uence the decisions of an 
investee (equity), then the held-to-maturity (debt) and equity method (equity) classifi ca-
tions are appropriate.
  If the securities are being held for other reasons, then management may classify 
them as either trading or available-for-sale. The importance of the classifi cation 
becomes apparent when accounting for changes in value.

R E M E M B E R  T H I S
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Determine whether the securities below should be classifi ed as equity method, held-to-maturity, trading, or available-for-sale:

1  Securities held to make money on short-term price changes
2 Securities held to exert signifi cant infl uence on the investee
3  Securities not held to make money on short-term price changes, not held to exert signifi cant infl uence on the investee, and 

not held with the intent to keep them until they mature
4  Securities held with the intent to keep them until they mature

 S O L U T I O N …

1 Trading
2 Equity method
3 Available-for-sale
4 Held-to-maturity

D O  T H I S . . .

Determine wheth

1 Securities 
2 S iti

D O  T H

L O  3
   Accounting for Trading and 

Available-for-Sale Securities
WHAT  Account for the purchase, recognition of revenue, and sale of trading and available-for-sale 

securities.
WHY  In order to properly characterize the performance of different types of investment securities, 

revenue from investment securities must be carefully computed and labeled. 
HOW  Debt and equity securities are accounted for at acquisition cost. For debt securities, interest 

revenue is recognized as it accrues. For equity securities classifi ed as trading or available-
for-sale, dividends declared by the investee are recorded as revenue. When an investment 
security is sold, its original cost is removed from the books, and the difference between cost 
and the cash received is recorded as a realized gain or loss.

Four issues are associated with accounting for securities: (1) accounting for the purchase, (2) 
 accounting for the revenue earned, (3) accounting for the sale, and (4) accounting for the changes 
in value. Th e fi rst three issues are fairly straightforward and are presented in this section. Account-
ing for changes in the value of securities is discussed in the following section. Th e timeline in 
Exhibit 12.6 illustrates the important business issues associated with buying and selling investment 
securities.

Accounting for the Purchase of Securities
Investments in securities, like all other assets, are recorded at cost when purchased. Th is is the case 
whether the security being purchased is debt or equity or whether it is being held with the intent to 
sell it quickly or hold it for the long term. Cost includes the market price of the security plus any 
extra expenditures required in making the purchase (such as a stockbroker’s fee).
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To illustrate, review the following information for Far Side, Inc. On July 1, 2012, Far Side 
purchased the following securities:

Security Type Classifi cation
Cost (including 
Broker’s Fees)

1 Debt Trading $  5,000
2 Equity Trading 27,500
3 Debt Available-for-sale 17,000
4 Equity Available-for-sale 9,200

Th e initial entry to record the investments is as follows:

Investment in Trading Securities  . . . . . . . . . . . . . . . . . . . . . . . 32,500
Investment in Available-for-Sale Securities . . . . . . . . . . . . . . . . . 26,200

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 58,700

Th ough investments in securities are all recorded at cost, each of the four 
classifi cations of  securities is accounted for diff erently subsequent to purchase. As 
a result, separate accounts are used to record the initial purchase. Management 
purchased Securities 1 and 2 with the intent of earning a return on the invest-
ment and selling the securities should the need for cash arise. Th erefore, those 
securities are classifi ed as “trading.” Securities 3 and 4 were also purchased to earn 
a return on excess cash, but management has classifi ed them as “available-for-
sale.” While the journal entry illustrated above combines all securities of the same 
classifi cation into one account, subsidiary records will be kept for each individual 
security purchased.

Accounting for the Return Earned on an 
Investment
When a fi rm invests in the debt or equity of another fi rm with the intent of 
earning a return on its investment, how that  return is accounted for varies 
depending on the classifi cation of the  investment. Recall from Chapter 10 
that when debt securities are sold, a premium or discount can arise because of 
diff erences between the stated rate of interest and the market rate of interest. 

E X H I B I T  1 2 . 6   T i m e l i n e  o f  B u s i n e s s  I s s u e s  A s s o c i a t e d  w i t h 
B u y i n g  a n d  S e l l i n g  I n v e s t m e n t  S e c u r i t i e s

CHANGES

in the value
of securities

PURCHASE

securities

EARN

a return
on securities

SELL
securities

SECURITIES

SECURITIES

SECURITIES

SECURITIES

SECURITIES

SECURITIES �
SECURITIES

SECURITIES

SECURITIES

�
�

� ��

SECURITIES

SECURITIES

SECURITIES

�

Berkshire Hathaway reported interest, dividends, 
and other investment income earned of $5 billion 
during 2008.

©
 A

LE
X 

W
O

N
G

/G
ET

TY
 IM

AG
ES

 N
EW

S/
G

ET
TY

 IM
AG

ES
 



562 Part 3 Investing and Financing Activities

Th e resulting premium or discount must then be amortized over the life of the investment, 
thereby aff ecting the amount of interest expense recorded by the issuer. Th eoretically, the pur-
chaser of that debt security must also account for the diff erence between the purchase price 
and the eventual maturity value. To simplify, for the following examples assume that the time 
for which the investor anticipates holding debt securities classifi ed as “trading” or as “available-
for-sale” is not long enough for any amortization of premium or discount to materially aff ect 
interest expense. Amortization of premiums and discounts on debt securities is illustrated for 
“held-to-maturity” securities in the expanded material section.

With this caveat in mind, the accounting for dividends and interest received on trading and 
available-for-sale securities becomes relatively straightforward. Cash received relating to interest 
and dividends is credited to Interest Revenue and Dividend Revenue, respectively. Interest earned 
but not yet received or dividends that have been declared but not paid are also recorded as revenue 
with a corresponding receivable. Interest and dividends received during 2012 relating to Far Side’s 
securities investments were as follows:

Security Interest Dividends

1 $225
2 $825
3 850
4 644

Th e appropriate journal entry to record the receipt of interest and dividends is:

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,544
Interest Revenue  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,075
Dividend Revenue. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,469

Accounting for the Sale of Securities
Suppose that Far Side sells all of its investment in Security 2 for $28,450 on October 31, 2012. As 
Security 2 was purchased for $27,500, the security has increased in value and that increase must be 
recorded. Th e journal entry to record the sale is:

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 28,450
Investment in Trading Securities  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 27,500
Realized Gain on Sale of Trading Securities  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 950

If Security 2 had been sold for less than $27,500, a loss would have been recorded. If a broker’s 
fee had been charged on the transaction, the fee would reduce the amount of cash received and 
decrease the gain recognized. If the broker’s fee exceeded $950, a loss would be recorded on the 
books of the seller.

At the end of the accounting period, any gain or loss on the sale of securities must be included 
on the income statement. For Far Side, the “Realized Gain on Sale of Trading Securities” would be 
included with Other Revenues and Expenses on the income statement. Realized gains and losses 
indicate that an arm’s-length transaction has occurred and that securities have actually been sold. 
Th is distinction is important because in the next section, we focus on accounting for unrealized 
gains and losses—those gains and losses that occur while a security is still being held and no arm’s-
length transaction has taken place.

realized gains and losses Gains and 
losses resulting from the sale of secu-
rities in an arm’s-length transaction.
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Using the characteristics of Security A below, make all journal entries necessary in 2012 to account for the purchase, recog-
nition of interest revenue, and sale of Security A.

 Purchased Security A for $1,000 on January 1, 2012.
 Security A is a debt security.
 Annual interest rate on Security A is 8%.
 Received annual interest, in cash, on December 31, 2012.
 On December 31, 2012, after receiving interest, sold Security A for $950.

 S O L U T I O N …

Jan.   1 Investment in Available-for-Sale Securities, Security A. . . . . . . . . . . . . . . . . . . . . . . . . 1,000
 Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,000

Dec. 31 Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80
 Interest Revenue ($1,000 × 0.08) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80

Dec. 31 Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 950
Realized Loss on Sale of Securities  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50

Investment in Available-for-Sale Securities, Security A . . . . . . . . . . . . . . . . . . . . . . . 1,000

D O  T H I S . . .

Using the charac
nition of interest

D O  T H

  Investments in debt and equity securities are recorded at cost, which includes the fair 
value of the securities plus any other expenditures required to purchase the securities.
  When purchased, the securities are classifi ed into one of four categories: held-to-
maturity, equity method, trading, or available-for-sale securities.

  Revenues from securities take the form of interest, dividends, or gains or losses 
from selling the securities and are included under Other Revenues and Expenses on 
the income statement.

R E M E M B E R  T H I S

In

L O  4   
 Accounting for Changes in the 
Value of Securities

WHAT  Account for changes in the value of securities.
WHY  Because current market value, which is the most relevant measure of value for most invest-

ment securities, varies, accounting for changes in value is important. 
HOW  Changes in the value of debt and equity securities classifi ed as trading or available-for-sale 

are accounted for using a market adjustment account, which results in these securities be-
ing reported at market value on the balance sheet. For trading securities, the increase or 
decrease in market value is reported as an unrealized gain or loss on the income statement. 
In the case of available-for-sale securities, the change in market value is recognized as part 
of stockholders’ equity.

Investments in debt and equity securities are initially recorded at cost. If the value of a security 
changes after it is purchased, should that change in value be recorded on the investor’s books? 
It depends on management’s intent regarding that security and on whether a decline in the value 
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(impairment) of the security is temporary or other than temporary. In the case of trading and 
available-for-sale securities, changes in market value are always recorded on the books of the 
 investor. For held-to-maturity securities and equity method securities, changes in value are not 
recorded unless they are considered other than temporary or permanent. To illustrate, assume that 
on December 31, 2012, the following market values were available for Far Side:4

Security Classifi cation Historical Cost
Market Value 

(December 31, 2012)

1 Trading $  5,000 $  5,200
3 Available-for-sale 17,000 16,700
4 Available-for-sale 9,200 9,250

Changes in the Value of Trading Securities
At the end of 2012, Far Side computes the market value of its trading securities portfolio and com-
pares it to the historical cost of the portfolio. In this instance, market value is $200 greater than 
historical cost. Th e journal entry to record this increase in value is:

Market Adjustment—Trading Securities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200
Unrealized Gain on Trading Securities—Income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200

Th is journal entry recognizes the $200 increase in the value of the trading securities and re-
cords the unrealized gain on the income statement. Unrealized gains and losses indicate that 
the securities have changed in value and are still being held. Th is journal entry also introduces a 
new account—Market Adjustment—Trading Securities. Th is account is combined with the trad-
ing securities account and reported on the balance sheet. Th us, the balance sheet will refl ect the 
trading securities at their fair market value. Why not adjust the trading securities account directly 
instead of creating this market adjustment account? Th e use of a valuation account, Market Adjust-
ment—Trading Securities, allows a record of historical cost to be maintained. With this approach, 
a company can easily determine realized and unrealized gains. Perhaps the most important reason 
for keeping a record of historical cost is that, for tax purposes, only realized gains and losses are 
relevant. Other decisions made within a fi rm also rely on this historical cost information.

Changes in the Value of Available-
for-Sale Securities
A market adjustment account is also employed when adjusting available-for-sale securities to 
their fair market value. However, temporary changes in value are not recorded on the income 
statement but are instead recorded in the account “Unrealized Increase/Decrease in Value of 
Available-for-Sale Securities—Equity.” Th e “equity” used in the account title refers to the fact 
that this account is disclosed in the stockholders’ equity section of the balance sheet, and its bal-
ance is carried forward from year to year. To illustrate, the available-for-sale portfolio of Far Side 
has a fair market value of $25,950 at year-end and a historical cost of $26,200. Th e appropriate 
adjustment is: 

Unrealized Increase/Decrease in Value of Available-for-Sale Securities—Equity . . . . . . . . . . . 250
Market Adjustment—Available-for-Sale Securities  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 250

4 Remember that Security 2 was sold on October 31, 2012.

unrealized gains and losses Gains 
and losses resulting from changes 
in the value of securities that are still 
being held.

market adjustment—trading 
securities An account used to track 
the difference between the historical 
cost and the market value of a 
company’s portfolio of trading 
securities.
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Th is journal entry adjusts the portfolio of available-for-sale securities to its fair market value at 
year-end and records the diff erence in the equity account. Note that if this decline in the value of 
these available-for-sale securities were considered to be “ other 
than temporary,” the decline would be recognized as a loss 
in the income statement, not as a reduction in equity in the 
balance sheet.

Subsequent Changes in Value
Assume that no securities were bought or sold by Far Side dur-
ing 2013. At the end of 2013, its portfolio of securities had the 
following fair market values:

Security Classifi cation Historical Cost
Market Value 

(December 31, 2013)

1 Trading $  5,000 $  4,850
3 Available-for-sale 17,000 16,900
4 Available-for-sale 9,200 9,150

Th e value of the trading securities has declined to $4,850. Since the market adjustment 
 account relating to trading securities should refl ect the diff erence between historical cost and mar-
ket, an entry is made to adjust the balance in Market Adjustment—Trading Securities from its pre-
vious $200 debit balance to the required $150 credit balance ($5,000 – $4,850). Where did this 
$200 debit balance come from? It came from the adjusting entry made on December 31, 2012. 

I N T E R N AT I O N A L

U.S. Corporations Are a Good Investment

According to Internal Revenue Service (IRS) 
data, non-U.S. investors control almost 
14% of corporate business operations in 

the United States. This is up dramatically from 
2% in 1971. The IRS keeps track of non-U.S. 
ownership of U.S. corporations and defi nes a 
U.S. corporation as being “controlled” by a non-
U.S. owner if that owner “owns 50 percent or 
more of the corporation’s voting stock.” The IRS 
labels these corporations as “foreign-controlled 
domestic corporations.”

The raw numbers are quite impressive. 
In 2005, these foreign-controlled domestic 
corporations had total sales of $3.5 trillion, 
almost 14% of total sales of U.S. corpora-
tions of $25.5 trillion. The assets of these 

 foreign-controlled domestic corporations were 
$9.2 trillion, almost 14% of total corporate as-
sets of $66.4 trillion.

This dramatic increase in non-U.S. owner-
ship of U.S. corporations refl ects two facts. 
First, as business becomes increasingly global, 
companies around the world realize that they 
need strategic partnerships, and sometimes 
strategic ownership, in all important markets. 
Second, non-U.S. investors understand that the 
infrastructure, the technology, and the highly 
skilled workforce available to U.S. corporations 
make these businesses good long-term invest-
ments.

Sources: “Foreign Ownership of U.S. Companies 
Jumps,” Reuters, August 27, 2008, Reuters, http://
www.reuters.com/, accessed on August 27, 2008.

In Chapter 7, we did not write inventory up if its value increased, 
but did write it down if its value declined. In Chapter 9, we did not 
write property, plant, and equipment up if its value increased, but 
did write it down if its value declined. Why can we write up the val-
ue of securities if their price increases above the original cost?

S T O P  &  T H I N K
In C

http://www.reuters.com/
http://www.reuters.com/
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Remember that the market adjustment account is a real (balance sheet) account and is not closed 
at the end of an accounting period. Its balance carries forward from year to year. Th e required 
adjusting entry is:

Unrealized Loss on Trading Securities—Income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . 350
 Market Adjustment—Trading Securities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 350

When this entry is posted, the Market Adjustment—Trading Securities T-account will appear as 
follows:

Market Adjustment—Trading Securities

12/31/2012 200

Adjustment 350

12/31/2013 150

Th e $150 credit balance will be netted against the $5,000 
balance in the trading securities account and disclosed on the 
balance sheet as “Investment in Trading Securities (net)” for 
$4,850. Th e $350 unrealized loss will be included in the cur-
rent period’s net income or loss and reported on the income 
statement. Th is adjustment procedure ensures that changes in 
the value of the trading securities portfolio are refl ected in the 
period in which those changes in value occurred.

A similar procedure is employed in valuing the available-
for-sale securities portfolio, except that, for temporary changes, the stockholders’ equity account 
is used instead of the income statement account. For Far Side, the market value of the available-
for-sale securities portfolio is $26,050. In comparing this to the historical cost of $26,200, a $150 
credit balance in the market adjustment account is required. It’s important to note that an adjust-
ment to get to a $150 credit balance is required—not an adjustment of $150. Given the previous 
credit balance in Market Adjustment—Available-for-Sale Securities of $250, the following adjust-
ing entry is required:

Market Adjustment—Available-for-Sale Securities . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100
 Unrealized Increase/Decrease in Value of Available-for-Sale
 Securities—Equity . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100

Once this entry is posted, Market Adjustment—Available-for-Sale Securities will have the 
 required $150 credit balance as follows:

Market Adjustment—
Available-for-Sale Securities

12/31/2012 250

Adjustment 100

12/31/2013 150

When individual securities from a portfolio are sold, a realized gain or loss is recognized for 
the diff erence between the original cost of the securities and the selling price, without regard to 
previous adjustments made to a market adjustment account. At the end of the period, the cost of 
the remaining securities is compared to the fair market value of the remaining securities, and the 
market adjustment account is updated to account for the diff erence.

C A U T I O N

The amount of the adjustment for the current period depends 
on the balance in the market adjustment account. Don’t forget 
to factor that balance into your calculations.

C

The
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In this section, we turn our attention to some of the complexities associated with purchasing debt 
and equity securities. First, we examine held-to-maturity securities and how any associated premi-
um or discount associated with these securities is amortized. We also address the issue of purchasing 
a debt security between interest payment dates. Th e accounting issues associated with an equity 
security accounted for under the equity method are presented next, and the chapter concludes with 
a brief discussion of consolidated fi nancial statements.

Stefan Company has a large portfolio of available-for-sale securities. Th e entire portfolio was purchased on January 1 of 
2010 for $500,000. Th e total market value of the securities in the portfolio was as follows on the indicated dates: 

 December 31, 2010: $575,000
 December 31, 2010: $430,000

Make the journal entries required to record the purchase of the securities and the changes in value during 2010 and 2011.

 S O L U T I O N …

2010
Jan.   1 Investment in Available-for-Sale Securities  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 500,000

 Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 500,000
Dec. 31 Market Adjustment—Available-for-Sale Securities . . . . . . . . . . . . . . . . . . . . . . . . . . . . 75,000

 Unrealized Increase/Decrease in Value of Available-for-Sale Securities—Equity . . . . . 75,000

2011
Dec. 31 Unrealized Increase/Decrease in Value of Available-for-Sale Securities—Equity . . . . . . . 145,000

 Market Adjustment—Available-for-Sale Securities  . . . . . . . . . . . . . . . . . . . . . . . . . . 145,000

D O  T H I S . . .

Stefan Company
2010 for $500,0

D O  T H

  When the value of a trading or available-for-sale security changes, that change is 
refl ected on the balance sheet using a market adjustment account.
  For trading securities, the unrealized gain or loss is refl ected on the income state-
ment for the period.
  For available-for-sale securities, temporary unrealized increases or decreases are 
recorded in a stockholders’ equity account.

R E M E M B E R  T H I S

W
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L O  5    
Accounting for Held-to-Maturity 
Securities

WHAT Account for held-to-maturity securities.
WHY  With held-to-maturity securities, current market value is not considered relevant, but rather, 

the recognition of the correct amount of interest revenue based on the market interest rate 
associated with the securities.

HOW  Investments in held-to-maturity securities are recorded at cost. Any premium or discount 
associated with the initial purchase must be amortized and included in the computation of 
interest revenue.

Held-to-maturity securities are debt securities issued by companies to raise needed funding for 
expansion, acquisitions, or other business reasons. Bonds (discussed in Chapter 10 from the  issuer’s 
perspective) are by far the most common type of debt instrument that can be readily bought and 
sold. Because bonds represent the most common type of publicly traded debt instrument, the 
 following discussion will focus on bonds purchased as investments to be held to maturity.

Accounting for the Initial Purchase
Bonds can be purchased at amounts either above face value (at a premium), below face value (at a 
discount), or at face value. Regardless of the purchase price, like all other assets, bonds are initially 
recorded at cost. Th e cost is the total amount paid to acquire the bonds; this includes the actual price 
paid for the bonds and any other purchasing expenditures, such as commissions or broker’s fees.

To illustrate, assume that Far Side purchased a fi fth security and classifi ed it as held-to- maturity. 
Security 5 consists of twenty $1,000 bonds of Chicago Company. Th e bonds were issued on July 1, 
2012, and will mature fi ve years from the date of issuance. Th e bonds will pay interest at a stated 
annual rate of 12%, with payments to be made semiannually on June 30 and December 31. In 
determining the value of the bonds, the present value of these future cash fl ows must be determined 
at the market rate on the date of the purchase. Assuming the market rate on bonds of similar risk is 
16%, the purchase price of the bonds is obtained by adding the present value of $20,000 (received 
10 periods in the future and discounted at 8%) to the present value of the annuity of the 10 inter-
est payments of $1,200 each (discounted at 8%). Th e reason 8% is used is that interest is received 
semiannually; recall that in calculating present value, you must halve the interest rate (l6%/2) for 
semiannual compounding periods. Likewise, you must double the number of years to determine 
the number of periods (5 years × 2 periods per year =10 periods). Th e calculations are:

1. Semiannual interest payment  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  1,200
Present value of an annuity of 10 payments of $1 at 8% 
 (Table II, Appendix B)  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . × 6.7101
Present value of interest payments . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  8,052

2. Principal (face value) of bonds  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $20,000
Present value of $1 received 10 periods in the future 
 discounted at 8% (Table I, Appendix B). . . . . . . . . . . . . . . . . . . . . . . . . × 0.4632
Present value of principal . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     9,264

3. Total present value of investment  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $17,316

In this example, 16% is the eff ective rate of interest because that is the amount of interest 
 actually earned; 12% is the stated, or nominal, rate of interest on Chicago’s bonds. Note that 
the 12% stated rate determines the size of the annuity payments ($20,000 × 0.12 × ½ year) but 
not the purchase price of the bonds; the purchase price varies according to market conditions. 
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Th e 16% eff ective rate depends on three amounts: the purchase price, the interest payments, and 
the face value of the bonds. Th e $17,316 bond price is the amount that earns Far Side exactly 16%. 
Th e journal entry to record the acquisition is:

Investment in Held-to-Maturity Securities, Chicago Company . . . . . . . . . . . . . . . . . . . . 17,316
 Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 17,316

Note that the investment account is debited for the cost of the bonds with no separate amount 
shown for the discount of $2,684 ($20,000 – $17,316). Although the discount could be recorded 
in a separate contra-asset account, in practice it is more common for investors to record the asset 
cost in the investment account as shown.

Accounting for Bonds Purchased between 
Interest Dates
Th e preceding entry assumes that the investing company purchased the bonds on the issuance 
date, which was also the beginning date for the fi rst interest period. In many cases, however, the 
date bonds are actually issued does not coincide with an interest date. Further, investors often 
acquire bonds in the “secondary market”; that is, they purchase bonds from other investors rather 
than from the issuing company. Th e secondary market for bonds includes the New York Bond 
 Exchange. Since bonds are traded actively in this market each weekday, investors often acquire 
bonds between interest dates.

An investor who buys bonds between interest dates, either from the issuing company or in the 
secondary market, has to pay for the interest that has accrued since the last interest payment date. 
As explained in Chapter 10, this is necessary because whoever owns the bonds at the time interest 
is paid receives interest for one full interest period, usually six months, regardless of how long the 
bonds have been held.

To illustrate, assume that Far Side purchased the Chicago bonds in the secondary market for 
$17,316 on November 1, 2012. Semiannual interest of $1,200 ($20,000 × 0.12 × ½) is paid on 
the bonds on June 30 and December 31 of each year. On December 31, 2012, Far Side will receive 
$1,200 even though the bonds were purchased only two months earlier. Since the previous owner 
is entitled to four months’ interest on November 1, Far Side will have to pay that individual or 
company the interest for the period July 1 to October 31. Th is is illustrated in Exhibit 12.7.

E X H I B I T  1 2 . 7  I n v e s t i n g  b e t w e e n  I n t e r e s t  D a t e s

July 1

November 1
purchase

date

December 31
$1,200
interest

received by
Far Side

June 30
$1,200
interest

received by
Far Side 

$800 interest earned
by previous investor

$400 interest
earned by Far Side

$1,200 interest
earned by Far Side
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Th e entry to record the investment in bonds on November 1 (between interest dates) is:

Investment in Held-to-Maturity Securities, Chicago Company . . . . . . . . . . . . . . . . . . . . 17,316
Bond Interest Receivable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 800
 Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 18,116
   Purchased $20,000 of bonds for $17,316 and paid four months’ 

accrued interest.

When Far Side receives $1,200 in interest on December 31, it will make the following entry:

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,200
 Interest Receivable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 800
 Interest Revenue  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 400
  Received interest on Chicago Company bonds.

Accounting for the Amortization of Bond Discounts 
and Premiums
Only in those rare instances when the stated interest rate of a bond is exactly equivalent to the 
prevailing market (or yield) rate for similar investments is a bond purchased at face value. At all 
other times, bonds are purchased either at a discount (below face value) or at a premium (above face 
value). Because the face amount of a bond is received at maturity, discounts and premiums must be 
written off  (amortized) over the period that a bond is held.

Th ere are two common methods of amortizing bond discounts and premiums: the straight-
line method and the eff ective-interest method (see Chapter 10). Because straight-line amortization 
is simpler, it will be used fi rst to illustrate the amortization process; then the eff ective-interest 
method will be described.

Straight-Line Amortization To illustrate the straight-line amortization of a bond discount, as-
sume again that Far Side purchased the Chicago $20,000, 12%, fi ve-year bonds for $17,316 on the 
issuance date, July 1, 2012. Th e entry to record this investment was given on page 569. Far Side will 
record amortization of $268.40 ($2,684/5 years × ½) on each interest date. Th us, every six months, 
beginning on December 31, 2012, Far Side will make the following entry:

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,200.00
Investment in Held-to-Maturity Securities, Chicago Company . . . . . . . . . . . . . . . . . . 268.40
 Bond Interest Revenue  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,468.40
  Received semiannual bond interest and amortized bond discount.

At the end of fi ve years, the investment in the held-to-maturity securities account will have a 
 balance of $20,000.

Th e discount amortization is revenue earned on the bonds; when the bonds mature, Far Side 
will receive $20,000 (the face value) in return for an original investment of $17,316. It is this ad-
ditional revenue of $2,684 that increases the return the investor actually earns from the 12% stated 
interest rate to the eff ective interest rate of 16%. Th e following analysis shows how this works:

Maturity value to be received  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $20,000
Interest to be received ($1,200 × 10 payments)  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   12,000
Total amount to be received . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $32,000
Investment  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   17,316
Total interest revenue to be earned. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $14,684

straight-line amortization A method 
of systematically writing off a bond 
discount or premium in equal amounts 
each period until maturity.
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Interest earned per year:

Stated amount of interest ($20,000 × 0.12) . . . . . . . . . . . . . . . . . . . . . . . . . $2,400.00 12%
Additional interest from discount ($2,684/5 years)  . . . . . . . . . . . . . . . . . . . .      536.80   4%*
Total. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $2,936.80 16%

*This is an approximation; with the straight-line method, the actual interest earned each year changes.

When accounting for the amortization of a bond discount, a company must be careful to am-
ortize the discount only over the period the bonds are actually held. For example, if Far Side had 
purchased the Chicago bonds four months after the issuance date, the discount would have been 
amortized over a period of 56 months (4 full years plus 8 months of the fi rst year). Th e amortiza-
tion for the fi rst year would then have been approximately $383.43 ($2,684 × 8⁄56), and the amorti-
zation for each of the succeeding four years would be approximately $575.14 ($2,684 × 12⁄56).

Accounting for the amortization of a premium on investments is essentially the opposite 
of  accounting for a discount. Amortization of a premium decreases revenue earned, and the eff ect 
of the amortization entry is to reduce Investment in Held-to-Maturity Securities to the face value of 
the bonds by the maturity date.

To illustrate, assume that Far Side acquired the $20,000, 12%, fi ve-year Chicago bonds for 
$21,540 on July 1, 2012, the date of issuance. Th e entry to record the purchase is:

Investment in Held-to-Maturity Securities, Chicago Company . . . . . . . . . . . . . . . . . . . . 21,540
 Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 21,540
  Purchased $20,000 of bonds for $21,540.

At each interest payment date, beginning December 31, 2012, Far Side will make the following 
entry:

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,200
 Investment in Held-to-Maturity Securities, Chicago Company  . . . . . . . . . . . . . . . . . . 154
 Bond Interest Revenue  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,046
   Received semiannual bond interest and amortized bond premium 

($1,540/5 years × ½).

Th e eff ect of the amortization entries is to reduce the return earned on the bonds from the stat-
ed annual interest rate of 12% to the rate actually earned on the investment (approximately 10%).

Effective-Interest Amortization To illustrate the computations involved in using the effective-
interest amortization method, consider Far Side’s purchase of Chicago’s 12%, fi ve-year, $20,000 
bonds for $17,316 on the issuance date. Th e amount of discount amortized in each of the fi ve years 
using the eff ective-interest method is computed as shown in Exhibit 12.8 (p. 572).

In the computation shown in Exhibit 12.8:
• Column (2) represents the cash received at the end of each interest period.
• Column (3) shows the amount of eff ective interest earned, which is the amount that will be 

reported on the income statement each period.
• Column (4) is the diff erence between columns (3) and (2) and so represents the amortization.
• Column (5) shows the investment balance that will be reported on the balance sheet at the 

end of each period.
Note that the interest rate used to compute the actual interest earned is the eff ective rate of 8% 
(l6%/2) and not the stated rate of 12%. Also, note that the total discount is the same as it was when 
the straight-line method was used, $2,684.

When bonds are purchased at a discount, the amount of amortization increases each successive 
period. Th is is because the investment balance of the bonds increases, and a constant interest rate 

effective-interest amortization A 
method of systematically writing off a 
bond premium or discount that takes 
into consideration the time value of 
money and results in an equal rate of 
amortization for each period.
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times an increasing balance results in an increasing amount 
of interest income. If bonds are purchased at a premium, the 
eff ective-interest amortization method will involve a constant 
interest rate being multiplied by a declining investment bal-
ance each period. Th e result will be a decline in actual interest 
earned each period.

Since the eff ective-interest amortization method takes 
into account the time value of money and thus shows the 
true revenue earned each period (whereas the straight-line 
method represents only approximations), companies nor-
mally should use the eff ective-interest amortization method. 
As an exception to this rule, companies are allowed to use 
the straight-line method when the two methods produce 
amortization amounts that are not signifi cantly diff erent. 
Because that is often the case, both methods continue to 
be used.

Accounting for the Sale or 
Maturity of Bond Investments

If bonds are held until their maturity date, the accounting for the bond proceeds at maturity 
includes a debit to Cash and a credit to the investment account for the principal amount. For ex-
ample, if Far Side holds the $20,000, 12% bonds from Chicago to maturity, the entry to record the 
receipt of the bond principal on the maturity date will be:

F Y I
Note the similarities between this table and the amortization 
tables prepared in Chapter 10. The computations are identical—
the only difference is that in Chapter 10, we were paying cash, 
whereas here, we are receiving cash.

F Y I
The accounting just described is what is required if the bonds 
are holding their value. However, if the issuing company were 
to suffer a permanent economic decline and the bonds were 
only worth, say, $10,000, a permanent write-down, recognized 
on the income statement, would be required to account for the 
other-than-temporary asset impairment.

E X H I B I T  1 2 . 8   A m o r t i z a t i o n  T a b l e  f o r  C h i c a g o  C o m p a n y 
B o n d s

(1)

Time Period

(2)

Cash 
Received

(3) 
Interest Actually 

Earned (0.16 × ½ × 
Investment Balance)

(4)
Amount of 

Amortization 
(3) – (2)

(5)

Investment 
Balance

Acquisition date $17,316

Year 1, fi rst six months $1,200 (0.08 × $17,316) = $1,385 $   185 17,501

Year 1, second six months 1,200 (0.08 × $17,501) =   1,400 200 17,701

Year 2, fi rst six months 1,200 (0.08 × $17,701) =   1,416 216 17,917

Year 2, second six months 1,200 (0.08 × $17,917) =   1,433 233 18,150

Year 3, fi rst six months 1,200 (0.08 × $18,150) =   1,452 252 18,402

Year 3, second six months 1,200 (0.08 × $18,402) =   1,472 272 18,674

Year 4, fi rst six months 1,200 (0.08 × $18,674) =   1,494 294 18,968

Year 4, second six months 1,200 (0.08 × $18,968) =   1,517 317 19,285

Year 5, fi rst six months 1,200 (0.08 × $19,285) =   1,543 343 19,628

Year 5, second six months 1,200 (0.08 × $19,628) =   1,572*      372 20,000

$2,684

*Difference due to rounding
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Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000
 Investment in Held-to-Maturity Securities, Chicago Company  . . . . . . . . . . . . . . . . . . 20,000
  Received bond principal at maturity.

Th is entry assumes, of course, that all previous receipts of interest and bond amortizations have 
been properly recorded.

Because held-to-maturity securities are usually traded on major exchanges, thus providing a 
continuous and ready market, they can be sold to other investors prior to their maturity. When 
these securities are sold prior to their maturity, the diff erence between the sales price and the invest-
ment balance is recognized as a gain or loss on the sale of the investment.

To illustrate, assume that Sawyer Company purchased ten $1,000, 8%, fi ve-year bonds of REX 
Company. We will also assume that the bonds were originally purchased on January 1, 2012, at 
101% of their face value; on January 1, 2013, Sawyer showed a balance of $10,040 for these bonds. 
If the bonds are sold on that day for $10,300, the entry to record the sale and recognize the gain is 
(assuming no sales commission):

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,300
 Gain on Sale of Bonds  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 260
 Investment in Held-to-Maturity Securities, REX Company  . . . . . . . . . . . . . . . . . . . . . 10,040
  Sold bonds for $10,300.

If held-to-maturity securities are sold prior to their maturity date, it is important that the 
amortization of the bond premium or discount be recorded up to the date of sale. If the amorti-
zation of the discount or premium is not updated, the gain or loss recognized on the sale will be 
incorrect.

  Accounting for investments in held-to-maturity securities involves four steps:
  Accounting for the purchase of the securities
  Accounting for interest received on the securities
  Accounting for amortization of the premium or discount
  Accounting for the sale or maturity of the securities

  Amortization of premiums and discounts is usually accounted for by the simple 
straight-line amortization method or the more accurate effective-interest method. The 
amortization adjusts the interest earned on the bonds from the stated to the effective 
rate.
  Investments in held-to-maturity securities are generally reported at cost (adjusted for 
premium or discount amortization), regardless of whether the current market value is 
less than or greater than their historical cost.
  When held-to-maturity securities are sold before maturity, the premium or discount 
must be amortized to the date of sale; a gain or loss would be refl ected in the 
income statement for the difference between the selling price and the carrying value 
on the date of sale.
  Debt securities held until maturity result in no gain or loss on retirement because the 
carrying value after amortization of a premium or discount should be equal to the 
face value of the securities.

R E M E M B E R  T H I S

A
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On January 1, 2010, Lily Company issued bonds with a coupon rate of 10% and a face amount of $1,000. Th e bond inter-
est payments are made at the end of each year on December 31. Th e bonds mature in eight years. Th e market interest rate 
for bonds with the same degree of risk is 12%. As a result, the Lily bonds were issued for $900.65. Investor A purchased 
ALL of these bonds on the issuance date.

 1 Make the journal entry needed on Investor A’s books to record the purchase of the Lily Company bonds.
 2  Make the journal entry needed on Investor A’s books to record the receipt of the fi rst interest payment. Round your 

answers to the nearest penny. Use the effective-interest amortization method.
 3  Make the journal entry needed on Investor A’s books to record the receipt of the second interest payment. Round your 

answers to the nearest penny. Use the effective-interest amortization method.
 4  Make the journal entry needed on Investor A’s books to record the sale of the bonds for $800 cash immediately following 

the receipt of the second interest payment. Round your answers to the nearest penny.

 S O L U T I O N …

 1 

2010
Jan.   1 Investment in Held-to-Maturity Securities, Lily Company  . . . . . . . . . . . . . . . . . . . . . . . 900.65

 Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 900.65

 2 
Th e table below displays the interest revenue calculations for both the fi rst and second interest payments.

Payment 
Number

Payment 
Amount 

(Column A)

Interest Revenue 
(Balance × 0.12) 

(Column B)

Amount of 
Amortization 
(B – A = C)

Investment 
Balance (Prior 
Balance + C)

Initial Balance — — — $900.65
#1 $100.00 $108.08 $8.08 908.73
#2 100.00 109.05 9.05 917.78

2010
Dec. 31 Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100.00

Investment in Held-to-Maturity Securities—Lily Company. . . . . . . . . . . . . . . . . . . . . . . 8.08
 Interest Revenue  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 108.08

 3 

2011
Dec. 31 Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100.00

Investment in Held-to-Maturity Securities—Lily Company. . . . . . . . . . . . . . . . . . . . . . . 9.05
 Interest Revenue  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 109.05

 4 

2011
Dec. 31 Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 800.00

Loss on Sale of Bonds. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 117.78
Investment in Held-to-Maturity Securities—Lily Company . . . . . . . . . . . . . . . . . . . . . 917.78

D O  T H I S . . .

On January 1, 20
est payments are 
for bonds with th

D O  T H
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L O  6    
Accounting for Equity Investments 
Using the Equity Method

WHAT Account for securities using the equity method.
WHY  When an investor can exert signifi cant infl uence over an investee, the investment is account-

ed for more as a strategic partnership than as a passive investment.
HOW  Using the equity method, the amount of revenue recognized by the investor is a function 

of the income earned by the investee and the percentage of ownership of the investor. The 
recorded amount of the investment is increased when income is earned by the investee and 
is decreased when the investee reports losses or pays dividends.

When enough of the outstanding common stock of a company is purchased by another company, 
the acquiring company may have the ability to signifi cantly infl uence the operating decisions of 
the investee. If the ability to infl uence is present, then accounting standards require the use of the 
equity method in accounting for the investment. Recall that signifi cant infl uence is presumed if a 
company owns between 20 and 50% of a company. Percentage ownership criterion serves only as 
a guideline; the ability to infl uence is the key criterion. For example, assume that a company owns 
35% of a fi rm that is headquartered in a foreign country whose government is undergoing a period 
of volatility. Some of the radical leaders in that country are calling for more internal investment and 
less outside interference from U.S. corporations. Th ese leaders, if able to gain positions of power, 
have threatened to expropriate (take over all operations owned by U.S. companies). Even though 
the U.S. company meets the percentage ownership criterion, it may not be able to signifi cantly 
infl uence the operations of the foreign subsidiary. Consider another example of a fi rm whose own-
ership is widespread, with no single shareholder owning more than 2% of the corporation. If one 
stockholder were able to acquire 15% of the outstanding common stock, that investor might be 
able to infl uence the decisions of the investee simply because of the size of the ownership percentage 
relative to that of all other stockholders. 

Under the equity method, dividend payments repre-
sent a return of investment; they do not represent revenue, 
as they do when accounting for trading or available-for-sale 
securities. Revenue is recognized when the investee com-
pany has earnings. When earnings are announced, the car-
rying (book) value of the investment is increased because 
the investor owns a fi xed percentage of a company that is 
worth more now than it was when the investment was origi-
nally made. In accounting for investments with the equity method, the original investment is fi rst 
recorded on the books at cost and is subsequently modifi ed to refl ect the investor’s share of the 
investee’s reported income, losses, and dividends. In this way, book value is increased to recognize 
the investor’s share of earnings and decreased by the dividends received or to recognize the investor’s 
share of losses. Temporary changes in value of investments accounted for using the equity method 
are not recorded.

Th ere are two reasons why the procedures employed under the equity method are preferred 
over those used when accounting for trading or available-for-sale securities. First, the equity  method 
assumes that signifi cant infl uence can be exerted. Th us, the accounting procedures prevent the 
 investing company from manipulating earnings by dictating the dividend policy of the investee. 
For a trading or available-for-sale security, where dividend 
payments are  reported as revenue, an infl uential investor 
could increase its income by putting pressure on the in-
vestee to pay larger and more frequent dividends. With the 
equity method, dividends do not aff ect earnings. Second, 
the equity method provides more timely recognition of the 
investee’s earnings and losses than do the procedures em-
ployed for trading or available-for-sale securities.

F Y I
Although temporary changes in the value of equity method 
 securities are not accounted for, permanent changes are 
 recognized.

C A U T I O N

Remember, the investor accounts only for its share of the in-
vestee’s income and dividends with equity method securities. 
Do not debit or credit the investment account for the entire 
amount of the investee’s income or dividends.

C

Rem
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Illustrating the Equity Method
To illustrate, assume the following: Kimball, Inc., purchases 20% (2,000 shares) of Holland Enter-
prises, outstanding common stock (10,000 shares), paying $100 per share. Later in the year, Kimball 
receives a dividend of $2.50 per share; at year-end, Kimball receives Holland’s income statement 
showing that the company earned $50,000 for the year. To show how the equity method diff ers 
from the accounting demonstrated earlier in the chapter, imagine two scenarios: (1) Kimball is not 
able to exercise signifi cant infl uence on Holland and, as a result, classifi es the security as available-
for-sale, and (2) Kimball is able to exercise signifi cant infl uence and uses the equity method.

Th e accounting for this purchase of stock and subsequent events is shown in Exhibit 12.9. 
Column 1 shows the journal entries assuming that the Holland stock is considered an available-
for-sale security. Column 2 illustrates the equity method. Assume that the Holland stock is selling 
for $102 per share at year-end.

Although accounting for the holding of equity method securities is diff erent from the ac-
counting for available-for-sale or trading securities, accounting for the sale of a stock investment is 
the same regardless of the classifi cation. If the selling price exceeds the balance in the investment 
account, the diff erence is recognized as a gain. If the selling price is less than the recorded invest-
ment balance, the diff erence is recognized as a loss. To illustrate, assume that Kimball sells its 2,000 
shares of Holland stock (previously accounted for under the equity method) for $225,000 shortly 
after the year-end recognition of its $10,000 share of Holland’s earnings. Th e entry to record the 
sale is:

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 225,000
Investment in Equity Method Securities, Holland Enterprises  . . . . . . . . . . . . . . . . . . 205,000
Realized Gain on Sale of Investment  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000

Th e $205,000 is obtained by adding Kimball’s share of Holland’s reported net income to 
the original investment cost and subtracting the dividends received from Holland ($200,000 + 
$10,000 – $5,000).

E X H I B I T  1 2 . 9  A c c o u n t i n g  f o r  E q u i t y  S e c u r i t i e s

 (1) 
Available-for-Sale Security

(2) 
Equity Method Security

Accounting for the 
initial purchase of the 
stock

Investment in Available-for-Sale 
Securities . . . . . . . . . . . . . . . . . . . . .
 Cash. . . . . . . . . . . . . . . . . . . . . . .

200,000
200,000

Investment in Equity Method 
Securities . . . . . . . . . . . . . . . . . . . . .
 Cash. . . . . . . . . . . . . . . . . . . . . . .

200,000
200,000

Payment of a $2.50 
per share dividend by 
Holland Enterprises

Cash  . . . . . . . . . . . . . . . . . . . . . . . .
  Dividend Revenue, 

Holland Company. . . . . . . . . . . . . .

    5,000

    5,000

Cash  . . . . . . . . . . . . . . . . . . . . . . . .
  Investment in Equity 

Method Securities  . . . . . . . . . . . . .

5,000

5,000

Announcement by 
Holland of net income 
for the year of $50,000

No entry Investment in Equity
Method Securities . . . . . . . . . . . . . . .
 Revenue from Investments  . . . . . . .

10,000
10,000

Holland stock is selling 
at $102 per share at 
year-end

Market Adjustment—
Available-for-Sale Securities  . . . . . . . .
  Unrealized Increase/

Decrease in Available-for-Sale 
Securities—Equity . . . . . . . . . . . . .

    4,000

  4,000

No entry
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On January 1, 2011, Taraz Company purchased 4,000 shares of the common stock of Patel Company for $300,000. At the 
time, Patel had a total of 10,000 common shares outstanding. Accordingly, Taraz purchased 40% of the outstanding shares 
of Patel. During 2011, Patel paid cash dividends totaling $50,000 and reported net income of $70,000.

 1  Make the journal entry necessary on Taraz’s books to record the purchase of the Patel shares.
 2  Make the journal entries necessary on Taraz’s books in 2011 to record the receipt of dividends from Patel and to record 

revenue on the investment.
 3  On Taraz’s books, what amount should be reported as “Investment in Equity Method Securities, Patel Company” as of 

December 31, 2011?

 S O L U T I O N …

 1 

Jan. 1 Investment in Equity Method Securities—Patel Company  . . . . . . . . . . . . . . . . . . . . . . 300,000
 Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 300,000
  Purchased 4,000 shares for $300,000.

 2 

Cash ($50,000 × 0.40) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000
 Investment in Equity Method Securities—Patel Company. . . . . . . . . . . . . . . . . . . . . 20,000
Investment in Equity Method Securities—Patel Company  . . . . . . . . . . . . . . . . . . . . . . 28,000
 Revenue from Investments ($70,000 × 0.40). . . . . . . . . . . . . . . . . . . . . . . . . . . . . 28,000

 3 

Investment in Equity Method Securities

1/1/2011 300,000

28,000 20,000

12/31/2011 308,000

D O  T H I S . . .

On January 1, 20
time, Patel had a 
of Patel. During 

D O  T H

  When the percentage of outstanding voting common stock owned is suffi cient to 
exercise infl uence (as is usually true with ownership of 20 to 50%), the equity method 
is used.
  The equity method involves increasing the book value of the investment for earnings 
and decreasing it for dividends and losses.

R E M E M B E R  T H I S

W
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L O  7   Consolidated Financial Statements
WHAT Understand the basics of consolidated fi nancial statements.
WHY  When one company (parent) controls another (subsidiary), those two companies are con-

trolled by one set of shareholders, the shareholders of the parent. Those shareholders need 
one set of consolidated fi nancial statements to summarize the results and resources of the 
entire economic entity that they control.

HOW  All of the assets, liabilities, revenues, and expenses of the parent and the majority-owned 
subsidiaries are added in preparing the consolidated fi nancial statements. Minority interest 
items are reported in both the balance sheet and the income statement to refl ect net assets 
and income that are controlled, but not owned, by the shareholders of the parent company.

Th e equity method is used when an investor is able to exercise signifi cant infl uence over an in-
vestee’s operations. If the investor is able to control decisions made by the investee, then consoli-
dated fi nancial statements are appropriate. Th e objective with consolidated fi nancial statements is 
to refl ect in one set of fi nancial statements the results of all companies owned or controlled by the 
parent corporation.

To show how consolidation works, review the income statement and balance sheet data for four 
companies given below. In this case, a parent company owns part or all of three other companies.

Note that in the parent company’s books, ownership of all three subsidiaries has been ac-
counted for using the equity method. So in each case, the parent reports an investment asset equal 
to its share of the net assets, or equity, of the subsidiary, and investment income equal to its share 
of the net income of the subsidiary.

Percentage of the Parent’s Ownership

Parent

100% 
Subsidiary 

1

80% 
Subsidiary 

2

30% 
Subsidiary 

3

Assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $      48 $      20 $      20 $      20
Accounts receivable  . . . . . . . . . . . . . . . . . . . . 200 80 80 80
Plant and equipment  . . . . . . . . . . . . . . . . . . . . 500 100 100 100
Investment in Subsidiary 1 ($120 × 1.00) . . . . . 120
Investment in Subsidiary 2 ($120 × 0.80) . . . . . 96
Investment in Subsidiary 3 ($120 × 0.30) . . . . .         36

 Total assets. . . . . . . . . . . . . . . . . . . . . . . . . $ 1,000 $    200 $    200 $    200

Liabilities  . . . . . . . . . . . . . . . . . . . . . . . . . . . $    600 $      80 $      80 $      80
Equity  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .       400       120       120       120

 Total liabilities and equity  . . . . . . . . . . . . . . . $ 1,000 $    200 $    200 $    200
Revenues
Sales  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 4,790 $ 2,000 $ 2,000 $ 2,000
Income from Subsidiary 1 ($100 × 1.00)  . . . . . 100
Income from Subsidiary 2 ($100 × 0.80)  . . . . . 80
Income from Subsidiary 3 ($100 × 0.30)  . . . . .         30

 Total revenues . . . . . . . . . . . . . . . . . . . . . . . $ 5,000 $ 2,000 $ 2,000 $ 2,000
Expenses  . . . . . . . . . . . . . . . . . . . . . . . . . . .   (3,000)   (1,900)   (1,900)   (1,900)

Net income . . . . . . . . . . . . . . . . . . . . . . . . . . $ 2,000 $    100 $    100 $    100
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Th e objective of consolidation is to create fi nancial statements for the parent and its controlled 
subsidiaries to report their performance as if they were one company. Operationally, this means that 
the individual assets, liabilities, revenues, and expenses of the parent and all subsidiaries of which 
it owns more than 50% are added together and included in the consolidated fi nancial statements. 
Companies of which the parent owns less than 50% but more than 20% are accounted for using 
the equity method, as described in the preceding section. Th e consolidated balance sheet and in-
come statement for the parent company and its subsidiaries are shown in Exhibit 12.10.

You should note four things concerning these consolidated results:
1. Th e consolidated balance sheet and income statement include all assets, liabilities, rev-

enues, and expenses of the parent and the subsidiaries it controls. Th us, even though the 
parent owns only 80% of Subsidiary 2, all of that subsidiary’s assets, liabilities, revenues, 
and expenses are included in the consolidated total. Th e rationale here is that the parent, 
with its 80% ownership, completely controls the assets of Subsidiary 2 even though it 
doesn’t own them completely.

2. None of the individual assets, liabilities, revenues, and expenses of Subsidiary 3 is in-
cluded in the consolidated fi nancial statements because that subsidiary is not controlled 
by the parent. Instead, the parent’s ownership of 30% of Subsidiary 3 is accounted for 
using the equity method.

3. Th e fact that all of the assets, liabilities, revenues, and expenses of Subsidiary 2 have been 
included in the consolidated total and yet the parent owns only 80% of that subsidiary 
is refl ected in the minority interest items. In the consolidated balance sheet, minority 
 interest is the amount of equity investment made by outside shareholders to consolidated 

minority interest The amount of 
equity investment made by outside 
shareholders to consolidated subsid-
iaries that are not 100% owned by the 
parent.

E X H I B I T  1 2 . 1 0  C o n s o l i d a t e d  F i n a n c i a l  S t a t e m e n t s

Parent Company and Subsidiaries
Consolidated Balance Sheet

Assets

Cash ($48 + $20 + $20). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $     88

Accounts receivable ($200 + $80 + $80) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 360

Plant and equipment ($500 + $100 + $100). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 700

Investment in Subsidiary 3 ($120 × 0.30) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .        36

Total assets  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,184

Liabilities ($600 + $80 + $80) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $   760

Minority interest ($120 × 0.20)  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 24

Equity  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .      400

Total liabilities and equities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,184

Parent Company and Subsidiaries
Consolidated Income Statement

Revenues

Sales ($4,790 + $2,000 + $2,000) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 8,790

Income from Subsidiary 3 ($100 × 0.30)  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30

Expenses ($3,000 + $1,900 + $1,900)  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (6,800)

Minority interest income ($100 × 0.20). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .        (20)

Net income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 2,000
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subsidiaries that are not 100% owned by the parent. In the consolidated income state-
ment, minority interest income (shown as a subtraction) refl ects the amount of income 
belonging to outside shareholders of consolidated subsidiaries that are not 
100% owned.

4. Total consolidated equity of $400 here is the same as total equity reported by the parent. 
Consolidated equity can be thought of as the amount invested by the group of share-
holders who control the entire consolidated economic entity; this group of shareholders 
is the shareholders of the parent company. Of course, some of this equity investment, 
along with some funds borrowed by the parent, has been used to purchase 100% of 
Subsidiary 1, 80% of Subsidiary 2, and 30% of Subsidiary 3. But to add portions 
of the equity of each of those subsidiaries in computing consolidated equity would 
essentially result in double-counting the original investment made by the parent 
shareholders.

Refer to the data in Exhibit 12.10. Assume that instead of owning 30% of Subsidiary 3, the parent actually owns 60% of 
Subsidiary 3. All other data not impacted by that assumption are the same. Using that assumption, answer the following 
questions.

 1  What is the amount of consolidated total assets?
 2  What is the amount of consolidated total liabilities?
 3  What is the amount of consolidated sales?

 S O L U T I O N …

 1 Consolidated total assets

Cash: $48 + $20 + $20 + $20 = $108
Accounts receivable: $200 + $80 + $80 + $80 = $440
Plant and equipment: $500 + $100 + $100 + $100 = $800
Total assets: $108 + $440 + $800 = $1,348

 2 Consolidated total liabilities: $600 + $80 + $80 + $80 = $840
 3 Consolidated sales: $4,790 + $2,000 + $2,000 + $2,000 = $10,790

D O  T H I S . . .

Refer to the data
Subsidiary 3. All
questions.

D O  T H

  Consolidated fi nancial statements are prepared when a parent owns more than 50% 
of one or more subsidiaries.
  All of the assets, liabilities, revenues, and expenses of the parent and the majority-
owned subsidiaries are added in preparing the consolidated fi nancial statements.

R E M E M B E R  T H I S

C
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L O 1   Understand why companies invest in other companies. Companies usually invest in other 
 companies for one of the following reasons:

• To earn a return on excess cash
• To gain infl uence, or even control, over the other company

L O 2  Understand the different classifications for securities.

Classification of 
Securities

Types of 
Securities Disclosed at

Reporting of Temporary 
Changes in Fair Value

Trading Debt and equity Fair value Income statement
Available-for-sale Debt and equity Fair value Stockholders’ equity
Held-to-maturity Debt Amortized cost Not recognized
Equity method Equity Cost adjusted for changes in 

 net assets of investee
Not recognized

L O 3   Account for the purchase, recognition of revenue, and sale of trading and available-for-sale 
securities.

•  Investments in debt and equity securities are recorded at cost, which includes the fair value of the securities plus any 
other expenditures required to purchase the securities.

• Revenues from securities take the form of one of the following:
• Interest
• Dividends
• Gains or losses from selling the securities

L O 4  Account for changes in the value of securities.

•  Changes in value of trading or available-for-sale securities are refl ected on the balance sheet using a market adjustment 
account.

• For trading securities, the unrealized gain or loss is refl ected on the income statement for the period.
• For available-for-sale securities, the unrealized increase or decrease is recorded in a stockholders’ equity account.

L O 5  Account for held-to-maturity securities.

• Amortization of premiums and discounts on held-to-maturity securities is accounted for by one of the following:
• The straight-line amortization method
• The effective-interest method

• The amortization adjusts the interest earned on the bonds from the stated to the effective rate.
•  Investments in held-to-maturity securities are generally reported at cost (adjusted for premium or discount amortization), 

regardless of whether the current market value is less than or greater than their historical cost.

L O 6  Account for securities using the equity method.

•  When the percentage of outstanding voting common stock owned is suffi cient to exercise infl uence (as is usually true with 
ownership of 20 to 50%), the equity method is used.
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• This method involves both:
• Increasing the book value of the investment for a percentage share of earnings
• Decreasing it for a percentage share of dividends and losses

L O 7  Understand the basics of consolidated financial statements.

• Consolidated fi nancial statements are prepared when a parent owns more than 50% of one or more subsidiaries.
•  All of the assets, liabilities, revenues, and expenses of the parent and the majority-owned subsidiaries are added in pre-

paring the consolidated fi nancial statements.

K e y  T e r m s  &  C o n c e p t s

available-for-sale securities, 558
consolidated fi nancial statements, 557
debt securities, 556
equity method, 557

equity securities (stock), 556
held-to-maturity security, 556
market adjustment—trading 

securities, 564

realized gains and losses, 562
trading securities, 558
unrealized gains and losses, 564

R e v i e w  P r o b l e m

Investments in Debt and Equity Securities
On January 1, 2012, Schultz, Inc., purchased the following securities:

Security Type Classifi cation Cost

1 Debt Trading $2,500
2 Debt Trading 1,500
3 Equity Trading 1,750
4 Debt Available-for-sale 4,300
5 Equity Available-for-sale 2,750

On March 31, one-half of Security 2 was sold for $900. During the year, interest and dividends were received as 
follows:

Security Interest Dividends

1 $200
2 85
3 none
4 435
5 $200

Th e following fair market values are available on December 31, 2012. Schultz had no balance in its market adjust-
ment accounts on January 1, 2012.

Security Market Value

1 $2,400
2 950
3 1,600
4 4,250
5 2,900

Required:
Record all necessary journal entries to account for these investments during 2012.
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Solution
To account for these investments, four events must be accounted for:

1. Th e initial purchase on January 1.
2. Th e sale of one-half of Security 2 on March 31.
3. Th e receipt of interest and dividends during the year.
4. Th e changes in value as of December 31.

The initial purchase

Jan.  1 Investment in Trading Securities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,750
Investment in Available-for-Sale Securities  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7,050
 Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12,800
  To record the purchase of trading and available-for-sale securities.

The sale of one-half of Security 2 on March 31

Mar. 31 Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 900
 Realized Gain on Sale of Securities  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150
 Investment in Trading Securities  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 750
   Sold one-half of Security 2 ($750 book value) for $900. 

Recorded the $150 realized gain ($900 – $750).

The receipt of interest and dividends during the year

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 920
 Interest Revenue  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 720
 Dividend Revenue. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200
  Received $720 in interest during the year and $200 in dividends.

Note: Even if cash were not received by year-end, the interest and dividends earned would need to be 
recorded, with the off setting debit to a receivable account(s).

The changes in value as of December 31, 2012

Dec. 31 Unrealized Loss on Trading Securities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50
 Market Adjustment—Trading Securities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50
   To account for the difference between book value ($5,000) and fair market value 

($4,950) of trading securities.

Dec. 31 Market Adjustment—Available-for-Sale Securities . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100
 Unrealized Increase/Decrease in Value of Available-for-Sale Securities—Equity . . . . . 100
   To account for the difference between book value ($7,050) and 

fair market value ($7,150) of available-for-sale securities.



Why Companies Invest in Other Companies
Which one of the following is not a primary reason companies invest in other companies?

a To earn return on excess cash
b. To eliminate risk in other investments
c. To gain infl uence over another company
d. To gain control over another company

Classifying a Security
Which one of the following types of investments is always an example of a debt security?

a. Available-for-sale securities
b. Trading securities
c. Held-to-maturity securities
d. Equity method securities

Equity Method Securities
What is the general rule for what percentage an entity must own in another company to account 
for the investment using the equity method?

a. Th e entity should own 20 to 50% of the other company’s outstanding voting stock.
b. Th e entity should own 5 to 10% of the other company’s outstanding voting stock.
c. Th e entity should own 50 to 90% of the other company’s outstanding voting stock.
d. Th e entity should own 10 to 20% of the other company’s outstanding voting stock.

L O  1

P E  1 2 - 1

L O  2

P E  1 2 - 2

L O  2

P E  1 2 - 3
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1. Why do fi rms invest in assets that are not directly re-
lated to their primary business operations?

2. Describe the risk and return trade-off  of investments.
3. What are the four diff erent classifi cations of debt and 

equity securities?
4. When will a security be classifi ed as “trading”?
5. What types of securities can be classifi ed as “held-to-

maturity”?
6. To be classifi ed as an equity method security, the inves-

tor must typically own at least a certain percentage of 
the outstanding common stock of the investee. What is 
that minimum percentage? Th at percentage of owner-
ship represents the investor’s ability to do what?

7. Identify the diff erent types of returns an investor can 
realize when investing in debt and equity securities.

8. When a security is sold, what information must be 
known to account for that transaction?

 9. What is the diff erence between a realized gain or loss 
and an unrealized gain or loss?

10. What does the market adjustment account  represent?
11. How are changes in the value of trading securities 

accounted for on the books of the investor?
12. How are changes in the value of available-for-sale 

securities accounted for on the books of the investor?
13. What is the process for adjusting the value of a trading 

or available-for-sale security after a  valuation account 
has been established?

14. Why aren’t changes in the value of held-to- maturity and 
equity method securities accounted for on the books of 
the investor?

15. How does the accounting for changes in the value of 
trading and available-for-sale securities diff er?

  P U T  I T  O N  PA P E R

D i s c u s s i o n  Q u e s t i o n s

P r a c t i c e  E x e r c i s e s
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Valuation of Securities
Which two of the following classifi cations of securities are valued at fair value on a company’s 
balance sheet?

a. Available-for-sale securities
b. Equity method securities
c. Trading securities
d. Held-to-maturity securities

Accounting for the Purchase of Trading and Available-for-Sale Securities
Viella Company purchased the following securities with cash:

Security Type Classification Cost (including Broker’s Fees)

1 Equity Trading $  55,000
2 Equity Available-for-sale 106,000
3 Debt Available-for-sale 23,000
4 Debt Trading 40,000

Make the necessary journal entry (or entries) to record the purchase of these securities.

Accounting for the Return Earned on an Investment
Refer to the data in PE 12-5. Viella Company received the following interest and dividends from 
its securities investments during the year:

Security Interest Dividends

1 $1,500
2 4,000
3 $1,000
4 5,500

Make the necessary journal entry (or entries) to record the receipt of interest and dividends during 
the year.

Accounting for the Sale of Securities
Refer to the data in PE 12-5. Near the end of the year, Viella Company sold Security 1 for $50,000. 
Make the necessary journal entry (or entries) to record the sale.

Changes in Value of Trading Securities
At the end of the year, Viella Company had the following securities:

Security Classification Historical Cost Market Value (December 31)

1 Available-for-sale $52,000 $52,400
2 Available-for-sale 12,300 11,500
3 Trading 23,500 24,250

Make the necessary journal entry (or entries) to record the change in value of the company’s trading 
 security (Security 3).

L O  2

P E  1 2 - 4

L O  3

P E  1 2 - 5

L O  3

P E  1 2 - 6

L O  3

P E  1 2 - 7

L O  4

P E  1 2 - 8
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Changes in Value of Available-for-Sale Securities
Refer to the data in PE 12-8. Make the necessary journal entry (or entries) to record the change in 
value of the company’s available-for-sale securities.

Subsequent Changes in Value of Trading Securities
At the end of 2012, D’Espagne Company owned the following security (which was originally pur-
chased for $60,000 and had a market value at the end of 2011 of $64,000).

Classification Historical Cost Market Value (December 31, 2012)

Trading $60,000 $58,000

Make the necessary journal entry (or entries) to record the change in value of the security in 2012.

L O  4

P E  1 2 - 9

L O  4

P E  1 2 - 1 0

E x e r c i s e s

Investment in Trading Securities—Journal Entries
Prepare the journal entries to account for the following investment transactions of Samuelson Company:

2011
July 1  Purchased 350 shares of Bateman Company stock at $22 per share plus a brokerage 

fee of $600. Th e Bateman stock is classifi ed as trading.
Oct. 31 Received a cash dividend of $2.00 per share on the Bateman stock.
Dec. 31 At year-end, Bateman stock had a market price of $19 per share.

2012
Feb. 20 Sold 175 shares of the Bateman stock for $26 per share.
Oct. 31 Received a cash dividend of $2.20 per share on the Bateman stock.
Dec. 31 At year-end, Bateman stock had a market price of $29 per share.

Investment in Trading Securities—Journal Entries
In June 2012, Hatch Company had no investment securities but had excess cash that would not be 
needed for nine months. Management decided to use this money to purchase trading securities as 
a short-term investment. Th e following transactions relate to the investments:

July 16  Purchased 4,000 shares of Eli Corporation stock. Th e price paid, including brokerage 
fees, was $62,400.

Sept. 23  Received a cash dividend of $1.25 per share on the Eli stock.
 28  Sold 2,000 shares of Eli stock at $16 per share. Paid a selling commission of $250.
Dec. 31 Th e market value of Eli’s stock was $16.35 per share.

Given these data, prepare the journal entries to account for Hatch’s investment in Eli stock.

Investment in Available-for-Sale Securities—Journal Entries
Bird Beak Corporation made the following available-for-sale securities transactions:

Jan. 14 Purchased 4,000 shares of Pinegar Corporation common stock at $20.80 per share.
Mar. 31 Received a cash dividend of $0.25 per share on the Pinegar stock.
Aug. 28 Sold 1,600 shares of Pinegar stock at $22.60 per share.
Dec. 31 Th e market value of the Pinegar stock was $24 per share.

Prepare journal entries to record the transactions.

L O  3

L O  4

E  1 2 - 1 1

L O  3

L O  4

E  1 2 - 1 2

L O  3

L O  4

E  1 2 - 1 3
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Investment in Securities
In January 2010, Solitron, Inc., determined that it had excess cash on hand and decided to invest 
in Horner Company stock. Solitron intends to hold the stock for a period of three to fi ve years, 
thereby making the investment an available-for-sale security. Th e following transactions took place 
in 2010, 2011, and 2012:

2010
Jan. 17 Purchased 2,750 shares of Horner stock for $89,500.
May 10 Received a cash dividend of $1.30 per share on Horner stock.
Dec. 31 Th e market value of the Horner stock was $30 per share.

2011
May 22 Purchased 750 shares of Horner stock at $40 per share.
July 18 Received a cash dividend of $0.90 per share on the Horner stock.
Dec. 31 Th e market value of the Horner stock was $42 per share.

2012
June 7 Received a cash dividend of $1 per share on the Horner stock.
Oct. 5 Sold the Horner stock at $27 per share for cash.
Dec. 31 Th e market value of the Horner stock was $25 per share.

Prepare the journal entries required to record each of these events.

Investment in Equity Securities
During 2010, JAT Company purchased trading securities as a short-term investment. Th e costs of 
the securities and their market values on December 31, 2012, are listed below.

Security Cost
Market Value 

(December 31, 2012)

A $400,000 $200,000
B 200,000 225,000
C 500,000 600,000

JAT had no trading securities in the years before 2012. Before any adjustments related to these 
trading securities, JAT had net income of $900,000 in 2012.

1. What is net income (ignoring income taxes) after making any necessary trading security 
adjustments?

2. What would net income be if the market value of Security A were $350,000?

Investment in Debt and Equity Securities
In February 2012, Packard Corporation purchased the following securities. Prior to these pur-
chases, Packard had no portfolio of investment securities.

Security Type Classification Cost

1 Debt Trading $11,500
2 Equity Trading 9,000
3 Equity Available-for-sale 7,250
4 Debt Available-for-sale 12,300

L O  3

L O  4

E  1 2 - 1 4

L O  4

E  1 2 - 1 5

L O  3

L O  4

E  1 2 - 1 6
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During 2012, Packard received $2,400 in interest and $1,800 in dividends. On December 31, 
2012, Packard’s portfolio of securities had the following market values:

Security Fair Market Value

1 $12,000
2 8,750
3 7,500
4 12,500

Prepare the journal entries required to record each of these transactions.

Investment in Debt and Equity Securities
Andrews, Inc., purchased the following securities during 2012:

Security Type Classification Cost

1 Debt Trading $  2,400
2 Equity Trading 3,500
3 Debt Available-for-sale 4,200
4 Equity Available-for-sale 1,800
5 Debt Held-to-maturity 11,000

During 2012, Andrews received interest of $1,400 and dividends of $600 on its investments. On 
September 29, 2012, Andrews sold one-half of Security 1 for $1,600. On December 31, 2012, the 
portfolio of securities had the following fair market values:

Security Fair Market Value

1 $  1,700
2 3,600
3 4,000
4 1,900
5 12,000

Andrews had no balance in its market adjustment accounts at the beginning of the year. Prepare 
the journal entries required to record the purchase of the securities, the receipt of interest and divi-
dends, the sale of securities, and the adjustments required at year-end.

Investment in Securities—Changes in Value
Sharp, Inc., had the following portfolio of investment securities on January 1, 2012:

Security Type Classification Historical Cost
Fair Market 

Value (1/1/12)

1 Debt Trading $1,000 $   800
2 Equity Trading 1,250 1,100
3 Debt Trading 1,700 1,650
4 Debt Available-for-sale 2,200 2,150
5 Debt Held-to-maturity 1,800 1,750

Appropriate adjustments have been made in prior years. No securities were bought or sold during 
2012. On December 31, 2012, Sharp’s portfolio of securities had the following fair market values:
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Security Fair Market Value (12/31/12)

1 $   650
2 1,200
3 1,700
4 2,250
5 1,850

Prepare the necessary adjusting entry (or entries) on December 31, 2012.

Investment in Securities—Changes in Value
Indonesia, Inc., held the following portfolio of securities on December 31, 2011 (the end of its fi rst 
year of operations):

Cost Market Value (12/31/11)

Trading securities  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $55,000 $45,000
Available-for-sale securities  . . . . . . . . . . . . . . . . . . . . . . 80,000 90,000
Held-to-maturity securities  . . . . . . . . . . . . . . . . . . . . . . . 75,000 80,000

No additional securities were bought or sold during 2012. On December 31, 2012, Indonesia’s 
securities had a fair market value of:

Trading securities  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $50,000
Available-for-sale securities  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 93,000
Held-to-maturity securities  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 70,000

Prepare the entries required at the end of 2011 and 2012 to properly adjust Indonesia’s portfolio 
of securities.

Accounting for the Purchase of Securities
Th e Running Store is a chain of sporting goods stores. Th e Running Store is interested in using 
some of its excess cash to invest in securities. It decides to buy the following securities:

Security Type Price

Steven Company Available-for-sale $  2,750
Nick, Inc. Trading 11,040
Ryan Company Available-for-sale 6,830
Jacob Company Held-to-maturity 15,000

Prepare the journal entry to record the purchase of these securities.

Accounting for the Sale of Securities
Shay Company owns the following securities, which it is interested in selling:

Security Type Cost Market Adjustments Market Price

London Company Available-for-sale $5,000 $   600 increase $6,400
Brown Company Trading 6,100 800 decrease 6,300
Shaw Company Available-for-sale 8,400 1,000 increase 8,700
Robbins Company Held-to-maturity 7,200 None 9,800

Prepare the journal entry to record the sale of these securities.
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Investment in Securities—Recording and Analysis
Th e following data pertain to the securities of Linford Company during 2012, the company’s fi rst 
year of operations:

a. Purchased 400 shares of Persimmon Corporation stock at $40 per share plus a commis-
sion of $200. Th is security is classifi ed as trading.

b. Purchased $6,000 of Kiwi Corporation bonds. Th ese bonds are classifi ed as trading.
c. Received a cash dividend of $0.50 per share on the Persimmon stock.
d. Sold 100 shares of Persimmon stock for $46 per share.
e. Received interest of $240 on the Kiwi bonds.
f. Purchased 50 shares of Mango Corporation stock for $3,500. Classifi ed the stock as 

available-for-sale.
g. Received interest of $240 on the Kiwi bonds.
h. Sold 150 shares of Persimmon stock for $28 per share.
i. Received a cash dividend of $1.40 per share on the Mango stock.
j. Recorded interest receivable at year-end on the Kiwi bonds of $60.

Required:
Prepare journal entries to record the preceding transactions. Post the entries to T-accounts, and 
determine the amount of each of the following for the year:

1. Dividend revenue
2. Bond interest revenue
3. Net gain or loss from selling securities

Buying and Selling Trading Securities
Iron Company incurred the following transactions relating to the common stock of Bronze 
 Company:

July 14, 2010 Purchased 10,000 shares at $35 per share.
Sept. 4, 2011 Sold 2,500 shares at $40 per share.
Aug. 24, 2012 Sold 1,500 shares at $33 per share.

Th e end-of-year market prices for the shares were as follows:

Dec. 31, 2010 $32 per share
Dec. 31, 2011 $45 per share
Dec. 31, 2012 $28 per share

Iron classifi es the Bronze stock as trading securities.

Required:
1. Determine the amount of (a) realized gain or loss and (b) unrealized gain or loss to be 

reported on the income statement each year relating to the Bronze stock.
2. How would your answer to part (1) change if the securities were classifi ed as available-

for-sale? Explain.

Trading and Available-for-Sale Securities
Lorien Technologies, Inc., purchased the following securities during 2011:
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Security Classification Cost Market Value (12/31/11)

A Trading $  5,000 $  4,000
B Trading 7,000 10,000
C Available-for-sale 10,000 8,000
D Available-for-sale 6,000 3,500

Th e following transactions occurred during 2012:
a. On January 1, 2012, Lorien purchased Security E for $12,000. Security E is classifi ed as 

available-for-sale.
b. On March 23, 2012, Security B was sold for $4,700.
c. On July 23, 2012, Security C was sold for $19,500.

Th e remaining securities had the following market values as of December 31, 2012:

Security Market Value

A $  4,500
D 5,000
E 13,000

Required:
1. Determine the amount of (a) realized gain or loss and (b) unrealized gain or loss to be 

reported relating to Lorien’s trading securities for 2012.
2. Determine the amount of (a) realized gain or loss and (b) unrealized gain or loss to be 

reported relating to Lorien’s available-for-sale securities for 2012. Which amounts will 
appear on the income statement?

Investments in Trading Securities
In December 2012, the treasurer of Toth Company concluded that the company had excess cash on 
hand and decided to invest in Soren Corporation stock. Toth intends to hold the stock for a period 
of 6 to 12 months and classifi es the security as trading. Th e following transactions took place:

Jan. 1 Purchased 8,500 shares of Soren stock for $187,000.
Apr. 24 Received a cash dividend of $1.20 per share on the Soren stock.
May 5 Sold 2,500 shares of the Soren stock at $25 per share for cash.
July 21 Received a cash dividend of $1.30 per share on the Soren stock.
Aug. 9 Sold the balance of the Soren stock at $19 per share for cash.

Required:
Prepare the appropriate journal entries to record each of these transactions.

Investments in Debt and Equity Securities
Wilbur Company often invests in the debt and equity securities of other companies as short-term 
investments. During 2012, the following events occurred:

July 1 Wilbur purchased the securities listed here:

Security Type Classification Cost

1 Debt Trading $41,200
2 Equity Trading 23,940
3 Equity Trading 51,250
4 Equity Available-for-sale 21,300
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Sept. 30 Wilbur received a cash dividend of $2,460 on Security 2.
Dec. 1 Wilbur sold Security 4 for $18,300.
 31 Wilbur received interest of $4,300 on Security 1.
 31  Th e market prices were quoted as follows: Security 1, $40,900; Security 2, $25,550; 

Security 3, $44,000.

Required:
1. Prepare journal entries to record the events.
2. Illustrate how these investments would be reported on the balance sheet at December 31.
3. What items and amounts would be reported on the income statement for the year?

Unifying Concepts: Short-Term Investments in Stocks and Bonds
JAG Manufacturing Company produces and sells one main product. Th ere is signifi cant seasonal-
ity in demand, and the unit price is quite high. As a result, during the heavy selling season, JAG 
generates cash that is idle for a few months. Th e company uses this cash to acquire investments. Th e 
following transactions relate to JAG’s investments during 2012:

Mar. 15  Purchased 1,200 shares of Gates Corporation stock at $25 per share, plus brokerage 
fees of $815. Th is stock is classifi ed as trading.

Apr. 1  Purchased $45,000 of 10% bonds of Micro Company. Th is investment is classifi ed as 
available-for-sale.

June 3 Received a cash dividend of $1.50 per share on the Gates stock.
Oct. 1 Received a semiannual interest payment of $2,250 on the Micro bonds.
 10 Sold 480 shares of the Gates stock at $32 per share less a $500 brokerage fee.
Dec. 31  Recorded $1,125 of interest earned on the Micro bonds for the period October 1, 

2012, through December 31, 2012.
 31  Th e market price of the Gates stock was $21 per share; the market price of the Micro 

bonds (excluding consideration of the interest receivable on the bonds) was $43,000.

Required:
Prepare journal entries to record these transactions.

Recording Investment Transactions
Th e following data pertain to the investments of Summer Company during 2012, the company’s 
fi rst year of operations:

a. Purchased 200 shares of Winter Corporation stock at $40 per share, plus brokerage fees 
of $100. Classifi ed as trading.

b. Purchased $10,000 of Spring Corporation bonds at face value. Classifi ed as trading.
c. Received a cash dividend of $0.50 per share on the Winter stock.
d. Received interest of $600 on the Spring bonds.
e. Purchased 50 shares of Fall Corporation stock for $3,500. Classifi ed as available-for-sale.
f. Received interest of $600 on the Spring bonds.
g. Sold 80 shares of Winter stock for $32 per share due to a signifi cant decline in the  market.
h. Received a cash dividend of $1.40 per share on the Fall stock,
i. Interest receivable at year-end on the Spring bonds amounts to $200.
j. Market value of securities at year-end: Winter stock, $42 per share; Spring bonds, 

$10,200; Fall stock, $3,450.

Required:
Enter these transactions in T-accounts, and determine each of the following for the year:

1. Dividend revenue
2. Bond interest revenue
3. Net gain or loss from selling securities
4. Unrealized gain or loss from holding securities
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Investments in Available-for-Sale Securities
Lindorf Company often purchases common stocks of other companies as long-term investments. 
At the end of 2011, Lindorf held the common stocks listed. (Assume that Lindorf exercises no sig-
nifi cant infl uence over these companies; that is, they are classifi ed as available-for-sale securities.)

Corporation Number of Shares Cost per Share

Dewey 2,500 $  40
Oblinger 2,000     26
Litten 2,300   153
Kauffman    750     75

Additional information for 2011:

Sept. 30 Lindorf received a cash dividend of $1.15 per share on Dewey Corporation stock.
Dec. 31 Th e market prices were quoted as follows:

  Dewey stock, $35; Oblinger stock, $28; Litten stock, $154; Kauff man stock, $70.

Required:
1. Illustrate how these investments would be reported on the balance sheet at December 

31, 2011, and prepare the adjusting entry at that date.
2. What items and amounts would be reported on the income statement for 2011?
3. Prepare the journal entry for the sale of Kauff man stock for $71 per share in 2012.
4.  Interpretive Question: Why are losses from the write-down of available-for-sale securi-

ties not included in the current year’s income, whereas similar losses for trading securities 
are included?

Unifying Concepts: Investments in Debt and Equity Securities
On January 1, Heiress Company had surplus cash and decided to make some long-term invest-
ments. Th e following transactions occurred during the year:

Jan. 1  Purchased thirty $1,000, 11% bonds of McComb Corporation at face value. Semi-
annual interest payment dates are January 1 and July 1 each year. Th e bonds are 
 classifi ed as available-for-sale.

Feb. 15  Purchased 3,000 shares of Gordon Corporation stock at $28 per share, plus brokerage 
fees of $1,100. Th e stock is classifi ed as available-for-sale.

July 1 Received a semiannual interest payment on the McComb bonds.
Sept. 30 Received an annual cash dividend of $1.00 per share on Gordon stock.
Oct. 15 Sold 1,000 shares of the Gordon stock at $33 per share.
Dec. 31 Adjusted the accounts to accrue interest on the McComb bonds.

Required:
1. Prepare journal entries for these transactions.
2. Th e market quote for McComb’s bonds at closing on December 31 was 103. Th e Gor-

don stock closed at $32 per share. Prepare a partial balance sheet showing all the neces-
sary data for these securities. Assume that Heiress exercises no signifi cant infl uence over 
its investees.
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Investments in Equity Securities
On March 15, 2012, Boston Company acquired 5,000 shares of Richfi eld Corporation common 
stock at $45 per share as a long-term investment. Richfi eld has 50,000 shares of outstanding voting 
common stock. Boston does not own any other stocks. Th e following additional events occurred 
during the fi scal year ended December 31, 2012:

Dec. 1 Boston received a cash dividend of $2.50 per share from Richfi eld.
 31 Richfi eld announced earnings for the year of $150,000.
 31 Richfi eld common stock had a closing market price of $42 per share.

Required:
1. What accounting method should be used to account for this investment? Why?
2. Prepare journal entries for the above transactions.
3. Prepare a partial income statement and balance sheet to show how the investment 

accounts would be shown on the fi nancial statements.

Investment Portfolio
General Corporation has the following investments in equity securities at December 31, 2011 
(there are no existing balances in the market adjustment account):

Company Classification Shares

Percentage 
of Shares 

Owned Cost
Market Price at 
12/31/2011

Clarke Corporation Trading 1,000 2% $75 $78
Marlin Company Available-for-sale 4,000 15 34 32
Air Products, Inc. Available-for-sale 3,000 10 46 43

Required:
1. Prepare any adjusting entries required at December 31, 2011.
2. Illustrate how these investments would be presented on General’s balance sheet at Decem-

ber 31, 2011. Th e available-for-sale securities are expected to be held for two to fi ve years.
3. Prepare the journal entry on April 10, 2012, when General sold the Clarke investment 

for $72 per share.
4. Assume that General still owns its investment in Marlin and Air Products at December 

31, 2012; the market prices on that date are $37 for Marlin and $44 for Air Products. 
Prepare all adjusting journal entries needed at December 31, 2012.
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Adding an Investment Portfolio
Th is spreadsheet assignment is a continuation of the spreadsheet assignments given in earlier chap-
ters. If you completed those spreadsheets, you have a head start on this one.

Th is assignment is based on the spreadsheet prepared in part (1) of the spreadsheet assignment 
for Chapter 9. Review that assignment for a summary of the assumptions made in preparing a 
forecasted balance sheet, income statement, and statement of cash fl ows for 2013 for Handyman 
Company. Using those fi nancial statements, complete the following exercise.

Handyman has decided that, in 2013, it will create an available-for-sale investment portfolio. 
Handyman plans to invest $20 million in a variety of stocks and bonds. (Recall that the numbers 
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in the Handyman spreadsheet are in millions.) As of the end of 2012, Handyman has no invest-
ment portfolio. Adapt your spreadsheet to include this expected $20 million investment portfolio 
as a current asset in 2013. Ignore the possibility of any interest, dividends, gains, or losses on this 
portfolio. Answer the following questions:

1. With the assumptions built into your spreadsheet, where will Handyman get the $20 
million in funding necessary to acquire these investment securities?

2. Where in the statement of cash fl ows did you put the cash outfl ow associated with the 
acquisition of these investment securities? Explain your placement.

Which Investment Should We Make?
Pentron Data Corporation has a signifi cant amount of excess cash on hand and has decided to 
make a long-term investment in either debt or equity securities. After a careful analysis, the invest-
ment committee recommends that Pentron purchase either one of the following two investments. 
Th e fi rst investment involves purchasing sixty $1,000, 8% bonds issued by Andrea Company. Th e 
bonds mature in four years, pay interest semiannually, and are currently selling at 92. Th e second 
investment alternative involves purchasing 3,000 shares of Franklin Corporation common stock 
at $30 per share (including brokerage fees). Th e investment committee believes that the Franklin 
stock will pay an annual dividend of $3.50 per share and is likely to be salable at the end of four 
years for $36 per share.

Discuss the following questions:
1. If Pentron wants to earn 12% per year, should it make either investment?
2. Which of the two investments would you advise the treasurer to invest in assuming the 

inherent risk is approximately equal? Your decision should be based on which investment 
provides the more attractive return, ignoring income tax eff ects.

Classification of Securities
Memphis Company has just purchased fi ve securities; it intends to hold the stock until the 
price increases to a suffi  ciently high level, at which time it plans to sell the stock. In fact, it is 
unlikely that the company will hold the securities for more than a few months. Nevertheless, 
Memphis’s management has decided to classify the securities as available-for-sale rather than as 
trading securities. Why is Memphis choosing this type of classifi cation, and would you allow 
it if you were the auditor?

You Decide: Should the investment securities that companies own be left on the books at 
historical cost, or should they be adjusted annually to their current market price (as is now 
required by GAAP)?
When physical assets are purchased, they are recorded on the balance sheet at cost and left there 
until the asset is sold. For example, when land is purchased, the cost of the land is recorded on the 
books. If the land increases in value, no adjustment is made. Th e company realizes the gain in value 
when it sells the land at a gain. Why don’t we do this for investment securities? Why should the 
assets for land and securities be handled diff erently?

Microsoft
(Since Wal-Mart doesn’t report investments activity, we will refer to Microsoft’s 2008 annual 
 report for this case.) Locate Microsoft’s 2008 annual report at http://www.microsoft.com to answer 
the following questions:

1. Find Microsoft’s note on accounting policies. Using the information in that note (under 
the heading “Financial Instruments”), determine what fraction of Microsoft’s investment 
securities are classifi ed as “available-for-sale.”
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2. In its note on “Investments,” Microsoft lists the general types of investments that make 
up its $30.250 billion portfolio. Certifi cates of deposit are listed both as “cash and cash 
equivalents’’ and as “short-term investments.” What would you expect the diff erence 
between these two categories to be? 

3. Look at Microsoft’s stockholders’ equity statement. Where in the equity section does 
Microsoft report the unrealized gains and losses from available-for-sale securities?

Sony
Sony Corporation was organized in 1946 under the name Tokyo Tsushin Kogyo. Th e name 
“Sony” was given to a small transistor radio sold by the company in the United States. Th e radio 
was so popular that the entire company changed its name to Sony in 1958.

In its 2008 and 2007 annual reports, Sony included these notes to its fi nancial statements.
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Investments

Yen in millions

March 31, 2008 March 31, 2007

Cost
Unrealized 

gain
Unrealized 

loss

Fair 
market 
value Cost

Unrealized 
gain

Unrealized 
loss

Fair 
market 
value

Financial Services Business:
Available for sale . . . . . . . . . . . . .
 Debt securities  . . . . . . . . . . . .
  Sony LIfe . . . . . . . . . . . . . . . 2,564,845 77,456 (2,644) 2,639,657 2,129,352 17,679 (3,052) 2,143,979
  Other   . . . . . . . . . . . . . . . . . 481,159 998 (10,412) 471,745 381,663 5,983 (5,794) 381,852
 Equity securities  . . . . . . . . . . .
  Sony LIfe . . . . . . . . . . . . . . . 181,256 47,557 (14,513) 214,300 210,009 105,376 (3,579) 311,806
  Other. . . . . . . . . . . . . . . . . . 11,452 1,036 (1,504) 10,984 7,341 1,657 (40) 8,958
Held to maturity  . . . . . . . . . . . . .
 Debt securities  . . . . . . . . . . . .
  Sony Life . . . . . . . . . . . . . . . — — — — — — — —
  Other. . . . . . . . . . . . . . . . . . 56,737 773 (34) 57,476 34,931 165 (127) 34,969
  Total Financial Services. . . . . 3,295,449 127,820 (29,107) 3,394,162 2,763,296 130,860 (12,592) 2,881,564
Non-Financial Services:  . . . . . . . .
Available-for-sale securities  . . . . . 52,935 26,992 (3,574) 76,353 70,496 21,909 (3,770) 88,635
Held to maturity securities . . . . . . 1,103 1,103 1,104 — — 1,104
  Total Non-Financial Services. . 54,038 26,992 (3,574) 77,456 71,600 21,909 (3,770) 89,739
Consolidated. . . . . . . . . . . . . . . . 3,349,487 154,812 (32,681) 3,471,618 2,834,896 152,769 (16,362) 2,971,303

1. In the notes to its English-language fi nancial statements, Sony states that those state-
ments are prepared “in conformity with U.S. GAAP.” However, Sony’s offi  cial account-
ing records are maintained using Japanese accounting principles. Why would Sony go 
to the trouble of preparing a separate set of English-language fi nancial statements using 
U.S. accounting principles?

2. Assuming that approximately the same available-for-sale securities were on hand in both 
2007 and 2008, how well did Sony’s investments perform in 2008?

3. What journal entries did Sony make during the year to record the revaluation of 
available-for-sale securities? Use only the total amounts (that is, don’t use the separate 
amounts for debt and equity securities), and ignore the fact that securities were bought 
and sold during the year.
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Is It OK to Strategically Classify Securities?
You have recently been hired as a staff  assistant in the offi  ce of the chairman of the board of direc-
tors of Clefton, Inc. Because you have some background in accounting, the chairman has asked 
you to review the preliminary fi nancial statements that have been prepared by the company’s ac-
counting staff . After the fi nancial statements are approved by the chairman, they will be audited 
by external auditors. Th is is the fi rst year that Clefton has had its fi nancial statements audited by 
external auditors.

In examining the fi nancial statement note on investment securities, you notice that all of the 
securities that had unrealized gains for the year have been classifi ed as trading, whereas all of the 
securities that had unrealized losses have been classifi ed as available-for-sale. Th is places all the gains 
on the income statement and hides all the losses in the equity section of the balance sheet. In a 
meeting with the chief accountant, he confi rms that the securities are not classifi ed until the end of 
the year and that the classifi cation depends on whether a particular security has experienced a gain 
or a loss during the year. Th is policy was adopted, with the approval of the chairman, in order to 
maximize the reported net income of the company. He says that the investment security classifi ca-
tion is based on how management intends to use those securities; therefore, management is free to 
classify the securities in any way it wishes.

You are uncomfortable with this investment security classifi cation strategy and are dismayed 
that the chief accountant and the chairman seem to have agreed on this scheme to maximize re-
ported income. You are also worried about what the external auditors will do when they fi nd out 
about this classifi cation scheme. You have been asked to report to the chairman this afternoon to 
give your summary of the status of the preliminary fi nancial statements. What should you do?
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40.  What future cash infl ows is a company buying when it 
purchases a held-to-maturity security?

41.  When would a company be willing to pay more than 
the face amount (a premium) for a held-to-maturity 
security?

42.  Why does the amortization of a discount increase the 
amount of interest revenue earned on a held-to-maturity 
security?

43.  Why must an investor purchasing held-to-maturity se-
curities between interest payment dates pay the previous 
owner for accrued interest on those securities?

44.  Why is the eff ective-interest amortization method theo-
retically superior to the straight-line method?

45.  What is the key criterion for using the equity method of 
accounting for equity securities?

46.  What guidelines have been provided to determine if 
the ability to signifi cantly infl uence the decisions of an 
investee exists?

47.  How does the equity method of accounting for securi-
ties diff er from the procedures employed for a trading 
security?

48. Under what circumstances should consolidated fi nancial 
statements be prepared?

49.  What fi nancial statement accounts are shown only 
in consolidated fi nancial statements and never in the 
fi nancial statements of individual companies?
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Computing the Value of Held-to-Maturity Securities
On January 1, 2012, Twomey Company purchased thirty $1,000 held-to-maturity bonds of an-
other company. Th e bonds mature in four years from the date of issuance and pay interest at a 
stated annual rate of 8%, with payments to be made quarterly on March 31, June 30, September 
30, and December 31. Th e market rate on bonds of similar risk is 12%. Compute the present value 
of this investment.

Accounting for the Initial Purchase of Held-to-Maturity Securities
Using the information from PE 12-50, make the necessary journal entry to record the purchase of 
this held-to-maturity security.

Straight-Line Amortization of Bond Discounts
NPP Company purchased $100,000, 10%, three-year bonds for $86,780. Interest on the bonds is pay-
able semiannually. Using straight-line amortization of the bond discounts, make the necessary journal 
entry (or entries) to be made at each interest payment date to record the semiannual interest payment.

Straight-Line Amortization of Bond Premiums
Walsh Company purchased $65,000, 10%, three-year bonds for $68,407.39. Interest on the bonds is 
payable semiannually. Using straight-line amortization of the bond premiums, make the necessary journal 
entry (or entries) to be made at each interest payment date to record the semiannual interest payment.

Effective-Interest Amortization of Bond Premiums
Refer to the data in PE 12-53. Using the eff ective-interest method of bond premium amortization, 
make the necessary journal entries to record the fi rst two interest payments received on the bonds.

Accounting for the Sale of Bond Investments
Refer to the data in PE 12-53 and 12-54. Walsh decided to sell the bonds for $67,000 immediately 
after receiving the second interest payment. Make the necessary journal entry (or entries) to record 
the sale of these bonds. Assume that the eff ective-interest method of amortization is used.

Accounting for Investments Using the Equity Method
Manwill Company owns 40% (30,000 shares) of Hall Company’s voting stock. Since Manwill 
has a signifi cant interest in Hall, it uses the equity method of accounting for the investment. Hall 
reported the following information for the year:

1. Hall earned net income of $80,000.
2. Hall paid dividends of $20,000.
3. Hall’s stock value increased from $40 to $45.

Make the necessary journal entry (or entries) to record the change in value of Manwill’s investment 
in Hall.

Consolidated Financial Statements
Parent Company owns 90% of the outstanding stock of Sub Company. At the end of the year, 
Sub reports revenues of $240,000 and expenses of $170,000. What will Parent report on its own 
fi nancial statements as “Income from Sub”? On the consolidated fi nancial statements, how much 
of Sub’s revenues and expenses will be reported?
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Held-to-Maturity Security Price Determination
1. How much should an investor pay for $500,000 of debenture bonds that pay interest 

every six months at an annual rate of 12%, assuming that the bonds mature in 10 years 
and that the eff ective interest rate at the date of purchase is also 12%?

2. How much should an investor pay for $100,000 of debenture bonds that pay $7,000 
of interest every six months, have a maturity date in 10 years, and are sold to yield 12% 
interest, compounded semiannually?

Held-to-Maturity Security Price Determination
McMinville Corporation has decided to purchase bonds of La Verkin Corporation as a long-term 
investment. Th e 10-year bonds have a stated rate of interest of 12%, with interest payments be-
ing made semiannually. How much should McMinville be willing to pay for $150,000 of the 
bonds if:

1. A rate of return of 14% is deemed necessary to justify the investment?
2. A rate of return of 10% is considered to be an adequate return?

Investments in Held-to-Maturity Securities
Control Group purchased thirty $1,000, 10%, 20-year bonds of Natchez Corporation on January 
1, 2012, as a long-term investment. Th e bonds mature on January 1, 2032, and interest is payable 
every January 1 and July 1. Control’s reporting year ends December 31, and the company uses the 
straight-line method of amortizing premiums and discounts. Make all necessary journal entries 
relating to the bonds for 2012, assuming:

1. Th e purchase price is 104% of face value.
2. Th e purchase price is 94% of face value.

Straight-Line Amortization of Premium
On their issuance date, Salina Company purchased thirty-fi ve $1,000, 10%, six-year bonds of AF 
Corporation as a long-term investment for $38,285. Interest payments are made semiannually. Pre-
pare a schedule showing the amortization of the bond premium over the six-year life of the bonds. 
Use the straight-line method of amortization.

Effective-Interest Amortization of Premium
Assume the same facts as in E 12-61. Prepare a schedule showing the amortization of the bond pre-
mium over the six-year life of the bonds. Use the eff ective-interest method of amortization. (Hint: 
Th e eff ective rate of interest earned on the bonds is 8% compounded semiannually.)

Investments in Stock—Equity Method
On January 3, 2012, Jorgenson, Inc., purchased 40,000 shares of the outstanding common stock 
of Horace Corporation. At the time of this transaction, Horace has 100,000 shares of common 
stock outstanding. Th e cost of the purchase (including brokerage fees) was $23 per share. During 
the year, Horace reported income of $69,000 and paid dividends of $13,000. On December 31, 
2012, Horace’s stock was valued at $28 per share. Provide the entries necessary to record the above 
transactions.
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Equity Method
Foster Enterprises purchased 20% of the outstanding common stock of Novelties, Inc., on January 
2, 2012, paying $150,000. During 2012, Novelties reported net income of $20,000 and paid divi-
dends to shareholders of $15,000. On December 31, 2012, Foster’s investment in Novelties stock 
had a fair market value of $158,000. Assuming this is the only security owned by Foster, prepare all 
journal entries required by Foster in 2012 assuming:

1. Th e security is classifi ed as a trading security.
2. Th e security is classifi ed as an available-for-sale security.
3. Th e equity method is applied to the investment.

Investments in Stock—Equity Method
During 2012, Genco Corporation purchased 10,000 shares of Wiener Company stock for $85 per 
share. Wiener had a total of 40,000 shares of stock outstanding.

1. Prepare journal entries for the following transactions:

 Jan. 1 Purchased 10,000 shares of common stock at $85.
 Dec. 31 Wiener declared and paid a $4.60-per-share dividend.
  31 Wiener reported net income for 2012 of $360,000.

2.  On December 31, 2012, the market price of Wiener’s stock was $79 per share. Show 
how this investment would be reported on Genco’s balance sheet at December 31, 2012, 
assuming that this is the only stock investment owned by Genco.

Consolidated Financial Statements—Balance Sheet
Ecotec Inc. purchased 70% of the outstanding common stock of Beatrix Co. on January 1, 2010, 
paying $875,000. On that day, the balance sheets of the two companies immediately after the 
purchase are as follows:

(in thousands) Ecotec Beatrix

Assets
Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $   410 $   260
Other current assets  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,875 1,240
Property, plant, and equipment. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,100 850
Investment in Beatrix . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .      875          0

 Total assets. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $4,260 $2,350

Liabilities and Stockholders’ Equity
Current liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,225 $   800
Long-term liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 775 300
Common stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 800 500
Retained earnings  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   1,460      750

Total liabilities and stockholders’ equity  . . . . . . . . . . . . . . . . . . . . . . . . . . . $4,260 $2,350

1. Compute the amount that will be disclosed on the consolidated balance sheet as 
“Minority Interest.”

2. Prepare a consolidated balance sheet as of January 1, 2010.

Consolidated Financial Statements—Income Statement
On January 1, 2010, Limbo Inc. purchased 80% of the outstanding common stock of Euphoria 
Co. at a price of $1,200,000. At the end of 2010, each company prepared separate income state-
ments, which are presented on the following page.
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(in thousands) Limbo Euphoria

Sales  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $5,440 $1,025
Income from Euphoria  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 120 0
Interest revenue  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .        95        25

$5,655 $1,050
Cost of goods sold  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,550 700
Other operating expenses  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,020 175
Interest expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .      350        25
Net income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $   735 $   150

1. Compute the amount that will be reported on the consolidated income statement as 
“Minority Interest Income.”

2. Prepare a consolidated income statement.
3. Compare Limbo’s reported net income with consolidated net income. Explain the 

 relationship.

P r o b l e m s

Investments in Held-to-Maturity Securities
Eysser Corporation purchased $50,000 of Hillside Construction Company’s 10% bonds at l03⅞ 
plus accrued interest on February 1, 2011. Th e bonds mature on April 1, 2018, and interest is pay-
able on April 1 and October 1. Eysser uses the straight-line method of amortizing bond premiums 
and discounts.

Required:
1. Record all journal entries to account for this investment during the years 2011 and 

2012, assuming that Eysser closes its books annually on December 31.
2.  Interpretive Question: At the time these bonds were purchased (February 1, 2011), was 

the market rate of interest above or below 10%? Explain.

Investments in Held-to-Maturity Securities
On January 1, 2012, Eurowest Company purchased a $40,000, 8% bond at 104 as a long-term 
investment. Th e bond pays interest annually on each December 31 and matures on December 31, 
2014.

Assuming straight-line amortization, answer the following questions:

Required:
1. What will be the net amount of cash received (total infl ows minus total outfl ows) from 

this investment over its life?
2. How much cash will be collected each year?
3. How much premium will be amortized each year?
4. By how much will Investment in Held-to-Maturity Securities decrease each year?
5. How much revenue will be reported on the income statement each year relating to this 

security?
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Determining the Purchase Price of Held-to-Maturity Securities and Effective-Interest 
 Amortization
Corbett Corporation decided to purchase twenty $1,000, 10%, six-year bonds of Texas Manufac-
turing Company as a long-term investment on February 1, 2011. Th e bonds mature on February 
1, 2017, and interest payments are made semiannually on February 1 and August 1.

Required:
1. How much should Corbett be willing to pay for the bonds if the current interest rate on 

similar bonds is 8%?
2. Prepare a schedule showing the amortization of the bond premium or discount over the 

remaining life of the bonds, assuming that Corbett uses the eff ective-interest method of 
amortization.

3. How much bond interest revenue would be recorded each year if the straight-line meth-
od of amortization were used? Show how these amounts diff er from the annual interest 
recognized using the eff ective-interest method. (Assume a fi scal year ending July 31.)

4. Interpretive Question: Which of the two amortization methods is preferable? Why?

Investments in Held-to-Maturity Securities
Walsh Equipment Company made the following purchases of debt securities during 2012. All are 
classifi ed as held-to-maturity, and all pay interest semiannually.

Purchase 
Date Corp.

Face 
Amount Cost

Interest 
Rate, %

Maturity 
Date

Last Interest 
Payment Date

10/15/2012 A $10,000 97 8 1/1/17   7/1/2012
11/30/2012 B 15,000 103 10 4/1/15 10/1/2012
12/15/2012 C 20,000 99 14 6/1/16 12/1/2012
12/31/2012 D 16,000 105 12 5/1/13 11/1/2012

Required:
1. Prepare journal entries for the purchases.
2. Show all adjusting entries relating to the bonds on December 31, 2012, assuming that 

Walsh closes its books on that date and uses the straight-line amortization method.

Long-Term Investments in Equity Securities
Century Corporation acquired 8,400 common shares of Fidelity Company on January 10, 2012, 
for $12 per share and acquired 15,000 common shares of Essem Corporation on January 25, 2012, 
for $22 per share. Fidelity has 60,000 shares of common stock outstanding, and Essem has 50,000 
shares outstanding. At December 31, 2012, the following information was obtained about the 
operations of Fidelity and Essem:

Fidelity Essem

Net income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $36,000.00 $100,000.00
Dividends paid per share  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0.40 1.00
Market value per share at December 31, 2012 . . . . . . . . . . . . . . . . 10.00 20.00

Assume that Century exerted signifi cant infl uence over the policies of Essem, but infl uenced the 
policies of Fidelity only to a very limited extent. Century classifi ed its investment in Fidelity as an 
available-for-sale security.
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Required:
1. How should Century account for its investments in Essem?
2. Prepare the journal entries for each investment for the year 2012 using the method or 

methods you selected in part (1) for Essem.

Investments in Stocks—Equity Method
On March 20, 2012, Reeder Company acquired 100,000 shares of Needed Industries common 
stock at $32 per share as a long-term investment. Needed has 250,000 shares of outstanding vot-
ing common stock. Th e following additional information is presented for the calendar year ended 
December 31, 2012:

Nov. 15 Reeder received a cash dividend of $1.00 per share from Needed.
Dec. 31 Needed announced earnings for the year of $300,000.
 31 Needed common stock had a closing market price of $28 per share.

Required:
1. Interpretive Question: What accounting method should be used by Reeder to account 

for this investment? Why?
2. Prepare journal entries for the transactions and events described.

Long-Term Investments in Stock—Available-for-Sale and Equity Method
Th e following activities relate to Merrill Company during the years 2011 and 2012:

2011
Feb. 15 Merrill purchased 10,000 shares of Hendershot Equipment stock for $40 per share.
Dec. 1 Merrill received an $0.80-per-share cash dividend from Hendershot.
 31  Hendershot common stock had a closing market price of $37 per share. Hendershot’s 

2011 net income was $120,000.

2012
July 1 Merrill sold all 10,000 shares of Hendershot stock for $42 per share.

Additional information: Hendershot had 50,000 shares of common stock outstanding on 
January 1, 2011.

Required:
1. Prepare journal entries to record the transactions assuming:
 a. Th e securities are classifi ed as available-for-sale.
 b. Th e equity method is used.
2. Show the amounts that would be reported on the fi nancial statements of Merrill at 

December 31, 2011, under each assumption.
3. Interpretive Question: What is the minimum number of shares of stock that Hender-

shot could have outstanding in order for Merrill to use the equity method?

Long-Term Investments in Equity Securities
During January 2012, Danbury, Inc., acquired 40,000 shares of Ernst Corporation common stock 
for $24 per share. In addition, it purchased 5,000 shares of Tsao Corporation preferred (nonvot-
ing) stock for $112 per share. Ernst has 160,000 shares of common stock outstanding, and Tsao 
has 12,000 shares of nonvoting stock outstanding. Danbury anticipates holding both securities for 
at least fi ve years.
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Th e following data were obtained from operations during 2012:

2012

Net income:
 Ernst  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $190,000
 Tsao . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80,000
Dividends paid (per share):
 Ernst  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $0.60
 Tsao . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.50
Market value per share at December 31:
 Ernst  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $   25
 Tsao . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 109

Required:
1. Interpretive Question: What method should Danbury use in accounting for the invest-

ment in Ersnt stock? Why? What accounting method should be used in accounting for 
Tsao nonvoting stock? Why?

2. Prepare the journal entries necessary to record the transactions for 2012.

Unifying Concepts: Long-Term Investments in Stocks and Bonds
On January 2, 2012, Drexello, Inc., purchased $75,000 of 10%, fi ve-year bonds of Fast Trucking 
as a held-to-maturity security at a price of $77,610 plus accrued interest. Th e bonds mature on 
November 1, 2016, and interest is payable semiannually on May 1 and November 1. Drexello uses 
the straight-line method of amortizing bond premiums and discounts.

In addition to the bonds, Drexello purchased 30% of the 50,000 shares of outstanding com-
mon stock of Mellon Company at $42 per share, plus brokerage fees of $450, on January 10, 2012. 
On December 31, 2012, Mellon announced that its net income for the year was $150,000 and paid 
an annual dividend of $2 per share as advised by the board of directors of Drexello. Th e closing 
market price of Mellon common stock on December 31 was $38 per share.

Required:
1. Record all the 2012 transactions relating to these two investments in general journal form.
2. Show how the long-term investments and the related revenues would be reported on the 

fi nancial statements of Drexello at December 31, 2012.

Consolidated Financial Statements
Parent Company owns parts of three diff erent subsidiaries. Th e balance sheets and income state-
ments for these four companies are listed below. Note that, in the fi nancial statements of Parent, its 
ownership interest in the third subsidiary has been accounted for using the equity method.

Percentage of the Parent’s Ownership

Parent
90% 

Subsidiary 1
60% 

Subsidiary 2
40% 

Subsidiary 3

Assets
Cash  . . . . . . . . . . . . . . . . . . . . . $   200 $     60 $     45 $       80
Accounts receivable  . . . . . . . . . . 500 100 110 55
Plant and equipment  . . . . . . . . . . 1,500 600 250 400
Investment in Subsidiary 1 . . . . . . 432
Investment in Subsidiary 2 . . . . . . 99
Investment in Subsidiary 3 . . . . . .      110
 Total assets. . . . . . . . . . . . . . . $2,841 $   760 $   405 $     535
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Percentage of the Parent’s Ownership

Parent
90% 

Subsidiary 1
60% 

Subsidiary 2
40% 

Subsidiary 3

Liabilities . . . . . . . . . . . . . . . . $ 1,141 $    280 $    240 $      260
Equity  . . . . . . . . . . . . . . . . . .    1,700       480       165         275
 Total liabilities and 
  equity  . . . . . . . . . . . . . . . . . $ 2,841 $    760 $    405 $      535
Revenues
Sales  . . . . . . . . . . . . . . . . . . . . . $ 7,735 $ 3,650 $ 3,500 $ 12,000
Income from Subsidiary 1  . . . . . . 585
Income from Subsidiary 2  . . . . . . 600
Income from Subsidiary 3  . . . . . .       280
 Total revenues . . . . . . . . . . . . . $ 9,200 $ 3,650 $ 3,500 $ 12,000
Expenses . . . . . . . . . . . . . . . .   (5,000)   (3,000)   (2,500)   (11,300)
Net income  . . . . . . . . . . . . . . $ 4,200 $    650 $ 1,000 $      700

Required:
1. Prepare a consolidated balance sheet for Parent and its subsidiaries.
2. Prepare a consolidated income statement for Parent and its subsidiaries.
3. Interpretive Question: Return on sales is net income divided by total sales. Without do-

ing any computations, state what would happen to consolidated return on sales if Sub-
sidiary 3 were consolidated rather than accounted for using the equity method. Explain.
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C o m p r e h e n s i v e  P r o b l e m  C h a p t e r s  9 – 1 2

Warner Company started business on January 1, 2011. Th e following transactions and events occurred in 2011 and 2012. 
For simplicity, information for sales, inventory purchases, collections on account, and payments on account is given in 
summary form at the end of each year.

2011
Jan. 1 Issued 150,000 shares of $1-par common stock to investors at $15 per share.
 1  Purchased a building for $720,000. Th e building has a 25-year expected useful life and a $70,000 expected 

salvage value. Warner uses the straight-line method of depreciation.
 1  Leased equipment under a 10-year lease. Th e fi ve lease payments of $20,000 each are to be made on Decem-

ber 31 of each year. Th e cash price of the equipment is $134,202. Th is lease is accounted for as a capital lease 
with an implicit interest rate of 8%. Th e equipment has a 10-year useful life and zero expected salvage value; 
Warner uses straight-line depreciation with all of its equipment.

Feb. 1  Borrowed $1.8 million from Foley Bank. Th e loan bears a 9% annual interest rate. Interest is to be paid each 
year on February 1. Th e principal on the loan will be repaid in four years.

Mar. 1  Purchased 50,000 shares of Ryan Company for $30 per share. Warner classifi es this as an investment in trad-
ing securities. Th ese securities are reported as a current asset.

July 15  Purchased 55,000 shares of Anson Company for $23 per share. Warner classifi es this as an investment in 
available-for-sale securities. Th ese securities are reported as a long-term asset.

Nov. 17 Declared a cash dividend of $0.30 per share, payable on January 15, 2012.
Dec. 31 Made the lease payment.
 31  Th e Ryan Company shares had a market value of $26 per share. Th e Anson Company shares had a market 

value of $28 per share.

Summary:
a. Sales for the year (all on credit) totaled $900,000. Th e cost of inventory sold was $480,000.
b. Cash collections on credit sales for the year were $420,000.
c. Inventory costing $540,000 was purchased on account. (Warner Company uses the perpetual inventory method.)
d. Payments on account totaled $500,000.

2012
Jan. 1  Issued $400,000 in bonds at par value. Th e bonds have a stated interest rate of 10%, payable semiannually 

on July 1 and January 1.
 1  Th e estimated useful life and salvage value for the building were changed. It is now estimated that the build-

ing has a remaining life (as of January 1, 2012) of 20 years. Also, it is now estimated that the building will 
have no salvage value. Th ese changes in estimate are to take eff ect for the year 2012 and subsequent years.

 15 Paid the cash dividend declared in November 2011.
Feb. 1  Warner Company repurchased 15,000 shares of its own common stock to be held as treasury stock. Th e price 

paid was $32 per share.
 1 Paid the interest on the loan from Foley Bank.
Apr. 10 Sold all 50,000 shares of the Ryan Company stock. Th e shares were sold for $25 per share.
July 1 Paid the interest on the bonds.
Oct. 1  Retired the bonds that were issued on January 1. Warner had to pay $380,000 to retire the bonds. Th is 

amount included interest that had accrued since July 1.
Nov. 20  Declared a cash dividend of $0.30 per share. Th e dividend applies only to outstanding shares, not to treasury 

shares.
Dec. 31 Made the lease payment.
 31  After recording depreciation expense for the year, the building was evaluated for possible impairment. Th e 

building is expected to generate cash fl ows of $18,000 per year for its 19-year remaining life. Th e building 
has a current market value of $320,000.

 31 Th e Anson Company shares had a market value of $19 per share.
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Summary:
a. Sales for the year (all on credit) totaled $1.8 million. Th e cost of inventory sold was $950,000.
b. Cash collections on credit sales for the year were $1.54 million.
c. Inventory costing $1,000,000 was purchased on account.
d. Payments on account totaled $970,000.

Required:
1. Prepare all journal entries to record the information for 2011. Also, prepare any necessary adjusting entries.
2.  Prepare a trial balance as of December 31, 2011. Th ere is no need to show your ledger T-accounts; however, 

preparing and posting to T-accounts may aid in the preparation of the trial balance.
3. Prepare an income statement for the year ended December 31, 2011, and a balance sheet as of December 31, 

2011.
4. Prepare all journal entries to record the information for 2012. Also prepare any necessary adjusting entries.
5.  Prepare a trial balance as of December 31, 2012. (As you compute the amounts to include in the trial balance, 

don’t forget the beginning balances left over from 2011.)
6. Prepare an income statement for the year ended December 31, 2012, and a balance sheet as of December 31, 

2012.
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C H A P T E R 13

    Statement of 
Cash Flows
L O 1  Understand the purpose of a statement 
of cash fl ows. The statement of cash fl ows provides 
information that is not readily apparent by looking at 
just the balance sheet and the income statement. Operating 
cash fl ow is particularly useful in selected cases when net 
income does not give an accurate refl ection of a company’s 
performance.

L O 2  Recognize the different types of information 
reported in the statement of cash fl ows. Cash fl ows are 
partitioned into three categories—operating, investing, and 
fi nancing. In normal circumstances, a company has positive 
cash from operations and negative cash from investing 
activities. Whether cash from fi nancing activities is positive 
or negative typically depends on how fast a company is 
growing.

L O 3  Prepare a simple statement of cash fl ows. 
Preparing a statement of cash fl ows is a simple process 
if one has access to the record of a company’s detailed 

cash transactions. One simply scans the list of cash 
transactions and sorts them into operating, investing, and 
fi nancing items.

L O 4  Analyze fi nancial statements to prepare 
a statement of cash fl ows. When detailed cash fl ow 
information is not available, a statement of cash fl ows can be 
prepared using knowledge of how the three primary fi nancial 
statements articulate. Operating cash fl ow can be reported 
using either the direct or the indirect method.

L O 5  Use information from the statement of 
cash fl ows to make decisions. Knowledge of how the 
three primary fi nancial statements tie together allows 
one to forecast how interactions among management 
decisions might affect a company’s future fi nancial 
position.

After studying this chapter, you should be able to:
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S E T T I N G  T H E  S TA G E

ineffi ciency caused total inventory to increase by $69 million in 1985. 
This increase in inventory was instrumental in Home Depot’s negative 
cash fl ow from operations of $43 million. Concerns about this declin-
ing profi tability and negative cash fl ow caused Home Depot’s stock 
value to take a dive in 1985, and the beginning of 1986 found Home 
Depot wondering where it would fi nd the investors and creditors to 
fi nance its aggressive expansion plans. Exhibit 13.1 summarizes the 
differences between Home Depot’s reported net income and the com-
pany’s cash fl ow from  operations for the fi scal years 1984 through 
1986 and the company’s recent performance.

Home Depot’s current success is the result of an incredible op-
erating cash fl ow turnaround that began in fi scal 1987. Operating in-
come almost tripled in 1987 compared to fi scal 1986, and net income 
increased from $8.2 million to $23.9 million. A computerized inven-
tory management program was instituted, and the number of days’ 
sales in inventory dropped to 80 days. Improved profi tability and more 
effi cient management of inventory combined to transform the nega-
tive $43 million operating cash fl ow in fi scal 1986 into positive cash 
from operations of $66 million in fi scal 1987.

H
ome Depot is the leading retailer in the “do-it-yourself” home 
handyman market. In June 2009, Home Depot had 1,972 
stores in the United States, Canada, China, and Mexico. 
With each store averaging 105,000 square feet (and an ad-

ditional 23,000 square feet in the outside garden center), a lot of shelf 
space is fi lled with paint, lumber, hardware, and plumbing fi xtures. If 
plumbing fi xtures don’t seem very exciting to you, consider this: Home 
Depot is the 25th largest company in the United States (in terms of rev-
enues), with 2008 revenues of $71.3 billion, net income of $2.3 billion, 
and a market value of $48.1 billion (as of September 18, 2009).1

But Home Depot’s prospects weren’t always so rosy. Back in 1985, 
when sales were only $700 million, Home Depot experienced cash fl ow 
problems, in large part due to rapid increases in the level of inventory. Part 
of this inventory increase was the natural result of Home Depot’s expansion. 
But Home Depot stores were also starting to fi ll up with excess inventory 
because of lax inventory management. In 1983, the average Home Depot 
store contained enough inventory to support average sales for 75 days.

By 1985, the number of days’ sales in inventory had increased 
to 83 days. Combined with Home Depot’s rapid growth, this  inventory 

1 See the Fortune 500 listing at http://www.fortune.com.

In this chapter, we will study the statement of cash fl ows. You will learn that this statement provides one of the earliest warning signs of cash 
concerns of the type experienced by Home Depot. The statement of cash fl ows alerts fi nancial statement readers to increases and decreases in 
cash as well as to the reasons and trends for the changes.

In today’s business environment, it is not enough simply to monitor earnings and earnings per share measurements. An entity’s fi nancial 
position and especially its infl ows and outfl ows of cash are also critical to its fi nancial success.

The three primary fi nancial statements were introduced and illustrated in Chapter 2. Subsequent chapters examined in detail the components 
of the balance sheet and income statement. For our discussion of the statement of cash fl ows, we will fi rst describe its purpose and general 
format. We will then show how easy it is to prepare a statement of cash fl ows if detailed cash fl ow information is available. A statement of cash 
fl ows can also be prepared based on an analysis of balance sheet and income statement accounts. We will also distinguish between the direct 
and indirect methods of reporting operating cash fl ows and discuss the usefulness of the statement of cash fl ows. Finally, we will explain how the 
statement of cash fl ows can be used to make investment and lending decisions.

E X H I B I T  1 3 . 1   H o m e  D e p o t ’ s  N e t  I n c o m e  a n d  C a s h  F l o w s 
f r o m  O p e r a t i o n s

Fiscal Year Ended

(in thousands)
February 2,

1986
February 3,

1985
January 29,

1984

Net earnings $    8,219 $14,122 $  10,261

Net cash provided by operations (43,120) (3,056) (10,574)

Fiscal Year Ended

(in thousands)
February 1,

2009
February 3,

2008
January 28,

2007

Net earnings $2,260,000 $4,395,000 $5,761,000

Net cash provided by operations 5,528,000 5,727,000 7,661,000
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L O  1   
 What’s the Purpose of a Statement 
of Cash Flows?

WHAT Understand the purpose of a statement of cash fl ows.
WHY  A statement of cash fl ows provides an assessment of a company’s economic performance, 

which is necessary because the income statement can often give an incomplete picture.
HOW  The cash fl ow statement provides a one-page summary of the results of a company’s operating, 

investing, and fi nancing activities for the period.

Th e statement of cash fl ows, as its name implies, summarizes a company’s cash fl ows for a period 
of time. Th e statement of cash fl ows explains how a company’s cash was generated during the 
 period and how that cash was used.

You might think that the statement of cash fl ows is a replacement for the income statement, 
but the two statements have very diff erent objectives. Th e income statement measures the results 
of operations for a period of time. Net income is the accountant’s best estimate at refl ecting a 
company’s economic performance for a period. Th e income statement provides details as to how 
the retained earnings account changes during a period and ties together, in part, the owners’ equity 
sections of comparative balance sheets.

Th e statement of cash fl ows, on the other hand, provides details as to how the cash account 
changed during a period. Th e statement of cash fl ows reports the period’s transactions and events 
in terms of their impact on cash. Th e statement of cash fl ows provides important information from 
a cash-basis perspective (as opposed to the accrual-basis explained in Chapter 4) that complements 
the income statement and balance sheet, thus providing a more complete picture of a company’s 
operations and fi nancial position. It is important to note that the statement of cash fl ows does not 
include any transactions or accounts that are not already refl ected in the balance sheet or the income 
statement. It simply provides information relating to the cash fl ow eff ects of those transactions.

Users of fi nancial statements, particularly investors and creditors, need information about 
a company’s cash fl ows in order to evaluate the company’s ability to generate positive net cash 
fl ows in the future to meet its obligations and to pay dividends. In some cases, careful analysis 
of cash fl ows can provide early warning of impending fi nancial problems, as was the case with 
Home Depot.

statement of cash fl ows The fi nan-
cial statement that shows an entity’s 
cash infl ows (receipts) and outfl ows 
(payments) during a period of time.

  The statement of cash fl ows, one of the three primary fi nancial statements, provides 
information about the cash receipts and payments of an entity during a period.

  The statement of cash fl ows provides important information that complements the 
income statement and balance sheet.

R E M E M B E R  T H I S

T

Before moving on, it is important to reiterate that the statement of cash fl ows does not 
replace the income statement. The income statement summarizes the results of a com-
pany’s operations, whereas the statement of cash fl ows summarizes a company’s infl ows 
and outfl ows of cash. Information contained in the income statement can be used to fa-
cilitate the preparation of a statement of cash fl ows; information in the statement of cash 
fl ows sheds some light on the company’s ability to generate income in the future. The 
statement of cash fl ows and the income statement provide complementary information 
about different aspects of a business.
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F Y I
Although cash infl ows from interest and dividends logically might 
be classifi ed as fi nancing activities, the FASB classifi es them as 
operating activities, which conforms to their presentation on the 
income statement.

L O  2   
 What Information Is Reported in the 
Statement of Cash Flows?

WHAT Recognize the different types of information reported in the statement of cash fl ows.
WHY  A fi nancial statement user can gain much insight into the current state of a company by com-

paring the magnitudes of cash fl ows from operating, investing, and fi nancing activities.
HOW  Determine how the company is generating and using cash in each general activity of the busi-

ness by analyzing the three sections on the statement of cash fl ows. 

Accounting standards include specifi c requirements for the reporting of cash fl ows. Th e general 
format for a statement of cash fl ows, with details and dollar amounts omitted, is presented in 
Exhibit 13.2. As illustrated, the infl ows and outfl ows of cash must be divided into three main 
categories: operating activities, investing activities, and fi nancing activities. Further, the statement 
of cash fl ows is presented in a manner that reconciles the beginning and ending balances of cash 
and cash equivalents. Cash equivalents are short-term, highly liquid investments that can easily 
be converted into cash. Generally, only investments with maturities of three months or less qualify 
as cash equivalents. Examples are U.S. Treasury bills, money market funds, and commercial paper 
(short-term debt issued by corporations). In this chapter, as is common in practice, the term cash
will be used to include cash and cash equivalents.

Major Classifi cations of Cash Flows
Exhibit 13.3 (p. 614) shows the three main categories of cash infl ows and outfl ows—operating, 
investing, and fi nancing. Exhibit 13.4 (p. 614) summarizes the specifi c activities included in each 
category. 

Operating Activities Operating activities include those transactions and events that enter into 
the calculation of net income. Cash receipts from the sale of goods or services are the major cash 
infl ows for most businesses. Other infl ows include cash receipts for interest revenue, dividend 
revenue, and similar items. Major outfl ows of cash are for the 
purchase of inventory and for the payment of wages, taxes, 
interest, utilities, rent, and similar expenses. As is explained 
later, the amount of cash provided by (or used in) operating 
activities is a key fi gure and should be highlighted on the state-
ment of cash fl ows.

Th e focus in analyzing operating activities is to determine 
cash fl ows from operations. An analysis is required to convert 
income from an accrual-basis to a cash-basis number. To do 

cash equivalents Short-term, 
highly liquid investments that can eas-
ily be converted into cash.

operating activities Transactions 
and events that enter into the determi-
nation of net income.

E X H I B I T  1 3 . 2   G e n e r a l  F o r m a t  f o r  a  S t a t e m e n t 
o f  C a s h  F l o w s

Cash provided by (used in):

Cash from operating activities  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $XXX

+ Cash from investing activities  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . XXX

+ Cash from fi nancing activities  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   XXX

= Net increase (decrease) in cash and cash equivalents . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $XXX

+ Cash and cash equivalents at beginning of year  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   XXX

= Cash and cash equivalents at end of year  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $XXX
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this, begin with the net income fi gure, remove all items relating to investing activities (like de-
preciation and gains/losses on the sale of equipment) and fi nancing activities (like gains/losses on 
retirement of debt), and then adjust for changes in those current assets and current liabilities that 
involve cash and relate to operations (which are most of the current assets and current liabilities).

Investing Activities Transactions and events that involve the purchase and sale of securities (other 
than trading securities), property, buildings, equipment, and other assets not generally held for 
resale, and the making and collecting of loans are classifi ed as  investing activities. Th ese  activities 

investing activities Transactions 
and events that involve the purchase 
and sale of securities (excluding cash 
equivalents), property, plant, equip-
ment, and other assets not generally 
held for resale, and the making and 
collecting of loans.

E X H I B I T  1 3 . 3  T h e  F l o w  o f  C a s h

Cash received
from investing
activities

Cash paid
for operating
activities

Cash paid
for investing
activities

Cash paid
for financing
activities

Inflows

Outflows

Cash and cash
equivalents

Cash received
from operating
activities

Cash received
from financing
activities

E X H I B I T  1 3 . 4  M a j o r  C l a s s i f i c a t i o n s  o f  C a s h  F l o w s

Operating Activities

Cash receipts from:

Sale of goods or services

Interest revenue

Dividend revenue

Sale of investments in trading securities

Cash payments to:

Suppliers for inventory purchases

Employees for services

Governments for taxes

Lenders for interest expense

Brokers for purchase of trading securities

Others for other expenses (e.g., utilities, rent)

Investing Activities

Cash receipts from:

Sale of property, plant, and equipment

Sale of a business segment

Sale of investments in securities other than 

trading securities

Collection of principal on loans made to 

other entities

Cash payments to:

Purchase property, plant, and equipment

Purchase debt or equity securities of other 

 entities (other than trading securities)

Make loans to other entities

Financing Activities

Cash receipts from:

Issuance of own stock

Borrowing (e.g., bonds, notes, mortgages)

Cash payments to:

Stockholders as dividends

Repay principal amounts borrowed

Repurchase an entity’s own stock 

 (treasury stock)
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occur regularly and result in cash infl ows and outfl ows. Th ey are not classifi ed under operating 
 activities because they relate only indirectly to the entity’s central, ongoing operations, which 
 usually involve the sale of goods or services.

Th e analysis of investing activities involves identifying those accounts on the balance sheet re-
lating to investments (typically long-term asset accounts) and then explaining how those accounts 
changed and how those changes aff ected the cash fl ows for the period.

Financing Activities Financing activities include transactions and events whereby resources are 
obtained from or paid to owners (equity fi nancing) and creditors (debt fi nancing). Dividend pay-
ments, for example, fi t this defi nition. As noted, the receipt of dividends and interest and the pay-
ment of interest are classifi ed under operating activities simply because they are reported as a part 
of income on the income statement. Th e receipt or payment of the principal amount borrowed or 
repaid (but not the interest) is considered a fi nancing activity.

Analyzing the cash fl ow eff ects of fi nancing activities involves identifying those accounts relat-
ing to fi nancing (typically long-term debt and common stock) and explaining how changes in those 
accounts aff ected the company’s cash fl ows. Exhibit 13.5 summarizes the activities refl ected on the 
statement of cash fl ows and indicates how the balance sheet and income statement accounts relate 
to the various activities.

Noncash Investing and Financing Activities
Some investing and fi nancing activities do not aff ect cash. For example, equipment may be pur-
chased with a note payable, or land may be acquired by issuing stock. Th ese noncash transactions 
are not reported in the statement of cash fl ows. However, if a company has signifi cant noncash 
fi nancing and investing activities, they should be disclosed in a separate schedule or in a narrative 
explanation. Th e disclosures may be presented below the statement of cash fl ows or in the notes to 
the fi nancial statements.

fi nancing activities Transactions 
and events whereby resources are 
obtained from, or repaid to, owners 
(equity fi nancing) and creditors (debt 
fi nancing).

noncash transactions Investing 
and fi nancing activities that do not 
affect cash; if signifi cant, they are dis-
closed below the statement of cash 
fl ows or in the notes to the fi nancial 
statements.

E X H I B I T  1 3 . 5   H o w  B a l a n c e  S h e e t  a n d  I n c o m e  S t a t e m e n t 
A c c o u n t s  R e l a t e  t o  t h e  S t a t e m e n t  o f  C a s h  F l o w s

Cash
Flow 

Activity

Related Balance
Sheet and Income 

Statement Accounts Examples

Chapters in 
Which Accounts 
Were Covered

Operating All income statement accounts 
 except those income statement 
 items relating to:

Sales, Cost of Goods Sold, Salaries Expense, etc. Chs. 6–8

 • Investing Depreciation, Gains/Losses on Sale of Equipment Ch. 9

 • Financing Gains/Losses on Retirement of Debt Ch. 10

Current assets Accounts Receivable Ch. 6

Inventory Ch. 7

Current liabilities Accounts Payable Ch. 7

Investing Long-term assets Property, Plant, and Equipment Ch. 9

Long-term investments Available-for-Sale and Held-to-Maturity Securities Ch. 12

Financing Long-term debt Bonds and Mortgages Ch. 10

Stockholders’ equity (except for 
 net income in Retained Earnings)

Common Stock Ch. 11

Dividends Ch. 11
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Cash Flow Patterns
Most U.S. companies (about 60%) report positive cash fl ows from operations. Th at shouldn’t come 
as a big surprise because companies need to generate cash from operating activities to survive in the 
long term. In addition, about 80% of U.S. companies report negative cash fl ows from investing 
activities. Again, this is expected as companies must expand, enhance, or replace long-term assets. 
Predicting whether the sign for cash from fi nancing activities will be positive or negative is more 
diffi  cult. Th at sign depends on whether the company is young, growing, and in need of cash, or 
mature, stable, and fl ush with cash. As a company proceeds through the normal life cycle of a busi-
ness, cash from fi nancing typically will vary between positive and negative. As an example, in fi scal 
2008 Home Depot reported positive cash fl ows from operations ($5.5 billion), negative cash fl ows 
from investing ($1.7 billion), and negative cash fl ows from fi nancing ($3.7 billion).

I N T E R N AT I O N A L

International Rules for Cash Flow Statement 
Classifi cations

A cash fl ow statement has been required by 
international accounting standards since 
1992. The international accounting rules 

are more fl exible than the U.S. rules. Total cash 

fl ow, operating plus investing plus fi nancing, is 
the same under both sets of rules, but a few 
common types of cash fl ows can be classifi ed in 
different categories depending on whether U.S. 
rules or international rules are used to make the 
categorization. A summary of those differences 
is given below.

The key number in a cash fl ow statement is total 
operating cash fl ow. As you can see, total oper-
ating cash fl ow for a company using international 
rules could be greater than, less than, or the 

same as what the same company would report 
under U.S. rules, depending on the classifi cation 
choices for these cash fl ows made under the in-
ternational rules.

Type of Cash Flow U.S. Rules International Rules

Cash paid for interest (associated 
with interest expense)

Operating activity Operating or fi nancing activity

Cash paid for income taxes (associated 
with income tax expense)

Operating activity Usually operating activity, but can be 
split among operating, investing, 
and fi nancing depending on the 
nature of the transaction giving 
rise to the tax payment

Cash received from interest (associated 
with interest revenue)

Operating activity Operating or investing activity

Cash received from dividends (associated 
with dividend revenue)

Operating activity Operating or investing activity

Cash paid for dividends (not an income 
statement item)

Financing activity Financing or operating activity
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L O  3    
Preparing a Statement of Cash 
Flows—A Simple Example

WHAT Prepare a simple statement of cash fl ows.
WHY  If detailed cash infl ow and outfl ow information is available, a simple statement of cash fl ows 

is the quickest and easiest way to determine the current state of a company.
HOW  Analyzing the information contained in journal entries, summarizing all the entries involving cash, 

and grouping those entries by activity allows for the preparation of a statement of cash fl ows.

Conceptually, the preparation of a statement of cash fl ows is as easy as reviewing and grouping 
transactions involving cash. Review the following trial balance information for Silmaril, Inc.

Silmaril, Inc.
Trial Balance

January 1, 2012

Debit Credit

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $   300
Accounts Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,500
Inventory  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,900
Property, Plant, and Equipment. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,000
Accumulated Depreciation  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,200
Accounts Payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,700
Taxes Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 40
Long-Term Debt. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,200
Common Stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,000
Retained Earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .              2,560
 Totals  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $8,700 $8,700

Th e following transactions were conducted by Silmaril, Inc., during 2012:
1. Made sales on account, $13,500.
2. Collected payments on account, $14,000.
3. Purchased inventory on account, $7,900.
4. Recorded cost of goods sold, $8,000.
5. Paid accounts payable, $8,100.
6. Purchased property, plant, and equipment for cash, $1,700.
7. Sold property, plant, and equipment for cash, $500 (original cost, $1,200; accumulated 

depreciation, $800).

  The statement of cash fl ows is presented in a manner that highlights three major 
categories of cash fl ows:

   Operating activities
   Investing activities
   Financing activities

  Any signifi cant noncash investing and fi nancing activities should be disclosed separately, 
either below the statement of cash fl ows or in the notes to the fi nancial statements.

R E M E M B E R  T H I S

T
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 8. Paid long-term debt, $200.
 9. Issued stock at par value, $450.
10. Recorded depreciation expense, $500.
11. Paid interest on debt, $180.
12. Recorded interest owed (accrued) but not paid, $20.
13. Paid miscellaneous expenses (e.g., wages, supplies, etc.) for the period, $3,200.
14. Recorded tax expense for the period, $450.
15. Paid taxes during the period, $440.
With this information, we can reconstruct the journal entries made by Silmaril during the year:

1. Accounts Receivable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 13,500
 Sales  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 13,500

2. Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 14,000
 Accounts Receivable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 14,000

3. Inventory  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7,900
 Accounts Payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7,900

4. Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,000
 Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,000

5. Accounts Payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,100
 Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,100

6. Property, Plant, and Equipment. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,700
 Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,700

7. Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 500
Accumulated Depreciation  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 800
 Property, Plant, and Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,200
 Gain on Sale of Equipment  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100

8. Long-Term Debt. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200
 Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200

9. Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 450
 Common Stock  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 450

10. Depreciation Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 500
 Accumulated Depreciation  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 500

11. Interest Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 180
 Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 180

12. Interest Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20
 Interest Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20

13. Miscellaneous Expenses  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,200
 Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,200

14. Tax Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 450
 Taxes Payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 450

15. Taxes Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 440
 Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 440

When these journal entries are posted, the following trial balance results:

Silmaril, Inc.
Trial Balance

December 31, 2012

Debit Credit

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  1,430
Accounts Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000
Inventory  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,800
Property, Plant, and Equipment. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,500
Accumulated Depreciation  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $     900
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Debit Credit

Accounts Payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  1,500
Interest Payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20
Taxes Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50
Long-Term Debt. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000
Common Stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,450
Retained Earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,560
Sales  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 13,500
Gain on Sale of Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100
Cost of Goods Sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  8,000
Depreciation Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 500
Interest Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200
Tax Expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 450
Miscellaneous Expenses  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     3,200                                                                                                                     

 Totals  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $22,080 $22,080

From this trial balance, we can easily prepare an income statement and a balance sheet, but our 
objective here is to prepare a statement of cash fl ows. With information from the cash T-account, 
we can prepare a statement of cash fl ows. Th e cash T-account would contain the following informa-
tion (journal entry reference numbers are in parentheses):

Cash

Beg. bal. 300

 (2) 14,000 (5) 8,100

 (7) 500 (6) 1,700

 (9) 450 (8) 200

(11) 180

(13) 3,200

(15) 440

End. bal. 1,430

Here, we need to categorize each cash infl ow and outfl ow as an operating, investing, or fi nanc-
ing activity. Th e infl ows and outfl ows break down as follows:

Operating activities:
Collections on account (2)  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 14,000
Payments for inventory (5)  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 8,100
Payments for miscellaneous expenses (13)  . . . . . . . . . . . . . . . . . . . . . . 3,200
Payment for interest (11)  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 180
Payment for taxes (15). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .       440   (11,920)

Net cash fl ows from operating activities  . . . . . . . . . . . . . . . . . . . . . . . . . . $   2,080
Investing activities:

Sold equipment (7). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $    500
Purchased equipment (6)  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   (1,700)

Net cash fl ows from investing activities. . . . . . . . . . . . . . . . . . . . . . . . . . . (1,200)
Financing activities:

Issued stock (9) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $    450
Paid debt (8) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .      (200)

Net cash fl ows from fi nancing activities. . . . . . . . . . . . . . . . . . . . . . . . . . .         250
Net increase in cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $   1,130
Beginning cash balance . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .         300
Ending cash balance  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $   1,430
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Given the following transactions, prepare a statement of cash fl ows: 

1 Borrowed $10,000 from a bank.
2 Purchased inventory paying $3,800.
3 Sold inventory costing $3,200 for $7,100 in cash.
4 Paid salaries and wages of $1,700.
5 Purchased equipment paying $5,700.
6 Paid other operating expenses of $1,100.

 S O L U T I O N …

1  Cash infl ow of $10,000 = fi nancing activity
2  Cash outfl ow of $3,800 = operating activity
3  Cash infl ow of $7,100 = operating activity
4  Cash outfl ow of $1,700 = operating activity
5  Cash outfl ow of $5,700 = investing activity
6  Cash outfl ow of $1,100 = operating activity

Statement of Cash Flows

Operating activities:
Collections on account . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 7,100
Payments for inventory. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (3,800)
Payments for salaries and wages  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (1,700)
Payments for other operating expenses. . . . . . . . . . . . . . . . . . . . . . . . . . .   (1,100)

Net cash fl ows from operating activities  . . . . . . . . . . . . . . . . . . . . . . . . . . . . $     500
Investing activities:

Purchased equipment. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (5,700)
Financing activities:

Borrowed debt. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   10,000
Net increase in cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  4,800

D O  T H I S . . .

Given the follow

1 Borrowed $
2 P h d

D O  T H

As you can see, if we have access to the detailed transaction data from the cash T-account, 
preparing a statement of cash fl ows involves determining the proper cash fl ow category (operating, 
investing, or fi nancing) for each infl ow or outfl ow and then properly formatting the statement. 
More advanced accounting software programs allow fi nancial statement preparers to categorize 
cash infl ows and outfl ows and prepare a statement of cash fl ows with the press of a key. 

If information is properly coded when input into a computerized accounting system, the prep-
aration of a statement of cash fl ows is easy. But what happens if an accounting system does not clas-
sify cash transactions according to their activities? We will discuss how a statement of cash fl ows is 
prepared if one does not have ready access to detailed cash infl ow and outfl ow information next.

  If transactions are properly classifi ed when input into the accounting system, the 
preparation of a statement of cash fl ows is straightforward.

  Cash infl ows and outfl ows are segregated according to type of activity (operating, 
investing, or fi nancing), and a statement of cash fl ows is prepared based on that 
information.

R E M E M B E R  T H I S

If
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L O  4

   Analyzing the Other Primary 
Financial Statements to Prepare 
a Statement of Cash Flows

WHAT Analyze fi nancial statements to prepare a statement of cash fl ows.
WHY  A thorough analysis of all balance sheet and income statement accounts provides the 

 information needed to summarize all of the important cash fl ow activities undertaken by a 
company during a given period.

HOW  Use the balance sheet and income statement to obtain information regarding operating 
 (income statement adjusted for changes in current operating assets and liabilities), investing 
(changes in long-term assets) and fi nancing (changes in long-term liabilities and in owners’ 
equity) activities.

If detailed cash fl ow information is not accessible, the preparation of a statement of cash fl ows is 
more diffi  cult. Th e income statement and comparative balance sheets must be analyzed to deter-
mine how cash was generated and used by a business. We can determine a company’s cash infl ows 
and outfl ows by looking at balance sheets and an income statement because each journal entry has 
two parts—a debit and a credit. In the case of the cash account, every time Cash is debited, some 
other account is credited; every time Cash is credited, some other account is debited. If we don’t 
have access to the details of the cash account, we can infer those details based on our knowledge of 
accounting and by analyzing changes in accounts other than Cash.

For example, consider the accounts receivable account. A debit to Accounts Receivable is 
most frequently associated with a sale on account. A credit to Accounts Receivable most likely 
means cash was collected. If we have the beginning and ending balances for the accounts re-
ceivable account (from comparative balance sheets) and sales for the period (from the income 
statement), we can infer the cash collected for the period. Consider the information taken from 
Silmaril’s beginning trial balance and the year-end trial balance relating to Accounts Receivable 
(assume that the detailed journal entries are not available to us, only the resulting fi nancial state-
ments):

Accounts Receivable

Beg. bal. 2,500

Sales 13,500 Collections ?

End. bal. 2,000

To reconcile the accounts receivable account, we can only assume that cash collections of 
$14,000 occurred. With any other amount, the account will not reconcile.2 In other words, we can 
infer that the following journal entry must have been made:

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 14,000
 Accounts Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 14,000

As you can see, we don’t necessarily need the detailed cash account information to prepare 
a statement of cash fl ows. We can use our knowledge of double-entry accounting to infer those 
details.

A similar analysis is conducted for every balance sheet account (except Cash). Th e analy-
ses draw on our knowledge of the relationship between the income statement and balance sheet 

2 Note that Accounts Receivable can be credited when accounts are written off . However, our purpose here is to understand 
the concepts. A more complicated analysis including write-off s will be covered in an intermediate accounting class.
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accounts and of what accounts are associated with operat-
ing, investing, and fi nancing activities. Consider another 
example—Common Stock. First of all, we know that chang-
es in the common stock account are considered fi nancing 
activities. Second, we know that credits to the common stock 
account are typically associated with the issuance (sale) of 
stock. Debits to the common stock account are associated 
with the retirement of common stock. Assume we are giv-
en comparative balance sheet information (transactions in a 

company’s own stock are not refl ected on the income statement) relating to the common stock 
account of Silmaril as follows:

Beginning Balance Ending Balance

Common stock  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,000 $1,450

What would you infer about Silmaril’s cash fl ow activities re-
lating to its common stock account? Without any additional 
information, it would be safe to assume that the company 
sold stock for $450. If something out of the ordinary hap-
pened in the common stock account (like the retirement of 
stock), that information would generally be available in the 
notes to the fi nancial statements and would be used to modify 
the analysis.

As an illustration of this type of complexity, consider Sil-
maril’s property, plant, and equipment (PP&E) account. First 
of all, the PP&E account is associated with investing. Increases 
in property, plant, and equipment correspond to purchases of 
PP&E, and decreases relate to the sale of PP&E. Because the 
sale of PP&E is typically an out-of-the-ordinary type of transac-
tion, we could look at the notes to the fi nancial statements for 
information relating to any sales. In the case of Silmaril, we fi nd 
that equipment costing $1,200, with accumulated depreciation 
of $800, was sold for $500. Based on this information, and 

 using information from the comparative balance sheets, we can infer the purchases made during 
the period as follows:

Property, Plant, and Equipment

Beg. bal. 4,000

Purchases ? Sold 1,200

End. bal. 4,500

How much PP&E was purchased during the period? Th e only amount that will reconcile the 
PP&E account is $1,700. Th e journal entry would have been a debit to PP&E and a credit to 
Cash. 

A Six-Step Process for Preparing 
a Statement of Cash Flows
Th e following six-step process can be used to analyze the income statement and comparative bal-
ance sheets in preparing a statement of cash fl ows:

C A U T I O N

Every balance sheet account (except Cash) must be analyzed 
to determine any cash fl ow effects. Then those effects must be 
classifi ed by activity.

C

Eve

Buying and using PP&E would be considered common activities. 
Selling PP&E would be considered less common.
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Step 1.  Compute the change in the cash and cash-equivalent accounts for the period of the 
 statement. Seldom is one handed a check fi gure in real life, but such is the case when 
preparing a statement of cash fl ows. Th e statement of cash fl ows is not complete until 
you have explained the change from the beginning balance in the cash account to the 
balance at year-end.

Step 2.  Convert the income statement from an accrual-basis to a cash-basis summary of 
operations. Th is is done in three steps: 

  1.  Eliminate from the income statement those expenses that do not involve cash (such 
noncash items would include depreciation expense that does not involve an outfl ow 
of cash in the current period even though income was reduced).

  2.  Eliminate from the income statement the eff ects of nonoperating activity items 
(such items include gains and losses on the sale of long-term assets and gains and 
losses associated with the retirement of debt).

  3.  Identify those current asset and current liability accounts associated with the income 
statement accounts, and adjust those income statement accounts for the changes in the 
associated current assets and current liabilities. 

  For example, Sales will be adjusted for the change between the beginning and ending bal-
ance in Accounts Receivable to derive the cash collections for the period. Th e fi nal result 
will be cash fl ows from operating activities.

Step 3.  Analyze the long-term assets to identify the cash fl ow 
eff ects of investing activities. Changes in property, 
plant, and equipment and in long-term investments 
may indicate that cash has either been spent or been 
received.

Step 4.  Analyze the long-term debt and stockholders’ equity 
accounts to determine the cash fl ow eff ects of any fi nancing 
transactions. Th ese transactions could be borrowing or repaying debt, 
issuing or buying back stock, or paying dividends.

Step 5.  Prepare a formal statement of cash fl ows by clas-
sifying all cash infl ows and outfl ows according to 
operating, investing, and fi nancing activities. Th e 
net cash fl ows provided by (used in) each of the 
three main activities of an entity should be high-
lighted. Th e net cash fl ows amount for the period 
is then added (subtracted) from the beginning 
Cash balance to report the ending Cash balance.

Step 6.  Report any signifi cant investing or fi nancing transactions that did not involve cash in a 
narrative explanation or in a separate schedule to the statement of cash fl ows. Th is would 
include such transactions as the purchase of land by issuing stock or the retirement of 
bonds by issuing stock.

An Illustration of the Six-Step Process
To illustrate, we will use the information from Silmaril. Remember that in this case we assume that 
we do not have access to the detailed cash fl ow information. 

Step 1. Compute the Change in the Cash and Cash-Equivalent Accounts for the Period of the 
Statement Recall that Silmaril began the year with a Cash balance of $300 and ended with a Cash 
balance of $1,430. Th us, our objective in preparing the statement of cash fl ows is to explain why 
the cash account changed by $1,130 during the year.

Step 2. Convert the Income Statement from an Accrual Basis to a Cash Basis From the 
trial balance prepared at the end of the year, we can prepare the following income statement for 
Silmaril:

noncash items Items included in 
the determination of net income on 
an accrual basis that do not affect 
cash; for example, depreciation and 
amortization.

Why must gains (losses) on the sale of equipment be subtracted 
(added) when computing cash fl ows from operations?

S T O P  &  T H I N K
Why

C A U T I O N

Make sure that the total net cash fl ows from the statement (the 
sum of net cash fl ows from operating, investing, and fi nancing 
activities) are equal to the net increase (decrease) in cash as 
computed in step 1.

C

Mak
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Sales  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $13,500
Cost of goods sold  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     8,000
Gross margin  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  5,500
Miscellaneous expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,200
Depreciation expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .        500
Income from operations . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  1,800
Interest expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (200)
Gain on sale of equipment  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .        100
Income before taxes  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  1,700
Tax expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .        450
Net income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  1,250

Our objective at this point is to convert the income statement to cash fl ows from operations. 
Recall that this involves three steps: 

1. Eliminate expenses not involving cash.
2. Eliminate the eff ects of nonoperating activities.
3. Adjust the remaining fi gures from an accrual basis to a cash basis.

We will use a work sheet to track the adjustments that will be made. Th e fi rst two adjustments in-
volve removing depreciation expense (because it does not involve an outfl ow of cash) and eliminat-
ing the gain on the sale of the equipment (because the sale of equipment is an investing activity, the 
eff ect of which will be disclosed in the investing activities section of the statement). Th e following 
work sheet refl ects these adjustments:

Income 
Statement Adjustments

Cash Flows from 
Operations

Sales $13,500
Cost of goods sold (8,000)
Miscellaneous expenses (3,200)
Depreciation expense (500) + 500 (not a cash fl ow item) 0
Interest expense (200)
Gain on sale of equipment 100 – 100 (not an operating activity) 0
Tax expense       (450)

$  1,250

Note that because depreciation expense was initially subtracted to arrive at net income, our 
 adjustment involves adding $500 back because no cash actually fl owed out of the company relat-

ing to depreciation. Th e cash fl ow eff ect of the sale of the 
equipment should be refl ected in the investing activities 
section of the statement of cash fl ows. Th erefore, the eff ect 
of the gain must be removed from the operating activities 
section. Because the gain was initially added, we must sub-
tract $100 as an adjustment to remove the eff ects of this 
investing activity from the operating activities section.

Th e adjustments now involve converting the remain-
ing revenue and expense items from an accrual basis to a 
cash basis. Recall that the amount of cash collected from 
customers diff ered from sales for the period. In fact, collec-

tions exceeded sales by $500 (explaining how the accounts receivable account declined by $500). 
An adjustment must be made to increase the accrual-basis sales fi gure to its cash-basis counterpart, 
as illustrated on the following page.

C A U T I O N

When equipment is initially purchased, the cash outfl ow is 
 reported as an investing activity. When the equipment is used, 
this use is recorded as depreciation and does not involve any 
cash fl ow even though it is reported as an expense on the income 
statement.

C

Whe
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Income 
Statement Adjustments

Cash Flows from 
Operations

Sales $13,500 + 500 (decrease in accounts 
 receivable)

$14,000

Cost of goods sold (8,000)
Miscellaneous expenses (3,200)
Depreciation expense (500) + 500 (not a cash fl ow item) 0
Interest expense (200)
Gain on sale of equipment 100 – 100 (not an operating activity) 0
Tax expense       (450)

$  1,250

Next, we turn our attention to Cost of Goods Sold. Th e statement of cash fl ows should refl ect 
the amount of cash paid for inventory during the period. We can compute that amount by adjust-
ing Cost of Goods Sold to refl ect the inventory used this period but purchased last period, as well 
as inventory that was purchased last period and paid for this period.

Because Inventory declined for the period from a beginning balance of $1,900 to an ending 
balance of $1,800, we must adjust Cost of Goods Sold to refl ect that it includes inventory that was 
purchased last period and used this period (explaining how the inventory balance declined). To 
reduce Cost of Goods Sold, our adjustment involves add-
ing $100. Th e resulting number represents the amount of 
inventory purchased during the year. A similar adjustment 
is made for the change in the balance in Accounts Payable 
and refl ects the amount of inventory paid for during the 
year. Accounts Payable would most likely decline because 
more was paid for this period than was purchased this pe-
riod. If more was paid for this period, we are required to 
subtract an additional $200 to refl ect the additional cash 
outfl ow. Th e net eff ect of these two adjustments is to convert the accrual-basis Cost of Goods Sold 
fi gure to the amount of inventory paid for during the year. Th e following T-account analysis shows 
the net eff ect of these two adjustments:

Cash Inventory Accounts Payable Cost of Goods Sold

8,100c Beg. bal. 1,900

 7,900b

8,000a

8,100c

Beg. bal. 1,700

 7,900b

8,000a

End. bal. 1,800 End. bal. 1,500

a  Cost of inventory sold during the period (from the income statement).
b  Inventory purchased during the period [solved for based on the beginning and ending inventory balances and the cost of goods 

sold (a)].
c  Inventory paid for during the period [solved for based on the beginning and ending Accounts Payable balances and the inven-
tory purchased during the period (b)].

Updating the work sheet results in the following:

Income 
Statement Adjustments

Cash Flows from 
Operations

Sales $13,500 +500 (decrease in accounts receivable) $14,000
Cost of goods sold (8,000) +100 (decrease in inventory) (8,100)

–200 (decrease in accounts payable)

C A U T I O N

Remember that Cost of Goods Sold is subtracted from Sales. 
Adding $100 serves to reduce the negative number, and sub-
tracting $200 makes the cost of goods sold fi gure a larger 
negative number.

C

Rem

(continued)
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Income 
Statement Adjustments

Cash Flows from 
Operations

Miscellaneous expenses (3,200)
Depreciation expense (500) +500 (not a cash fl ow item) 0
Interest expense (200)
Gain on sale of equipment 100 –100 (not an operating activity) 0
Tax expense         (450)

$  1,250

Because neither a miscellaneous expenses payable account nor a prepaid expenses account 
 exists, we can safely assume that all the miscellaneous expenses were paid for in cash. Th erefore, 
there would be no adjustment.

Both Interest Expense and Tax Expense require adjustments similar to that done for Accounts 
Payable and/or Inventory. Let’s fi rst adjust Interest Expense from an accrual basis to a cash basis. Note 
that Interest Payable increased from $0 at the beginning of the period to $20 at the end of the period. 
If a payable account increases, the company owes for products and services it has purchased or used. In 
this case, what was used is money. Interest expense for the period was $200, of which Silmaril has yet 
to pay $20. Th us, the cash fl ow related to interest must be $180—requiring an adjustment of $20.

Tax Expense is adjusted in a similar fashion. Because the amount of taxes owed increased from 
the beginning to the end of the period, Silmaril must have paid a lesser amount relating to taxes 
than is refl ected on the income statement, as shown in the T-account for Taxes Payable:

Taxes Payable

Taxes paid

during the period ?

Beg. bal. 40

Amount related

to tax expense 450

End. bal. 50

Th e only amount that will balance the above T-account is $440—the amount paid for taxes dur-
ing the period. Because the income statement refl ects expense of $450 related to taxes, yet the cash 
outfl ow was only $440, we must make an adjustment of $10. Th e work sheet, with these fi nal 
adjustments, appears as follows:

Income 
Statement Adjustments

Cash Flows from 
Operations

Sales $13,500 +500 (decrease in accounts receivable) $14,000
Cost of goods sold (8,000) +100 (decrease in inventory) (8,100)

–200 (decrease in accounts payable)
Miscellaneous expenses (3,200) +0 (3,200)
Depreciation expense (500) +500 (not a cash fl ow item) 0
Interest expense (200) +20 (increase in interest payable) (180)
Gain on sale of equipment 100 –100 (not an operating activity) 0
Tax expense       (450)   +10 (increase in taxes payable)       (440)

$  1,250 +830 Net adjustment $  2,080

Note that the cash fl ows from operations fi gure obtained through an analysis of the income 
statement accounts and current asset and current liability accounts is the same fi gure obtained pre-
viously when we assumed access to the detailed cash account information. We should always get the 
same answer when the question is the same—“What were cash fl ows from operations?”

The Direct and Indirect Methods Our fi nal task relating to cash fl ows from operations relates to 
preparing the operating activities section of the statement of cash fl ows. At this point, we have two 
alternatives—the indirect method or the direct method.
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Th e indirect method begins with net income as reported on the income statement and then 
details the adjustments made to arrive at cash fl ows from operations. For Silmaril, it involves be-
ginning with the net income fi gure and then listing the adjustments from the work sheet. In other 
words, the following highlighted portions of the work sheet are used.

Income 
Statement Adjustments

Cash Flows from 
Operations

Sales $13,500 +500 (decrease in accounts receivable) $14,000
Cost of goods sold (8,000) +100 (decrease in inventory) (8,100)

–200 (decrease in accounts payable)
Miscellaneous expenses (3,200) +0 (3,200)
Depreciation expense (500) +500 (not a cash fl ow item) 0
Interest expense (200) +20 (increase in interest payable) (180)
Gain on sale of equipment 100 –100 (not an operating activity) 0
Tax expense         (450)   +10 (increase in taxes payable)         (440)

$  1,250 +830 Net adjustment $  2,080

Th e operating activities section is formatted as follows:

Operating activities
Net income $1,250
Add: Depreciation expense $    500

Decrease in accounts receivable 500
Decrease in inventory 100
Increase in interest payable 20
Increase in taxes payable 10

Less: Gain on sale of equipment (100)
Decrease in accounts payable   (200)      830

Net cash fl ows from operations $2,080

Using the direct method, the operating activities section of a statement of cash fl ows is, in ef-
fect, a cash-basis income statement. Unlike the indirect method, the direct method does not start 
with net income. Instead, this method directly reports the major classes of operating cash receipts 
and payments of an entity during a period. Th is information is obtained from the last column of 
the work sheet as follows:

Income 
Statement Adjustments

Cash Flows from 
Operations

Sales $13,500 +500 (decrease in accounts receivable) $ 14,000
Cost of goods sold (8,000) +100 (decrease in inventory) (8,100)

–200 (decrease in accounts payable)
Miscellaneous expenses (3,200) +0 (3,200)
Depreciation expense (500) –500 (not a cash fl ow item) 0
Interest expense (200) +20 (increase in interest payable) (180)
Gain on sale of equipment 100 –100 (not an operating activity) 0
Tax expense         (450)   +10 (increase in taxes payable)         (440)

$  1,250 +830 Net adjustment $  2,080

Th e resulting operating activities section, given below, looks a lot like the operating activities 
section we prepared when we had access to the detailed cash fl ow information.

indirect method A method of 
reporting net cash fl ows from opera-
tions that involves converting accrual-
basis net income to a cash basis.

direct method A method of report-
ing net cash fl ows from operations 
that shows the major classes of cash 
receipts and payments for a period 
of time.
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Operating activities
Collections from customers  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  14,000
Payments for inventory. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $8,100
Payments for miscellaneous expenses  . . . . . . . . . . . . . . . . . . . . . . . . . 3,200
Payments for interest . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 180
Payments for taxes  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .      440    (11,920)
 Net cash fl ows from operating activities. . . . . . . . . . . . . . . . . . . . . . . $    2,080

Note that the same amount of cash fl ows from operating activities is derived using either the indi-
rect method or the direct method.

Why Two Methods? Why are there two methods for preparing a statement of cash fl ows when 
both methods always result in the same answer? Each method has advantages and disadvantages. 
Most companies prefer and use the indirect method because it is relatively easy to apply and rec-
onciles the diff erence between net income and the net cash fl ows provided by operations. Many 

users of fi nancial statements favor the direct method because it 
reports the sources of cash infl ows and outfl ows directly with-
out the potentially confusing adjustments to net income. Th e 
accounting standard-setters considered the arguments for both 
methods and, although they preferred the clarity of the direct 
method, they permitted either method to be used. Because 
companies can choose either method and already have to com-
pute net income, approximately 95% of large U.S. corpora-
tions use the indirect method when preparing a statement of 
cash fl ows.

Some Rules of Thumb Th e guidelines below will help you as you analyze accounts and prepare a 
statement of cash fl ows.

Accounts
Direction of Change 
during the Period Adjustment to Be Made

Current assets Increase Subtracted
Current assets Decrease Added
Current liabilities Increase Added
Current liabilities Decrease Subtracted

When current assets increase (decrease) during the period, the diff erence between the begin-
ning and ending balances is subtracted (added) from the appropriate income statement account to 
arrive at cash fl ows for the period. For example, if accounts receivable increase during the period, 
that means sales exceed collections and Sales on the income statement must be reduced to refl ect 
the cash collected for the period. Th e reverse would be true when accounts receivable decrease.

In the case of current liabilities, an increase (decrease) requires that an adjustment be made to 
add (subtract) the diff erence between the beginning and ending balances. For example, when inter-
est payable increases from the beginning to the end of the period, interest expense exceeds the cash 
paid during the period. Interest Expense must be reduced (by adding back) to refl ect the cash paid 
during the period. Again, the reverse would be true if interest payable were to decrease during the 
period. Exhibit 13.6 summarizes the procedures for converting selected accounts from an accrual 
to a cash basis.

Step 3 Analyze the Long-Term Assets to Identify the Cash Flows Effects of Investing Activities Th e 
only long-term asset account for Silmaril is the property, plant, and equipment (PP&E) account with 
its associated accumulated depreciation. Th e balance in the PP&E account increased by $500 during 
the period. Th is indicates that something was purchased. If we had no additional information, we 
would assume that PP&E was purchased by paying $500. But we do have additional information. We 

Now that you have seen both methods for preparing the oper-
ating activities section of the statement of cash fl ows, which 
method do you prefer? Which method do you think is used most 
often by companies?

S T O P  &  T H I N K
Now
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E X H I B I T  1 3 . 6   G u i d e l i n e s  f o r  C o n v e r t i n g  f r o m  A c c r u a l 
t o  C a s h  B a s i s

Accrual Basis ± Adjustments Required  = Cash Basis

Net sales + Beginning accounts receivable*
= Cash receipts 

 from customers– Ending accounts receivable*

Other revenues

(e.g., rent and interest):

 Rent revenue + Ending unearned rent
= Cash received 

 for rent– Beginning unearned rent

 Interest revenue + Beginning interest receivable
= Cash received

 for interest– Ending interest receivable

Cost of goods sold + Ending inventory

– Beginning inventory
= Cash paid 

 for inventory+ Beginning accounts payable

– Ending accounts payable

Operating expenses**

(e.g., insurance and wages):

 Insurance expense + Ending prepaid insurance
= Cash paid

 for insurance– Beginning prepaid insurance

 Wages expense + Beginning wages payable
= Cash paid 

 for wages– Ending wages payable

Income tax + Beginning income taxes payable
= Cash paid for 

 income taxes                             – Ending income taxes payable

Net cash fl ows 
 provided by (used in) 
 operating activities       

  *Net of allowance for uncollectible accounts.

**Excluding depreciation and other noncash items.

know that PP&E was purchased during the period by paying $1,700. With that information, we can 
prepare the following PP&E T-account:

Property, Plant, and Equipment

Beg. bal. 4,000

Purchased 1,700 Sold ?

End. bal. 4,500

To make the T-account balance, equipment must have been sold. Th e original cost of the 
equipment that was sold must have been $1,200 (that is the only number that will make the T- 
account balance). What was the accumulated depreciation associated with the sold equipment? 
Let’s look at the accumulated depreciation T-account. Entries on the debit side of that account 
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track the accumulated depreciation associated with equipment that has been sold. Entries to the 
credit side are associated with depreciation expense for the period. Because we know depreciation 
expense for the period (from the income statement), and we know the beginning and ending bal-
ances in the account (from the balance sheet), we can infer the accumulated depreciation associated 
with the equipment that was sold.

Accumulated Depreciation

Sold ?

Beg. bal. 1,200

Depreciation

expense 500

End. bal. 900

Th e accumulated depreciation associated with the equipment that was sold must have been 
$800. In addition, we know from the income statement that the sale resulted in a gain of $100. 
With this information, we can infer that the following journal entry was made relating to the sale 
of PP&E:

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 500

Accumulated Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 800

 Property, Plant, and Equipment  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,200

 Gain on Sale of Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100

As you can see, we can determine the amount of cash received from the sale of PP&E by moni-
toring the change in other related accounts on the income statement and balance sheet.

As Silmaril’s only investing activity related to the PP&E account, we have analyzed all the 
changes in that account and are now ready to prepare the investing activities section of the 
statement of cash fl ows. Had Silmaril bought or sold available-for-sale or held-to-maturity 
securities during the year, we would need to analyze those accounts to determine any cash fl ow 
eff ects. Th e investing activities section of the statement of cash fl ows for Silmaril would be as 
follows:

Investing activities
Proceeds from the sale of property, plant, and equipment . . . . . . . . . . . . $    500
Purchased property, plant, and equipment  . . . . . . . . . . . . . . . . . . . . . . .   (1,700)

Net cash fl ows from investing activities . . . . . . . . . . . . . . . . . . . . . . . . . . . (1,200)

Step 4 Analyze the Long-Term Debt and Stockholders’ Equity Accounts to  Determine the Cash 
Flow Effects of any Financing Transactions Consider long-term debt accounts. What would 
make them increase or decrease? Obviously, these debt accounts would increase when a company 
borrows more money (an infl ow of cash) and decrease when the company pays back the debt (an 
outfl ow of cash). In the case of Silmaril, we observe that the company’s long-term debt account 
declined from $2,200 to $2,000. Unless something unusual happened (such as additional debt was 
issued and then some debt was repaid), we assume that the reason for the decrease was that cash 
was used to reduce the liability.

In the case of stockholders’ equity accounts, we examine both the common stock and retained 
earnings accounts for increases and decreases resulting from cash fl ows. Th e common stock account 
will increase as a result of the sale of stock and decrease if any stock is repurchased and retired. Be-
cause the common stock account increased by $450 during the period, we assume that the increase 
resulted from the sale of stock. Again, if an unusual transaction had occurred, information relating 
to the transaction would be available in the notes. Retained Earnings increases from the recogni-
tion of net income (an operating activity) and decreases as a result of net losses (also an operating 



 Statement of Cash Flows Chapter 13 631

activity) or through the payment of dividends (a fi nancing activity). In the case of Silmaril, because 
no dividends are disclosed on the trial balance, the entire change in Retained Earnings results from 
net income; the cash fl ow eff ect has already been included in operating activities. Silmaril would 
prepare the following information relating to its fi nancing activities: 

Financing activities
Proceeds from the sale of stock  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 450
Repayment of long-term debt . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   (200)
Net cash fl ows from fi nancing activities  . . . . . . . . . . . . . . . . . . . . . . . . . . . . 250

Step 5 Prepare a Formal Statement of Cash Flows Based on our analysis of all income state-
ment and balance sheet accounts, we have identifi ed all infl ows and outfl ows of cash for Silmaril 
and categorized those cash fl ows based on the type of activity. Th e resulting statement of cash fl ows 
(prepared using the direct method)3 would be as follows:

Operating activities
Collections from customers . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  14,000
Payments for inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 8,100
Payments for miscellaneous expenses . . . . . . . . . . . . . . . . . . . . . . . . 3,200
Payments for interest  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 180
Payments for taxes . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .       440    (11,920)

Net cash fl ows from operating activities . . . . . . . . . . . . . . . . . . . . . . . . . $    2,080

Investing activities
Proceeds from the sale of property, plant, and equipment . . . . . . . . . . $    500
Purchased property, plant, and equipment  . . . . . . . . . . . . . . . . . . . . .   (1,700)

Net cash fl ows from investing activities . . . . . . . . . . . . . . . . . . . . . . . . . (1,200)

Financing activities
Proceeds from the sale of stock  . . . . . . . . . . . . . . . . . . . . . . . . . . . . $    450
Repayment of long-term debt . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .      (200)

Net cash fl ows from fi nancing activities . . . . . . . . . . . . . . . . . . . . . . . . .          250
Net increase in cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $    1,130
Beginning cash balance  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .          300
Ending cash balance . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $    1,430

Additional disclosure is required in the notes to the fi nancial statements depending on the 
method used. Other disclosures required by FASB Statement No. 95 include the amounts paid for 
interest and income taxes. When the indirect method is used to report cash fl ows from operating 
activities, cash paid for interest and income taxes is disclosed as supplemental. When the direct 
method is used to report cash fl ows from operating activities, these amounts are included in the 
statement of cash fl ows.

An additional disclosure required when the direct method is used is a schedule reconciling net in-
come with net cash fl ows provided by (used in) operating activities. Th is schedule is, in eff ect, the same 
as the operating activities section of a statement of cash fl ows prepared using the indirect method.

Step 6 Report Any Signifi cant Investing or Financing Transactions That Did Not Involve Cash If 
Silmaril had any signifi cant noncash transactions, such as purchasing PP&E by issuing debt or 
trading Silmaril stock for that of another company, these transactions would be disclosed in the 
notes to the fi nancial statements or in a separate schedule below the statement of cash fl ows. Here, 
no such transactions occurred.

3 A statement of cash fl ows prepared using the indirect method is shown in the Review Problem on pages 635–639. Th e state-
ment of cash fl ows for Wal-Mart, shown in Appendix A, was also prepared using the indirect method.
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D O  T H I S . . .D O  T H

Lathrop Company provides the following income statement and balance sheet information:

Sales $ 8,000
Cost of goods sold (5,200)
Depreciation expense (700)
Wage expense   (1,100)
Net income $ 1,000

Change in accounts receivable during the year = increased by $300
Change in inventory during the year = decreased by $80
Change in accounts payable during the year = increased by $150
Change in wages payable during the year = decreased by $130

Prepare a work sheet that would be used in preparing the operating activities section of the statement of cash fl ows.

 S O L U T I O N …

Income 
Statement Adjustments

Cash Flows from 
Operations

Sales $8,000 –300 (increase in accounts receivable) $7,700
Cost of goods sold (5,200) +80 (decrease in inventory) (4,970)

+150 (increase in accounts payable)
Depreciation expense (700) +700 (not a cash fl ow item) 0
Wage expense  (1,100)  –130 (decrease in wages payable)  (1,230)

Net income $1,000 +500 Net adjustment $1,500

R E M E M B E R  T H I S

  Operating activities include those transactions that enter into the determination of net 
income.

  The direct or the indirect method may be used to show the net cash fl ows provided 
by (used in) operating activities.

  The indirect method starts with net income, as reported on the income statement, 
and adds or subtracts adjustments to convert accrual net income to net cash fl ows 
from operations.

  When using the indirect method, adjustments to net income are made for increases 
and decreases in operating account balances, noncash items such as depreciation, 
and gains and losses from the sale of assets.

  The direct method shows the major classes of operating cash receipts and payments. 
The direct method requires analysis of cash transactions or an analysis of accrual 
revenues and expenses in order to convert them to cash receipts and payments.
  Investing activities involve the purchase or sale of long-term assets such as property, 
plant, and equipment or investment securities.

  Financing activities include transactions in which cash is obtained from or paid to 
owners and creditors.



 Statement of Cash Flows Chapter 13 633

L O  5   

 Using Information from the 
Statement of Cash Flows 
to Make Decisions

WHAT Use information from the statement of cash fl ows to make decisions.
WHY  In addition to using ratio information from the balance sheet and the income statement, information 

from the statement of cash fl ows is useful in assessing a company’s past and future performance.
HOW  Patterns of positive and negative cash fl ow in the three categories of operating, investing, 

and fi nancing yield insights into the health and current strategy of a business.

To this point in the text, we have reviewed numerous fi nancial statement analysis techniques involv-
ing the income statement and the balance sheet. We have used numerous ratios that were computed 
using numbers from the income statement and the balance sheet. We can also use information from 
the statement of cash fl ows for analysis purposes.

Analysis using cash fl ow information is often restricted to examining the relationships among 
the categories in the statement of cash fl ows. Although the statement of cash fl ows, like the other 
fi nancial statements, reports information about the past, careful analysis of this information can 
help investors, creditors, and others assess the amounts, timing, and uncertainty of future cash 
fl ows. Specifi cally, the statement helps users answer questions such as how a company is able to pay 
dividends when it had a net loss, or why a company is short of cash despite increased earnings. A 
statement of cash fl ows may show, for example, that external borrowing or the issuance of capital 
stock provided the cash from which dividends were paid even though a net loss was reported for 
that year. Similarly, a company may be short on cash even with increased earnings because of in-
creased inventory purchases, plant expansion, or debt retirement.

Trends are often more important than absolute numbers for any one period. Accordingly, 
cash fl ow statements usually are presented on a comparative basis. Th is enables users to analyze a 
 company’s cash fl ows over time.

Because companies are required to highlight cash fl ows from operating, investing, and fi nanc-
ing activities, a company’s policies can be compared with those of other companies. Exhibit 13.7 

E X H I B I T  1 3 . 7  A n a l y s i s  o f  C a s h  F l o w s  S t a t e m e n t :  P a t t e r n s

CF from
Operating

CF from
Investing

CF from
Financing General Explanation

#1 + + + Company is using cash generated from operations, from sale of assets, and from fi nancing to 
build up a pile of cash—very liquid company—possibly looking for acquisition.

#2 + – – Company is using cash fl ows generated from operations to buy fi xed assets and to pay down 
debt or pay owners.

#3 + + – Company is using cash from operations and from sale of fi xed assets to pay down debt or pay owners.

#4 + – + Company is using cash from operations and from borrowing (or from owner investment) to expand.

#5 – + + Company’s operating cash fl ow problems are covered by sale of fi xed assets, by borrowing, or 
by stockholder contributions. The negative cash fl ow from operations could cause long-term 
problems if it persists.

#6 – – + Company is growing rapidly, but has shortfalls in cash fl ows from operations and from purchase 
of fi xed assets fi nanced by long-term debt or new investment.

#7 – + – Company is fi nancing operating cash fl ow shortages and payments to creditors and/or stock-
holders via sale of fi xed assets.

#8 – – – Company is using cash reserves to fi nance operation shortfall and pay long-term creditors and/
or investors.

Source: Michael T. Dugan, Benton E. Gup, and William D. Samson, “Teaching the Statement of Cash Flows,” Journal of Accounting Education, 9 (1991): 36.



  An analysis of the relationships among the categories on the statement of cash fl ows 
can provide insight into a company’s performance.

  Positive cash fl ows from operations are necessary if a company is to succeed over 
the long term.

R E M E M B E R  T H I S

A

shows eight possible cash fl ow patterns and provides some insight into what each cash fl ow pattern 
indicates about the company.

Positive cash fl ows from operations are necessary if a company is to succeed over the long 
term (#1–4). Th e most common cash fl ow pattern is #2. Companies use cash fl ows from opera-
tions to purchase fi xed assets or to pay down debt. Growing companies follow cash fl ow #6. 
Cash is  being borrowed to cover a shortage of cash from operations as well as to purchase fi xed 
assets. Most (about 80%) of the publicly traded companies in the United States follow #2, #4, 
or #6.
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E
S L O 1   Understand the purpose of a statement of cash fl ows.

•  The statement of cash fl ows is one of the three primary fi nancial statements presented by companies in their annual 
reports.

•  The primary purpose of the statement of cash fl ows is to provide information about the cash receipts and payments of 
an entity during a period.

•  The statement of cash fl ows also explains the changes in the balance sheet accounts and the cash effects of the accrual-
basis amounts reported in the income statement.

L O 2   Recognize the different types of information reported in the statement of cash fl ows.

Operating activities •  Receipts from the sale of goods or services and from interest, and the payments 
for inventory, wages, utilities, taxes, and interest

Investing activities •  Purchase and sale of land, buildings, or equipment
•  Purchase and sale of certain investment securities

Financing activities •  Selling stock, paying cash dividends, and borrowing money and repaying loans
Signifi cant noncash transactions •  Purchase of land by the issuance of stock

L O 3   Prepare a simple statement of cash fl ows.

•  If transactions are properly classifi ed when input into the accounting system, the preparation of a statement of cash fl ows 
is straightforward.

•  Cash infl ows and outfl ows are segregated according to type of activity (operating, investing, or fi nancing), and a state-
ment of cash fl ows is prepared based on that information.

S T U DY        R E V I E W
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L O 4   Analyze fi nancial statements to prepare a statement of cash fl ows. A six-step process can be 
employed to assist in the analysis of balance sheet and income statement data to prepare a statement 
of cash fl ows:

(1) Compute the change in the cash balance for the period.
(2) Convert the income statement from an accrual basis to a cash basis. The result is cash fl ows from operating activities.
(3) Analyze long-term assets to determine the cash fl ow effects of investing activities.
(4) Analyze long-term liabilities and stockholders’ equity accounts to determine the cash fl ow effects of fi nancing activities.
(5) Prepare a formal statement of cash fl ows.
(6)  Disclose signifi cant noncash transactions in the notes to the fi nancial statements or in a separate schedule at the bottom 

of the statement of cash fl ows.

L O 5   Use information from the statement of cash fl ows to make decisions.

•  A statement of cash fl ows helps investors and creditors observe trends related to a company’s use of operating income 
and its use of external sources of capital.

•  Used with the income statement and the balance sheet, the statement of cash fl ows is a valuable source of information.

K e y  T e r m s  &  C o n c e p t s
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R e v i e w  P r o b l e m s

Classifying Cash Flows
Anna Dimetros is the bookkeeper for Russia Imports, Inc. (RII), a New York City–based company. Anna has collected 
the following cash fl ow information about RII for the most current year of operations. Th e cash balance at the beginning 
of the year was $105,000.

Cash receipts:
Cash received from issuance of stock  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  50,000
Cash received from customers  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 252,300
Cash received from interest at bank . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,600
Cash received from borrowing at bank . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     25,000
 Total cash receipts  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $331,900

Cash payments:
Cash paid for wages of employees . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $134,600
Cash paid to stockholders as dividends  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,500
Cash paid to bank for interest  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7,200
Cash paid to bank to repay earlier loan . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,000
Cash paid for taxes . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 23,500
Cash paid for operating expenses  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 128,100
Cash paid for equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     15,000
 Total cash payments . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $323,900

Required:
 1.  From the information provided, classify the cash fl ows for RII according to operating, investing, and fi nancing 

activities.
 2. Determine the ending cash balance.
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Solution

Russia Imports, Inc.
Cash Flows

2012

1. Cash fl ows from operating activities
Cash receipts from:

Customers . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $252,300
Bank (interest) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .       4,600 $256,900

Cash payments to:
Employees (wages) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 134,600
Bank (interest) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7,200
Government (taxes) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 23,500
Various entities (operating expenses)  . . . . . . . . . . . . . . . . . . . .   128,100   293,400

Net cash fl ows from operating activities . . . . . . . . . . . . . . . . . . . . $ (36,500)
Cash fl ows from investing activities

Cash payments to:
Purchase equipment  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 

Net cash fl ows from investing activities  . . . . . . . . . . . . . . . . . . . . $ (15,000) (15,000)
Cash fl ows from fi nancing activities

Cash receipts from:
Issuance of stock  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  50,000
Borrowing at bank . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     25,000 $  75,000

Cash payments to:
Stockholders (dividends)  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $   (5,500)
Repay earlier loan . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     (10,000)    (15,500)

Net cash fl ows from fi nancing activities . . . . . . . . . . . . . . . . . . . . . .     59,500
Total net cash fl ows for period. . . . . . . . . . . . . . . . . . . . . . . . . . . . . $    8,000

2. Beginning cash balance  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $105,000
Total net cash fl ows for period. . . . . . . . . . . . . . . . . . . . . . . . . . . . .       8,000
Ending cash balance . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $113,000*

*Alternatively, beginning balance ($105,000) + receipts ($331,900) – payments ($323,900) = ending balance ($113,000).

Preparing a Statement of Cash Flows
Snow Corporation produces MP3 players. Comparative income statements and balance sheets for the years ended 
December 31, 2012 and 2011, are presented.

Snow Corporation
Comparative Income Statements

For the Years Ended December 31, 2012 and 2011

2012 2011

Net sales revenue  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $600,000 $575,000
Cost of goods sold  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   500,000   460,000
Gross margin. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $100,000 $115,000
Operating expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     66,000     60,000

Operating income  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  34,000 $  55,000
Interest expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .       4,000       3,000
Income before taxes  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  30,000 $  52,000
Income taxes. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     12,000     21,000
Net income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  18,000 $  31,000



Snow Corporation
Comparative Balance Sheets

December 31, 2012 and 2011

2012 2011

Assets

Current assets:
Cash and cash equivalents . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  11,000 $  13,000
Accounts receivable (net) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 92,000 77,000
Inventory  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 103,000 92,000
Prepaid expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .       6,000       5,000

Total current assets  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $212,000 $187,000
Property, plant, and equipment:

Land . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  69,000 $  66,000
Machinery and equipment  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 172,000 156,000
Accumulated depreciation, machinery and equipment . . . . . . . . . . . . . . . . . . . . . . . . . .    (113,000)    (102,000)

Total property, plant, and equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $128,000 $120,000
Total assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $340,000 $307,000

Liabilities and Stockholders’ Equity
Current liabilities:

Accounts payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  66,000 $  78,000
Dividends payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000 0
Income taxes payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .       3,000       5,000

Total current liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  71,000 $  83,000
Long-term debt . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     75,000     42,000
Total liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $146,000 $125,000
Stockholders’ equity:

Common stock, no par  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  26,000 $  26,000
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   168,000   156,000

Total stockholders’ equity  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $194,000 $182,000
Total liabilities and stockholders’ equity . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $340,000 $307,000

Th e following additional information is available.
a. Dividends declared during 2012 were $6,000.
b. Th e market price per share of stock on December 31, 2012, was $14.50.
c. Equipment worth $16,000 was acquired by the issuance of a long-term note ($10,000) and by paying cash ($6,000).
d. Land was acquired for $3,000 cash.
e. Depreciation of $11,000 was included in operating expenses for 2012.
f. Th ere were no accruals or prepaid amounts for interest.

Required:
Analyze the data provided to prepare a statement of cash fl ows. Use (1) the indirect method and (2) the direct method to 
report cash fl ows from operating activities.

 Statement of Cash Flows Chapter 13 637
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Solution
1. Indirect Method

Snow Corporation
Statement of Cash Flows (Indirect Method) 
For the Year Ended December 31, 2012

Operating activities
Net income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 18,000
Add (deduct) adjustments to cash basis:

Depreciation expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 11,000
Increase in accounts receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (15,000)
Increase in inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (11,000)
Increase in prepaid expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (1,000)
Decrease in accounts payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (12,000)
Decrease in income taxes payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     (2,000)

Net cash fl ows from operating activities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $(12,000)

Investing activities
Cash payments for:

Land  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  (3,000)
Machinery and equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     (6,000)

Net cash fl ows from investing activities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (9,000)

Financing activities
Cash receipts from long-term borrowing . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 23,000
Cash payments for dividends . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     (4,000)*

Net cash fl ows from fi nancing activities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .    19,000
Net decrease in cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  (2,000)
Cash and cash equivalents at beginning of year  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .    13,000
Cash and cash equivalents at end of year . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 11,000

*Cash dividends declared ($6,000) less increase in dividends payable ($2,000)

Supplemental disclosure:
Cash payments for:

Interest  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $   4,000
Income taxes . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 14,000

Noncash transaction:
Equipment was purchased by issuing a long-term note for $10,000.

Th e statement of cash fl ows for Snow Corporation shows that although reported net income was positive for 2012, the 
net cash fl ows generated from operating activities were negative. Only by borrowing cash was Snow Corporation able to 
pay dividends and purchase land and equipment. Even then, the cash account decreased by $2,000 during the period.

2. Direct Method

Snow Corporation
Statement of Cash Flows (Direct Method)
For the Year Ended December 31, 2012

Operating activities
Cash receipts from customers  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 585,000
Cash payments for:

Inventory  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $523,000
Operating expenses  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 56,000

(continued )



Interest expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $     4,000
Income tax expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     14,000 $(597,000)

Net cash fl ows from operating activities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  (12,000)
Investing activities
Cash payments for:

Land  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $    (3,000)
Machinery and equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .        (6,000)

Net cash fl ows from investing activities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (9,000)
Financing activities

Cash receipts from long-term borrowing . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  23,000
Cash payments for dividends . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .        (4,000)

Net cash fl ows from fi nancing activities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .      19,000
Net decrease in cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $    (2,000)
Cash and cash equivalents at beginning of year  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .      13,000
Cash and cash equivalents at end of year . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $   11,000

Supplemental disclosure:*
Equipment was purchased by issuing a long-term note for $10,000.

* A schedule reconciling net income with net cash fl ow used by operating activities would also be presented, either with the statement of 
cash fl ows or in the notes to the fi nancial statements. The information provided in the schedule is the same as the operating activities 
section of the statement of cash fl ows prepared using the indirect method [see part (1)].

 P U T  I T  O N  PA P E R

D i s c u s s i o n  Q u e s t i o n s

1. What is the main purpose of a statement of cash 
fl ows?

2. What are cash equivalents, and how are they treated on 
a statement of cash fl ows?

3. Distinguish among cash fl ows from operating, investing, 
and fi nancing activities, providing examples for each 
type of activity.

4. How are signifi cant noncash investing and fi nancing 
transactions to be reported?

5. Describe the process of converting from accrual 
revenues to cash receipts.

 6. Describe the six-step process that can be used to prepare 
a statement of cash fl ows by analyzing the income 
statement and comparative balance sheets.

 7. Distinguish between the indirect and direct methods of 
reporting net cash fl ows provided by (used in) operating 
activities.

 8 How are depreciation and similar noncash items treated 
on a statement of cash fl ows?

 9. What supplemental disclosures are likely to be required 
in connection with a statement of cash fl ows?

10. How might investors and creditors use a statement of 
cash fl ows?
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P r a c t i c e  E x e r c i s e s

Categories of Cash Infl ows and Outfl ows
Which one of the following is not one of the three main sections in the statement of cash fl ows for 
a company?
 a.  Earning activities
 b.  Financing activities
 c.  Operating activities
 d.  Investing activities

Identifying Operating Activities
Which one of the following is an example of an operating activity?
 a.  Cash payments to repay principal amounts borrowed
 b.  Cash payments to suppliers for inventory purchases
 c.  Cash receipts from sale of a business segment
 d.  Cash receipts from issuance of own stock

Identifying Investing Activities
Which one of the following is an example of an investing activity?
 a.  Cash payments to lenders for interest expense
 b.  Cash receipts from borrowing notes
 c.  Cash receipts from sale of goods or services
 d.  Cash payments to purchase property, plant, and equipment

Identifying Financing Activities
Which one of the following is an example of a fi nancing activity?
 a.  Cash payments to purchase debt or equity securities of other entities (other than trading 

securities)
 b.  Cash payments to stockholders as dividend
 c.  Cash receipts from dividend revenue
 d.  Cash receipts from collection of principal on loans made to other entities

Computing Net Change in Cash for the Period
Beehive Company had a beginning cash balance of $1,500. In addition, the company reported the 
following amounts of cash provided by (used in) each category of the statement of cash fl ows:

Operating activities  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 15,350
Investing activities  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (16,050)
Financing activities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,500

Using the above information, compute the company’s ending cash balance.

Computation of Cash from Operating Activities
Using the following information, compute the amount of cash provided by operating activities.

Payments for miscellaneous expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,031
Payment to stockholders as dividends . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 350
Payment for taxes  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 135
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Payment for interest . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $     43
Collections on account . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,286
Payments for inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,874

Solving for Cash from Investing Activities
Using the following information, compute the amount of cash provided by (used in) investing activities:

Cash from operating activities  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $250,000
Cash from fi nancing activities  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150,000
Beginning cash balance  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 26,000
Ending cash balance . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 28,000

Using Accounts Receivable to Compute Cash Collections
Assume all of the company’s sales are on account. Th e accounts receivable balance at the beginning 
of the year was $512, and the ending balance was $481. During the year, the company had sales of 
$4,526. Compute the amount of cash collections on sales.

Identifying Noncash Flow Items and Nonoperating Activity Items
Using the following income statement accounts, identify the items that are noncash items and/or 
should not be included in the operating activities section of the statement of cash fl ows. (Th ese items 
will be added to or subtracted from net income to compute cash fl ow from operating activities.)

Sales revenues  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 31,000
Gain on sale of land . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 750
Cost of goods sold  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (21,000)
General and administrative expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (3,500)
Depreciation expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (2,100)
Interest expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (600)
Tax expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (2,000)

Using Inventory and Accounts Payable to Compute Cash Paid for Inventory
Using the following information and assuming that all inventory is purchased on account, compute 
cash paid for inventory:

Cost of goods sold  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $36,843
Inventory, beginning balance . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,110
Inventory, ending balance . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,982
Accounts payable, beginning balance  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,576
Accounts payable, ending balance . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,718

Using Taxes Payable to Compute Cash Paid for Taxes
Using the following information, compute cash paid for taxes.

Income tax expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $6,500
Taxes payable, beginning balance . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,000
Taxes payable, ending balance  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,200
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Indirect Method
Using the following information, prepare the operating activities section of the statement of cash 
fl ows using the indirect method.

Income 
Statement Adjustments

Cash Flows from 
Operations

Sales $ 32,840 –340
(increase in accounts 
receivable) $ 32,500

Cost of goods sold (21,352) –103 (increase in inventory) (21,310)
+145 (increase in accounts payable) 

Miscellaneous expenses (4,670) +130
(decrease in prepaid 
expenses) (4,540)

Depreciation expense (4,503) +4,503 (not a cash fl ow item) 0
Interest expense (362) –24 (decrease in interest payable) (386)
Loss on sale of land (1,030) +1,030 (not an operating activity) 0
Income tax expense        (369)      +14 (increase in taxes payable)        (355)
Net income $      554 +5,355 Net adjustment $   5,909

Direct Method
Refer to the data in PE 13-12. Prepare the operating activities section of the statement of cash fl ows 
using the direct method.

Computing Cash Paid for Property, Plant, and Equipment
Lovell Company reported the following information related to its long-term assets:

Property, plant, and equipment, beginning balance . . . . . . . . . . . . . . . . . . . . . . . . . . $230,000
Property, plant, and equipment, ending balance . . . . . . . . . . . . . . . . . . . . . . . . . . . . 260,000
Accumulated depreciation, beginning balance . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 81,000
Accumulated depreciation, ending balance . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 79,000
Depreciation expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9,500

In addition, the company disclosed that it sold equipment with a historical cost of $25,000 for 
$21,000.

Using this information, compute cash paid for property, plant, and equipment.

Computing Gain on Sale of Property, Plant, and Equipment
Refer to the data in PE 13-14. Compute the realized gain on the sale of equipment.  Depreciation 
expense for the year was $9,500.

Computing Cash from Financing Activities
Using the following information, compute the amount of cash from fi nancing activities:
 1.  Anderson Company purchased $12,000 of its own common stock to be held in the treasury.
 2.  Anderson paid cash dividends of $2,350 to its stockholders.
 3.  Anderson repaid $25,000 of long-term debt.

Using Information from the Statement of Cash Flows to Make Decisions
Using the following information about McAuliff e Company, decide whether you would want to 
loan money to the company.
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2010 2011 2012

Net income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 2,045 $ 1,295 $ 2,540
Cash provided by (used in) operating activities. . . . . . . . . 121 (2,023) (6,843)
Cash provided by (used in) investing activities  . . . . . . . . . (6,300) (1,450) (2,460)
Cash provided by (used in) fi nancing activities  . . . . . . . . . 4,010 5,300 9,200

E x e r c i s e s

Classifi cation of Cash Flows
Indicate whether each of the following items would be associated with a cash infl ow (I), cash out-
fl ow (O), or noncash item (N) and under which category each would be reported on a statement 
of cash fl ows: operating activities (OA); investing activities (IA); fi nancing activities (FA); or not on 
the statement (NOS). An example is provided.

Item Classifi ed as Reported under

Example: Sales Revenue I OA

  1.  Fees collected for services
  2.  Interest paid
  3.  Proceeds from sale of equipment
  4.  Cash (principal) received from bank on long-term note
  5.  Purchase of treasury stock for cash
  6.  Collection of loan made to company offi  cer
  7.  Cash dividends paid
  8.  Taxes paid
  9.  Depreciation expense
 10.  Wages paid to employees
 11.  Cash paid for inventory purchases
 12.  Proceeds from sale of common stock
 13.  Interest received on loan to company offi  cer
 14.  Purchase of land by issuing stock
 15.  Utility bill paid

Classifi cation of Cash Flows
Th e following items summarize certain transactions that occurred during the past year for Alta Inc. 
Show in which section of the statement of cash fl ows the information would be reported by placing 
an X in the appropriate column. (Assume the direct method is used to report operating cash fl ows.)

Reported in Statement of Cash Flows Not Reported in 
Statement of 
Cash FlowsTransaction Operating Investing Financing

 a. Collections from customers
 b. Depreciation expense
 c. Wages and salaries paid
 d. Cash dividends paid
 e. Taxes paid
 f. Utilities paid
 g.  Building purchased in exchange 

for stock
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Reported in Statement of Cash Flows Not Reported in 
Statement of 
Cash FlowsTransaction Operating Investing Financing

 h.  Stock of Western Co. purchased
 ¡. Inventory purchased for cash
 j.  Interest paid on Alta’s note to 

local bank
 k.  Interest received from a 

customer note
 I.  Delivery truck sold at no gain 

or loss

Transaction Analysis
Following are the transactions of McKinley Company:
 a.  Sold equipment for $6,700. Th e original cost was $26,000; the book value is $6,000.
 b.  Purchased equipment costing $90,000 by paying cash of $40,000 and signing a $50,000 

long-term note at 10% interest.
 c.  Received $11,300 of the principal and $950 in interest on a long-term note receivable.
 d.  Received $8,500 in cash dividends on stock held as a trading security.
 e.  Purchased treasury stock for $3,000. 

Complete the following:
 1.  Prepare journal entries for each of the transactions. (Omit explanations.)
 2.  For each transaction, indicate the amount of cash infl ow or outfl ow. Th en, note how each 

transaction would be classifi ed on a statement of cash fl ows.

Transaction Analysis
Th e Vikon Company had the following selected transactions during the past year:
 a.  Sold (issued) 1,000 shares of common stock, $15 par, for $50 per share.
 b.  Collected $200,000 of accounts receivable.
 c.  Paid dividends to current stockholders in the amount of $70,000 (assume dividends were 

declared earlier, establishing a dividends payable account).
 d.  Received $4,000 interest on a note receivable from a company offi  cer.
 e.  Paid the current year’s insurance Expense (or Prepaid Insurance) of $3,000.
 f.  Recorded depreciation expense of $8,000.

Complete the following:
 1.  Prepare appropriate journal entries for each of the above transactions. (Omit explanations.)
 2.  For each transaction, indicate the amount of cash infl ow or outfl ow and also how each 

cash fl ow would be classifi ed on a statement of cash fl ows.

Preparing a Simple Cash Flow Statement
Assume you have access to the ledger (specifi cally, the detail of the cash account) for Stern Com-
pany, represented by the following T-account:

Cash

Beg. bal. 29,870

(1) 145,500

(4) 4,750

(6) 45,000

(8) 17,000

(2) 60,000

(3) 64,000

(5) 4,000

(7) 10,500

(9) 25,000

End. bal. 78,620
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Th e transactions that are represented by posting entries (1) through (9) in the cash account are as 
follows:
 1.  Collections on account
 2.  Payments for wages and salaries
 3.  Payments for inventory
 4.  Proceeds from sale of equipment
 5.  Payments of dividends
 6.  Proceeds from new bank loan
 7.  Payments for other cash operating expenses
 8.  Proceeds from sale of nontrading securities
 9.  Payments for taxes

From these data, prepare a statement of cash fl ows for Stern for the year ended December 31, 2011.

Determining Cash Receipts and Payments
Assuming the following data, compute:
 1.  Cash collected from customers
 2.  Cash paid for wages and salaries
 3.  Cash paid for inventory purchases
 4.  Cash paid for taxes

Income 
Statement 

Amount for Year

Balance Sheet

Beg. of 
Year

End of 
Year

Sales revenue  . . . . . . . . . . . . . . . . . . . . . . . . . $450,000
Accounts receivable (net)  . . . . . . . . . . . . . . . . . $28,000 $33,000
Wages and salaries expense . . . . . . . . . . . . . . . 95,000
Wages and salaries payable  . . . . . . . . . . . . . . . 11,000 8,000
Cost of goods sold . . . . . . . . . . . . . . . . . . . . . . 220,000
Accounts payable . . . . . . . . . . . . . . . . . . . . . . . 23,500 21,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 22,000 25,000
Income tax expense . . . . . . . . . . . . . . . . . . . . . 40,000
Income taxes payable . . . . . . . . . . . . . . . . . . . . 19,000 20,500

Adjustments to Cash Flows from Operations (Indirect Method)
Assume that you are using the indirect method of preparing a statement of cash fl ows. For each of 
the changes listed, indicate whether it would be added to or subtracted from net income in com-
puting net cash fl ows provided by (used in) operating activities. If the change does not aff ect net 
cash fl ows provided by (used in) operating activities, so indicate.
 1.  Increase in accounts receivable (net)
 2.  Decrease in accounts payable
 3.  Increase in securities classifi ed as cash equivalents
 4.  Gain on sale of equipment
 5.  Decrease in inventory
 6.  Increase in prepaid insurance
 7.  Depreciation
 8.  Increase in wages payable
 9.  Decrease in dividends payable
 10.  Decrease in interest receivable
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Cash Flows from Operations (Direct Method)
Neil Brown is the proprietor of a small company. Th e results of operations for last year are shown, 
along with selected balance sheet data. From the information provided, determine the amount of 
net cash fl ows provided from operations, using the direct method.

Sales revenue  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $510,000
Cost of goods sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   320,000
Gross margin . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $190,000
Operating expenses: 

Wages expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  75,000
Utilities expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,500
Rent expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 35,400
Insurance expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .       6,900   119,800

Net income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  70,200

Beginning 
of Year

End of 
Year

Accounts receivable (net)  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $42,000 $39,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 38,000 39,000
Prepaid insurance . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,200 1,800
Accounts payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 16,000 19,000
Wages payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,000 8,800

Cash Flows from Operations (Indirect Method)
Given the data in E 13-25, show how the amount of net cash fl ows from operating activities would 
be calculated using the indirect method.

Cash Flows Provided by Operations (Direct Method)
Th e following information was taken from the comparative fi nancial statements of Imperial Cor-
poration for the years ended December 31, 2011 and 2012:

Net income for 2012 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  90,000
Sales revenue  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 500,000
Cost of goods sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 300,000
Depreciation expense for 2012 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60,000
Amortization of goodwill for 2012 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,000
Interest expense on short-term debt for 2012  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,500
Dividends declared and paid in 2012 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 65,000

Dec. 31,
2012

Dec. 31,
2011

Accounts receivable (net)  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $30,000 $43,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000 42,000
Accounts payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 56,000 59,400

Use the direct method to compute cash fl ows provided by operating activities in 2012. (Hint: You 
need to calculate cash paid for operating expenses.)
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Cash Flows Provided by Operations (Indirect Method)
Given the data in E 13-27, show how the amount of cash provided by operations for 2012 is com-
puted using the indirect method.

Cash Flows Provided by Operations (Direct Method)
Th e following information was taken from the comparative fi nancial statements of Dougal Indus-
tries, Inc., for the years ended December 31, 2011 and 2012:

Net income for 2012 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $     80,000
Sales revenue  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,100,000
Cost of goods sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 850,000
Depreciation expense for 2012 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 75,000
Interest expense on short-term debt for 2012  . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,000
Dividends declared and paid in 2012 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000
Utilities expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000

Dec. 31,
2012

Dec. 31,
2011

Accounts receivable (net) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $60,000 $55,000
Inventory  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 95,000 90,000
Accounts payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 74,000 78,000

Use the direct method to compute cash fl ows provided by operating activities in 2012. (Hint: You 
need to calculate cash paid for operating expenses.)

Cash Flows Provided by Operations (Indirect Method)
Given the data in E 13-29, show how the amount of cash fl ows provided by operations for 2012 is 
computed using the indirect method.

Net Cash Flows (Indirect Method)
Given the following selected data for Milton Corporation and using the indirect method to report 
cash fl ows from operating activities, determine the net increase (decrease) in cash for the year ended 
December 31, 2012.

Net income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  95,000
Depreciation  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 25,000
Other operating expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 140,000
Cost of goods sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 240,000
Sales revenue  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 500,000
Increase in accounts receivable (net) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,000
Decrease in accounts payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000
Decrease in inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,000
Increase in prepaid assets  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7,000
Increase in wages payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15,000
Equipment purchased for cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 40,000
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Increase in bonds payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $100,000
Dividends declared and paid . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 40,000
Decrease in dividends payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000

Net Cash Flows (Direct Method)
Based on the following information, determine the net increase (decrease) in cash for Luther Corp. for the 
year ended December 31, 2012. Use the direct method to report cash fl ows from operating activities.

Cash received from interest revenue . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  25,000
Cash paid for dividends . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80,000
Cash collected from customers  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 800,000
Cash paid for wages  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 550,000
Depreciation expense for the period . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 105,000
Cash received from issuance of common stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 350,000
Cash paid for retirement of bonds at par . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 200,000
Cash received on sale of equipment at book value . . . . . . . . . . . . . . . . . . . . . . . . . . . 40,000
Cash paid for land . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 210,000

Statement of Cash Flows (Indirect Method)
North Western Company provides the following fi nancial information. Prepare a statement of cash 
fl ows for 2012, using the indirect method to report cash fl ows from operating activities.

North Western Company
Comparative Balance Sheets

December 31, 2012 and 2011

2012 2011

Assets
Cash and cash equivalents. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $    4,500 $     9,000
Accounts receivable (net)  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 33,000 36,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 75,000 60,000
Plant and equipment (net) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   262,500    225,000
Total assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $375,000 $ 330,000

Liabilities and Stockholders’ Equity
Accounts payable.  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  60,000 $   54,000
Capital stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 225,000 217,500
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     90,000      58,500
Total liabilities and stockholders’ equity  . . . . . . . . . . . . . . . . . . . . . . $375,000 $ 330,000

North Western Company
Income Statement

For the Year Ended December 31, 2012

Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $412,500
Cost of goods sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   225,000
Gross margin . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $187,500
Operating expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   135,000
Net income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  52,500

Note: Dividends of $21,000 were declared and paid during 2012. Depreciation expense for the 
year was $22,500.
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Statement of Cash Flows (Direct Method)
By analyzing the information in E 13-33, prepare a statement of cash fl ows. Use the direct method 
to report cash fl ows from operating activities.

Cash Flow Patterns
Below are recent fi nancial statement data for the following companies:
• Omniture
• Coca-Cola
• ExxonMobil
• Microsoft

Use the fi nancial statement data to match each company with its numbers. All numbers are in millions.

Cash Flow from

Net Income
Operating
Activities

Investing
Activities

Financing
Activities

1 $(44,766) $68,327 $(89,353) $  10,944
2 45,220 59,725 (15,499) (44,027)
3 17,681 21,612 (4,587) 12,934
4 5,807 7,571 (2,363) (3,985)

Consider the following information as you match the companies:
 1.  Start-ups have high positive fi nancing cash fl ows relative to investing cash fl ows.
 2.  Companies with lots of property, plant, and equipment have cash from operations that is 

greater than net income because of lots of depreciation expense.
 3.  Older companies with good cash fl ow are spending money on investing but still have 

plenty left over for a net cash outfl ow from fi nancing activities.

Analyzing Cash Flows
Study the comparative cash fl ow statements for Wal-Mart in Appendix A. What observations do 
you have about Wal-Mart’s cash fl ow position? From a liquidity standpoint, is the trend over the 
last few years positive or negative? Explain.
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Transaction Analysis
Klein Corporation reports the following summary data for the current year:
 a.  Sales revenue totaled $125,750.
 b.  Interest revenue for the period was $1,100.
 c.  Interest expense for the period was $400.
 d.  Cost of goods sold for the period was $78,000.
 e.  Operating expenses, all paid in cash (except for depreciation of $7,500), were $24,000.
 f.  Income tax expense for the period was $4,000.
 g.  Accounts receivable (net) increased by $5,000 during the period.
 h.  Accounts payable increased by $2,500 during the period.
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 i.  Inventory at the beginning and end of the period was $17,500 and $12,500, respectively.
 j.  Cash increased during the period by $2,500.

Assume all other current asset and current liability accounts remained constant during the period.

Required:
 1.  Compute the amount of cash collected from customers.
 2.  Compute the amount of cash paid for inventory.
 3.  Compute the amount of cash paid for operating expenses.
 4.  Compute the amount of cash fl ows provided by (used in) operations.
 5.  Interpretive Question: What must have been the combined amount of cash fl ows pro-

vided by (used in) investing and fi nancing activities?

Analysis of the Cash Account
Th e following information, in T-account format, is provided for Mars Company for the year 2012:

Cash

Beg. bal. 16,300

(a) 168,000

(d) 5,000

(e) 22,000

(b) 45,500

(c) 29,000

(f) 40,800

(g) 2,100

(h) 3,300

End. bal. 90,600

Additional information:
 a.  Sales revenue for the period was $164,000. Accounts receivable (net) decreased $4,000 

during the period.
 b.  Net purchases of $48,000 were made during 2012, all on account. Accounts payable 

 increased $2,500 during the period.
 c.  Th e equipment account increased by $21,000 during the year.
 d.  One piece of equipment that cost $8,000, with a net book value of $4,000, was sold for a 

$1,000 gain.
 e.  Th e company borrowed $22,000 from its bank during the year.
 f.  Various operating expenses were all paid in cash, except for depreciation of $2,400. Total 

operating expenses were $43,200.
 g.  Interest expense for the year was $1,800. Th e interest payable account decreased by $300 

during the year.
 h.  Income tax expense for the year was $4,200. Th e income taxes payable account increased 

by $900 during the year.

Required:
 1.  From the information given, reconstruct the journal entries that must have been made 

during the year (omit explanations).
 2.  Prepare a statement of cash fl ows for Mars for the year ended December 31, 2012.

Analyzing Cash Flows
Th e following information was provided by the treasurer of Surety, Inc., for the year 2012:
 a.  Cash sales for the year were $50,000; sales on account totaled $60,000.
 b.  Cost of goods sold was 50% of total sales.
 c.  All inventory is purchased on account.
 d.  Depreciation on equipment was $31,000 for the year.
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 e.  Amortization of goodwill was $2,000.
 f.  Collections of accounts receivable were $38,000.
 g.  Payments on accounts payable for inventory equaled $39,000.
 h.  Rent expense paid in cash was $11,000.
 i.  Th e company issued 20,000 shares of $10-par stock for $240,000.
 j.  Land valued at $106,000 was acquired by issuance of a bond with a par value of 

$100,000.
 k.  Equipment was purchased for cash at a cost of $84,000.
 1.  Dividends of $46,000 were declared but not yet paid.
 m.  Th e company paid $15,000 of dividends that had been declared the previous year.
 n.  A machine used on the assembly line was sold for $12,000. Th e machine had a book value 

of $7,000.
 o.  Another machine with a book value of $500 was scrapped and was reported as an ordinary 

loss. No cash was received on this transaction.
 p.  Th e cash account increased $191,000 during the year to a total of $274,000.

Required:
 1.  Compute the beginning balance in the cash account.
 2.  How much cash was provided by (or used in) operating activities?
 3.  How much cash was provided by (or used in) investing activities?
 4.  How much cash was provided by (or used in) fi nancing activities?
 5.  Would all the above items, (a) through (p), be reported on a cash fl ow statement? Explain.

Cash Flows from Operations (Indirect Method)
Gardner Enterprises reported a net loss of $55,000 for the year just ended. Relevant data for the 
company follow.

Beginning
of Year

End of
Year

Cash and cash equivalents  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  70,000 $  40,000
Accounts receivable (net)  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80,000 60,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150,000 170,000
Prepaid expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12,000 8,000
Accounts payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 55,000 60,000
Accrued liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 14,000 6,000
Dividends payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 25,000 35,000
Depreciation for the year, $60,000
Dividends declared, $35,000

Required:
 1.  Using the indirect method, determine the net cash fl ows provided by (used in) operating 

activities for Gardner.
 2.  Interpretive Question: Explain how Gardner can pay cash dividends during a year when 

it reports a net loss.

Cash Flows from Operations (Direct Method)
Saturday Shoppers, Inc., shows the following information in its accounting records at year-end:

Sales revenue  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $740,000
Interest revenue . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 24,000
Cost of goods sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 380,000
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Wages expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $190,000
Depreciation expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 42,000
Other (cash) operating expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 68,000
Dividends declared . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000

Selected balance sheet data are as follows:

Beginning
of Year

End of
Year

Accounts receivable (net)  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  63,000 $  74,000
Interest receivable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9,000 6,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 210,000 219,000
Accounts payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 41,000 44,000
Wages payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 32,000 34,000
Dividends payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 25,000 30,000

Required:
 1.  Using the direct method, compute the net cash fl ows provided by (used in) operating 

activities for Saturday Shoppers.
 2.  Interpretive Question: Explain the main diff erences between the net amount of cash fl ows 

from operations and net income (loss).

Cash Flows from Operations (Indirect and Direct Methods)
Th e following combined income and retained earnings statement, along with selected balance sheet 
data, are provided for McDuffi  e Company:

McDuffi e Company
Combined Income and Retained Earnings Statement

For the Year Ended December 31, 2012

Net sales revenue . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $105,000
Other revenues  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .       3,000*

Total revenues  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $108,000
Expenses:

Cost of goods sold  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $55,000
Selling and administrative expenses  . . . . . . . . . . . . . . . . . . . . . . . . 15,200
Depreciation expense. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,400
Interest expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     1,200

Total expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     76,800
Income before taxes  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  31,200
Income taxes  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .       9,360
Net income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  21,840
Retained earnings, January 1, 2012 . . . . . . . . . . . . . . . . . . . . . . . . . .     33,500

$  55,340
Dividends declared and paid. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .       4,000
Retained earnings, December 31, 2012 . . . . . . . . . . . . . . . . . . . . . . . $  51,340

* Gain on sale of equipment (cost, $8,400; book value, $6,000; sales price 
$9,000).
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Beginning
of Year

End of
Year

Accounts receivable (net)  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $12,300 $11,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 16,800 18,000
Prepaid expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 950 1,100
Accounts payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7,200 7,000
Interest payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 750 1,000
Income taxes payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,200 2,500

Required:
 1.  Using the indirect method, compute the net cash fl ows from operations for McDuffi  e for 

2012.
 2.  Using the direct method, compute the net cash fl ows from operations for McDuffi  e for 

2012.
 3. What is the impact of dividends paid on net cash fl ows from operations? Explain.

Computation of Net Income from Cash Flows from Operations (Direct Method)
Th e following partially completed work sheet is provided for ATM Corporation, which uses the 
direct method in computing net cash fl ows from operations:

ATM Corporation
Partial Work Sheet—Cash Flows from Operations

(Direct Method)
For the Year Ended December 31, 2012

Adjustments

Accrual
Basis Debits Credits

Cash 
Basis

Net sales revenue  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $270,000
Expenses:
 Cost of goods sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $100,000
 Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0
 Loss on sale of equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0
 Other (cash) expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     35,000
  Total expenses  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $135,000
Net income (net cash fl ows from operations)  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $135,000

Key:
 1.  Decrease in Accounts Receivable (net), $7,000
 2.  Loss on sale of equipment, $3,000
 3.  Increase in Inventory, $15,000
 4.  Increase in Accounts Payable, $5,000
 5.  Depreciation for the year, $12,000
 6.  Decrease in Prepaid Expenses, $2,500
 7.  Increase in Accrued Liabilities, $4,000

Required:
Complete the work sheet with the key items above and compute the net income (loss) to be re-
ported by ATM Corporation on its income statement for 2012.
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Income Statement from Cash Flow Data
Parker Corporation computed the amount of cash fl ows from operations using both the direct and 
indirect methods, as follows:

Direct method:
Collections from customers . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 525,000
Payments to suppliers . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (170,000)
Payments for operating expenses  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .    (198,000)
Cash fl ows provided by operating activities . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $ 157,000

Indirect method:
Net income  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $   95,000
Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 62,100
Gain on sale of equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (4,000)
Decrease in inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,400
Decrease in accounts receivable (net) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,600
Decrease in accounts payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (6,800)
Increase in miscellaneous accrued payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . .        4,700
Cash fl ows provided by operating activities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 157,000

Required:
Using the data provided, prepare an income statement for Parker for the year 2012.

Statement of Cash Flows (Indirect Method)
JEM Company’s comparative balance sheets for 2011 and 2012 are provided.

JEM Company
Comparative Balance Sheets

December 31, 2012 and 2011

2012 2011

Assets
Cash and cash equivalents  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 52,000 $  15,000
Accounts receivable (net)  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 78,000 65,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 125,000 150,000
Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 72,000 40,000
Accumulated depreciation—equipment  . . . . . . . . . . . . . . . . . . . . . .      (34,000)      (22,000)

Total assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $293,000 $248,000
Liabilities and Stockholders’ Equity

Accounts payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 60,000 $  65,000
Long-term notes payable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 90,000 70,000
Capital stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 85,000 75,000
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     58,000     38,000
 Total liabilities and stockholders’ equity . . . . . . . . . . . . . . . . . . . . . $293,000 $248,000

Th e following additional information is available:
 a.  Net income for the year 2012 (as reported on the income statement) was $70,000.
 b.  Dividends of $40,000 were declared and paid.
 c.  Equipment that cost $24,000 and had a book value of $4,000 was sold during the year for 

$7,000.

Required:
Based on the information provided, prepare a statement of cash fl ows for JEM for the year ended 
December 31, 2012. Use the indirect method to report cash fl ows from operating activities.
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Statement of Cash Flows (Direct Method)
Financial statement data for Bankhead, Inc., are provided. (All numbers are shown rounded to the 
nearest thousand, with 000’s omitted.)

Bankhead, Inc.
Income and Retained Earnings Statements
For the Year Ended December 31, 2012

Sales revenue  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,450
Cost of goods sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   1,030
Gross margin . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $   420
Operating expenses:

Sales and administrative expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $   110
Depreciation expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 17
Other expenses  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .        81

Total operating expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $   208
Income before taxes . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $   212
Income taxes . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .        53
Net income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $   159
Dividends paid . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .        25
Increase in retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $   134

Bankhead, Inc.
Comparative Balance Sheets

December 31, 2012 and 2011

2012 2011

Assets
Cash and cash equivalents  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $   783 $   612
Accounts receivable (net)  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 456 448
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 245 980
Land . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,450 1,300
Store fi xtures . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 255 255
Accumulated depreciation, store fi xtures . . . . . . . . . . . . . . . . . . . . . . . . .       (72)        (55)
Total assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $3,117 $3,540

Liabilities and Stockholders’ Equity
Liabilities:

Accounts payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $   170 $   366
Short-term notes payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 574 735
Long-term debt . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .      824   1,024

Total liabilities  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,568 $2,125
Stockholders’ equity:

Common stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $   145 $   145
Paid-in capital in excess of par . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 550 550
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .      854      720

Total stockholders’ equity . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,549 $1,415
Total liabilities and stockholders’ equity  . . . . . . . . . . . . . . . . . . . . . . . . . . $3,117 $3,540

Required:
 1.  Compute the net cash fl ows from operations using the direct method.
 2.  Interpretive Question: Comment on the diff erence between net income and net cash 

fl ows from operations.
 3.  Prepare a statement of cash fl ows for Bankhead for the year ended December 31, 2012.
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Statement of Cash Flows (Indirect Method) 
 1.  Using the data from P 13-46, prepare a statement of cash fl ows. Use the indirect method 

to report cash fl ows from operating activities.
 2.  Interpretive Question: What are the main diff erences between a statement of cash fl ows 

prepared using the indirect method and one prepared using the direct method?

Unifying Concepts: Analysis of Operating, Investing, and Financing Activities
Jonathan Beecher is the manager and one of three brothers who own the Mile High Sporting 
Goods Company in Denver, Colorado. Jonathan is pleased that sales were up last year and that his 
new, small company has been able to expand and open a second store in Denver. After reviewing 
the balance sheet, however, Jonathan is concerned that Cash shows a negative balance. He can’t un-
derstand how his company can show net income, based on increased sales, yet have a negative Cash 
position. He is concerned about what his banker is going to say when they meet next month to 
discuss a loan for the company to expand to a third store. Jonathan provides the following fi nancial 
information and asks for your help.

Mile High Sporting Goods Company
Income Statement

For the Year Ended December 31, 2012

Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $210,000
Less cost of goods sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     96,000
Gross margin . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $114,000
Operating expenses:

Salary and wages . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $41,000
Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,800
Other operating expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   14,200     62,000

Operating income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  52,000
Income taxes . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     12,300
Net income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  39,700

Mile High Sporting Goods Company
Comparative Balance Sheets

As of December 31, 2012 and 2011

2012 2011

Assets
Current assets:

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $   (2,900) $   4,300
Accounts receivable (net) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,800 3,100
Inventory  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     60,000    51,000

Total current assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  60,900 $ 58,400
Other assets:

Property, plant, and equipment  . . . . . . . . . . . . . . . . . . . . . . . . . . $  94,800 $ 46,300
Less accumulated depreciation . . . . . . . . . . . . . . . . . . . . . . . . . .    (19,200)   (12,400)

Total other assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  75,600 $ 33,900
Total assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $136,500 $ 92,300
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2012 2011

Liabilities and Stockholders’ Equity
Current liabilities:

Accounts payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $    8,200 $ 10,400
Wages payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,300 3,200
Taxes payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .       1,000      2,400

Total current liabilities  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  10,500 $ 16,000
Other liabilities:

Notes payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     35,000    25,000
Total liabilities  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  45,500 $ 41,000

Stockholders’ equity:
Capital stock  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  40,000 $ 40,000
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     51,000    11,300

Total stockholders’ equity . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  91,000 $ 51,300
Total liabilities and stockholders’ equity  . . . . . . . . . . . . . . . . . . . . . . $136,500 $ 92,300

Required:
 1.  Using the direct method, compute the net cash fl ows from operations. Also determine net 

cash fl ows for investing and fi nancing activities.
 2.  Interpretive Question: Is Mile High Sporting Goods in a good liquidity position? 

As Mr. Beecher’s banker, would you loan him more money to fund the company’s 
 expansion?

A n a l y t i c a l  A s s i g n m e n t s

Preparing New Forecasts
Th is spreadsheet assignment is a continuation of the spreadsheet assignments given in earlier chap-
ters. If you completed those spreadsheets, you have a head start on this one. 
 1.  Handyman wishes to prepare a forecasted balance sheet, income statement, and statement 

of cash fl ows for 2013. Use the original fi nancial statement numbers for 2012 [given in 
part (1) of the Cumulative Spreadsheet Project assignment in Chapter 2] as the basis for 
the forecast along with the following additional information:

  a.  Sales in 2013 are expected to increase by 40% over 2012 sales of $700.
  b.  In 2013, Handyman expects to acquire new property, plant, and equipment costing 

$80.
  c.  Th e $160 in operating expenses reported in 2012 breaks down as follows: $5 depre-

ciation expense, $155 other operating expenses.
  d.  No new long-term debt will be acquired in 2013.
  e.  No cash dividends will be paid in 2013.
  f.  New short-term loans payable will be acquired in an amount suffi  cient to make 

Handyman’s current ratio in 2013 exactly equal to 2.0.

Construction of the forecasted statement of cash fl ows for 2013 involves analyzing the fore-
casted income statement for 2013, along with the balance sheets for 2012 (actual) and 2013 
(forecasted).

For this exercise, the current assets are expected to behave as follows:
 a.  Cash will increase at the same rate as sales.
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 b.  Th e forecasted amount of accounts receivable in 2013 is determined using the forecasted 
value for the average collection period (computed using the end-of-period Accounts Re-
ceivable balance). Th e average collection period for 2013 is expected to be 14.08 days.

 c.  Th e forecasted amount of inventory in 2013 is determined using the forecasted value for 
the number of days’ sales in inventory (computed using the end-of-period Inventory bal-
ance). Th e number of days’ sales in inventory for 2013 is expected to be 107.6 days.

 d.  Th e forecasted amount of accounts payable in 2013 is determined using the forecasted 
value of the number of days’ purchases in accounts payable (computed using the end-of-
period Accounts Payable balance). Th e number of days’ purchases in accounts payable for 
2013 is expected to be 48.34 days.

Clearly state any additional assumptions that you make.
 2.  Repeat (1), with the following changes in assumptions:
  a.  Th e average collection period is expected to be 906 days with days’ sales in inventory 

remaining at 107.6 days and days’ purchases in payables remaining at 48.34 days.
  b.  Th e average collection period is expected to be 20 days with days’ sales in inventory 

remaining at 107.6 days and days’ purchases in payables remaining at 48.34 days.
  c.  Days’ sales in inventory are expected to be 66.2 days with the average collection peri-

od remaining at 14.08 days and days’ purchases in payables remaining at 48.34 days.
  d.  Days’ sales in inventory are expected to be 150 days with the average collection period 

remaining at 14.08 days and days’ purchases in payables remaining at 48.34 days.
Comment on the forecasted values of cash from operating activities in 2013 under each of the 
scenarios given in (2).

Should We Make the Loan?
Save More, Inc., a discount department store, has applied to its bankers for a loan. Although the 
company has been profi table, it is short of cash. Th e loan application includes the following infor-
mation about current assets, current liabilities, net income, depreciation expense, and dividends for 
the past fi ve years. (All numbers are rounded to the nearest thousand, with the 000’s omitted.)

Dec. 31,
2007

Dec. 31,
2008

Dec. 31,
2009

Dec. 31,
2010

Dec. 31,
2011

Cash and cash equivalents . . $    5 $  73 $  10 $158 $  (189)
Accounts receivable (net) . . . 403 555 516 576 654
Inventory  . . . . . . . . . . . . . . 253 142 383 385 1,022
Accounts payable  . . . . . . . . 19 17 281 253 52
Net income. . . . . . . . . . . . . 454 492 467 440 481
Depreciation expense  . . . . . 50 50 55 60 60
Dividends paid  . . . . . . . . . . 177 197 208 211 211

As a bank loan offi  cer, you have been asked to review these fi gures in order to determine whether 
the bank should loan money to Save More.
 1.  Compute the net cash fl ows from operations for the last four years.
 2.  What caused the sudden decrease in cash fl ows from operations?
 3.  What factors would you focus on, and what additional information would you need be-

fore deciding whether to make the loan?

Analyzing Cash Flow Patterns
Paula Dalton is a security analyst for DJM, Inc. She claims that she can tell a great deal about com-
panies by analyzing their cash fl ow patterns. Specifi cally, she looks at the negative or positive cash 
fl ow trends in the three categories on cash fl ow statements. Paula thinks this information is even 
more valuable than net income trend data from income statements. She illustrates her theory with 
the following patterns of cash fl ows for Abbott Company over the past three years.
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2012 2011 2010

Net income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . − + +
Cash fl ows from:

Operating activities  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . − − +
Investing activities  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . + + +
Financing activities. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . + + +

How do you think Paula would analyze these results? Do you agree that analyzing cash fl ow pat-
terns provides superior analytical information?

You Decide: Which method is better at reporting information on the statement of cash 
fl ows—the indirect or direct method?
Your fi nance professor said that the indirect method is a better way to prepare the statement of cash 
fl ows because it starts with a known number—net income. However, in your accounting course, 
your professor teaches that the direct method gives you more information on how the cash is used 
and, therefore, contains more useful information. Which professor do you agree with?

You Decide: Ignoring all other factors, will a company that is generating negative cash 
fl ows from operating activities be a good or bad investment?
When evaluating a company, you notice the following on its cash fl ow statement: negative cash 
fl ow from operating activities, negative cash from investing activities, and positive cash fl ow from 
fi nancing activities. A fellow student commented, “I wouldn’t invest in a company that cannot 
generate cash from its core business activities!” How would you answer your friend?

Wal-Mart
Locate the 2009 Form 10-K for Wal-Mart in Appendix A and consider the following questions:
 1.  Does Wal-Mart present the three cash fl ow statement categories—operating, investing, 

and fi nancing—in the same order as that illustrated in the chapter?
 2.  In fi scal year 2009, Wal-Mart subtracted $101 million in arriving at cash fl ow from  operations 

relating to an increase in receivables. Why would an increase in receivables be subtracted?
 3.  In fi scal year 2009, Wal-Mart spent $10.742 billion on various investing activities. Were 

the cash fl ows from operations suffi  cient to pay for these investments?
 4.  Did Wal-Mart pay any cash dividends to common stockholders during fi scal year 2009? 

Did Wal-Mart make any other payments to common stockholders during the year?

The Coca-Cola Company
Use the 2008 statement of cash fl ows for Th e Coca-Cola Company on the next page to answer 
the following questions:
 1.  Compute Coca-Cola’s “Net cash provided by operations after reinvestment.” Th is amount 

is computed by subtracting “Net cash from investing activities” from “Net cash from 
operating activities.” Interpret the results of the calculation for Coca-Cola for the period 
2006–2008.

 2.  In its operating activities section, Coca-Cola subtracts gains on sales of assets in comput-
ing net cash from operating activities. Why are these gains subtracted?

 3.  Th ink of the dealings that Coca-Cola has with its shareholders. Th e shareholders give 
money to the company by purchasing new shares of stock. In turn, the company returns 
cash to shareholders by paying cash dividends and by repurchasing shares of stock. For the 
three-year period 2006–2008, did Coca-Cola receive more cash from its shareholders than 
it paid back to them, or did it pay more cash to its shareholders than it received? Show 
your calculations.
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 4.  Look carefully at the statement of cash fl ows. Did the U.S. dollar get stronger or weaker 
during the three-year period 2006–2008?

The Coca-Cola Company and Subsidiaries
Consolidated Statements of Cash Flows

For the Years Ended December 31, 2006, 2007, 2008
(in millions)

2008 2007 2006

Operating activities
Net income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  5,807 $  5,981 $   5,080
Depreciation and amortization. . . . . . . . . . . . . . . . . . . 1,228 1,163 938
Stock-based compensation expense  . . . . . . . . . . . . . . 266 313 324
Deferred income taxes . . . . . . . . . . . . . . . . . . . . . . . . (360) 109 (35)
Equity income or loss, net of dividends  . . . . . . . . . . . . 1,128 (452) 124
Foreign currency adjustments . . . . . . . . . . . . . . . . . . . (42) 9 52
Gains on sales of assets, including bottling interests  . . (130) (244) (303)
Other operating changes  . . . . . . . . . . . . . . . . . . . . . . 209 166 159
Other items . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 153 99 233
Net change in operating assets and liabilities . . . . . . . .      (688)           6      (615)

Net cash from operating activities  . . . . . . . . . . . . . . . . . $ 7,571 $ 7,150 $ 5,957

Investing activities
Acquisitions and investments, principally 

trademarks and bottling companies . . . . . . . . . . . . . $   (759) $(5,653) $   (901)
Purchases of other investments  . . . . . . . . . . . . . . . . . (240) (99) (82)
Proceeds from disposals of investments and other assets 479 448 640
Purchases of property, plant and equipment  . . . . . . . . (1,968) (1,648) (1,407)
Proceeds from disposals of property, plant and equipment 129 239 112
Other investing activities. . . . . . . . . . . . . . . . . . . . . . .          (4)          (6)        (62)

Net cash from investing activities . . . . . . . . . . . . . . . . . . $(2,363) $(6,719) $(1,700)

Financing activities
Issuances of debt  . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 4,337 $ 9,979 $    617
Payments of debt  . . . . . . . . . . . . . . . . . . . . . . . . . . . (4,308) (5,638) (2,021)
Issuances of stock. . . . . . . . . . . . . . . . . . . . . . . . . . . 586 1,619 148
Purchases of stock for treasury  . . . . . . . . . . . . . . . . . (1,079) (1,838) (2,416)
Dividends  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   (3,521)   (3,149)   (2,911)

Net cash from fi nancing activities . . . . . . . . . . . . . . . . . . $(3,985) $    973 $(6,583)
Effect of exchange rate changes on cash and cash equivalents $   (615) $    249 $      65
Cash and cash equivalents:  . . . . . . . . . . . . . . . . . . . . . . 
Net increase during the year  . . . . . . . . . . . . . . . . . . . . . $    608 $ 1,653 $(2,261)
Balance at beginning of year  . . . . . . . . . . . . . . . . . . . . .    4,093    2,440    4,701
Balance at end of year. . . . . . . . . . . . . . . . . . . . . . . . . . $ 4,701 $ 4,093 $ 2,440

GlaxoSmithKline
GlaxoSmithKline, a British company, is one of the largest pharmaceutical fi rms in the world. Refer 
to GlaxoSmithKline’s 2008 statement of cash fl ows (p. 661) and answer the following questions.
 1.  International accounting standards treat interest paid and interest received diff erently than 

those items are treated in the United States. Interest paid and interest received are classifi ed 
as operating activities in the United States. Where are they classifi ed on GlaxoSmithKline’s 
statement of cash fl ows, and what do you think is the reasoning behind the classifi cation?
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 2.  Note that GlaxoSmithKline includes a reconciliation of operating profi t to operating cash 
fl ow separate from the operating activities section of the statement of cash fl ows. Why do 
you think it would do that?

GlaxoSmithKline plc
Consolidated Statement of Cash Flows

31st December 2008
(in millions of £)

Reconciliation of operating profi t to operating cash fl ows
2008
£m

2007
£m

2006
£m

Operating profi t. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7,141 7,593 7,808
Depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 920 796 732
Impairment and assets written off. . . . . . . . . . . . . . . . . . . . . 436 206 208
Amortization of intangible assets  . . . . . . . . . . . . . . . . . . . . . 311 226 226
(Profi t)/Loss on sales of intangible assets . . . . . . . . . . . . . . . (170) (5) (158)
Profi t on sale of equity investments. . . . . . . . . . . . . . . . . . . . (33) (32) (18)
Decrease/(increase) in inventories  . . . . . . . . . . . . . . . . . . . . (411) (457) (298)
Increase in trade and other receivables . . . . . . . . . . . . . . . . . 541 (79) (529)
Increase/(decrease) in trade and other payables  . . . . . . . . . . (201) (187) 354
(Decrease)/increase in pension and other provisions  . . . . . . . 548 (123) (270)
Share-based incentive plans . . . . . . . . . . . . . . . . . . . . . . . . . 241 237 226
Other . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .    (268)      (95)      (78)
Net cash infl ow from operating activities . . . . . . . . . . . . . . . .   9,055   8,080  8,203

Cash fl ow statement
Cash fl ows from operating activities
Cash generated from operations  . . . . . . . . . . . . . . . . . . . . . 9,055 8,080 8,203
Taxation paid. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (1,850) (1,919) (3,846)
Net cash infl ow from operating activities . . . . . . . . . . . . . . . .  7,205  6,161  4,357

Cash fl ow from investing activities
Purchase of property, plant and equipment  . . . . . . . . . . . . . . (1,437) (1,516) (1,366)
Proceeds from sale of property, plant and equipment. . . . . . . 20 35 43
Proceeds from sale of intangible assets  . . . . . . . . . . . . . . . . 171 9 175
Purchase of intangible assets. . . . . . . . . . . . . . . . . . . . . . . . (632) (627) (224)
Purchase of equity investments  . . . . . . . . . . . . . . . . . . . . . . (87) (186) (57)
Proceeds from sale of equity instruments  . . . . . . . . . . . . . . . 42 45 32
Share transactions with minority shareholders . . . . . . . . . . . . — — (157)
Purchase of businesses, net of cash acquired . . . . . . . . . . . . (454) (1,027) (273)
Disposal of businesses and interest in associates  . . . . . . . . . — — 5
Investments in associates and joint ventures . . . . . . . . . . . . . (9) (1) (13)
Decrease/(increase) in liquid investments  . . . . . . . . . . . . . . . 905 (39) (55)
Interest received . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 320 247 299
Dividends from associates and joint ventures. . . . . . . . . . . . .       12       12       15
Net cash outfl ow from investing activities  . . . . . . . . . . . . . . . (1,149) (3,048) (1,576)

Cash fl ow from fi nancing activities
Shares acquired by ESOP trusts . . . . . . . . . . . . . . . . . . . . . . (19) (26) —
Proceeds from own shares for employee share options  . . . . . 9 116 151
Issue of share capital. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 62 417 316
Share capital purchased for cancellation . . . . . . . . . . . . . . . . (3,706) (213) —
Purchase of Treasury shares  . . . . . . . . . . . . . . . . . . . . . . . . — (3,538) (1,348)
Increase in long-term loans. . . . . . . . . . . . . . . . . . . . . . . . . . 5,523 3,483 —

(continued)
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2008
£m

2007
£m

2006
£m

Repayment of long-term loans  . . . . . . . . . . . . . . . . . . . . . . . — (207) —
Net (repayment of)/increase in short-term loans. . . . . . . . . . . (3,059) 1,632 (739)
Net repayment of obligations under fi nance leases. . . . . . . . . (48) (39) (34)
Interest paid  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (730) (378) (414)
Dividends paid to shareholders. . . . . . . . . . . . . . . . . . . . . . . (2,929) (2,793) (2,598)
Dividends paid to minority interests  . . . . . . . . . . . . . . . . . . . (79) (77) (87)
Other fi nancing cash fl ows . . . . . . . . . . . . . . . . . . . . . . . . . .       68      (79)       16
Net cash outfl ow from fi nancing activities  . . . . . . . . . . . . . . . (4,908) (1,702) (4,737)
Exchange adjustments. . . . . . . . . . . . . . . . . . . . . . . . . . . . .  1,103       48    (254)
Increase/(decrease) in cash and bank overdrafts . . . . . . . . . .  1,148  1,411 (1,956)

Manipulating the Federal Budget Defi cit 
Assume that you are the paymaster in charge of all U.S. Department of Defense (DOD) payroll 
matters. Th e total amount that you disburse in payroll checks in any given week is in excess of $1 
billion.

Assume also that tax receipts have been lower than expected and that a federal budget defi cit, 
not a surplus, is now projected. Currently, Congress is struggling to reduce the projected budget 
defi cit. It is an election year, and the members of Congress are worried that they will be stuck with 
a “tax and spend” label if the government runs a defi cit this year. Of course, the DOD budget has 
been scrutinized very carefully to reduce reported expenditures as much as possible.

Yesterday, a congressional leader came to your offi  ce with a disturbing proposal. Because the 
federal budget numbers are reported on a cash basis rather than on an accrual basis, expenses are 
reported when they are paid instead of when they are incurred. Th is year, the fi nal DOD payday 
of the year happens to fall on the last day of the federal government’s fi scal year (September 30). 
Th e congressional leader suggested that you delay issuing the payroll checks by one day. Th is would 
push the actual payment of the cash into the next fi scal year. Th us, even though the payment would 
be for services performed in the current fi scal year, the expense wouldn’t be reported until next 
year. With this simple trick, the reported defi cit for this year (an election year) can be reduced by 
$1 billion.

What should you do?

A A  1 3 - 5 7

E t h i c s
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    Analyzing

    Financial
Statements
L O 1  Explain the purpose of fi nancial statement 
analysis. Analysis of fi nancial statement numbers can be 
used to diagnose existing problems and to forecast how a 
company will perform in the future.

L O 2  Understand the relationships between 
fi nancial statement numbers and use ratios in analyzing 
and describing a company’s performance. Financial 
ratios are relationships between two fi nancial statement 
numbers and are often used in analyzing and describing a 
company’s performance.

L O 3  Use common-size fi nancial statements 
to compare fi nancial statements across years and 
between companies. Common-size fi nancial statements 
allow comparison of fi nancial statements across years and 
between companies and are prepared by dividing all fi nancial 
statement numbers by sales for the year.

L O 4  Understand the DuPont framework and how 
return on equity can be broken out into profi tability, 
effi ciency, and leverage components. The DuPont 
framework decomposes return on equity into its profi tability, 
effi ciency, and leverage components. 

L O 5  Conduct a focused examination of a 
company’s effi ciency by using asset-specifi c ratios. 
Accounts receivable turnover, inventory turnover, and fi xed 
asset turnover measure how effi ciently a company is using 
those assets.

L O 6  Determine the degree of a company’s 
fi nancial leverage and its ability to repay loans using 
debt-related fi nancial ratios. Debt-related fi nancial ratios 
give an indication of the degree of a company’s leverage and 
how much cushion operating profi ts give in terms of being 
able to make periodic interest payments.

L O 7  Use cash fl ow information to evaluate cash 
fl ow ratios. Cash fl ow ratios are frequently overlooked 
because traditional analysis models are based on the balance 
sheet and the income statement.

L O 8  Understand the limitations of fi nancial 
statement analysis. Analysis of fi nancial statements can be 
misleading if statements are not comparable or if statements 
exclude signifi cant information. In addition, analysis of 
historical data can distract one’s attention from relevant 
current information.

After studying this chapter, you should be able to:

Copyright 2010 Cengage Learning, Inc. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part.
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S E T T I N G  T H E  S TA G E

almost $25 in October of 2009 (see Exhibit 14.1). But as the graph 
illustrates, Microsoft’s stock price is down from its historic high of 
$60 per share in 1999. An analysis of Microsoft’s fi nancial statements 
reveals some of the reasons for the declining stock price.M

icrosoft was founded in 1975 by Bill Gates and Paul 
Allen. How successful has the company been? In terms 
of stock price, Microsoft’s per-share stock price (ad-
justed for stock splits) has gone from $0.89 in 1990 to 

In this chapter, we will learn how to use basic analysis tools (called ratios) to conduct a fundamental analysis of a company’s fi nancial state-
ments. This analysis will provide insights into a company’s performance and will help identify areas of concern. Keep in mind that this is merely 
an introduction to fi nancial statement analysis—there are entire textbooks devoted to this topic. Our objective is simply to expose you to some of 
the basic tools to help you start to understand what fi nancial statements can tell us about the operations of a business. To illustrate the analysis 
techniques introduced in this chapter, we will reference Microsoft’s 2008 fi nancial statements. 

E X H I B I T  1 4 . 1  H i s t o r y  o f  M i c r o s o f t ’ s  S t o c k  P r i c e  p e r  S h a r e

0.00

1990
1991

1992
1993

1994
1995

1996
1997

1998
1999

2000
2001

2002
2003

2004
2005

2006
2007

2008
2009

10.00

20.00

30.00

40.00

50.00

60.00

L O  1
   The Need for Financial Statement 

Analysis
WHAT Explain the purpose of fi nancial statement analysis.
WHY  Financial statement analysis helps predict a company’s future profi tability and cash fl ows and 

helps identify problem areas.
HOW  The computation of fi nancial ratios, which are relationships between fi nancial statement num-

bers, reveals important information that can be enhanced when compared with past values 
for the same company and with values for other companies in the same industry.

Consider the following questions regarding Microsoft’s 2008 fi nancial statement information:
• Microsoft’s net income in 2008 was $17.681 billion. Th at seems like a lot, but is it a large 

amount for a company of Microsoft’s size?
• Total assets at the end of 2008 were $72.793 billion. Given the volume of business that 

Microsoft does, is this amount of assets too much, too little, or just right?
• By the end of 2008, liabilities totaled $36.507 billion. Is this level of debt too much for 

Microsoft?
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Just having the fi nancial statement numbers is not enough to answer the questions that fi nancial 
statement users want answered. Without further analysis, the raw numbers themselves don’t tell 
much of a story. 

Financial statement analysis involves the examination of both the relationships among fi nan-
cial statement numbers and the trends in those numbers over time. Viewing these trends allows a 
company to predict how it will do in the future. Financial statement analysis also allows a company 
to evaluate its performance with an eye toward identifying problem areas. In sum, fi nancial state-
ment analysis is both diagnosis—identifying where a fi rm has problems—and prognosis—predicting 
how a fi rm will perform in the future.

Relationships between fi nancial statement amounts are called fi nancial ratios. Net income 
divided by sales, for example, is a fi nancial ratio called return on sales, which tells you how many 
pennies of profi t a company makes on each dollar of sales. Th e return on sales for Microsoft is 
29.3%, meaning that Microsoft makes approximately 29 cents worth of profi t for every dollar of 
product or service sold. Th ere are hundreds of diff erent fi nancial ratios, each shedding light on a 
diff erent aspect of the health of a company.

Exhibit 14.2 illustrates how fi nancial statement analysis fi ts into the decision cycle of a com-
pany’s management. Notice that preparation of the fi nancial statements is just the starting point. 
After statements are prepared, they are analyzed using techniques similar to those we will introduce 
in this chapter. Analysis of the summary information in the fi nancial statements usually doesn’t 
provide detailed answers to management’s questions, but it does identify areas in which further 
data should be gathered, including details of signifi cant transactions, market share information, 
competitors’ plans, and customer demand forecasts. Decisions are then made and implemented, 
and the accounting system captures the results of these decisions so that a new set of fi nancial 
statements can be prepared. Th e process then repeats itself.

Whereas management uses this analysis to help in making operating, investing, and fi nancing 
decisions, investors and creditors analyze fi nancial statements to decide whether to invest in, or 
loan money to, a company.

In analyzing a company’s fi nancial statements, merely 
computing a list of fi nancial ratios is not enough. Most pieces 
of information are meaningful only when they can be com-
pared with some benchmark. Knowing that Microsoft’s return 
on sales in 2008 was 29.3% tells you a little, but you can evalu-
ate the ratio value much better if you know that Microsoft’s 
return on sales was 27.5% and 28.5% in 2007 and 2006, re-
spectively. In short, the usefulness of fi nancial ratios is greatly 
enhanced when they are compared with past values and with 
values for other fi rms in the same industry.

fi nancial statement analysis The 
examination of both the relationships 
among fi nancial statement numbers 
and the trends in those numbers 
over time.

fi nancial ratios Relationships 
between fi nancial statement amounts.

E X H I B I T  1 4 . 2  T h e  N e e d  f o r  F i n a n c i a l  S t a t e m e n t  A n a l y s i s

Prepare
Financial
statements

Analyze
Financial
statements

Gather
Additional
information

Make
Decisions
• Operating
• Investing
• Financing

Implement
Decisions

Observe
Results

F Y I
Financial information is almost always compared to what was 
 reported in the previous year. For example, when Microsoft pub-
licly announced on March 31, 2009, that its quarterly revenues 
were $13.65 billion, the press release stated that this represented 
a 6% decrease compared to the same period in the prior year.
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  Financial statement analysis is used to
  Predict a company’s future profi tability and cash fl ows from its past performance
  Evaluate the performance of a company with an eye toward identifying problem 
areas

  The information provided by fi nancial ratios is greatly enhanced when they are 
compared with

  Past values
  Values for other fi rms in the same industry

R E M E M B E R  T H I S

L O  2   Widely Used Financial Ratios
WHAT  Understand the relationships between fi nancial statement numbers and use ratios in analyz-

ing and describing a company’s performance.
WHY  Every educated businessperson should know both how to compute and how to interpret 

certain common fi nancial ratios.
HOW  Compute and interpret the six common fi nancial ratios covered in this section—debt ratio, 

current ratio, return on sales, asset turnover, return on equity, and price-earnings ratio—as 
shown in Exhibit 14.6.

Familiarity with fi nancial ratios will allow you to hold your own in most casual business conversations 
and will enable you to understand most ratios used in the popular business press. Data from Microsoft’s 
2008 fi nancial statements in Exhibit 14.3 will be used to illustrate the following ratio calculations. 

Debt Ratio
Comparing the amount of liabilities with the amount of assets indicates the extent to which a com-
pany has borrowed money to leverage the owners’ investments and increase the size of the company. 

E X H I B I T  1 4 . 3   S e l e c t e d  F i n a n c i a l  D a t a  f o r  M i c r o s o f t  f o r 
2 0 0 8

Current assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  43,242*

Total assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 72,793

Current liabilities. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 29,886

Total liabilities  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 36,507

Stockholders’ equity . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 36,286

Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60,420

Net income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 17,681

Market value of shares (as of June 30, 2008) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 254,253

*All numbers are in millions of dollars.
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C A U T I O N

Don’t confuse debt ratio with the debt-to-equity ratio and the 
asset-to-equity ratio, each of which is a measure of a com-
pany’s leverage.

C

Don

One frequently used measure of leverage is the debt ratio, computed as total liabilities divided 
by total assets. An intuitive interpretation of the debt ratio is that it represents the proportion of 
borrowed funds used to acquire the company’s assets. For Microsoft, the debt ratio is computed as 
follows:

Debt ratio:
Total liabilities

=
$36,507

= 50.2%
Total assets $72,793

In other words, Microsoft borrowed 50.2% of the money it needed to buy its assets.
Is 50.2% a good or bad debt ratio, or is it impossible 

to tell? If you are a banker thinking of lending money to 
 Microsoft, you want Microsoft to have a low debt ratio 
 because a smaller amount of other liabilities increases your 
chances of being repaid. If you are a Microsoft stockholder, 
you want a higher debt ratio because you want the com-
pany to add borrowed funds to your investment dollars 
to expand the business. Th us, there is some happy middle 
ground where the debt ratio is not too high for creditors 
but not too low for investors. Th e general rule of thumb 
across all industries is that debt ratios should be around 50%, but this benchmark varies widely from 
one industry to the next. By comparison, Apple’s 2008 debt ratio was 46.9%.

Current Ratio
An important concern about any company is its liquidity, or ability to pay its debts in the short run. 
If a fi rm can’t meet its obligations in the short run, it may not survive to enjoy the long run. Th e most 
commonly used measure of liquidity is the current ratio, which is a comparison of current assets 
(cash, receivables, and inventory) with current liabilities. Current ratio is computed by dividing total 
current assets by total current liabilities. For Microsoft, the current ratio is computed as follows:

Current ratio:
Current assets

=
$43,242

= 1.447
Current liabilities $29,886

Historically, the rule of thumb has been that a current ratio below 2 suggests the possibility of 
liquidity problems. However, advances in information technology have enabled companies to be 
much more eff ective in minimizing the need to hold cash, inventories, and other current assets. 
As a result, current ratios for successful companies these days are frequently less than 1, as seen in 
Exhibit 14.4.

debt ratio A measure of leverage; 
equal to total liabilities divided by total 
assets.

liquidity A company’s ability to pay its 
debts in the short run.

current ratio A measure of the liquid-
ity of a business; equal to current 
assets divided by current liabilities.

E X H I B I T  1 4 . 4  C u r r e n t  R a t i o s  f o r  S e l e c t e d  U . S .  C o m p a n i e s

2008

Coca-Cola 0.94

Delta Air Lines  0.81

Dow Chemical 1.23

McDonald's  1.39

Wal-Mart 0.88
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Return on Sales
As mentioned earlier, Microsoft makes 29.3 cents of profi t on each dollar of sales. Th is ratio is 
called return on sales and, for Microsoft, is computed as follows:

Return on sales:
Net income

=
$17,681

= 29.3%
Sales $60,420

As with all ratios, the return-on-sales value for Microsoft must be evaluated in light of the 
 appropriate industry. For example, the 2007 return on sales for Microsoft was 27.5%. Compar-
ing this against the return on sales in the supermarket industry, which is frequently between 1% 
and 2%, does not provide a useful benchmark because those fi gures come from outside the industry. 
A better comparison for Microsoft is the 2008 return-on-sales value for Apple, which was 14.9%. It 
appears that return on sales for Microsoft was substantially above the industry average in 2008.

Asset Turnover
Microsoft’s balance sheet reveals total assets of $72.793 billion. Are those assets being used  effi  ciently? 
A fi nancial ratio that gives an overall measure of company effi  ciency is called asset turnover and is 
computed as follows:

Asset turnover:
Sales

=
$60,420

= 0.83
Total assets $72,793

Microsoft’s asset turnover ratio of 0.83 means that for each 
dollar of assets Microsoft is able to generate $0.83 in sales. Th e 
higher the asset turnover ratio, the more effi  ciently the com-
pany uses its assets to generate sales. Asset turnover for Apple in 
2008 was 0.82, indicating that Microsoft was almost exactly as 
effi  cient as its competitor in using assets to generate sales.

Return on Equity
What investors really want to know is not how many pennies of profi t are earned on a dollar of sales 
or what the current ratio is, but how much profi t they earn for each dollar they invest. Th is amount, 
called return on equity (ROE), is the overall measure of the performance of a company. Return on 
equity for Microsoft is computed as follows: 

Return on equity:
Net income

=
$17,681

= 48.7%
Stockholders' equity $36,286

Microsoft’s return on equity of 48.7% means that 48.7 cents of profi t were earned for each 
dollar of stockholder investment in 2008. By comparison, Apple’s return on equity in 2008 was 
23%. Return on equity is the fundamental measure of overall company performance, and good 
companies typically have return-on-equity values between 15% and 25%. 

Price-Earnings Ratio
In considering buying a company, if the company is expected to make more in the future, it will 
be sold for a higher price than if the company is expected to make less. Also, a stable company 
will likely sell for more than one that experiences wild swings in earnings. Th e relationship be-
tween the market value of a company and that company’s current earnings is measured by the 

return on sales A measure of the 
amount of profi t earned per dollar 
of sales; equal to net income divided 
by sales.

asset turnover A measure of com-
pany effi ciency; equal to sales divided 
by total assets.

return on equity (ROE) A measure 
of the amount of profi t earned per 
dollar of investment; equal to net 
income divided by equity. 

C A U T I O N

The computed asset turnover ratio can be misleading because 
not all economic assets are recorded as assets on the balance 
sheet. Thus, the denominator of the ratio can be understated, 
sometimes very signifi cantly.

C

The
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price-earnings (PE) ratio and is computed by dividing the market value of the shares outstanding 
by the company’s net income.1 Microsoft’s PE ratio at the end of 2009 was:

PE ratio:
Market value of shares

=
$254,253

= 14.4
Net income $17,681

In the United States, PE ratios typically range between 5 and 30. High PE ratios are associ-
ated with fi rms for which strong growth is predicted in the future. Google, for example, has a high 
PE ratio, but it is not found on the list of companies with high net income. Th e reason Google is 
valued so highly is that it is expected to continue to grow so rapidly in the future that its current in-
come is small compared with what investors are expecting. Th is expected future growth is refl ected 
in Google’s PE ratio of about 32 (in 2009). Sample PE ratios for several companies as of June 12, 
2009, are included in Exhibit 14.5.

A summary of the fi nancial ratios discussed in this section is presented in Exhibit 14.6.

1  Th e PE ratio can be equivalently computed using per-share amounts: PE ratio = Market price per share/Earnings per share.

price-earnings (PE) ratio A mea-
sure of growth potential, earnings 
stability, and management capabili-
ties; equal to market value divided by 
net income.

E X H I B I T  1 4 . 6  S u m m a r y  o f  S e l e c t e d  F i n a n c i a l  R a t i o s

Financial Ratio Equation Measurement

Debt ratio Total liabilities

Total assets

Percentage of funds needed to purchase assets 
that were obtained through borrowing

Current ratio Current assets

Current liabilities

Measure of liquidity; number of times current 
assets could cover current liabilities

Return on sales Net income

Sales

Number of pennies earned during the year on 
each dollar of sales

Asset turnover Sales

Total assets

Number of dollars of sales during the year 
generated by each dollar of assets

Return on equity (ROE) Net income

Stockholders’ equity

Number of pennies earned during the year on 
each dollar invested

Price-earnings ratio (PE) Market value of shares

Net income

Amount investors are willing to pay for each 
dollar of earnings; indication of growth potential

E X H I B I T  1 4 . 5  S a m p l e  P E  R a t i o s  f o r  S e v e r a l  U . S .  C o m p a n i e s

PE RatioCompany Name Stock Ticker Symbol

Yahoo!

Wal-Mart

Berkshire Hathaway

Home Depot

Sears

Yhoo

wmt

Brk-a

hd

shld

53.9

14.5

28.2

18.2

156.0
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Note that the PE ratio is diff erent from the other ratios in that it is not the ratio of two fi nan-
cial statement numbers. Instead, the PE ratio is a comparison of a fi nancial statement number to a 
market value number. Th e large majority of fi nancial ratios, however, are either
• A comparison of two amounts found in the same fi nancial statement (such as return on sales, 

which compares two income statement amounts)
• A comparison of two amounts from diff erent fi nancial statements (such as asset turnover, 

which compares an income statement and a balance sheet amount)
Th ese two types of ratios are illustrated in Exhibit 14.7.

In looking at Exhibit 14.7, you might justifi ably conclude that the cash fl ow statement is com-
pletely ignored when computing fi nancial ratios. Unfortunately, that is often true. Relative to the 
other two primary fi nancial statements, the statement of cash fl ows is new (the balance sheet and 
the income statement have been a part of accounting since its invention—the statement of cash 
fl ows has only been required since 1988). As a result, ratios involving balance sheet and income 
statement accounts have been in existence for decades. Standardized ratios for the statement of cash 
fl ows are still developing. Th e Enron accounting scandal highlighted the usefulness of ratios involv-
ing cash fl ow information (see Analytical Assignment 14-73 in the end-of-chapter assignments). 
To make sure you don’t fall victim to the oversight of ignoring cash fl ow ratios, we include a special 
section on cash fl ow ratios later in this chapter.

I N T E R N AT I O N A L

The Far-Reaching Impact of Listing on a 
U.S. Stock Exchange

A non-U.S. company that lists its shares on 
a U.S. exchange becomes subject to U.S. 
securities laws, no matter where that com-

pany is headquartered. So if a company based 
in Kazakhstan lists its shares on a U.S. stock ex-
change, and an investor who buys those shares 
on that exchange feels that he or she has been 
misled, the investor can bring suit in a U.S. court. 
Then, the company’s reporting practices will be 
judged by U.S. law, not just by Kazakh law. Rule 
10b-5 of the Securities Act of 1934 says, in part, 
that it is a crime for any company with shares 
listed on a U.S. exchange “to make any untrue 
statement of a material fact or to omit to state 
a material fact.” With the litigious environment in 
the United States, this aspect of listing on a U.S. 
exchange is an important factor for the board of 
directors of a non-U.S. company to consider.

In addition, when a company’s shares are 
traded on a U.S. exchange, the company is “in 

play” as far as the U.S. fi nancial analyst commu-
nity is concerned. If a U.S.-based analyst can de-
velop a better understanding of a foreign-based 
company that is listed on a U.S. exchange, then 
that analyst can better advise his or her clients 
on the prospects of that foreign company. Thus, 
the instant that a foreign company is listed in the 
United States, that company draws the increased 
interest of analysts and private investors who had 
never before cared about the company’s sales 
data, earnings reports, or profi t outlook. A com-
pany based in Taiwan reported that the biggest 
change it experienced after listing its shares on 
the New York Stock Exchange was that the inves-
tor relations department starting fi elding several 
calls each day from U.S. fi nancial analysts.

Source: Ray Ball, “Corporate Governance and Financial 
Reporting at Daimler-Benz (DaimlerChrysler) AG: From 
a ‘Stakeholder’ Toward a ‘Shareholder Value’ Model,” 
The Economics and Politics of Accounting: International 
Perspectives on Research, Trends, Policy, and Practice, 
eds. Christian Leuz, Dieter Pfaff, and Anthony Hopwood 
(New York: Oxford University Press, 2004).
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E X H I B I T  1 4 . 7   F i n a n c i a l  R a t i o s  a n d  R e l a t i o n s h i p s  a m o n g 
t h e  F i n a n c i a l  S t a t e m e n t s

Ending
Assets

Total
Assets
Liabilities

Stockholders'
Equity

Retained
Earnings

Beginning

Ending Beginning

Balance Sheet

ASSET TURNOVER:

Sales

Total Assets

RETURN ON SALES:

Net Income

Sales

Operating

Investing

Financing

Net Change
in Cash

Statement of
Cash Flows

Sales

Expenses

Net
Income

Income
Statement

NET INCOME – DIVIDENDS

ACCRUAL
ADJUSTMENTS



672 Part 4 Other Dimensions of Financial Reporting

D O  T H I S . . .D O  T H

Th e following numbers are from the fi nancial statements of Optskametrist Company.

Sales  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $10,000
Current liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . 1,000
Total assets  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,000
Net income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 300
Total market value of shares. . . . . . . . . . . . . . . . . . 5,000
Stockholders’ equity  . . . . . . . . . . . . . . . . . . . . . . . 1,700
Current assets  . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,800
Total liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,300

Using these numbers, compute the following ratio values.

1  Debt ratio
2  Current ratio
3  Return on sales
4  Asset turnover
5  Return on equity
6  Price-earnings ratio

 S O L U T I O N …

1 Debt ratio 

2 Current ratio

3 Return on sales

4 Asset turnover

5 Return on equity

6 Price-earnings ratio

=
Total liabilities

=
$2,300

= 57.5%
Total assets $4,000

=
Current assets

=
$1,800

= 1.80
Current liabilities $1,000

=
Net income

=
$300

= 3.0%
Sales $10,000

=
Sales

=
$10,000

= 2.50
Total assets $4,000

=
Net income

=
$300

= 17.6%
Stockholders’ equity $1,700

=
Market value of shares

=
$5,000

= 16.7
Net income $300

R E M E M B E R  T H I S

Financial ratios result from the relationship between two fi nancial statement numbers.
  Debt ratio: Percentage of company funding that is borrowed
  Current ratio: Indication of a company’s ability to pay its short-term debts
  Return on sales: Pennies in profi t on each dollar of sales
  Asset turnover: Measure of effi ciency; number of sales dollars generated by each 
dollar of assets

  Return on equity: Pennies in profi t for each dollar invested by stockholders
  Price-earnings ratio: Number of dollars an investor must pay to “buy” the future 
rights to each dollar of current earnings
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L O  3   Common-Size Financial Statements
WHAT  Use common-size fi nancial statements to compare fi nancial statements across years and 

between companies.
WHY  To meaningfully compare the fi nancial statements of two companies of different sizes, or 

even of the same growing company in different years, the raw numbers must be adjusted for 
the size difference.

HOW  Common-size fi nancial statements are computed by dividing all fi nancial statement amounts 
for a given year by sales for that year.

Financial statement analysis is much more than just the computation of a bunch of fi nancial ratios 
that divide every fi nancial statement number by every other number. To collect and present this 
information in a simple, functional way, common-size fi nancial statements should be considered. 

Th e fi rst problem encountered when using comparative data to analyze fi nancial statements is 
that the scale, or size, of the numbers is usually diff erent. If a fi rm has more sales this year than last 
year, it is now a larger company and the levels of expenses and assets this year can’t be meaningfully 
compared to the levels last year. In addition, how can the fi nancial statements of a medium-sized 
company be compared with those of larger fi rms in the same industry? Th e quickest and easiest so-
lution to this comparability problem is to divide all fi nancial statement numbers for a given year by 
sales for the year. Th e resulting fi nancial statements are called common-size fi nancial statements, 
with all amounts for a given year being shown as a percentage of sales for that year.

Exhibit 14.8 contains a common-size income statement for Microsoft for 2008. To illustrate 
the usefulness of a common-size income statement, consider the question of whether Microsoft’s 

common-size fi nancial statements 
Financial statements achieved by di-
viding all fi nancial statement numbers 
by total sales for the year.

E X H I B I T  1 4 . 8   C o m m o n - S i z e  I n c o m e  S t a t e m e n t  f o r 
M i c r o s o f t

Microsoft Corporation
Income Statement

For Years Ended June 30, 2006, 2007, and 2008

(in millions) 2006  %  2007  %  2008  %

Revenue . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $44,282 100.0% $51,122 100.0% $60,420 100.0%

Cost of revenue. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     7,650   17.3%   10,693   20.9%   11,598   19.2%

Gross profi t on sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $36,632   82.7% $40,429   79.1% $48,822   80.8%

Operating expenses:

Research and development  . . . . . . . . . . . . . . . . . . . . . . . . $ 6,584 14.9% $ 7,121 13.9% $  8,164 13.5%

Sales and marketing  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9,818 22.2% 11,455 22.4% 13,039 21.6%

General and administrative . . . . . . . . . . . . . . . . . . . . . . . . .     3,758     8.5%     3,329     6.5%     5,127     8.5%

Total operating expenses and cost of revenue . . . . . . . . . . . $27,810   62.8% $32,598   63.8% $37,928   62.8%

Operating income  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $16,472 37.2% $18,524 36.2% $22,492 37.2%

Investment income and other . . . . . . . . . . . . . . . . . . . . . . .     1,790     4.0%     1,577     3.1%     1,322     2.2%

Income before income taxes  . . . . . . . . . . . . . . . . . . . . . . . $18,262 41.2% $20,101 39.3% $23,814 39.4%

Provision for income taxes . . . . . . . . . . . . . . . . . . . . . . . . .     5,663   12.8%     6,036   11.8%     6,133   10.2%

Net income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $12,599   28.5% $14,065   27.5% $17,681   29.3%

*Note: Because of rounding, the percentages don’t always add up exactly. This is a minor arithmetic problem that shouldn’t get in the way of the analysis.
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gross profi t in 2008 is higher. In comparison with the gross profi t of $40,429 in 2007, the $48,822 
gross profi t for 2008 looks pretty good. But sales in 2008 are higher than sales in 2007, so the 
absolute levels of gross profi t in the two years cannot be meaningfully compared. But looking at 
the common-size information, we see that gross profi t is 79.1% of sales in 2007 compared with 
80.8% in 2008. Th e common-size information reveals something that was not apparent in the raw 
numbers—in 2007, an item selling for $1 yielded an average gross profi t of just 79.1¢; in 2008, an 
item selling for $1 yielded an average gross profi t of 80.8¢. Microsoft made more gross profi t from 
each dollar of sales in 2008 than in 2007. Th e news is not all good though, because the 2008 gross 
profi t percentage is still less than the 82.7% gross profi t percentage in 2006.

Each item on the income statement can be analyzed in the same way. In 2008, net income was 
29.3% of sales compared with 27.5% in 2007. We also see that total operating expenses (including 
cost of revenue) decreased from 63.8% of sales in 2007 to 62.8% in 2008; however, investment 
income also decreased from 3.1% of sales in 2007 to 2.2% in 2008. Th e cumulative result of these 
small changes is that income before income taxes diff ered by only 0.1% as a percentage of sales 
(39.4% vs. 39.3%). On the other hand, the provision for income taxes as a percentage of sales de-
creased from 2007 to 2008 (11.8% vs. 10.2%), indicating that the increase in net income in 2008 
related mainly to a decrease in the income tax percentage. With a common-size income statement, 
each of the income statement items can be examined in this way, yielding much more information 
than just looking at the raw income statement numbers.

But what is the exact explanation for Microsoft’s decrease in income taxes in 2008? And why 
did expenses and investment income also decrease? Th ese questions illustrate the limitations of fi -
nancial statement analysis. Our quick analysis of Microsoft’s income statement pointed out the ma-
jor areas in which Microsoft has experienced signifi cant income statement change in the past two 

years. But the only way to fi nd out why these fi nancial state-
ment numbers changed is to gather information from outside 
the fi nancial statements—ask management, read press releases, 
talk to fi nancial analysts who follow the fi rm, read industry 
newsletters, and dig into the notes to the fi nancial statements. 
In short, fi nancial statement analysis usually doesn’t tell you the 
fi nal answers, but it does suggest which questions you should 
be asking and where you should look to fi nd the answers.

A common-size balance sheet also expresses each amount as a percentage of sales for the year. 
As an illustration, a comparative balance sheet for Microsoft with each item expressed in both dol-
lar amounts and percentages is shown in Exhibit 14.9.

Th e most informative section of the common-size balance sheet is the asset section, which can 
be used to determine how effi  ciently a company is using its assets. Microsoft’s total assets for 2008 
were $72,793. Did Microsoft manage its assets more effi  ciently in 2008 than in 2007, when total 
assets were $63,171? Comparing the raw numbers can’t give a clear answer because Microsoft’s 
level of sales is diff erent in the two years. Th e common-size balance sheet indicates that each dollar 
of sales in 2007 required assets in place of $1.236, whereas each dollar of sales in 2008 required 
assets of just $1.205. So in which of the two years was Microsoft more effi  cient at using its assets 
to generate sales? Microsoft was more effi  cient in 2008, when each dollar of sales required a lower 
level of assets.

Specifi c ratios related to asset effi  ciency have been intro-
duced in earlier chapters. Th ose ratios will be reviewed in a 
later section of this chapter.

Common-size fi nancial statements are not a sophisticated 
analytical tool, and they don’t constitute a complete analysis. 
However, they are the easiest, most intuitive, and fastest tool 
available, and they should be included in the initial stages of 
any comprehensive analysis of fi nancial statements.

F Y I
The SEC requires publicly traded companies to provide three 
years of income statements and two years of balance sheets 
when providing fi nancial reports to the public.

F Y I
A common-size balance sheet can also be prepared using total 
assets to standardize each amount instead of using total sales, 
in which case the asset percentages are a good indication of the 
company’s asset mix.
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E X H I B I T  1 4 . 9  C o m m o n - S i z e  B a l a n c e  S h e e t  f o r  M i c r o s o f t

Microsoft Corporation
Common-Size Balance Sheet

For Years Ended June 30, 2007 and 2008

(in millions)  2007  2008

Assets

Current assets:

Cash and equivalents . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $    6,111 12.0% $  10,339 17.1%

Short-term investments  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     17,300   33.8%     13,323   22.1%

Total cash and short-term investments . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  23,411 45.8% $  23,662 39.2%

Accounts receivable, net  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 11,338 22.2% 13,589 22.5%

Inventories  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,127 2.2% 985 1.6%

Deferred income taxes . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,899 3.7% 2,017 3.3%

Other  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .       2,393     4.7%       2,989     4.9%

Total current assets  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  40,168 78.6% $  43,242 71.6%*

Property and equipment, net  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,350 8.5% 6,242 10.3%

Equity and other investments . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,117 19.8% 6,588 10.9%

Goodwill . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,760 9.3% 12,108 20.0%

Intangible assets, net. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 878 1.7% 1,973 3.3%

Deferred income taxes  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,389 2.7% 949 1.6%

Other long-term assets  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .       1,509     3.0%       1,691     2.8%

Total assets. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  63,171 123.6% $  72,793 120.5%*

Liabilities and stockholders’ equity 
Current liabilities:

Accounts payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $    3,247 6.4% $    4,034 6.7%

Accrued compensation. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,325 4.5% 2,934 4.9%

Income taxes. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,040 2.0% 3,248 5.4%

Short-term unearned revenue  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,779 21.1% 13,397 22.2%

Securities lending payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,741 5.4% 2,614 4.3%

Other  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .       3,622     7.1%       3,659     6.1%

Total current liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  23,754 46.5% $  29,886 49.5%*

Long-term unearned revenue  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,867 3.7% 1,900 3.1%

Other long-term liabilities  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .       6,453   12.6%       4,721     7.8%

Total liabilities  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  32,074   62.8%* $  36,507   60.4%

Stockholders’ equity:

Common stock and paid-in capital. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  60,557 118.5% $  62,849 104.0%

Retained defi cit, including accumulated other 
comprehensive income of $1,140 and $1,654  . . . . . . . . . . . . . . . . . . . . .   (29,460)  (57.6)%   (26,563)  (44.0%)

Total stockholders’ equity. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  31,097   60.8%* $  36,286   60.1%*

Total liabilities and stockholders’ equity . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  63,171 123.6% $  72,793 120.5%

*Note: Because of rounding, the percentages don’t always add up exactly. This is a minor arithmetic problem that shouldn’t get in the way of the analysis.
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D O  T H I S . . .D O  T H

Th e numbers below are for Practice Company and Standard Company. Standard is the industry benchmark. Using common-
size fi nancial statements, identify which asset Practice is using ineffi  ciently and which expense is causing Practice’s low 
profi tability.

Practice Standard

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $       60 $     300
Accounts receivable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 600 4,000
Inventory  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,400 3,650
Plant and equipment  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,000 8,650

Sales  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $10,000 $50,000
Cost of goods sold  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7,350 36,750
Wage expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 700 3,500
Rent expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     1,900     8,500
Net income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $       50 $  1,250

 S O L U T I O N …

Practice Standard

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $       60 0.6% $     300 0.6%
Accounts receivable  . . . . . . . . . . . . . . . . . . . . . 600 6.0% 4,000 8.0%
Inventory  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,400 14.0% 3,650 7.3%
Plant and equipment  . . . . . . . . . . . . . . . . . . . . . 1,000 10.0% 8,650 17.3%

Sales  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $10,000 100.0% $50,000 100.0%
Cost of goods sold  . . . . . . . . . . . . . . . . . . . . . . 7,350 73.5% 36,750 73.5%
Wage expense  . . . . . . . . . . . . . . . . . . . . . . . . . 700 7.0% 3,500 7.0%
Rent expense  . . . . . . . . . . . . . . . . . . . . . . . . . .     1,900 19.0%     8,500 17.0%
Net income. . . . . . . . . . . . . . . . . . . . . . . . . . . . $       50 0.5% $  1,250 2.5%

Inventory—Practice Company is managing its inventory ineffi  ciently. Standard Company can do $100 worth of sales with 
$7.30 of inventory in stock. To do the same $100 in sales, Practice needs $14.00 of inventory.
Rent Expense—For each dollar of sales, Standard spends 17 cents on rent expense, but Practice spends 19 cents on rent 
expense.

R E M E M B E R  T H I S

  Common-size fi nancial statements are generated by dividing all fi nancial statement 
amounts for a given year by sales for that year.

  A common-size income statement reveals the number of pennies of each expense for 
each dollar of sales.

  The asset section of a common-size balance sheet tells how many pennies of each 
asset are needed to generate each dollar of sales.
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L O  4   DuPont Framework
WHAT  Understand the DuPont framework and how return on equity can be broken out into profi t-

ability, effi ciency, and leverage components.
WHY  Return on equity is the fundamental measure of fi rm performance. If a company has poor 

return on equity, further analysis is needed to determine more precisely where the problem 
lies.

HOW  The DuPont framework breaks out return on equity into three areas: profi tability, effi ciency, 
and leverage. Profi tabilty is measured with return on sales, effi ciency with asset turnover, and 
leverage with the assets-to-equity ratio.

As discussed earlier, return on equity (net income ÷ equity) is the single measure that summarizes 
the fi nancial health of a company. Return on equity (ROE) can be interpreted as the number of 
cents of net income an investor earns in one year by investing one dollar in the company. As a very 
rough rule of thumb, ROE consistently above 15% is a sign of a company in good health; ROE 
consistently below 15% is a sign of trouble. Return on equity for Microsoft for the years 2008 and 
2007 is computed as follows:

(in millions) 2008 2007

Net income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $17,681 $14,065
Stockholders’ equity  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $36,286 $31,097
Return on equity  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 48.7% 45.2%

Microsoft’s overall performance in 2008 was good relative to the rough ROE benchmark of 
15%, and it increased when compared to the ROE of 2007. But how do we pin down the exact 
reason or reasons for any change in a company’s ROE? Th at answer is the focus of this section.

Th e DuPont framework (named after a system of ratio analysis developed 70 years ago at 
 DuPont by F. Donaldson Brown) provides a systematic approach to identifying general factors 
causing ROE to deviate from normal. Th e DuPont system also provides a framework for com-
putation of fi nancial ratios to yield a more in-depth analysis of a company’s areas of strength and 
weakness. Th e insight behind the DuPont framework is that ROE can be broken out into three 
components, as shown in Exhibit 14.10.

DuPont framework A systematic 
approach for breaking down return 
on equity into three ratios: return on 
sales, asset turnover, and assets-to-
equity ratio.

E X H I B I T  1 4 . 1 0  A n a l y s i s  o f  R O E  U s i n g  t h e  D u P o n t  F r a m e w o r k

Return on equity � Profi tability � Effi ciency � Leverage

� Return on sales � Asset turnover � Assets-to-equity ratio

�
Net income

�
Sales

�
Assets

Sales Assets Equity

Profi tability � The company’s ability to generate net income per dollar of sales
Effi ciency � The ability of the company to generate sales through the use of assets
Leverage � The degree to which a company uses borrowed funds instead of invested funds
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For each of the three ROE components—profi tability, effi  ciency, and leverage—there is one 
ratio that summarizes a company’s performance in that area. Th ese ratios are as follows:
• Return on sales is computed as net income divided by sales and is interpreted as the number 

of pennies in profi t generated from each dollar of sales.
• Asset turnover is computed as sales divided by assets and is interpreted as the number of dol-

lars in sales generated by each dollar of assets.
• Assets-to-equity ratio is computed as assets divided by equity and is interpreted as the num-

ber of dollars of assets acquired for each dollar invested by stockholders.
Th e DuPont analysis of Microsoft’s ROE for 2008 and 2007 is as follows:

Profi tability � Effi ciency � Leverage

Return on equity � 
Net income

�
Sales

�
Assets

Sales Assets Equity

2008 48.7% � 
$17,681

�
$60,420

�
$72,793

$60,420 $72,793 $36,286

 � 29.3% � 0.83 � 2.01

2007 45.2% � 
$14,065

�
$51,112

�
$63,171

$51,112 $63,171 $31,097

 � 27.5% � 0.81 � 2.03

Th e results of the DuPont analysis suggest that Microsoft’s ROE was lower in 2007 for the 
following reasons:
• In 2007, each sale was less profi table than in 2008: each dollar of sales produced 29.3¢ of 

profi t in 2008, compared to 27.5¢ in 2007.
• In 2007, assets were used slightly less effi  ciently to generate sales: each dollar of assets gener-

ated $0.81 in sales in 2007 compared to $0.83 in sales in 2008.
In 2008, Microsoft was slightly less aggressive at leveraging stockholders’ investment. Th rough 

the use of liabilities, Microsoft was able to turn each dollar of invested funds in 2008 into $2.01 of 
assets, marginally less than the $2.03 in assets in 2007.

Th e DuPont analysis allows a fi nancial statement user to begin to answer the question of 
“Why?” Why did a company’s return on equity increase (or decrease) during a period? What has 
been the trend over time in each of the three areas of profi tability, effi  ciency, and leverage? Answers 
to these questions will allow the user to begin to focus attention on those areas of the business that 
have experienced changes as refl ected in the ratios.

Th is preliminary DuPont analysis is only the beginning of a proper ratio analysis. If a DuPont 
analysis suggests problems in any of the three ROE components, additional ratios in each area can 
shed more light on the exact nature of the problem.

One of the insights behind the DuPont framework is that overall company performance is a 
function of both the profi tability of each sale, measured by return on sales, and the ability to use 
assets to generate sales, measured by asset turnover. For example, comparing Microsoft and Apple 
indicates that Microsoft is better than Apple in terms of profi tability (2008 return on sales of 
29.3% for Microsoft compared to just 14.9% for Apple) but is about the same in terms of effi  ciency 
(2008 asset turnover of 0.83 for Microsoft and 0.82 for Apple).

Profi tability Ratios
When the DuPont calculations indicate that a company has a profi tability problem, then a 
 common-size income statement can be used to identify which expenses are causing the problem. 
Referring back to the common-size income statement in Exhibit 14.8, cost of goods sold as a 

assets-to-equity ratio A measure 
of the number of dollars of assets a 
company is able to acquire using each 
dollar of equity; calculated by dividing 
assets by equity.
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percentage of sales was higher in 2007 than in 2008 (20.9% vs. 19.2%). In addition, operating 
 expenses (including cost of goods sold) were also slightly higher in 2007 (63.8% compared to 
62.8% in 2008). To summarize, the return on sales indicates overall whether a fi rm has a problem 
with the profi tability of each dollar of sales; the common-size income statement can be used to 
pinpoint exactly which expenses are causing the problem.

Effi ciency Ratios
Th e asset turnover ratio suggests that Microsoft was less effi  cient at using its assets to generate sales 
in 2007 than it was in 2008. But which assets were causing this decreased effi  ciency? One way to 
get a quick indication is to review the common-size balance sheet in Exhibit 14.9, whose numbers 
indicate that in 2007, Microsoft had a higher amount of cash and short-term investments as a 
 percentage of sales (45.8%) than in 2008 (39.2%), suggesting that Microsoft was not using as large 
a part of the company’s assets in an income-producing fashion in 2007.

In addition to the common-size balance sheet, specifi c fi nancial ratios have been developed to 
indicate whether a fi rm is holding too much or too little of a particular asset. Th ese effi  ciency ratios 
are reviewed later in this chapter.

Leverage Ratios
Leverage ratios are an indication of the extent to which a company is using other people’s money 
to purchase assets. Leverage is borrowing that allows a company to purchase more assets than 
its stockholders are able to pay for through their own investment. Th e assets-to-equity ratios for 
 Microsoft for 2007 and 2008 indicate that leverage was higher in 2007 (2.03 in 2007; 2.01 in 
2008). Higher leverage increases return on equity through the following chain of events:
• More borrowing means that more assets can be purchased without any additional equity 

investment by stockholders.
• More assets mean that more sales can be generated.
• More sales mean that net income should increase.

Investors generally prefer high leverage in order to increase 
the size of the company without increasing their investment, 
but lenders prefer low leverage to increase the safety of their 
debt. Th e corporate fi nance fi eld deals with how to optimally 
balance these opposing tendencies and choose the perfect capi-
tal structure for a fi rm. As mentioned, a general rule of thumb 
is that large U.S. companies borrow about half of the funds 
they use to purchase assets. Th ere are specifi c ratios that allow fi nancial statement users to analyze 
the leverage of a fi rm. Th ose ratios were introduced in the chapter on debt (Chapter 10) and are 
reviewed later in this chapter.

Exhibit 14.11 shows the DuPont framework ratios for a number of familiar companies for 
2008.

Note that although Wal-Mart doesn’t have the highest return on sales, it does have the highest 
return on equity. Th e reason becomes readily apparent by looking at the components of return on 
equity. Wal-Mart has the highest asset turnover of the companies included in the list as well as hav-
ing the second highest assets-to-equity ratio. Wal-Mart’s effi  ciency and leverage combine to make 
for a high return on equity.

Remember, the preparation of fi nancial statements by the accountant is not the end of the 
process but just the beginning. Th e statements are then analyzed by investors, creditors, and man-
agement to detect signs of existing defi ciencies in performance and to predict how the fi rm will 
perform in the future. Proper interpretation of a ratio depends on comparing the ratio value to 
the value for the same fi rm in the previous year and to values for other fi rms in the same industry. 
Finally, ratio analysis doesn’t reveal the answers to a company’s problems, but it does highlight areas 
in which further information should be gathered to fi nd those answers.

leverage Borrowing that allows a 
company to purchase more assets 
than its stockholders are able to pay 
for through their own investment.

Mir Company has an assets-to-equity ratio of 2.5. Can you com-
pute what its debt ratio would be?

S T O P  &  T H I N K
Mir C
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Return
on Sales

Asset
Turnover

Assets-to-
Equity RatioROE

 Disney  13.7%  11.7%  0.6  1.9

Wal-Mart 20.5%  3.3%  2.5  2.5

Home Depot  12.7%  3.2%  1.7 2.3

FedEx   7.7%  2.9%  1.5  1.8

Southwest Airlines 3.6%  1.6%  0.8  2.9

E X H I B I T  1 4 . 1 1   D u P o n t  F r a m e w o r k  R a t i o s  f o r  S e l e c t e d 
U . S .  C o m p a n i e s

D O  T H I S . . .D O  T H

Th e following numbers are from the fi nancial statements of Shelley Company.

Sales  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $15,000
Total assets  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,000
Net income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 300
Stockholders’ equity  . . . . . . . . . . . . . . . . . . . . . . . 2,500

Using these numbers, compute the following DuPont framework ratio values.

1 Return on equity
2 Return on sales
3 Asset turnover
4 Assets-to-equity ratio

 S O L U T I O N …

1 Return on equity = 

2 Return on sales = 

Net income
=

$300
= 12.0%

Stockholders' equity $2,500

Net income
=

$300
= 2.0%

Sales $15,000

(Continued)

  The DuPont framework breaks out return on equity (ROE) into three 
areas:

  Profi tability. Return on sales is computed as net income divided by sales and is 
interpreted as the number of pennies in profi t generated from each dollar of sales.
  Effi ciency. Asset turnover is computed as sales divided by assets and is interpreted 
as the number of dollars in sales generated by each dollar of assets.
  Leverage. Assets-to-equity ratio is computed as assets divided by equity and is in-
terpreted as the number of dollars of assets a company is able to acquire using each 
dollar invested by stockholders.

R E M E M B E R  T H I S
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L O  5   More Effi ciency Ratios
WHAT  Conduct a focused examination of a company’s effi ciency by using asset-specifi c ratios.
WHY  Asset-specifi c fi nancial ratio values can be used to get an intuitive sense of how well a com-

pany is managing the use of its assets.
HOW  Asset turnover ratios (sales divided by a certain asset) are used to determine how many sales 

dollars are generated by each dollar of a specifi c asset in place. For accounts receivable, the 
turnover ratio can be converted into the average number of days it takes to collect a receiv-
able. For inventory, the turnover ratio can be converted into the average number of days it 
takes to sell an inventory item.

In earlier chapters, we learned how accounts receivable turnover, inventory turnover, and fi xed 
asset turnover can be used to measure how effi  ciently a company is using those assets. Th ose dis-
cussions are summarized in this section. In the preceding sections of this chapter, we have used 
the fi nancial numbers for Microsoft to illustrate the computation of ratios. Because Microsoft 
has a relatively low level of inventory and property, plant, and equipment, ExxonMobil and 
Chevron, both in the oil production, refi ning, and retailing business, will be used to illustrate 
asset effi  ciency ratios. Selected fi nancial statement numbers for these two companies for 2008 are 
as follows:

(in millions) ExxonMobil Chevron

Sales ........................................................................ $477,359 $273,005
Cost of goods sold .................................................... 288,810 193,361
Accounts receivable (average) .................................... 30,576 19,151
Inventory (average) .................................................... 11,368 6,082
Property, plant, and equipment (average) .................... 121,108 85,321

Accounts Receivable Effi ciency
Th e accounts receivable turnover ratio is a computation of how many times during the year a com-
pany is “turning over” or collecting its receivables. It is a measure of how many times old receivables 
are collected and replaced by new receivables. Accounts receivable turnover is calculated as follows:

Accounts receivable turnover =
Sales revenue

Average accounts receivable

Th e accounts receivable turnover ratios for ExxonMobil and Chevron for 2008 are computed 
as follows:

accounts receivable turnover A 
measure used to indicate how fast 
a company collects its receivables; 
equal to sales divided by average 
accounts receivable.

S O L U T I O N … ( C o n t i n u e d )S O L U

 3 Asset turnover = 

 4 Assets-to-equity ratio =

Sales
=

$15,000
= 3.75

Total assets $4,000

Total assets
=

$4,000
= 1.60

Stockholders' equity $2,500
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ExxonMobil =
$477,359

= 15.61 times
$30,576

Chevron =
$273,005

= 14.26 times
$19,151

It appears that ExxonMobil turns its receivables over slightly more frequently than does  Chevron.
Accounts receivable turnover can be converted into the number of days it takes to collect 

 receivables by computing the average collection period. Th e average collection period is com-
puted by dividing 365 (the number of days in a year) by the accounts receivable turnover as 
follows:

Average collection period =
365

Accounts receivable turnover

Th e average collection periods for ExxonMobil and Chevron for 2008 are computed as follows:

ExxonMobil =
365

= 23.4 days
15.61 times

Chevron =
365

= 25.6 days
14.26 times

Here, there isn’t much diff erence between the receivables collection practices of ExxonMobil and 
Chevron—ExxonMobil collects its receivables just 2.2 days sooner, on average.

Inventory Effi ciency
Inventory turnover provides a measure of how many times a company turns over, or replenishes, 
its inventory during a year. Th e calculation is similar to the calculation for accounts receivable 
turnover.

Inventory turnover =
Cost of goods sold
Average inventory

Th e inventory turnover ratios for ExxonMobil and Chevron for 2008 are computed as 
 follows:

ExxonMobil =
$288,810

= 25.41 times
$11,368

Chevron =
$193,361

= 31.79 times
$6,082

Here, Chevron is managing its level of inventory more aggressively than is ExxonMobil. Inventory 
turnover can also be converted into the number of days’ sales in inventory. Th is ratio is computed 
by dividing 365 by the inventory turnover, as follows:

Number of days’ sales in inventory =
365

Inventory turnover

average collection period A 
measure of the average number of 
days it takes to collect a credit sale; 
equal to 365 divided by accounts 
receivable turnover. 

inventory turnover A measure of 
the effi ciency with which inventory is 
managed; equal to cost of goods sold 
divided by average inventory.

number of days’ sales in inventory 
An alternative measure of how well 
inventory is being measured; equal to 
365 divided by inventory turnover. 
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Th e number of days’ sales in inventory for ExxonMobil and Chevron for 2008 are computed as follows:

ExxonMobil =
365

= 14.4 days
25.41 times

Chevron =
365

= 11.5 days
31.79 times

ExxonMobil has a level of inventory that is 25% larger, in terms of the number of days’ sales that 
the inventory level represents, as Chevron’s inventory. A deeper understanding of the underlying 
reasons for this diff erence would require an in-depth analysis of the specifi c inventory management 
practices of the two companies.

Property, Plant, and Equipment Effi ciency
Fixed asset turnover (often called PP&E turnover) can be used to evaluate the appropriateness of 
the level of a company’s property, plant, and equipment. Fixed asset turnover is computed as sales 
divided by average property, plant, and equipment (fi xed assets) and is interpreted as the number 
of dollars in sales generated by each dollar of fi xed assets. 

Fixed asset (PP&E) turnover =
Sales

Average fi xed assets

Th e computations of the fi xed asset turnover for ExxonMobil and Chevron are shown below.

ExxonMobil =
$477,359

= 3.94 times
$121,108

Chevron =
$273,005

= 3.20 times
$85,321

Here, ExxonMobil appears to be more effi  cient at using its property, plant, and equipment to 
generate sales than is Chevron. 

fi xed asset (PP&E) turnover A 
measure of the number of dollars in 
sales generated by each dollar of 
fi xed assets; equal to sales divided by 
fi xed assets.

 Ratios to assess the level of accounts receivable:

  Accounts receivable turnover (Sales revenue ÷ Average accounts receivable)
  Average collection period (365 ÷ Accounts receivable turnover)

Ratios to assess the level of inventory:

  Inventory turnover (Cost of goods sold ÷ Average inventory)
  Number of days’ sales in inventory (365 ÷ Inventory turnover)

Ratio to assess the level of property, plant, and equipment:

  Fixed asset turnover (Sales revenue ÷ Average property, plant, and equipment)

R E M E M B E R  T H I S
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D O  T H I S . . .D O  T H

Th e numbers below are for Shilo Falls Company.

Sales  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $480,000
Cost of goods sold  . . . . . . . . . . . . . . . . . . . . . . . . 300,000
Accounts receivable (average)  . . . . . . . . . . . . . . . . 60,000
Inventory (average)  . . . . . . . . . . . . . . . . . . . . . . . . 80,000
Property, plant, and equipment (average)  . . . . . . . . 160,000

Using these numbers, compute the following DuPont framework ratio values.

 1 Accounts receivable turnover
 2 Average collection period
 3 Inventory turnover
 4 Number of days’ sales in inventory
 5 Fixed asset turnover

S O L U T I O N  …

 1 Accounts receivable turnover = 

 2 Average collection period = 

 3 Inventory turnover = 

 4 Number of days’ sales in inventory = 

 5 Fixed asset turnover = 

Sales
=

$480,000
= 8.00 times

Average accounts receivable $60,000

365
=

365
= 45.6 days

Accounts receivable turnover 8.00

Cost of goods sold
=

$300,000
= 3.75 times

Average inventory $80,000

365
=

365
= 97.3 days

Inventory turnover 3.75

Sales
=

$480,000
= 3.00 times

Average fi xed assets $160,000

L O  6   More Leverage Ratios
WHAT  Determine the degree of a company’s fi nancial leverage and its ability to repay loans using 

debt-related fi nancial ratios.
WHY  Many fi nancial statement users, particularly lenders, need to know how the mix between the 

company’s equity and debt fi nancing impacts the company’s ability to repay its obligations.
HOW  Financial leverage ratios are computed using balance sheet measures of assets, liabilities, or 

equity to refl ect the relative mix between debt and equity fi nancing. The times interest earned 
ratio indicates the amount of operating profi t generated by a company relative to the size of 
the obligation the company has to make periodic interest payments.

As discussed, the amount of a company’s fi nancial leverage has a direct impact on that company’s 
return on equity—the higher the leverage, the higher the return on equity. One leverage-related ratio, 
the debt ratio, was discussed earlier in this chapter. Th is section reviews the debt-to-equity ratio and 
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the times interest earned ratio, which were both introduced in Chapter 10. ExxonMobil’s and Chev-
ron’s 2008 fi nancial statement information will be used to illustrate the computation of these ratios.

(in millions) ExxonMobil Chevron

Total assets $228,052 $161,165
Total liabilities 115,087 74,517
Total stockholders’ equity 112,965 86,648
Operating profi t 84,070 43,057
Interest expense 758* 256*

* The “interest expense” reported here also includes some interest that was “capitalized,” or reported as part of the cost of the plant 
and equipment constructed during the year. Capitalized interest was discussed in Chapter 9.

Debt-to-Equity Ratio
Th e debt-to-equity ratio refl ects the mix of sources of fi nancing for a company. Th is ratio is 
 calculated by dividing total liabilities by total stockholders’ equity. Th e ratio has a value of 1.0 if 
the amount of borrowing is exactly equal to the amount of stockholder investment. Th e higher the 
debt-to-equity ratio, the more debt the company has. 

Debt-to-equity ratio =
Total liabilities

Total stockholders' equity

Th e debt-to-equity ratios for ExxonMobil and Chevron for 2008 are computed as follows:

ExxonMobil =
$115,087

= 1.02
$112,965

Chevron =
$74,517

= 0.86
$86,648

ExxonMobil’s liabilities are a little higher than its stockholders’ equity, yielding a debt-to-equity ratio 
of 1.02. Another way to view this is that ExxonMobil has borrowed a little bit more than half of its 
total fi nancing needs, which is a somewhat higher proportion than what Chevron has  borrowed.

debt-to-equity ratio A measure of 
the number of dollars of borrowed 
funds for every dollar invested by 
owners; equal to total liabilities divided 
by total stockholders’ equity.

Students are frequently confused about the diff erences between the debt ratio, the debt- 
to-equity ratio, and the assets-to-equity ratio. All three of these ratios represent the same thing—
the relationship between the amount of a company’s borrowing and the amount of a company’s 
stockholder investment. However, because each of the ratios is computed a little diff erently, 
the resulting numbers are not comparable. Th is is exactly analogous to the interpretation of 
temperatures from diff erent scales. A temperature of 0° on the Celsius scale corresponds to 32° 
on the Fahrenheit scale. But if someone tells you that the temperature is 40°, in order to inter-
pret that information you fi rst need to know what temperature scale is being used—Celsius or 
Fahrenheit. Similarly, a debt-related ratio of 1.00 (or 100%) means the following very diff erent 
things for each of the three debt-related ratios mentioned above:
• Debt-to-equity ratio—A ratio value of 1.00 means that total liabilities and total stock-

holders’ equity are equal.
• Debt ratio—A ratio value of 1.00, or 100%, means that ALL of the company’s fi nancing 

has come from debt and that there is no stockholder investment at all.
• Assets-to-equity ratio—A ratio value of 1.00 means that total assets and total stockhold-

ers’ equity are equal to each other, implying that there are no liabilities.
Whenever you see a computed value for a debt-related ratio, make sure that you fi rst know 
what formula was used in computing the ratio before you start to interpret the meaning of 
the ratio value.
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Times Interest Earned Ratio
Lenders like to have an indication of a borrowing company’s ability to meet the required interest 
payments. Th e times interest earned ratio refl ects the income that is available for interest pay-
ments to annual interest expense. Times interest earned is computed as follows:

Times interest earned =
Income before interest and taxes (operating profi t)

Annual interest expense

Th e times interest earned ratios for ExxonMobil and Chevron for 2008 are computed as follows: 

ExxonMobil =
$84,070

= 110.9 times
$758

Chevron =
$43,057

= 168.2 times
$256

Both of these ratio values are very high, indicating that the lenders who have loaned money to 
Exxon Mobil or to Chevron have no reason to doubt that the two companies will be able to con-
tinue to make their interest payments in the future.

times interest earned ratio A 
measure of a borrower’s ability to 
make required interest payments; 
equal to operating profi t divided by 
annual interest expense. 

D O  T H I S . . .D O  T H

Th e numbers below are for Hua Grill Company.

Total assets  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $500,000
Total liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . 300,000
Stockholders’ equity  . . . . . . . . . . . . . . . . . . . . . . . 200,000
Operating profi t. . . . . . . . . . . . . . . . . . . . . . . . . . . 80,000
Interest expense . . . . . . . . . . . . . . . . . . . . . . . . . . 25,000

Using these numbers, compute the following ratio values.

1 Debt-to-equity ratio
2 Debt ratio
3 Assets-to-equity ratio
4 Times interest earned ratio

(Continued)

  The debt ratio, the debt-to-equity ratio, and the assets-to-equity ratio all measure the 
level of a company’s leverage.

   Debt ratio = Total liabilities ÷ Total assets
   Debt-to-equity ratio = Total liabilities ÷ Total stockholders’ equity
   Assets-to-equity ratio = Total assets ÷ Total stockholders’ equity

  The times interest earned ratio (operating income ÷ interest expense) measures how much 
cushion a company has in terms of being able to make its periodic interest payments.

R E M E M B E R  T H I S

T
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S O L U T I O N  …S O L U

1 Debt-to-equity ratio =

2 Debt ratio = 

3 Assets-to-equity ratio = 

4 Times interest earned ratio = 

Total liabilities
=

$300,000
= 1.50

Total stockholders' equity $200,000

Total liabilities
=

$300,000
= 60.0%

Total assets $500,000

Total assets
=

$500,000
= 2.50

Stockholders’ equity $200,000

Operating profi t
=

$80,000
= 3.20 times

Interest expense $25,000

L O  7   Cash Flow Ratios
WHAT  Use cash fl ow information to evaluate cash fl ow ratios.
WHY  For many uses, particularly analyses of the ability of a company to pay its obligations in the 

short term, cash fl ow ratios are very informative.
HOW  The cash fl ow-to-net income ratio measures how signifi cantly the net income measure of 

performance differs from the operating cash fl ow measure of performance. The cash fl ow 
adequacy ratio refl ects the size of a company’s operating cash fl ow relative to the company’s 
need for cash for maintaining or expanding its productive capacity.

As mentioned, most of the age-old tools of fi nancial statement analysis, such as the DuPont frame-
work, do not incorporate cash fl ow data. Accordingly, information from the cash fl ow statement is 
not yet ingrained in the analytical tradition, but it will be. 

Usefulness of Cash Flow Ratios
Analysis of cash fl ow information is especially important in those situations in which net income 
does not give an accurate picture of the economic performance of a company. Th ree such situations 
are discussed briefl y below.

Large Noncash Expenses When a company reports large noncash expenses, like write-off s and 
depreciation, earnings may give a gloomier picture of current operations than is warranted. In fact, 
a company may report record losses in the same years it is reporting positive cash fl ow from opera-
tions. In such cases, cash fl ow from operations is a better indicator of whether the company can con-
tinue to honor its commitments to creditors, customers, employees, and investors in the near term. 
Th is does not mean that a reported loss is nothing to worry about so long as cash fl ow is positive: the 
positive cash fl ow indicates that business can continue for the 
time  being, but the reported loss may hint at looming prob-
lems in the future. For example, in 2002, AOL Time Warner 
(now Time Warner) reported the largest net loss in the history 
of American business—$98.7 billion. However, much of that 
loss related to the impairment of certain assets—a noncash ex-
penditure for the year. For 2002, AOL Time Warner reported 
a positive cash fl ow from operations of $7 billion.

F Y I
Although net income may sometimes paint a misleading picture 
of a company’s performance, in most cases net income is the 
single best measure of a fi rm’s economic performance.
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Rapid Growth Cash fl ow analysis is also a valuable tool for evaluating rapidly growing companies 
that use large amounts of cash to expand inventory. In addition, cash collections on growing ac-
counts receivable often lag behind the need to pay creditors. In these cases, reported earnings may 
be positive but operations are actually consuming rather than generating cash. Th e message: For 
high-growth companies, positive earnings are no guarantee that suffi  cient cash fl ows are there to 
service current needs.

Window Dressing Time Cash fl ow analysis off ers important insights into companies that are striv-
ing to present a stellar fi nancial record. Accrual accounting involves making assumptions in order 
to adjust raw cash fl ow data into a better measure of economic performance—net income. For 
companies entering phases in which it’s critical that reported earnings look good, accounting as-
sumptions and adjustments can be stretched— sometimes to the breaking point. Such phases in-
clude the period just before a company applies for a large loan, just before an initial public off ering 
of stock, and just before a company is being bought out by another company. In these cases, cash 
fl ow from operations, which is not impacted by accrual assumptions, provides an excellent reality 
check for reported earnings.

To illustrate the computation of selected cash fl ow ratios, Microsoft’s 2008 and 2007 fi nancial 
statements are used (see Exhibit 14.12).

Cash Flow to Net Income
Perhaps the most important cash fl ow relationship is that between cash from operations and re-
ported net income. Th e cash fl ow-to-net income ratio refl ects the extent to which accrual account-
ing assumptions and adjustments have been included in computing net income. For Microsoft, 
computation of the cash fl ow-to-net income ratio (in millions of dollars) is as follows:

(in millions) 2008 2007

Cash from operations . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $21,612 $17,796
Net income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $17,681 $14,065
Cash fl ow-to-net income ratio  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1.22 1.27

In general, the cash fl ow-to-net income ratio will have a value greater than one because of signif-
icant noncash expenses (such as depreciation) that reduce reported net income but have no impact 

on cash fl ow. For a given company, the cash fl ow-to-net income 
ratio should remain fairly stable from year to year. A signifi cant 
change in the ratio indicates that accounting assumptions were 
instrumental in reducing reported net income.

Cash Flow Adequacy
A “cash cow” is a business that is generating enough cash from 

operations to completely pay for all new plant and equipment purchases with cash left over to 

cash fl ow-to-net income ratio A 
ratio that refl ects the extent to which 
accrual accounting assumptions and 
adjustments have been included in 
computing net income.

E X H I B I T  1 4 . 1 2   S e l e c t e d  C a s h  F l o w  D a t a  f o r  M i c r o s o f t  f o r 
2 0 0 8  a n d  2 0 0 7

(in millions)  2008  2007

Net income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $17,681 $14,065

Cash from operations . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 21,612 17,796

Cash paid for capital expenditures.  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 11,235 3,414

Can you think of some accrual accounting adjustments that 
might cause a difference between net income and cash from 
operations?

S T O P  &  T H I N K
Can
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repay loans or distribute to investors. Th e cash fl ow adequacy ratio, computed as cash from opera-
tions divided by expenditures for fi xed asset additions and acquisitions of new businesses, indicates 
whether a business is a cash cow. Computation of the cash fl ow adequacy ratio for Microsoft is as 
follows:

(in millions) 2008 2007

Cash from operations  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $21,612 $17,796
Cash paid for capital expenditures  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $11,235 $3,414
Cash fl ow adequacy ratio. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1.92 5.21

Th e calculations indicate that in 2007 and 2008, Microsoft’s cash from operations was suffi  cient 
to pay for its capital expansion with something left over. Th is means that Microsoft could pay for 
its expansion without incurring any new debt or seeking funds from investors. Microsoft could 
be considered a cash cow. 2008 cash fl ow ratios for a group 
of companies are presented in Exhibit 14.13.

Southwest Airlines reports negative cash fl ow from oper-
ations as being more than eight times its reported net income. 
Th e rest of the companies in the list each generated enough 
cash fl ow from operations in 2008 to more than pay for all 
their capital expenditures for the year.

Remember that cash fl ow ratios fall outside many fi nan-
cial statement analysis models because the cash fl ow state-
ment hasn’t been around long enough to work its way into 
 traditional models. 

cash fl ow adequacy ratio Cash 
from operations divided by 
expenditures for fi xed asset additions 
and acquisitions of new businesses.

E X H I B I T  1 4 . 1 3   2 0 0 8  C a s h  F l o w  R a t i o s  f o r  S e l e c t e d  U . S . 
C o m p a n i e s

  
Cash Flow/
Net Income  

Cash Flow
Adequacy Ratio

Disney 1.2 3.5

Wal-Mart 1.7 2.0

Home Depot 2.4 3.0

FedEx 3.1 1.2

Southwest Airlines –8.5 –1.6

F Y I
Cash paid for dividends is sometimes added to the denominator 
of the cash fl ow adequacy ratio. With this formulation, the ratio 
indicates whether operating cash fl ow is suffi cient to pay for 
both capital additions and regular dividends to stockholders.

  Because the statement of cash fl ows is a relatively recent requirement, time-tested 
ratios using information from that statement are still developing.
  Cash fl ow ratios are useful in that they can identify instances where accrual-basis 
accounting measures are not providing a complete picture.
  The ratio of cash fl ow to net income highlights when there are signifi cant differences 
between cash from operations and net income.
  The cash fl ow adequacy ratio demonstrates a company’s ability to fi nance its capital 
expansion through cash from operations.

R E M E M B E R  T H I S

B
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L O  8   Potential Pitfalls
WHAT  Understand the limitations of fi nancial statement analysis.
WHY  Financial statement analysis can lead a person to wrongly conclude that opinions and deci-

sions should be solely based on numerical analysis of historical fi nancial statements.
HOW  When using fi nancial statement data to analyze a company, remember that the fi nancial state-

ments do not contain every piece of relevant information about a company.

D O  T H I S . . .D O  T H

Th e numbers below are for Club Zero Company.

Net income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $200,000
Cash from operations  . . . . . . . . . . . . . . . . . . . . . . 300,000
Cash paid for capital expenditures  . . . . . . . . . . . . . 400,000

Using these numbers, compute the following ratio values.

 1 Cash fl ow-to-net income ratio
 2 Cash fl ow adequacy ratio

 S O L U T I O N …

 1 Cash fl ow-to-net income ratio = 

 2 Cash fl ow adequacy ratio = 

Cash from operations
=

$300,000
= 1.50

Net income $200,000

Cash from operations
=

$300,000
= 0.75

Capital expenditures $400,000

Financial statement analysis usually does not give answers, but instead points in directions where 
further investigation is needed. Th is section discusses several reasons why we must be careful not to 
place too much weight on an analysis of fi nancial statement numbers themselves.

Financial Statements Don’t Contain 
All Information
Accountants often mistakenly think that all knowledge in the universe can be summarized in nu-
merical form in fi nancial statements. Accountants love numbers, they love things that balance, and 
they love condensing and summarizing the complexity of business—in short, accountants love fi -
nancial statements. Businesspeople don’t have this emotional relationship with fi nancial statements 
and therefore are able to take a more detached view. Businesspeople should remember that fi nancial 
statements represent just one part of the information spectrum. Microsoft’s fi nancial statements, 
for example, tell nothing about the morale of Microsoft’s employees, about new products being de-
veloped in Microsoft’s research laboratories, or about the strategic plans of Microsoft’s competitors. 
In addition, as discussed in Chapter 2, many valuable economic assets, such as the value of a com-
pany’s own homegrown reputation, brand recognition, and customer loyalty, are not recognized 
in fi nancial statements. Th e danger in fi nancial statement analysis is that, in computing dozens of 
ratios and comparing common-size fi nancial statements across years and among competitors, we 
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can forget there is lots of decision-relevant information to be found outside fi nancial statements. 
Don’t let the attractiveness of the apparent precision of fi nancial statement numbers distract you 
from searching for all relevant information, no matter how imprecise and nonquantitative.

Lack of Comparability
Ratio analysis is most meaningful when ratios can be benchmarked to comparable values for the same 
company in prior years and to ratio values for other companies in the same industry. A problem arises 
when reported fi nancial statement numbers that seem to be comparable are actually measurements 
of diff erent things. For example, some companies list depreciation expense separately and include 
advertising expense as part of selling, general, and administrative expense, whereas others do not list 
depreciation expense separately but do report a separate line for advertising expense. Th is classifi ca-
tion diff erence makes it more diffi  cult to compare the income statements of the two companies.

Another benchmarking diffi  culty arises because many large U.S. companies are  conglomerates, 
meaning that they are composed of divisions operating in diff erent industries, sometimes quite 
unrelated to one another. Th roughout this chapter, Apple, for example, was used as a benchmark 
competitor for Microsoft, but in addition to operating in the software industry, Apple is also heav-
ily involved in the computer hardware business. Th us, a true 
benchmark for Microsoft would be to use (if available) only 
the results for the software segment of Apple.

Finally, comparison diffi  culties arise because not all com-
panies use the same accounting practices. Companies can 
choose diff erent methods of computing depreciation expense, 
cost of goods sold, and bad debt expense. Some companies 
report leased assets as part of property, plant, and equipment 
in the balance sheet, and some companies don’t report leased 
assets anywhere at all on the balance sheet.

Search for the Smoking Gun
Financial case studies are very useful and fun because they allow 
for the discovery of key business insights in the context of real 
situations. When analyzing a case, one feels a bit like Sherlock 
Holmes scouring fi nancial statements to see whether a com-
pany’s problems are caused by poor inventory management, 
short-sighted tax planning, or growing diffi  culties collecting 
receivables. Th is detective mentality can be counterproductive, 
however, because not every company you analyze is going to be 
a candidate for a Harvard Business School case that illustrates one particular management principle. 
For example, not every company suff ering from poor profi tability has one stupendous fl aw that will 
leap out at you as you do your ratio analysis. If you focus too much on trying to “solve” the case and 
fi nd the smoking gun, you may overlook indications of a collection of less spectacular problems.

Anchoring, Adjustment, and Timeliness
Financial statements are based on historical data. A large part of the value of these historical data lies 
in their ability to indicate how a company will perform in the future. Th e danger in performing 
ratio analysis on several years of past data is that we might then tend to focus on the company’s past 
performance and ignore current-year information. All of the analysis performed in this chapter using 
historical data for Microsoft for 2008 and before may tell us less about Microsoft’s operating position 
than the news that Microsoft and the U.S. Department of Justice had reached an agreement on a 
three-year-old antitrust dispute. Th e careful analyst must balance what he or she learns from an anal-
ysis of historical fi nancial statement data with more current data available from diff erent sources.

conglomerates A company com-
prised of a number of divisions, with 
those divisions often operating in 
different industries.

When evaluating information or ratios, care must be taken to assure 
that similar accounting practices have been used across time or 
across companies so that the comparison will be meaningful.

©
 V

IT
AL

IY
 M

IN
SK

, 2
00

9 
/ 

US
ED

 U
N

DE
R 

LI
CE

N
SE

 F
RO

M
 S

HU
TT

ER
ST

O
CK

.C
O

M
 



R
E

V
IE

W
 O

F
  

L
E

A
R

N
IN

G
 O

B
J

E
C

T
IV

E
S

S T U DY        R E V I E W

L O 1   Explain the purpose of fi nancial statement analysis.

• Financial statement analysis is used to
 •  Predict a company’s future profi tability and cash fl ows from its past performance
 •  Evaluate the performance of a company with an eye toward identifying problem areas
• The information provided by fi nancial ratios is greatly enhanced when they are compared with
 •  Past values
 •  Values for other fi rms in the same industry

L O 2   Understand the relationships between fi nancial statement numbers and use ratios in 
analyzing and describing a company’s performance. 

Six of the most commonly used fi nancial ratios are as follows:
• Debt ratio: Percentage of company funding that is borrowed
• Current ratio: Indication of a company’s ability to pay its short-term debts
• Return on sales: Pennies in profi t on each dollar of sales
•  Asset turnover: Measure of effi ciency; number of sales dollars generated by each dollar of assets
• Return on equity: Pennies in profi t for each dollar invested by stockholders
•  Price-earnings ratio: Number of dollars an investor must pay to “buy” the future rights to each dollar of current earnings

L O 3   Use common-size fi nancial statements to compare fi nancial statements across years and 
between companies.

•  Common-size fi nancial statements are the easiest, most intuitive, and fastest tool available for starting an analysis of a 
company’s fi nancial statements.

•  A common-size income statement reveals the number of pennies of each expense for each dollar of sales.
•  The asset section of a common-size balance sheet tells how many pennies of each asset are needed to generate each 

dollar of sales.

R E M E M B E R  T H I S

  There is more to a company and its future than just the information contained in the 
fi nancial statements.

  Care must be taken to ensure that when comparing fi nancial statement information 
across time or across companies at the same point in time, similar accounting 
practices have been used.

  Care must be taken to ensure that current information is included when analyzing 
past data.

692 Part 4 Other Dimensions of Financial Reporting
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L O 4   Understand the DuPont framework and how return on equity can be broken out into 
profi tability, effi ciency, and leverage components. 

The DuPont framework breaks out return on equity (ROE) into three areas:
•  Profi tability: Return on sales is computed as net income divided by sales and is interpreted as the number of pennies in 

profi t generated from each dollar of sales.
•  Effi ciency: Asset turnover is computed as sales divided by assets and is interpreted as the number of dollars in sales 

generated by each dollar of assets.
•  Leverage: Assets-to-equity ratio is computed as assets divided by equity and is interpreted as the number of dollars of 

assets a company is able to acquire using each dollar invested by stockholders.

L O 5   Conduct a focused examination of a company’s effi ciency by using asset-specifi c ratios.

Ratios Formulas

Accounts receivable • Accounts receivable turnover • Sales ÷ Average accounts receivable
• Average collection period • 365 ÷ Accounts receivable turnover

Inventory • Inventory turnover • Cost of goods sold ÷ Average inventory
• Number of days’ sales in inventory • 365 ÷ Inventory turnover

Property, plant, and equipment • Fixed asset turnover • Sales ÷ Average property, plant, and 
equipment

L O 6   Determine the degree of a company’s fi nancial leverage and its ability to repay loans using 
debt-related fi nancial ratios.

• The debt ratio, the debt-to-equity ratio, and the assets-to-equity ratio all measure the level of a company’s leverage.
 •  Debt ratio = Total liabilities ÷ Total assets
 •  Debt-to-equity ratio = Total liabilities ÷ Total stockholders’ equity
 •  Assets-to-equity ratio = Total assets ÷ Total stockholders’ equity
•  The times interest earned ratio (operating income ÷ interest expense) measures how much cushion a company has in 

terms of being able to make its periodic interest payments.

L O 7   Use cash fl ow information to evaluate cash fl ow ratios.

• Cash fl ow ratios are particularly useful when:
 •  Net income is impacted by large noncash expenses
 •  Rapid growth causes cash from operations to be much less than reported net income
 •   Company management has a strong incentive to bias reported net income in order to get a loan or issue shares at 

a favorable price
•  The ratio of cash fl ow to net income highlights when there are signifi cant differences between cash from operations and 

net income.
•  The cash fl ow adequacy ratio demonstrates a company’s ability to fi nance its capital expansion through cash from operations.

L O 8   Understand the limitations of fi nancial statement analysis. 

Financial statement analysis usually does not provide answers but only points out areas in which more information should be 
gathered.

We must be careful not to base a decision solely on an analysis of fi nancial statement numbers because:
•  Financial statements don’t contain all the relevant information.
•  Financial statements sometimes can’t be properly compared among companies because of differences in classifi cation, 

industry mix, and accounting methods.
• Most sets of fi nancial statements will not reveal a smoking gun that, if fi xed, will solve all of a company’s problems.
• Focusing on historical fi nancial statement data may cause us to overlook important current information.
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R e v i e w  P r o b l e m

Financial Statement Analysis
Th e comparative income statements and balance sheets for Montana Corporation for the years ending December 31, 2012 
and 2011, are given here.

Montana Corporation
Income Statements

For the Years Ended December 31, 2012 and 2011

2012 2011

Net sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $600,000 $575,000
Cost of goods sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   500,000   460,000

Gross margin . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $100,000 $115,000

Expenses:
Selling and administrative expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  66,000 $  60,000
Interest expense.  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .       4,000       3,000

Total expenses. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  70,000 $  63,000

Income before taxes. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  30,000 $  52,000
Income taxes . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     12,000     21,000
Net income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  18,000 $  31,000
Earnings per share . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $      1.80 $      3.10

Montana Corporation
Balance Sheets

December 31, 2012 and 2011

2012 2011

Assets
Current assets:

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  11,000 $  13,000
Accounts receivable (net) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 92,000 77,000
Inventory  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 103,000 92,000
Prepaid expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .       6,000       5,000

Total current assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $212,000 $187,000

accounts receivable turnover, 681
asset turnover, 668
assets-to-equity ratio, 678
average collection period, 682
cash fl ow adequacy ratio, 689
cash fl ow-to-net income ratio, 688
common-size fi nancial statements, 673
conglomerates, 691

current ratio, 667
debt ratio, 667
debt-to-equity ratio, 685
DuPont framework, 677
fi nancial ratios, 665
fi nancial statement analysis, 665
fi xed asset (PP&E) turnover, 683
inventory turnover, 682

leverage, 679
liquidity, 667
number of days’ sales in 

inventory, 682
price-earnings (PE) ratio, 669
return on equity ROE, 668
return on sales, 668
times interest earned ratio, 686

K e y  T e r m s  &  C o n c e p t s

(continued )
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Property, plant, and equipment:
Land and building . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  61,000 $  59,000
Machinery and equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   172,000   156,000

Total property, plant, and equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $233,000 $215,000
Less accumulated depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   113,000   102,000
Net property, plant, and equipment  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $120,000 $113,000
Other assets  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $    8,000 $    7,000

Total assets  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $340,000 $307,000

Liabilities and Stockholders’ Equity
Current liabilities:

Accounts payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  66,000 $  55,000
Notes payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . — 23,000
Dividends payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000 —
Income taxes payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .       3,000       5,000

Total current liabilities  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  71,000 $  83,000
Long-term debt  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     75,000     42,000

Total liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $146,000 $125,000
Stockholders’ equity:

Common stock ($1 par)  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  10,000 $  10,000
Paid-in capital in excess of par . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 16,000 16,000
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   168,000   156,000

Total stockholders’ equity . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $194,000 $182,000
Total liabilities and stockholders’ equity . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $340,000 $307,000

Additional information:
Dividends declared in 2012 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $    6,000
Market price per share, December 31, 2012 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $    14.50

Cash fl ow information:
Cash from operations for 2012 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  11,000
Cash paid for capital expenditures for 2012 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  19,000

Required:
Prepare a comprehensive fi nancial statement analysis of Montana Corporation for 2012. Note that though fi nancial state-
ment analysts usually compare data from two or more years, we are more concerned here with the methods of analysis than 
the results, so we will use only one year, 2012.

Solution
1. Key Relationships
Th e computation of the four key ratios for 2012 provides the analyst with an overall view of the company’s performance and gives 
an indication of how well management performed with respect to operations, asset turnover, and debt-equity management.

Computation of Key Ratios (2012)

Operating Performance Asset Turnover
Debt-Equity 

Management
Return on 

Stockholders’ Equity

Net income

Net sales

× Net sales

Average total assets

× Average total assets

Average stockholders' equity

= Net income

Average stockholders' equity

$18,000

$600,000

× $600,000

$323,500

× $323,500

$188,000

= $18,000

$188,000

3.00% × 1.85 times × 1.72 times = 9.57%*

*The factors do not multiply to the product because of rounding.
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2. Analysis of Operating Performance
Operating performance is measured by means of vertical and horizontal analyses of the income statement.

Vertical analysis of the income statement: When the income statement is analyzed vertically, net sales is set at 100%, 
and each item is shown as a percentage of net sales.

Montana Corporation
Vertical Analysis of Income Statement

For the Year Ended December 31, 2012

Net sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $600,000 100.0%
Cost of goods sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   500,000   83.3

Gross margin . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $100,000   16.7%
Expenses:

Selling and administrative expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  66,000 11.0%
Interest expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .       4,000     0.7

Total expenses  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  70,000   11.7%
Income before taxes . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  30,000 5.0%
Income taxes . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     12,000     2.0
Net income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  18,000     3.0%

3. Analysis of Asset Turnover and Utilization
Asset turnover and utilization are analyzed by performing vertical analysis of the balance sheet.

Montana Corporation
Vertical Analysis of the Balance Sheet (as a % of sales)

December 31, 2012

Assets
Current assets:

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  11,000 1.8%
Accounts receivable (net) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 92,000 15.3
Inventory  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 103,000 17.2
Prepaid expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .       6,000   1.0

Total current assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $212,000 35.3%
Property, plant, and equipment:

Land and building . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  61,000 10.2%
Machinery and equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   172,000 28.7

Total property, plant, and equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $233,000 38.8%*
Less accumulated depreciation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   113,000 18.8
Net property, plant, and equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $120,000 20.0%
Other assets  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $    8,000   1.3%

Total assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $340,000 56.7%*

Liabilities and Stockholders’ Equity

Current liabilities:
Accounts payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  66,000 11.0%
Dividends payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,000 0.3
Income taxes payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .       3,000   0.5

Total current liabilities  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  71,000 11.8%
Long-term debt  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     75,000 12.5

(continued )
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Total liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $146,000 24.3%
Stockholders’ equity . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   194,000 32.3

Total liabilities and stockholders’ equity . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $340,000 56.7%*
*Note: Because of rounding, the percentages don’t always add up exactly.

4. Common Ratios

a. Debt ratio:

b. Current ratio:

c. Return on sales:

d. Asset turnover ratio:

Net sales
=

$600,000
=

$600,000
= 1.85

Average total assets $340,000 + $307,000 $323,500
2

e. Return on stockholders’ equity:

Net income
=

$18,000
=

$18,000
= 9.6%

Average stockholders' equity $194,000 + $182,000 $188,000
2

f. Price-earnings ratio:

Total liabilities
=

$146,000
= 42.9%

Total assets $340,000

Current assets
=

$212,000
= 2.99

Current liabilities $71,000

Net income
=

$18,000
= 0.03

Net sales $600,000

Market price per share
=

$14.50
= 8.1

Earnings per share $1.80

 P U T  I T  O N  PA P E R

D i s c u s s i o n  Q u e s t i o n s

 1.  Financial statement analysis can be used to identify a 
company’s weak areas so that management can work 
 toward improvement. Can fi nancial statement analysis 
be used for any other purpose? Explain.

 2.  “An analysis of a company’s fi nancial ratios reveals the 
underlying reasons for the company’s problems.” Do 
you agree or disagree? Explain.

 3.  What benchmarks can be used to add meaning to a 
computed fi nancial ratio value?

 4.  What characteristic of a company does current ratio 
measure?

 5.  Company A has a return on sales of 6%. Is this a high 
value for return on sales?

 6.  How does the price-earnings ratio diff er from most 
other fi nancial ratios?

 7.  What is a common-size fi nancial statement? What are 
its advantages?

 8.  What other types of information should be gathered if 
an analysis of common-size fi nancial statements suggests 
that a company has problems?

 9.  What is the most informative section of the common-
size balance sheet? Explain.

10.  What is the purpose of the DuPont framework?
11.  Identify the three ROE components represented in the 

DuPont framework and tell what ratio summarizes a 
company’s performance in each area.
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What Is a Financial Ratio?
A fi nancial ratio is a

a.  Key source of external fi nancing for most publicly traded companies.
b.  Relationship between fi nancial statement amounts.
c.  Stockbroker who performs fi nancial statement analysis.
d.  Trend in a number over time.
e.  Complete set of the three primary fi nancial statements.

Usefulness of Financial Ratios
Th e usefulness of fi nancial ratios is greatly enhanced when the values are

a.  Computed by the SEC.
b.  Compared to values for companies in diff erent industries.
c.  Compared to past values of the same ratio for the same company.
d.  Compared to the retained earnings balance.
e.  Included in the body of the statement of cash fl ows.

Financial Ratios Defi ned
Write the formula for computing each of the following fi nancial ratios.

a.  Debt ratio
b.  Current ratio
c.  Return on sales
d.  Asset turnover
e.  Return on equity
f.  Price-earnings ratio

Debt Ratio
Using the following data, compute the debt ratio.

Accounts Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $    3,500
Accounts Receivable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,000
Building . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 65,000
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,100
Capital Stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 24,300
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12.  What further analysis can be done if the DuPont calcula-
tions suggest that a company has a profi tability problem?

13.  What can the inventory turnover ratio tell us?
14.  How is fi xed asset turnover calculated, and what does 

the resulting ratio value mean?
15.  What does the debt-to-equity ratio measure?
16.  From the standpoint of a lender, which is more 

 attractive: a high times interest earned ratio or a low 
times interest earned ratio? Explain.

17.  Why are cash fl ow ratios often excluded from fi nancial 
analysis models?

18.  Why is it especially important to look at cash fl ow data 
when examining a fi rm that is preparing to make an 
 application for a large loan?

19.  What does it mean when the value of a company’s cash 
fl ow adequacy ratio is less than one? 

20.  What factors can reduce comparability among fi nancial 
statements?

21.  What is the danger in focusing a fi nancial analysis 
solely on the data found in the historical fi nancial 
 statements?

P r a c t i c e  E x e r c i s e s

(continued )
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Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $    4,100
Land . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 14,000
Long-Term Notes Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 32,000
Market Value of Equity  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 103,000
Net Income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,000
Retained Earnings (ending)  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 24,000
Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 105,000
Short-Term Notes Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,700
Stockholders’ Equity . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 48,300
Unearned Revenue . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,700

Current Ratio
Refer to the data in PE 14-4. Compute the current ratio.

Return on Sales
Refer to the data in PE 14-4. Compute return on sales.

Asset Turnover
Refer to the data in PE 14-4. Compute asset turnover.

Return on Equity
Refer to the data in PE 14-4. Compute return on equity.

Price-Earnings Ratio
Refer to the data in PE 14-4. Compute the price-earnings ratio.

Common-Size Income Statement
Using the following data, prepare a common-size income statement.

Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $75,000
Cost of goods sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   40,000
Gross profi t . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $35,000
Operating expenses:

Sales and marketing . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $3,000
General and administrative  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   8,000

Total operating expenses  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   11,000
Operating income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $24,000
Interest expense. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     4,000
Income before income taxes . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $20,000
Income tax expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     3,500
Net income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $16,500
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Comparative Common-Size Income Statements
Using the following data, (1) prepare comparative common-size income statements for years 1 and 
2 and (2) briefl y outline why return on sales is lower in year 2 (1.8%) compared to year 1 (7.0%).

Year 2 Year 1

Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $100,000 $80,000
Cost of goods sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     70,000   50,000

Gross profi t  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  30,000 $30,000
Operating expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     25,000   20,000
Operating income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $    5,000 $10,000
Interest expense. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .       2,000     2,000
Income before income taxes . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $    3,000 $  8,000
Income tax expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .       1,200     2,400
Net income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $    1,800 $  5,600

Common-Size Balance Sheet
Using the following data, prepare a common-size balance sheet. Sales for the year were $75,000.

Assets
Current assets:

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $4,800
Accounts receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9,300
Inventory  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   6,000

Total current assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $20,100
Property, plant, and equipment (net)  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 33,000
Goodwill  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     5,700

Total assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $58,800

Liabilities and Stockholders’ Equity
Current liabilities:

Accounts payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $7,200
Unearned revenue . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   3,800

Total current liabilities  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $11,000
Long-term debt  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   18,000

Total liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $29,000
Capital stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15,000
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   14,800

Total liabilities and stockholders’ equity . . . . . . . . . . . . . . . . . . . . . . . . . . $58,800

Common-Size Balance Sheet Standardized Using Total Assets
Refer to the data in PE 14-12. Prepare a common-size balance sheet using total assets to standardize 
each amount instead of using total sales.

Comparative Common-Size Balance Sheets
Using the following data, (1) prepare comparative common-size balance sheets for years 1 and 2 
(standardized by sales) and (2) briefl y outline any signifi cant changes from year 1 to year 2. Sales 
for year 1 were $80,000, and sales for year 2 were $100,000.
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Year 2 Year 1

Assets
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  4,000 $  3,200
Accounts receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,000 6,400
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 17,000 15,000
Property, plant, and equipment (net)  . . . . . . . . . . . . . . . . . . . . . . . . . . . .   25,000   25,000

Total assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $54,000 $49,600

Liabilities and Stockholders’ Equity
Accounts payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  9,000 $  7,200
Long-term debt  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   20,000   20,000

Total liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $29,000 $27,200
Capital stock . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15,000 15,000
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   10,000     7,400

Total liabilities and stockholders’ equity . . . . . . . . . . . . . . . . . . . . . . . . . $54,000 $49,600

DuPont Framework Defi ned
1.  List the three ratios that combine to form the DuPont framework. Also, list the formulas 

used to compute each ratio.
2.  Give a brief intuitive explanation of the interpretation of the values of each of the three 

ratios.

Computation of Return on Equity Using the DuPont Framework
Using the following DuPont framework ratios, compute return on equity for year 1, year 2, and 
year 3.

Year 3 Year 2 Year 1

Return on sales  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20.7% 19.6% 18.9%
Asset turnover . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0.53 0.51 0.47
Assets-to-equity ratio  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1.35 1.30 1.28

Analysis of Return on Equity Using the DuPont Framework
Refer to the data in PE 14-16. Briefl y explain why the company’s return on equity increased from 
year 1 to year 3.

DuPont Framework Computations
Using the following data, compute return on equity, return on sales, asset turnover, and the assets-to-
equity ratio.

Total assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $140,000
Interest expense. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $6,000
Total stockholders’ equity . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $70,000
Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $250,000
Net income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $25,000
Total liabilities  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $70,000
Market value of equity . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $170,000
Current ratio  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.48
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DuPont Framework Computations
Using the following data, compute return on equity, return on sales, asset turnover, and the assets-
to-equity ratio.

Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $500,000
Cash fl ow from operating activities  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $15,000
Net income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $30,000
Total assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $350,000
Total liabilities  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $200,000
Price-earnings ratio  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 17.4

DuPont Framework Intuition Test
Return on equity can be computed by dividing net income by stockholders’ equity. It can also be 
computed by multiplying return on sales, asset turnover, and the assets-to-equity ratio. Using the 
defi nitions of the various ratios, show why both of these approaches yield the same answer.

Accounts Receivable Turnover
Using the following data, calculate Pace Company’s accounts receivable turnover.

Accounts receivable balance, December 31 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  60,000
Inventory balance, December 31 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 45,000
Sales revenue  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 650,000
Cost of goods sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 350,000
Accounts receivable balance, January 1 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 52,000

Average Collection Period
Refer to the data in PE 14-21. Calculate Pace Company’s average collection period.

Inventory Turnover
Using the following data, compute inventory turnover.

Inventory, December 31, year 1  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  82,000
Cost of goods sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 342,000
Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 694,000
Inventory, January 1, year 1  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 74,000

Number of Days’ Sales in Inventory
Refer to the data in PE 14-23. Compute the number of days’ sales in inventory.

Fixed Asset Turnover
Using the following data, compute the fi xed asset turnover.

Current assets, end of year . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  50,000
Fixed assets, end of year . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 300,000
Fixed assets, beginning of year . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 340,000
Sales during the year . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 760,000
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Debt Ratio
Using the following information, compute the debt ratio.

Total liabilities  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $247,500
Annual interest expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,204
Total assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 542,850
Income before interest and taxes . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 62,030

Debt-to-Equity Ratio
Refer the data in PE 14-26. Compute the debt-to-equity ratio.

Times Interest Earned Ratio
Refer the data in PE 14-26. Compute the times interest earned ratio.

When Operating Cash Flow Information Is Particularly Valuable
Which one of the following is not a situation in which cash fl ow data can provide a better picture 
of a company’s economic performance than does net income?

a.  A company preparing for an initial public off ering
b.  A company experiencing rapid growth
c.  A company reporting large noncash expenses
d.  A company with high asset turnover
e.  A company preparing to apply for a large loan

Cash Flow-to-Net Income Ratio
Using the following information, compute the cash fl ow-to-net income ratio.

Total revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $300,000
Cash expenses  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 115,000
Noncash expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 160,000
Cash paid for capital expenditures . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60,000
Cash from operations . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 35,000

Cash Flow Adequacy Ratio.
Refer the data in PE 14-30. Compute the cash fl ow adequacy ratio.

Potential Pitfalls of Financial Statement Analysis
Which one of the following statements is true with respect to fi nancial statement analysis?

a.  All aspects of a business can be summarized neatly into the three primary fi nancial statements.
b.  Comparing the fi nancial statements of diff erent companies is relatively easy, because all 

companies are required to use the same fi nancial statement formats and classifi cations.
c.  Every company examined using fi nancial statement analysis will be found to have at least 

one prominent fl aw.
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Computation of Ratios
Th e balance sheet for Tony Corporation is as follows.

Tony Corporation
Balance Sheet

December 31, 2012

Assets
Current assets:

Cash. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  15,000
Accounts receivable. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     21,000

Total current assets  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  36,000
Long-term investments  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000
Property, plant, and equipment. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     60,000

Total assets. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $126,000

Liabilities and Stockholders’ Equity
Current liabilities:

Accounts payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  19,000
Salaries payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .       9,000

Total current liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  28,000
Long-term liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     23,000

Total liabilities  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  51,000
Stockholders’ equity:

Paid-in capital  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  50,000
Retained earnings  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     25,000

Total stockholders’ equity  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  75,000
Total liabilities and stockholders’ equity  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $126,000

In addition, the following information for 2012 has been assembled:

Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $300,000
Net income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 17,000
Market value at December 31, 2012 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 180,000

Compute the following ratios:
1.  Debt ratio
2.  Current ratio
3.  Return on sales
4.  Asset turnover
5.  Return on equity
6.  Price-earnings ratio
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Ratios and Computing Missing Values
Th e balance sheet for Rodman Company is as follows.

Rodman Company
Balance Sheet

December 31, 2012

Assets
Current assets:

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $         (a)
Accounts receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     55,000

Total current assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $         (b)
Long-term investments . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 35,000
Property, plant, and equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   120,000

Total assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $         (c)

Liabilities and Stockholders’ Equity
Current liabilities:
Account payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  64,000
Income taxes payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .            (d)

Total current liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  80,000
Long-term liabilities. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .            (e)

Total liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $          (f)
Stockholders’ equity:

Paid-in capital . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $         (g)
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     78,500

Total stockholders’ equity . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $          (h)

Total liabilities and stockholders’ equity . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $           (i)

In addition, the following information for 2012 has been assembled:

Debt ratio  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50%
Current ratio  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1.2

Compute the missing values (a) through (i).

Computations Using Ratios
Th e following information for Chong Lai Company for 2012 has been assembled.

Market value at December 31, 2012 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $600,000
Total liabilities  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $100,000
Debt ratio  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 40%
Return on sales  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10%
Asset turnover . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.0

Compute the following:
1.  Total assets
2.  Sales
3.  Net income
4.  Price-earnings ratio

L O  2

E  1 4 - 3 4

L O  2

E  1 4 - 3 5



706 Part 4 Other Dimensions of Financial Reporting

Common-Size Income Statement
Comparative income statements for King Engineering Company for 2012 and 2011 are given 
below.

2012 2011

Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 885,000 $ 545,000
Cost of goods sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .    (570,000)    (305,000)

Gross profi t on sales  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 315,000 $  240,000
Selling and general expenses  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .    (106,000)     (84,000)

Operating income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 209,000 $  156,000
Interest expense. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .      (35,000)     (20,000)

Income before income tax . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 174,000 $  136,000
Income tax expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .      (52,000)     (41,000)

Net income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 122,000 $  95,000

1.  Prepare common-size income statements for King Engineering Company for 2012 and 
2011.

2.  Return on sales for King Engineering is lower in 2012 than in 2011. What expense or 
expenses are causing this lower profi tability?

Common-Size Balance Sheet
Th e following data are taken from the comparative balance sheet prepared for Warren Road 
 Company:

2012 2011

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  34,000 $  25,000
Accounts receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 43,000 40,000
Inventories . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 68,000 30,000
Property, plant, and equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     91,000     55,000

Total assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $236,000 $150,000

Sales for 2012 were $1,000,000. Sales for 2011 were $800,000.
1.  Prepare the asset section of a common-size balance sheet for Warren Road Company for 

2012 and 2011.
2.  Overall, Warren Road is less effi  cient at using its assets to generate sales in 2012 than in 

2011. What asset or assets are responsible for this decreased effi  ciency?

Common-Size Balance Sheet
Th e following data are taken from the comparative balance sheet prepared for Elison Company:

2012 2011

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  75,000 $  68,000
Accounts receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 86,000 75,000
Inventories . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150,000 80,000
Property, plant, and equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   200,000   130,000

Total assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $511,000 $353,000
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Sales for 2012 were $2,000,000. Sales for 2011 were $1,800,000.
1.  Prepare the asset section of a common-size balance sheet for Elison Company for 2012 

and 2011.
2.  Overall, Elison is less effi  cient at using its assets to generate sales in 2012 than in 2011. 

What asset or assets are responsible for this decreased effi  ciency?

Common-Size Income Statement
Comparative income statements for Callister Company for 2012 and 2011 are given below.

2012 2011

Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,600,000 $900,000
Cost of goods sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   1,020,000   480,000

Gross profi t . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $   580,000 $420,000
Selling and administrative expenses . . . . . . . . . . . . . . . . . . . . . . . . . .      200,000   160,000

Operating income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $   380,000 $260,000
Interest expense. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .        80,000     60,000

Income before taxes . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $   300,000 $200,000
Income tax expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .        90,000     60,000

Net income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $   210,000 $140,000

1.  Prepare common-size income statements for Callister Company for 2012 and 2011.
2.  Th e profi t margin for Callister is lower in 2012 than in 2011. What expense or expenses 

are causing this lower profi tability?

Income Statement Analysis
You have obtained the following data for Lindsey Garns Company.

Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $500,000
Gross profi t (as a percentage of sales) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 25%
Return on sales  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10%
Operating expenses (as a percentage of sales) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12%

Based on the above data, determine the following:
1.  Cost of goods sold
2.  Net income
3.  Operating expenses
4.  Income taxes (assume there are no other expenses or revenues)

Income Statement and Balance Sheet Analysis
Answer each of the following independent questions:

1.  Nicholas Toy Company had a net income for the year ended December 31, 2012, of 
$72,000. Its total assets at December 31, 2012, were $1,860,000. Its total stockholders’ 
equity at December 31, 2012, was $910,000. Calculate Nicholas Toy’s return on equity.

2.  On January 1, 2012, Andrew’s Bookstore had current assets of $293,000 and current li-
abilities of $185,000. By the end of the year, its current assets had increased to $324,000 
and its current liabilities to $296,000. Did the current ratio change during the year? If 
so, by how much?

3.  Th e total liabilities and stockholders’ equity of Ryan James Corporation is $750,000. 
Its current assets equal 40% of total assets and the current ratio is 2.0. Further, the ratio 
of stockholders’ equity to total liabilities is 3 to 1. Determine (a) the amount of current 
liabilities and (b) the debt ratio.
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DuPont Framework
Th e following information is for Calle Concordia Company:

2012 2011 2010

Current assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  40,000 $  35,000 $  50,000
Total assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 110,000 90,000 100,000
Current liabilities. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000 15,000 15,000
Total liabilities  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000 40,000 50,000
Stockholders’ equity . . . . . . . . . . . . . . . . . . . . . . . . . . . 60,000 50,000 50,000
Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 500,000 400,000 400,000
Net income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 35,000 17,000 8,000

For the years 2010, 2011, and 2012, compute:
1. Return on equity
2.  Return on sales
3.  Asset turnover
4.  Assets-to-equity ratio

DuPont Framework
Th e numbers below are for Iff y Company and Model Company for the year 2011:

Iffy Model

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $     120 $     900
Accounts receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 600 4,500
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 480 6,000
Property, plant, and equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,440 15,000
Total liabilities  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,190 18,150
Stockholders’ equity . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,450 8,250
Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10,000 75,000
Cost of goods sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9,200 66,750
Wage expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 700 5,250
Net income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100 3,000

1.  Compute return on equity, return on sales, asset turnover, and the assets-to-equity ratio 
for both Iff y and Model.

2.  Briefl y explain why Iff y’s return on equity is lower than Model’s.

DuPont Framework
Th e numbers for Faulty Company and Benchmark Company for the year 2012 are as follows:

Faulty Benchmark

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $     140 $     500
Accounts receivable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 900 2,740
Inventory  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,200 6,100
Property, plant, and equipment. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,800 6,300
Total liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3,780 11,730
Stockholders’ equity  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,260 3,910
Sales  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12,000 45,000
Cost of goods sold  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7,650 32,100
Wage expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,300 4,200
Other expenses. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,940 7,760
Net income. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 110 940
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1.  Compute return on equity, return on sales, asset turnover, and the assets-to-equity ratio 
for both Faulty and Benchmark.

2.  Briefl y explain why Faulty’s return on equity is lower than Benchmark’s.

DuPont Framework
Th e following information is for Ina Company:

2012 2011 2010

Total assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $200,000 $160,000 $180,000
Total liabilities  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 90,000 80,000 100,000
Stockholders’ equity . . . . . . . . . . . . . . . . . . . . . . . . . . . 110,000 80,000 80,000
Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 800,000 600,000 600,000
Net income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 40,000 20,000 10,000

For the years 2010, 2011, and 2012, compute:
1.  Return on equity
2.  Profi t margin
3.  Asset turnover
4.  Assets-to-equity ratio

DuPont Framework for Analyzing Financial Statements
Th e income statement and balance sheet for Rollins Company are provided below. Using the 
 DuPont framework, compute the profi t margin, asset turnover, assets-to-equity ratio, and resulting 
return on equity for the year 2012.

Rollins Company
Income Statement

For the Year Ended December 31, 2012

Revenue from services . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $200,000
Operating expenses:

Insurance expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $    6,000
Rent expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,500
Offi ce supplies expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000
Salaries expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   100,000   112,500

Net income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  87,500

Rollins Company
Balance Sheet

December 31, 2012

Assets Liabilities and Owners’ Equity

Cash . . . . . . . . . . . . . . . . . . . . . $  30,000 Accounts payable . . . . . . . . . . . . $  80,000
Accounts receivable . . . . . . . . . . 60,000 Capital stock . . . . . . . . . . . . . . . 75,000
Notes receivable  . . . . . . . . . . . . 15,000 Retained earnings . . . . . . . . . . . .   180,000
Machinery . . . . . . . . . . . . . . . . .   230,000 Total liabilities and

owners’ equity . . . . . . . . . . .Total assets . . . . . . . . . . . . . . $335,000 $335,000
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DuPont Framework for Analyzing Financial Statements
Using the income statement and balance sheet for Kau and Sons Co., compute the three compo-
nents of return on equity—profi tability, effi  ciency, and leverage—based on the DuPont framework, 
for the year 2012.

Kau and Sons Co.
Income Statement

For the Year Ended December 31, 2012

Revenues . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $320,000
Expenses:

Supplies expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $124,000
Salaries expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 33,200
Utilities expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7,100
Rent expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 29,000
Other expenses  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .       7,700   201,000

Net income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $119,000

Kau and Sons Co.
Balance Sheet

December 31, 2012

Assets Liabilities and Owners’ Equity

Cash . . . . . . . . . . . . . . . . . . . . . $  52,100 Accounts payable . . . . . . . . . . . . $  29,800
Accounts receivable . . . . . . . . . . 34,900 Notes payable . . . . . . . . . . . . . . 56,200
Supplies  . . . . . . . . . . . . . . . . . . 46,700 Capital stock . . . . . . . . . . . . . . . 80,000
Land . . . . . . . . . . . . . . . . . . . . . 70,000 Retained earnings . . . . . . . . . . . .   304,800
Buildings . . . . . . . . . . . . . . . . . .   267,100 Total liabilities

and owners’ equity  . . . . . . .Total assets . . . . . . . . . . . . . . $470,800 $470,800

DuPont Framework
DuPont framework data for four industries are presented below.

Assets-to-
Equity Ratio Asset Turnover Return on Sales

Retail jewelry stores . . . . . . . . . . . . . . 1.578 1.529 0.050
Retail grocery stores  . . . . . . . . . . . . . 1.832 5.556 0.014
Electric service companies . . . . . . . . . 2.592 0.498 0.069
Legal services fi rms . . . . . . . . . . . . . . 1.708 3.534 0.083

For the four industries, compute:
 1.  Return on assets
 2.  Return on equity

Financial Statement Analysis
You have obtained the following data for Jacob Company for the year ended December 31, 2012. 
(Some income statement items are missing.)
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Cost of goods sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $485,000
General and administrative expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80,000
Interest expense. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,500
Net income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12,000
Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 790,000
Tax expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,000

Answer each of the following questions:
1.  What is the total gross profi t?
2.  What is the amount of operating income?
3.  What is the amount of other operating expenses (in addition to general and administra-

tive expenses)?
4.  What is the gross profi t percentage (that is, gross profi t as a percentage of sales)?
5.  If the return on assets is 4%, what are the total assets?
6.  If the return on stockholders’ equity is 8%, what is the stockholders’ equity?
7.  What is the return on sales?
8.  What is the income tax rate? (Tax expense/Income before taxes)

Accounts Receivable Effi ciency
Th e following are summary fi nancial data for Parker Enterprises, Inc., and Boulder, Inc., for three 
recent years:

Year 3 Year 2 Year 1

Net sales (in millions):
Parker Enterprises, Inc. . . . . . . . . . . . . . . . . . . . . . . . . . . $15,000 $16,000 $17,000
Boulder, Inc. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 26,000 22,000 20,000

Net accounts receivable (in millions):
Parker Enterprises, Inc. . . . . . . . . . . . . . . . . . . . . . . . . . . 3,000 3,750 3,800
Boulder, Inc. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,500 9,000 10,000

1.  Using the above data, compute the accounts receivable turnover (rounded to the 
nearest hundredth) and average collection period (rounded to the nearest tenth) for 
each company for years 2 and 3.

2.  Which company appears to be managing its accounts receivable more effi  ciently?

Inventory Ratios
Th e following data are available for 2012, regarding the inventory of two companies.

Atkins
Computers

Burbank
Electronics

Beginning inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  50,000 $   100,000
Ending inventory  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60,000 115,000
Cost of goods sold  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 750,000 1,000,000

Compute inventory turnover (round to the nearest hundredth) and number of days’ sales in inven-
tory (round to the nearest tenth) for both companies. Which company is managing its inventory 
more effi  ciently?
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Fixed Asset Turnover
Th e Store Next Door reported the following asset values in 2011 and 2012:

2012 2011

Cash  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $    5,000 $  27,000
Accounts receivable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 500,000 430,000
Inventory  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 550,000 480,000
Land. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 300,000 280,000
Buildings. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 800,000 660,000
Equipment  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150,000 110,000

In addition, Th e Store Next Door had sales of $3,200,000 in 2012. Cost of goods sold for the year 
was $1,900,000.

Compute Th e Store Next Door’s fi xed asset turnover ratio for 2012.

Computation of Debt-Related Financial Ratios 
Th e following information comes from the fi nancial statements of Gwynn Company:

Long-term debt  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $50,000
Total liabilities  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 78,000
Total stockholders’ equity . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 40,000
Operating income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 16,000
Interest expense. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,000

Compute the following ratio values:
1.  Debt ratio
2.  Debt-to-equity ratio
3.  Times interest earned ratio

Cash Flow Ratios
Below are data extracted from the fi nancial statements of Perfume Pagoda Company.

Perfume Pagoda Company
Selected Financial Statement Data

For the Years Ended December 31, 2012 and 2011

2012 2011

Net income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $55,000 $  75,000
Cash from operating activities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 43,000 230,000
Cash paid for purchase of fi xed assets. . . . . . . . . . . . . . . . . . . . . . . . . . 50,000 240,000
Cash paid for interest . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 25,000 30,000
Cash paid for income taxes . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 30,000 55,000

Compute the following for both 2011 and 2012:
1.  Cash fl ow-to-net income ratio
2.  Cash fl ow adequacy ratio
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P r o b l e m s

Computing and Using Common Ratios
Th e following information is for the year 2012 for Millard Company and Grantsville Company, 
which are in the same industry:

Millard Grantsville

Current assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $30,000 $90,000
Long-term assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $55,000 $160,000
Current liabilities. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $15,000 $80,000
Long-term liabilities. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $20,000 $130,000

Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $250,000 $850,000
Net income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $7,500 $15,000

Market price per share . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $15 $50
Number of shares outstanding. . . . . . . . . . . . . . . . . . . . . . . . . . 6,000 shares 3,000 shares

Required:
Compute the following:

1.  Current ratio
2.  Debt ratio
3.  Return on sales
4.  Asset turnover
5.  Return on equity
6.  Price-earnings ratio

Financial Ratios
Th e following information for Superstar Company is provided:

Current assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $215,000
Long-term assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $780,000
Current liabilities. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $120,000
Long-term liabilities. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $330,000
Owners’ equity . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $545,000

Sales for year  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,875,000
Net income for year . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $178,000

Average market price per share  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $90.00
Average number of shares outstanding  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000

Required:
1.  Compute the current ratio, debt ratio, return on sales, return on equity, asset turnover, 

and price-earnings ratio.
2.  Interpretive Question: What do these ratios show for Superstar?
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Working Backwards Using Common Ratios
Th e following information for Steven Benjamin Company for 2012 has been assembled:

Price-earnings ratio  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 39.0
Stockholders’ equity . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $150,000
Debt ratio  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 80%
Net income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $41,000
Asset turnover . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0.75
Current liabilities. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $135,000
Long-term assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $280,000

Required:
Compute the following:

1.  Return on equity
2.  Total assets
3.  Sales
4.  Return on sales
5.  Current ratio
6.  Total market value of shares

Common-Size Income Statement
Operations for Janelle Company for 2011 and 2012 are summarized below.

2012 2011

Net sales  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $600,000 $560,000
Cost of goods sold  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   430,000   300,000
Gross profi t on sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $170,000 $260,000
Selling and general expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   130,000   150,000
Operating income  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  40,000 $110,000
Interest expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     50,000     45,000
Income (loss) before income tax . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ (10,000) $  65,000
Income tax (refund)  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .       3,000     20,000
Net income (loss)  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $   (7,000) $  45,000

Required:
1.  Prepare common-size income statements for 2012 and 2011.
2.  What caused Janelle’s profi tability to decline so dramatically in 2012?

Common-Size Financial Statements
Below are fi nancial statement data for Wong Shek Company for the years 2011 and 2012.

Wong Shek Company
Financial Statements
For 2011 and 2012

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $     14 $  10
Receivables . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 35 27
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 230 153
Property, plant, and equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .      221   190

Total assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $   500 $380
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Accounts payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $   106 $    74
Long-term debt  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .      217     217

Total liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $   323 $  291
Paid-in capital . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $   113 $    50
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .        64       39

Total liabilities and equity . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $   500 $  380
Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,000 $  700
Cost of goods sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .      (700) $(500)

Gross profi t  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $   300 $  200
Operating expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .      (240)      (160)
Operating profi t . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $     60 $    40
Interest expense. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .        (22)        (22)
Income before taxes . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $     38 $    18
Income tax expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .        (13)         (6)

Net income  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $     25 $    12

Required:
1.  Prepare common-size fi nancial statements for Wong Shek for 2011 and 2012.
2.  Did Wong Shek do better or worse in 2012 compared with 2011? Explain your answer.

Common-Size Financial Statements
Th e comparative income statements and balance sheets for Clarksville Corporation for the years 
2010, 2011, and 2012 are given below.

Clarksville Corporation
Comparative Income Statements

For the Years Ended December 31

2012 2011 2010

Net sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $5,700,000 $6,600,000 $3,800,000
Cost of goods sold . . . . . . . . . . . . . . . . . . . . . . .   4,000,000   4,800,000   2,520,000
Gross profi t on sales  . . . . . . . . . . . . . . . . . . . . . $1,700,000 $1,800,000 $1,280,000
Selling expense . . . . . . . . . . . . . . . . . . . . . . . . . $1,120,000 $1,200,000 $   960,000
General expense  . . . . . . . . . . . . . . . . . . . . . . . .      400,000      440,000      400,000
Total operating expenses  . . . . . . . . . . . . . . . . . . $1,520,000 $1,640,000 $1,360,000

Operating income (loss)  . . . . . . . . . . . . . . . . . . . $   180,000 $   160,000 $    (80,000)
Other revenue (expense) . . . . . . . . . . . . . . . . . . .        80,000      130,000      160,000
Income before taxes . . . . . . . . . . . . . . . . . . . . . . $   260,000 $   290,000 $     80,000
Income tax . . . . . . . . . . . . . . . . . . . . . . . . . . . . .        80,000        85,000        20,000
Net income . . . . . . . . . . . . . . . . . . . . . . . . . . . . $   180,000 $   205,000 $     60,000

Clarksville Corporation
Comparative Balance Sheets

December 31, 2012, 2011, and 2010

2012 2011 2010

Assets:
Current assets . . . . . . . . . . . . . . . . . . . . . . . . $   855,000 $   955,500 $   673,500
Land, building, and equipment . . . . . . . . . . . . . 1,275,000 1,075,000 925,000
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2012 2011 2010

Intangible assets . . . . . . . . . . . . . . . . . . . . . . . $   100,000 $   100,000 $   100,000
Other assets  . . . . . . . . . . . . . . . . . . . . . . . . .        48,000        60,500        61,500

Total assets  . . . . . . . . . . . . . . . . . . . . . . . . $2,278,000 $2,191,000 $1,760,000
Liabilities:

Current liabilities . . . . . . . . . . . . . . . . . . . . . . . $   410,000 $   501,000 $   130,000
Long-term liabilities . . . . . . . . . . . . . . . . . . . . .      400,000      600,000      400,000

Total liabilities . . . . . . . . . . . . . . . . . . . . . . . $   810,000 $1,101,000 $   530,000
Stockholders’ equity:

Paid-in capital . . . . . . . . . . . . . . . . . . . . . . . . . $1,100,000 $   800,000 $1,000,000
Retained earnings . . . . . . . . . . . . . . . . . . . . . .      368,000      290,000      230,000

Total stockholders’ equity . . . . . . . . . . . . . . . $1,468,000 $1,090,000 $1,230,000

Total liabilities and stockholders’ equity . . . . . $2,278,000 $2,191,000 $1,760,000

Required:
1.  Prepare common-size income statements and balance sheets for Clarksville for 2010, 

2011, and 2012.
2.  Summarize any trends you see in Clarksville’s numbers from 2010 to 2012.

DuPont Analysis
Financial information (in thousands of dollars) relating to three diff erent companies follows.

Browne 
Company

Badie 
Company

Millie
Company

Net sales  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 70,000 $40,000 $30,000
Net income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15,000 2,500 1,000
Total assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 240,000 30,000 5,000
Total equity  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 110,000 13,000 2,500

Required:
1.  Compute the following ratios:
 a.  Return on sales
 b.  Asset turnover
 c.  Assets-to-equity ratio
 d.  Return on equity
2.  Interpretive Question: Assume the three companies are (a) a large department store, 

(b) a large supermarket, and (c) a large electric utility. Based on the above information, 
identify each company. Explain your answer.

DuPont Analysis
Refer to the fi nancial statement information in P 14-60 for Clarksville Corporation.

Required:
For the years 2010, 2011, and 2012, compute the following ratios:

1.  Return on sales
2.  Asset turnover
3.  Assets-to-equity ratio
4.  Return on equity
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Ratio Analysis
Th e following fi nancial data are taken from the records of Big Brother Company.

Big Brother Company
Comparative Balance Sheet

December 31, 2012 and 2011

2012 2011

Assets:
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  38,000 $  23,000
Accounts receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 11,000 15,000
Inventory  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 220,000 195,000
Property, plant, and equipment  . . . . . . . . . . . . . . . . . . . . . . . . . . . .     70,000     70,000

Total assets  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $339,000 $303,000
Liabilities and stockholders’ equity:

Current liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  52,000 $  36,000
Noncurrent liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 175,000 170,000
Stockholders’ equity . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   112,000     97,000

Total liabilities and stockholders’ equity . . . . . . . . . . . . . . . . . . . . . $339,000 $303,000

Big Brother Company
Comparative Income Statement

For the Years Ended December 31, 2012 and 2011

2012 2011

Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $463,000 $345,000
Cost of goods sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   240,000   182,000

Gross margin on sales  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $223,000 $163,000
Operating expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 133,000 121,000
Interest expense. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15,000 10,000
Income tax expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     30,000     12,000

Net income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  45,000 $  20,000

Required:
1.  Compute the following ratios for 2011 and 2012:
 a.  Current ratio
 b.  Debt ratio
 c.  Asset turnover
 d.  Return on sales
 e.  Return on equity
2.  Have the fi rm’s performance and fi nancial position improved from 2011 to 2012? 

Explain.
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Ratio Analysis
Th e following data are taken from the records of John Spencer Corporation.

John Spencer Corporation
Comparative Balance Sheet

December 31, 2012 and 2011

2012 2011

Assets:
Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $    4,000 $    6,000
Accounts receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 16,000 14,000
Inventory  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 40,000 20,000
Property, plant, and equipment  . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100,000 100,000
Other assets  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     16,000     20,000

Total assets  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $176,000 $160,000
Liabilities and stockholders’ equity:

Current liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  44,000 $  50,000
Long-term liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 24,000 10,000
Paid-in capital . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 60,000 60,000
Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     48,000     40,000

Total liabilities and stockholders’ equity . . . . . . . . . . . . . . . . . . . . . $176,000 $160,000

John Spencer Corporation
Comparative Income Statement

For the Years Ended December 31, 2012 and 2011

2012 2011

Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $530,000 $448,000
Cost of goods sold . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   372,000   338,000

Gross margin on sales  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $158,000 $110,000
Operating expense . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   102,000     68,000

Operating income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  56,000 $  42,000
Interest expense. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .       4,000       2,000

Income before taxes . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  52,000 $  40,000
Income taxes . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .     13,000     12,000

Net income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  39,000 $  28,000

Required:
1.  Compute the following ratios for 2011 and 2012:
 a.  Current ratio
 b.  Debt ratio
 c.  Asset turnover
 d.  Return on sales
 e.  Return on equity
2.  Have the fi rm’s performance and fi nancial position improved from 2011 to 2012? 

Explain.
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Analysis of Accounts Receivable Management
Th e following accounts receivable information is for Rouge Company:

2012 2011 2010

Accounts receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . $145,000 $  70,000 $100,000
Sales revenue  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 250,000 240,000 210,000

Required:
Is there any cause for alarm in the accounts receivable data for 2012? Explain.

Calculating and Interpreting Inventory Ratios
Captain Geech Boating Company sells fi shing boats to fi shermen. Its beginning and ending inven-
tories for 2012 are $462 million and $653 million, respectively. It had cost of goods sold of $1,578 
million for the year ended December 31, 2012. Merchant Marine Company also sells fi shing boats. 
Its beginning and ending inventories for the year 2012 are $120 million and $90 million, respec-
tively. It had cost of goods sold of $1,100 million for the year ended December 31, 2012.

Required:
1.  Calculate the inventory turnover and number of days’ sales in inventory for the two 

companies.
2.  Interpretive Question: Are the results of these ratios what you expected? Which com-

pany is managing its inventory more effi  ciently?

Fixed Asset Turnover Ratio
Waystation Company reported the following asset values in 2011 and 2012:

2012 2011

Cash . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  40,000 $  30,000
Accounts receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 500,000 400,000
Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 700,000 500,000
Land . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 300,000 200,000
Buildings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 800,000 600,000
Equipment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 400,000 300,000

In addition, Waystation had sales of $4,000,000 in 2012. Cost of goods sold for the year was 
$2,500,000.

As of the end of 2011, the fair value of Waystation’s total assets was $2,500,000. Of the excess 
of fair value over book value, $50,000 resulted because the fair value of Waystation’s inventory was 
greater than its recorded book value. As of the end of 2012, the fair value of Waystation’s total assets 
was $3,500,000. As of December 31, 2012, the fair value of Waystation’s inventory was $100,000 
greater than the inventory’s recorded book value.

Required:
1.  Compute Waystation’s fi xed asset turnover ratio for 2012.
2.  Using the fair value of fi xed assets instead of the book value of fi xed assets, recompute 

Waystation’s fi xed asset turnover ratio for 2012. State any assumptions that you make.
3.  Interpretive Question: Waystation’s primary competitor is Handy Corner. Handy Cor-

ner’s fi xed asset turnover ratio for 2012, based on publicly available information, is 2.8 
times. Is Waystation more or less effi  cient at using its fi xed assets than Handy Corner? 
Explain your answer.
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Computation of Debt-Related Financial Ratios
Th e following information comes from the fi nancial statements of Walker Company:

Long-term debt  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $430,000
Total liabilities  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 490,000
Total stockholders’ equity . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 360,000
Current assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 140,000
Earnings before income taxes . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 28,000
Interest expense. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000

Required:
Compute the following ratio values. State any assumptions that you make.

1.  Debt ratio
2.  Debt-to-equity ratio
3.  Times interest earned ratio
4.  Interpretive Question: You are a bank manager considering making a new $35,000 loan 

to Walker that would replace part of the existing long-term debt. You expect Walker to 
repay your loan in two years. Which of the ratios computed in parts (1) through (3) 
would be most useful to you in evaluating whether to make the loan to Walker?

Cash Flow Analysis
Below are data extracted from the fi nancial statements for Mushu Company.

Mushu Company
Selected Financial Statement Data

For the Years Ended December 31, 2012 and 2011
(in millions of dollars)

2012 2011

Total assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $250,000 $250,000
Stockholders’ equity . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000 50,000

Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 170,000 145,000
Net income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15,000 9,000

Cash from operations . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 22,000 35,000
Cash paid for capital expenditures . . . . . . . . . . . . . . . . . . . . . . . . . . . . 16,000 16,000
Cash paid for acquisitions . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6,000 1,800
Cash paid for interest . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5,000 3,000
Cash paid for income taxes . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,000 6,000

Required:
1.  Compute the following for 2011 and 2012:
 a.  Return on sales
 b.  Return on equity
 c.  Cash fl ow-to-net income ratio
 d.  Cash fl ow adequacy ratio
2.  In which year did Mushu Company perform better: 2011 or 2012? Explain your answer.
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A n a l y t i c a l  A s s i g n m e n t s

Projecting Financial Performance 
Th e fi nancial statement numbers and ratio assumptions used in constructing this series of cumula-
tive spreadsheet projects in the text, starting in Chapter 2, are based on the actual experience of 
Home Depot. Th e original fi nancial statement numbers in the spreadsheet project are adapted 
from Home Depot’s actual 1985 fi nancial statements. Th e projected fi nancial statements that you 
will prepare in (1) below are a projection of how Home Depot would have performed in the years 
after 1985 if Home Depot had not made signifi cant changes to its operations.

1.  Handyman wishes to prepare forecasted balance sheets, income statements, and state-
ments of cash fl ows for fi ve years—2013, 2014, 2015, 2016, and 2017. Use the original 
fi nancial statement numbers for 2012 [given in part (1) of the Cumulative Spreadsheet 
Project assignment in Chapter 2] as the basis for the forecast, along with the following 
additional information:

 a.  Sales in 2013 are expected to increase by 40% over 2012 sales of $700. Sales are 
expected to increase 40% in each year thereafter.

 b.  Cash will increase at the same rate as sales.
 c.  Th e forecasted amount of accounts receivable is determined using the forecasted 

value for the average collection period. Th e average collection period is expected to 
be 14.08 days. To make the calculations simpler, this value of 14.08 days is based on 
forecasted end-of-year accounts receivable rather than on average accounts receivable.

 d.  Th e forecasted amount of inventory is determined using the forecasted value for 
the number of days’ sales in inventory. Th e number of days’ sales in inventory is 
expected to be 107.6 days. To make the calculations simpler, this value of 107.6 days 
is based on forecasted end-of-year inventory rather than on average inventory.

 e.  Th e forecasted amount of accounts payable is determined using the forecasted value 
for the number of days’ purchases in accounts payable. Th e number of days’ pur-
chases in accounts payable is expected to be 48.34 days. To make the calculations 
simpler, this value of 48.34 days is based on forecasted end-of-year accounts payable 
rather than on average accounts payable.

 f.  Th e $160 in operating expenses reported in 2012 breaks down as follows: $5 depre-
ciation expense, $155 other operating expenses.

 g.  New long-term debt will be acquired (or repaid) in an amount suffi  cient to make 
Handyman’s debt ratio (total liabilities divided by total assets) in each year exactly 
equal to 0.80.

 h.  No cash dividends will be paid in any year.
 i.  New short-term loans payable will be acquired in an amount suffi  cient to make 

Handyman’s current ratio exactly equal to 2.0 in each year.
 j.  Th e forecasted amount of property, plant, and equipment (PPE) is determined using 

the forecasted value for the fi xed asset turnover ratio. For simplicity, compute the 
fi xed asset turnover ratio using the end-of-period gross PPE balance. Th e fi xed asset 
turnover ratio is expected to be 3.518 times.

 k.  In computing depreciation expense, use straight-line depreciation and assume a 
30-year useful life with no residual value. Gross PPE acquired during the year is only 
depreciated for half the year. In other words, depreciation expense is the sum of two 
parts: (1) a full year of depreciation on the beginning balance in PPE, assuming a 
30-year life and no residual value and (2) a half-year of depreciation on any new 
PPE acquired during the year, based on the change in the gross PPE balance.

 l.  Assume an interest rate on short-term loans payable of 6.0% and on long-term 
debt of 8.0%. Only a half-year’s interest is charged on loans taken out during the 
year. For example, if short-term loans payable at the end of 2013 is $15 and given 
that short-term loans payable at the end of 2012 were $10, total short-term interest 
expense for 2013 would be $0.75 [($10 × 0.06) + ($5 × 0.06 × 1/2)].
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2.  Repeat (1), with the following changes in assumptions:

Average collection period. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 906 days
Number of days’ sales in inventory  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 66.23 days
Fixed asset turnover  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3989 times
Gross profi t percentage . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 27.55%
Other operating expenses/sales. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 19.86%
Number of days’ purchases in accounts payable  . . . . . . . . . . . . . . . . . . . . . 50.37 days

Note: After making these changes in ratio values, your spreadsheet may have negative amounts for Short-
Term Loans Payable. This is impossible. Adjust your spreadsheet so that Short-Term Loans Payable is never 
less than zero. This will require a relaxation of the requirement that the current ratio be at least 2.0.

3.  Discuss why Handyman has a projected current ratio of less than 2.0 in some years when 
using the ratios in (2).

4.  Which company would you rather loan money to—a company with the projected fi -
nancial statements prepared in (1) or a company with the projected fi nancial statements 
prepared in (2)? Explain your answer.

Can a Ratio Be Too Good? 
Tony Christopher is analyzing the fi nancial statements of Shaycole Company and has computed 
the following ratios:

Shaycole
Industry

Comparison

Current ratio  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4.7 1.9
Asset turnover . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1.8 times 1.4 times
Debt ratio  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0.317 0.564

Andy Martinez, Tony’s colleague, tells Tony that Shaycole looks great. Andy points out that, 
although Shaycole’s ratios deviate signifi cantly from the industry norms, all the deviations suggest 
that Shaycole is doing better than other fi rms in its industry. Is Andy right?

Evaluating Alternative Investments 
Judy Snow is considering investing $10,000 and wishes to know which of two companies off ers 
the better alternative.

Hoff man Company earned net income of $63,000 last year on average total assets of $280,000 
and average stockholders’ equity of $210,000. Th e company’s shares are selling for $100 per share; 
6,300 shares of common stock are outstanding.

McMahon Company earned $24,375 last year on average total assets of $125,000 and aver-
age stockholders’ equity of $100,000. Th e company’s common shares are selling for $78 per share; 
2,500 shares are outstanding.

Which stock should Judy buy?

You Decide: Could we see Enron coming?
Sherron Watkins, the whistle-blower at Enron, made the following statement at a conference that 
one of the authors attended: “If anyone would have been watching the cash fl ows of Enron, they 
could have fi gured out that there were problems.” While traditional ratios don’t reveal the prob-
lems, the following ratio provides some interesting results when looked at on a quarterly basis:

Net income from operations – Cash fl ows from operations
Net income from operations
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During the period from 1998 to 2001, this ratio revealed the following:
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Does this ratio look normal or as expected for a nonfraud-committing company? What would 
you expect this ratio to look like? Why do the yearly results look so diff erent than the quarterly 
results?

You Decide: Ratios and debt covenants
Schoenberger Company has some leases on buildings that are structured so they do not have to be 
reported on the balance sheet as assets and liabilities (synthetic leases). However, as a term of the 
agreement, the lessor—a fi nancial institution—requires that the company maintain an amount 
of cash in its institution so that the buildings could be purchased if the company misses some 
restrictive covenant agreements (e.g., certain ratio requirements, such as a current ratio of 2:1). 
Th e total amount of cash required to be held by the bank is $60 million. So far, Schoenberger has 
been including the $60 million in its cash account when calculating its current ratio. Your auditor 
has suggested that since the $60 million is restricted for a certain purpose, it should be reported as 
a long-term investment rather than as cash. Reclassifying the $60 million from cash to long-term 
investments would throw all kinds of ratios in default and you defi nitely don’t want to do it. What 
is the appropriate accounting?

Wal-Mart 
Using Wal-Mart’s 2009 Form 10-K in Appendix A, answer the following questions:

 1.  Compute the following ratios for Wal-Mart for 2008 and compare those results to 
the 2009 results—debt ratio, current ratio, return on sales, asset turnover, and return 
on equity. For which of these ratios did Wal-Mart improve from 2008 to 2009?

 2.  Wal-Mart’s fi scal 2009 inventory represents what percentage of sales? What percent-
age of total assets does this line item represent? Why do you think Wal-Mart has so 
much money tied up in inventory?
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DuPont 
DuPont Company is a company made up of many business segments and has the challenge of how 
to manage the diverse set of businesses operating under the control of the DuPont management 
team. In its 2008 annual report, DuPont described its business segments as follows:

Th e company has six reporting segments. Five of the segments constitute the company’s growth 
platforms: Agriculture & Nutrition; Coatings & Color Technologies; Electronic & Commu-
nication Technologies; Performance Materials; and Safety & Protection. Th e Pharmaceuticals 
segment is limited to income from the company’s interest in two drugs, Cozaar and Hyzaar.

Summary segment results for 2008 are as follows:
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2008

Agriculture
& 

Nutrition

Coatings 
& Color 

Technologies

Electronic & 
Communication 

Technologies

Per-
formance 
Materials

Pharma-
ceuticals

Safety 
& 

Protection Others

Total segment sales . . . $7,952 $6,551 $3,867 $6,386 $      — $5,631 $  142
Pretax operating income 

(loss) . . . . . . . . . . . . 
1,087 326 436 128 1,025 829 (181)

Segment net assets . . . 5,972 3,598 2,518 3,619 201 3,560 145

1.  Using segment pretax operating income as a substitute for total company net income, 
tell which segment has the highest return on sales? Th e lowest?

2.  Which segment has the highest asset turnover? Th e lowest?

Which Is the Stronger Partner in the Merger? 
In May 1998, Daimler-Benz and Chrysler announced their intention to merge. Daimler-Benz 
was the largest industrial company in Europe, and Chrysler was Number 3 of the Big Th ree auto-
makers in the United States. Th e merger resulted in DaimlerChrysler becoming (at the time) the 
second largest automobile company in the world, with 2000 sales exceeding $150 billion (General 
Motors reported sales in 2000 of $160 billion). (Note: In the aftermath of the merger, the expected 
synergies between the two companies’ product lines did not emerge as powerfully as hoped. After a 
rocky nine-year “marriage,” the two companies split up with Daimler selling Chrysler to Cerberus 
Capital Management, a large U.S. private equity fi rm, in 2007.)

An interesting question is, “At the time of the merger, which of the two companies was the 
stronger?” Below are summary data for the two companies, both overall and for their respective 
automotive divisions.

Daimler-Benz Chrysler

Overall Automotive Overall Automotive

Sales . . . . . . . . . . . . . . . . . . . . . . DM 124,050 DM 91,632 $61,147 $58,662
Net income . . . . . . . . . . . . . . . . . 8,042 3,501 2,805 4,238
Total assets . . . . . . . . . . . . . . . . . 137,099 46,955 60,418 44,483

Th e amounts are in millions of Deutsche marks for Daimler-Benz and millions of U.S. dollars 
for Chrysler.

For the automotive segment information, net income is the operating income for the segment 
and total assets are the assets that are identifi able with the segment.

1.  Compute the following for both companies for overall results and automotive division 
results:

 a.  Return on sales
 b.  Asset turnover
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2.  In comparing the ratios calculated in (1), why don’t you have to make adjustments for 
currency diff erences?

3.  Which company had more worldwide automotive sales in 1997? Note: Don’t forget the 
currency diff erence.

Does the Bonus Plan Reward the Right Thing? 
Hemingway Booksellers is an Internet book company. Customers choose their purchases from 
an online catalog and make their orders online. Hemingway then assembles the books from its 
warehouse inventory, packs the order, and ships it to the customer within three working days. Th e 
rapid turnaround time on orders requires Hemingway to have a large warehouse staff ; wage expense 
averages almost 20% of sales.

Each member of Hemingway’s top management team receives an annual bonus equal to 1% 
of his or her salary for every 0.1% that Hemingway’s return on sales exceeds 5.0%. For example, 
if return on sales is 5.3%, each top manager would receive a bonus of 3% of salary. Historically, 
return on sales for Hemingway has ranged between 4.5% and 5.5%.

Hemingway’s management has come up with a plan to dramatically increase return on sales, 
perhaps to as high as 6.5% to 7.0%. Th e plan is to acquire a sophisticated, computerized packing 
machine that can receive customer order information, mechanically assemble the books for each 
order, box the order, print an address label, and route the box to the correct loading dock for pickup 
by the delivery service. Acquisition of this machine will allow Hemingway to lay off  100 warehouse 
employees, resulting in a signifi cant savings in wage expense. Top management intends to acquire 
the machine by using new investment capital from stockholders and thus avoid an increase in 
interest expense. Because the depreciation expense on the new machine will be much less than the 
savings in reduced wage expense, return on sales will increase.

All the top managers of Hemingway are excited about the new plan because it could increase 
their bonuses to as much as 20% of salary. As assistant to the chief fi nancial offi  cer of Heming-
way, you have been asked to prepare a briefi ng for the board of directors explaining exactly how 
this new packing machine will increase return on sales. As part of your preparation, you decide 
to examine the impact of the machine acquisition on the other two components of the DuPont 
framework—effi  ciency and leverage. You fi nd that even with the projected increase in return on 
sales, the  decrease in asset turnover and in the assets-to-equity ratio will cause total return on equity 
to decline from its current level of 18% to around 14%.

Your presentation is scheduled for the next board of directors meeting in two weeks. What 
should you do?

A A  1 4 - 7 8
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Appendix B

Period 1% 2% 3% 4% 5% 6% 7% 8% 9% 10% 12% 14% 15% 16% 18% 20%

1 1.0100 1.0200 1.0300 1.0400 1.0500 1.0600 1.0700 1.0800 1.0900 1.1000 1.1200 1.1400 1.1500 1.1600 1.1800 1.2000
2 1.0201 1.0404 1.0609 1.0816 1.1025 1.1236 1.1449 1.1664 1.1881 1.2100 1.2544 1.2996 1.3225 1.3456 1.3924 1.4400
3 1.0303 1.0612 1.0927 1.1249 1.1576 1.1910 1.2250 1.2597 1.2950 1.3310 1.4049 1.4815 1.5209 1.5609 1.6430 1.7280
4 1.0406 1.0824 1.1255 1.1699 1.2155 1.2625 1.3108 1.3605 1.4116 1.4641 1.5735 1.6890 1.7490 1.8106 1.9388 2.0736
5 1.0510 1.1041 1.1593 1.2167 1.2763 1.3382 1.4026 1.4693 1.5386 1.6105 1.7623 1.9254 2.0114 2.1003 2.2878 2.4883

6 1.0615 1.1262 1.1941 1.2653 1.3401 1.4185 1.5007 1.5869 1.6771 1.7716 1.9738 2.1950 2.3131 2.4364 2.6996 2.9860
7 1.0721 1.1487 1.2299 1.3159 1.4071 1.5036 1.6058 1.7138 1.8280 1.9487 2.2107 2.5023 2.6600 2.8262 3.1855 3.5832
8 1.0829 1.1717 1.2668 1.3686 1.4775 1.5938 1.7182 1.8509 1.9926 2.1436 2.4760 2.8526 3.0590 3.2784 3.7589 4.2998
9 1.0937 1.1951 1.3048 1.4233 1.5513 1.6895 1.8385 1.9990 2.1719 2.3579 2.7731 3.2519 3.5179 3.8030 4.4355 5.1598

10 1.1046 1.2190 1.3439 1.4802 1.6289 1.7908 1.9672 2.1589 2.3674 2.5937 3.1058 3.7072 4.0456 4.4114 5.2338 6.1917

11 1.1157 1.2434 1.3842 1.5395 1.7103 1.8983 2.1049 2.3316 2.5804 2.8531 3.4785 4.2262 4.6524 5.1173 6.1759 7.4031
12 1.1268 1.2682 1.4258 1.6010 1.7959 2.0122 2.2522 2.5182 2.8127 3.1384 3.8960 4.8179 5.3502 5.9360 7.2876 8.9161
13 1.1381 1.2936 1.4685 1.6651 1.8856 2.1329 2.4098 2.7196 3.0658 3.4523 4.3635 5.4924 6.1528 6.8858 8.5994 10.699
14 1.1495 1.3195 1.5126 1.7317 1.9799 2.2609 2.5785 2.9372 3.3417 3.7975 4.8871 6.2613 7.0757 7.9875 10.147 12.839
15 1.1610 1.3459 1.5580 1.8009 2.0789 2.3966 2.7590 3.1722 3.6425 4.1772 5.4736 7.1379 8.1371 9.2655 11.973 15.407

16 1.1726 1.3728 1.6047 1.8730 2.1829 2.5404 2.9522 3.4259 3.9703 4.5950 6.1304 8.1372 9.3576 10.748 14.129 18.488
17 1.1843 1.4002 1.6528 1.9479 2.2920 2.6928 3.1588 3.7000 4.3276 5.0545 6.8660 9.2765 10.761 12.467 16.672 22.186
18 1.1961 1.4282 1.7024 2.0258 2.4066 2.8543 3.3799 3.9960 4.7171 5.5599 7.6900 10.575 12.375 14.462 19.673 26.623
19 1.2081 1.4568 1.7535 2.1068 2.5270 3.0256 3.6165 4.3157 5.1417 6.1159 8.6128 12.055 14.231 16.776 23.214 31.948
20 1.2202 1.4859 1.8061 2.1911 2.6533 3.2071 3.8697 4.6610 5.6044 6.7275 9.6463 13.743 16.366 19.460 27.393 38.337

30 1.3478 1.8114 2.4273 3.2434 4.3219 5.7435 7.6123 10.062 13.267 17.449 29.959 50.950 66.211 85.849 143.37 237.37
40 1.4889 2.2080 3.2620 4.8010 7.0400 10.285 14.974 21.724 31.409 45.259 93.050 188.88 267.86 378.72 750.37 1469.7
50 1.6446 2.6916 4.3839 7.1067 11.467 18.420 29.457 46.901 74.357 117.39 289.00 700.23 1083.6 1670.7 3927.3 9100.4
60 1.8167 3.2810 5.8916 10.519 18.679 32.987 57.946 101.25 176.03 304.48 897.59 2595.9 4383.9 7370.1 20555. 56347.

TABLE III Amount of $1 Due in n Periods
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Number of 

Payments 1% 2% 3% 4% 5% 6% 7% 8% 9% 10% 12% 14% 15% 16% 18% 20%

1 1.0000 1.0000 1.0000 1.0000 1.0000 1.0000 1.0000 1.0000 1.0000 1.0000 1.0000 1.0000 1.0000 1.0000 1.0000 1.0000
2 2.0100 2.0200 2.0300 2.0400 2.0500 2.0600 2.0700 2.0800 2.0900 2.1000 2.1200 2.1400 2.1500 2.1600 2.1800 2.2000
3 3.0301 3.0604 3.0909 3.1216 3.1525 3.1836 3.2149 3.2464 3.2781 3.3100 3.3744 3.4396 3.4725 3.5056 3.5724 3.6400
4 4.0604 4.1216 4.1836 4.2465 4.3101 4.3746 4.4399 4.5061 4.5731 4.6410 4.7793 4.9211 4.9934 5.0665 5.2154 5.3680
5 5.1010 5.2040 5.3091 5.4163 5.5256 5.6371 5.7507 5.8666 5.9847 6.1051 6.3528 6.6101 6.7424 6.8771 7.1542 7.4416

6 6.1520 6.3081 6.4684 6.6330 6.8019 6.9753 7.1533 7.3359 7.5233 7.7156 8.1152 8.5355 8.7537 8.9775 9.4420 9.9299
7 7.2135 7.4343 7.6625 7.8983 8.1420 8.3938 8.6540 8.9228 9.2004 9.4872 10.8090 10.7305 11.0668 11.4139 12.1415 12.9159
8 8.2857 8.5830 8.8923 9.2142 9.5491 9.8975 10.2598 10.6366 11.0285 11.4359 12.2997 13.2328 13.7268 14.2401 15.3270 16.4991
9 9.3685 9.7546 10.1591 10.5828 11.0266 11.4913 11.9780 12.4876 13.0210 13.5795 14.7757 16.0853 16.7858 17.5185 19.0859 20.7989

10 10.4622 10.9497 11.4639 12.0061 12.5779 13.1808 13.8164 14.4866 15.1929 15.9374 17.5487 19.3373 20.3037 21.3215 23.5213 25.9587

11 11.5668 12.1687 12.8078 13.4864 14.2068 14.9716 15.7836 16.6455 17.5603 18.5312 20.6546 23.0445 24.3493 25.7329 28.7551 32.1504
12 12.6825 13.4121 14.1920 15.0258 15.9171 16.8699 17.8885 18.9771 20.1407 21.2843 24.1331 27.2707 29.0017 30.8502 34.9311 39.5805
13 13.8093 14.6803 15.6178 16.6268 17.7130 18.8821 20.1406 21.4953 22.9534 24.5227 28.0291 32.0887 34.3519 36.7862 42.2187 48.4966
14 14.9474 15.9739 17.0863 18.2919 19.5986 21.0151 22.5505 24.2149 26.0192 27.9750 32.3926 37.5811 40.5047 43.6720 50.8180 59.1959
15 16.0969 17.2934 18.5989 20.0236 21.5786 23.2760 25.1290 27.1521 29.3609 31.7725 37.2797 43.8424 47.5804 51.6595 60.9653 72.0351

16 17.2579 18.6393 20.1569 21.8248 23.6575 25.6725 27.8881 30.3243 33.0034 35.9497 42.7535 50.9804 55.7178 60.9250 72.9390 87.4421
17 18.4304 20.0121 21.7616 23.6975 25.8404 28.2129 30.8402 33.7502 36.9737 40.5447 48.8837 59.1176 65.0751 71.6730 87.0680 105.9306
18 19.6147 21.4123 23.4144 25.6454 28.1324 30.9057 33.9990 37.4502 41.3013 45.5992 55.7497 68.3941 75.8364 84.1407 103.7403 128.1167
19 20.8190 22.8406 25.1169 27.6712 30.5390 33.7600 37.3790 41.4463 46.0185 51.1591 63.4397 78.9692 88.2118 98.6032 123.4135 154.7400
20 22.0190 24.2974 26.8704 29.7781 33.0660 36.7856 40.9955 45.7620 51.1601 57.2750 72.0524 91.0249 102.4436 115.3797 146.6280 186.6880

30 34.7849 40.5681 47.5754 56.0849 66.4388 79.0582 94.4608 113.2832 136.3075 164.4940 241.3327 356.7868 434.7451 530.3117 790.9480 1181.8816
40 48.8864 60.4020 75.4013 95.0255 120.7998 154.7620 199.6351 259.0565 337.8824 442.5926 767.0914 1342.0251 1779.0903 2360.7572 4163.2130 7343.8578
50 64.4632 84.5794 112.7969 152.6671 209.3480 290.3359 406.5289 573.7702 815.0836 1163.9085 2400.0182 4994.5213 7217.7163 10435.6488 21813.0937 45497.1908
60 81.6697 114.0515 163.0534 237.9907 353.5837 533.1282 813.5204 1253.2133 1944.7921 3034.8164 7471.6411 18535.1333 29219.9916 46057.5085 114189.6665 281732.5718

TABLE IV Amount of an Annuity of $1 per Number of Payments
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A P P E N D I X  C  c h e c k  f i g u r e s

Chapter 2
Exercises

2-20 (8) BS/A
2-22 Seipke Company Expenses in 2012 = $330
2-24 Total assets = $560,000
2-26 (4) EPS = $2.63
2-28 (1) Net income = $510,000
2-30 6/30/12 Retained earnings = $83,900
2-32 (1)  Net cash provided by operating activities = 

$83,000

Problems

2-38 (2) Total long-term assets = $859,000
2-40 (2) Retained earnings $33,000
2-42 EPS = $34.14
2-44 (1) Net income = $49,475
2-46 (2) 5/31/12 Retained earnings $216,910
2-48 (2) Net income for 2012 = $25,000
2-50 Cash at beginning of year $676,000

Chapter 3
Exercises

3-24 N/A
3-26 (2) OE—R
3-28 (3) Net income for 2012 = $21,500
3-30 (4) Debit to Accounts Payable = $12,000
3-32 (1)  Debit to Compensation Expense = 

$105,000
3-36 7/23 Paid rent of $2,000
3-38 Retained Earnings = $31,350

Problems

3-40 (1) (c) Debit to Utilities Expense = $630
3-42 (1) 9/9 Debit to Insurance Expense = $1,500
3-44 (1)  3/4/12 Debit to Accounts Receivable = 

$13,000
3-46 (1) 5/15/12 Debit to Notes Payable = $2,500
3-48 (2) Total Debits = $134,000

Chapter 4
Exercises

4-24 (1) (b) Accrual-basis Net income = $38,850
4-26 (3) Unrecorded liability
4-28 (2)  Adjusting entry—Debit to Subscription 

Expense = $107
4-30 (2) (b) Debit to Salaries Expense = $90,000
4-32 (2) Debit to Interest Expense = $5,625
4-34 (4) No adjusting entry
4-36 (1) Supplies on Hand = $3,725
4-38 (12) N
4-40 Credit to Retained Earnings = $107,100
4-42 Debit to Sales Revenue = $906,000
4-44 (2) Retained Earnings = $41,200

Problems

4-46 (d) Credit to Rent Revenue = $33,900
4-48 (1) Wages Expense for 2012 = $30,000
4-52 (1) Credit to Retained Earnings = $88,370
4-54 (1) Total assets = $737,000
4-56 (2) Ending Cash balance = $33,000

Chapter 5
Exercises

5-2 Total assets = $7,801,300

Chapter 6
Exercises

6-26  6/7 Debit to Sales Returns and Allowances = 
$850

6-28 (1) Debit to Bad Debt Expense = $645,000
6-30 Debit to Bad Debt Expense = $29,510
6-32 2012 Debit to Bad Debt Expense = $66,000
6-34 (1)  Boulder, Inc. Average Collection Period for 

Year 3 = 118 days
6-36 2012 = 7.01%
6-38  January 2013 Debit to Estimated Liability for 

Service = $760

Note: Check fi gures are provided for even-numbered exercises and problems, where applicable.
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Problems

6-44 (1) Debit to Cash = $1,808,000
6-46 (1) Debit to Bad Debt Expense = $80,500
6-48 (3) Debit to Allowance for Bad Debts = $64,000
6-50 (2) 2012 Average collection period = 137.5 days

EXPANDED MATERIAL

Exercises

6-68 Adjusted bank balance = $224,855
6-70 (1) Ending balance (cash account) = $6,800
6-72 (1) Debit to Cash (Japanese yen) = 10,000

Problems

6-74 (1) Suspected stolen = $28,453

Chapter 7
Exercises

7-22 (1) Ending inventory = $32,000
7-24 10/10 Debit to Accounts Payable = $13,950
7-26 Carter Company Cost of goods sold = $43,100
7-28 Debi to Inventory Shrinkage = $28,000
7-30 Cost of goods sold = $511,760
7-32 (1) Cost of goods sold = $7,050
7-34 FIFO Ending inventory = $18,000
7-36  Burbank number of days’ sales in inventory = 

36.9 days

Problems

7-38 (1) Ending inventory = $78,900
7-40 Net income = $92,700
7-42 (1) (a) Gross margin = $9,336
7-44 (1)  Merchant Marine Number of days’ sales in 

inventory = 43 days

EXPANDED MATERIAL

Exercises

7-68 (1) (a) FIFO cost of goods sold = $24,000

7-70  (2) (a)  Debit to Loss on Write-Down of Inventory 
to LCM = $10,500

7-72 Gross margin = $28,000

Problems

7-74 (2) Cost of goods sold = $69,500
7-76 (1) Net purchases overstated $2,800
7-78 (1) (a) FIFO gross margin = $9,336

Chapter 8
Exercises

8-22  (2)  Credit to FICA Taxes Payable, Employer = 
$14,306

8-24 Total compensation expense = $660,000
8-26 Net pension asset = $340,000
8-28 (b) Pension expense = $13,000
8-30 (2) Income tax expense = $262,500
8-34 Gross margin = $14,500

Problems

8-36 (1) Debit to Salaries Payable = $8,289.70
8-38 (1)  Compensation expense for 2012 = 

$825,000
8-40 (3) 2011 Pension obligation = $846,807
8-42 Operating income = $1,772,800

Chapter 9
Exercises

9-28 (1) Debit to Machine = $28,213
9-30 (2) Straight-line = $9,400
9-32 Total = $654,800
9-34  (1) (b) 2012 Units-of-production method = 

$5,455
9-36 (1) Debit to Machine = $37,650
9-38  Debit to Loss on Impairment of Land and Build-

ing = $430,000
9-40 (1) Debit to Cash = $97,000
9-42 (1) 1/1/11 Debit to Patent = $250,000
9-44 2012 Total PP&E = $1,230,000
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Problems

9-48 (3) 12/31/12 Debit to Interest Expense = $41,479
9-50 (2) Alternative b = $42,150 per year
9-52 (2) Debit to Equipment = $50,400
9-54 (1) 1/2/10 Credit to Cash = $1,232,000
9-56 (3) Debit to Depletion Expense = $210,000
9-58 Debit to Goodwill = $20,000
9-60 (1) Fixed asset turnover = 3.43

EXPANDED MATERIAL 

Exercises

9-78 (1) Total cost = $17,300
9-80 (2) 2011 175% declining-balance = $15,313
9-82 (4) Amount to be depleted = $875,000

Problems

9-84 (2) SYD method = $9,333
9-86 (2) Straight-line = $70,000
9-88 (2) 12/31/13 Book value = $43,000
9-90 (1) 7/1/10 Debit to Truck = $72,000

Chapter 10
Exercises

10-24 (4) $10,997
10-26 (1) Payment = $75,481
10-28 12/31/12 Credit to Cash = $1,250
10-30 (2) Total Interest Paid = $27,910
10-32 (2) Debit to Rent (or Lease) Expense = $4,141
10-34 Total issuance price = $68,124
10-36  (3) 3/1/13 Debit to Bond Interest Expense = 

$4,200
10-38 (1) Debt ratio = 55.6%

Problems

10-40 (1) (c) Total present value = $54,999
10-42 12/31/11 Debit to Interest Expense = $1,295
10-44 (1) 11/1/12 Debit to Building = $325,000
10-46 (3) 12/31/12 Credit to Cash = $135,746
10-48 (1) Present value of bond = $500,000
10-50 Total liabilities = $286,800
10-52 (1) Debt ratio = 65.2%

EXPANDED MATERIAL

Exercises

10-70 (1) (b) Debit to Premium on Bonds = $100
10-72 (4) $51,772

Problems

10-74 (3) (a) Bond carrying value = $87,435
10-76 (1) 6/1/11 Debit to Cash = $669,500
10-78 (1)  Present value (price of bonds) 

= $210,148
10-80 (1) Issuance price of bonds = $171,156
10-82 (2) Interest Expense = $31,366

Chapter 11
Exercises

11-18 (2) Retained earnings = $130,150
11-20 (c) Credit to Dividends Payable = $109,000
11-22 (e) Credit to Dividends Payable = $79,800
11-24 (3) $1.48 per share
11-26 (2) Total dividends paid = $172,485
11-28 (2) $8.43 per share
11-30 Comprehensive income = $55,000

Problems

11-32 (3) (b) $861,000
11-34 (b) Credit to Treasury Stock = $40,000
11-36 (2) Total stockholders’ equity = $269,600
11-38  (2)  2012 Preferred Stock Dividends = 

$206,000
11-40 Case B Dividend payout ratio = 5.0%
11-42 (1) (b) $89,000
11-44 (2) Total stockholders’ equity = $786,250
11-46 (1) (e) Debit to Retained Earnings = $30,200

Chapter 12
Exercises

12-12  12/31 Credit to Unrealized Gain on Trading 
Securities—Income = $1,500

12-14  12/31/12 Debit to Unrealized Increase/Decrease 
in Value of Available-for-Sale Securities—Equity 
= $27,500
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12-16  Debit to Investment in Trading Securities = 
$20,500

12-18  Debit to Market Adjustment—Available-for-Sale 
Securities = $100

12-20 Credit to Cash = $35,620

Problems

12-22 (c) Credit to Dividend Revenue = $200
12-24 (1) (b) $2,500 unrealized loss
12-26 (1)  12/31 Credit to Bond Interest Revenue = 

$4,300
12-28 (3) Loss on sale of securities = $680
12-30 (1) 7/1 Debit to Cash = $1,650
12-32  (3)  Debit to Realized Loss on Sale of Trading 

Securities = $3,000

EXPANDED MATERIAL

Exercises

12-58 (2) Total present value = $111,469
12-60  (1) 12/31 Debit to Bond Interest Receivable = 

$1,500
12-62 Total Amount of Amortization = $3,285
12-64 (2) Credit to Dividend Revenue = $3,000
12-66 (1) Minority interest = $375

Problems

12-68  (1)  12/31/12 Debit to Bond Interest Receivable = 
$1,250.00

12-70 (2) Total Amount of Amortization = $1,877
12-72  (2)  1/10/12 Debit to Investment in Available-for-

Sale Securities, Fidelity Company = $100,800
12-74  (1) (a)  2/15/11 Debit to Investment in Available-

for-Sale Securities, Hendershot Equipment 
= $400,000

12-76  (1)  1/2/12 Debit to Investment in Held-to-
Maturity Securities, Fast Trucking = $77,610

Chapter 13
Exercises

13-20 (1) (d) Credit to Dividend Revenue = $8,500
13-22 Net increase in cash = $48,750
13-26 Net cash fl ows from operating activities = $74,400
13-28  Net cash fl ows from operating activities = 

$161,600

13-30  Net cash fl ows from operating activities = 
$141,000

13-32  Net cash fl ows from investing activities = 
($170,000)

13-34 Cash receipts from Customers = $415,500

Problems

13-38 (2) Net increase in cash = $74,300
13-40  (1) Net cash fl ows from operating activities = 

$6,000
13-42  (1) Net cash fl ows from operating activities = 

$24,540
13-44 Net income = $95,000
13-46 (1) Cash from operating activities = $707
13-48 (1) Cash paid for taxes = $13,700

Chapter 14
Exercises

14-34 (f ) Total liabilities = $125,500
14-36  (1) 2012 Income tax expense as percentage of 

sales = 5.9%
14-38  (1) 2012 Total assets as percentage of 

sales = 25.6%
14-40 (1) Cost of goods sold = $375,000
14-42 (2) 2012 Return on sales = 7.0%
14-44 (1) Faulty’s ROE = 8.7%
14-46 Profi t margin = 43.8%
14-48 (1) Retail jewelry stores’ Return on Assets = 7.6%
14-50  (1) Boulder, Inc. Year 3 Collection period = 121.7 

days
14-52 Fixed asset turnover = 2.78
14-54 (1) 2012 Cash fl ow-to-net income ratio = 0.78

Problems

14-56 (1) Current ratio = 1.79
14-58  (1)  2012 Operating income as percentage of 

sales = 7%
14-60  (1) 2012 Total operating expenses as a percentage 

of sales = 26.7%
14-62 (2) 2012 Asset turnover = 2.50
14-64 (1) (b) 2012 Debt ratio = 38.6%
14-66  Merchant Marine number of days’ sales in 

 inventory = 34.8 days
14-68 (2) Debt-to-equity = 1.36
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G L O S S A R Y

A
account An accounting record in which the results of transac-

tions are accumulated; shows increases, decreases, and 
a balance.

accounting A system for providing quantitative, fi nancial 
information about economic entities that is useful for making 
sound economic decisions. Accounting provides the means 
of recording and communicating business activities and the 
results of those activities.

accounting cycle Th e procedure for analyzing, recording, 
classifying, summarizing, and reporting the transactions of a 
business.

accounting equation An algebraic equation that expresses 
the relationship between assets (resources), liabilities 
(obligations), and owners’ equity (net assets, or the residual 
interest in a business after all liabilities have been met): 
Assets = Liabilities + Owners’ Equity.

accounting model Th e basic accounting assumptions, concepts, 
principles, and procedures that determine the manner of re-
cording, measuring, and reporting a company’s transactions.

accounting system Th e procedures and processes used by a 
business to analyze transactions, handle routine bookkeeping 
tasks, and structure information so it can be used to evaluate 
the performance and health of the business.

accounts receivable A current asset representing money due for 
services performed or merchandise sold on credit.

accounts receivable turnover A measure used to indicate how 
fast a company collects its receivables; equal to sales divided 
by average accounts receivable.

accrual-basis accounting A system of accounting in which 
revenues and expenses are recorded as they are earned and 
incurred, not necessarily when cash is received or paid.

accumulated other comprehensive income Certain market-
related gains and losses that are not included in the computa-
tion of net income; for example, foreign currency translation 
adjustments and unrealized gains or losses on investments.

adjusting entries Entries required at the end of each account-
ing period to recognize, on an accrual basis, revenues and 
expenses for the period and to report proper amounts for 
asset, liability, and owners’ equity accounts.

aging accounts receivable Th e process of categorizing each 
account receivable by the number of days it has been outstanding.

allowance for bad debts A contra account, deducted from 
Accounts Receivable, that shows the estimated losses from 
uncollectible accounts.

allowance method Th e recording of estimated losses due to 
uncollectible accounts as expenses during the period in which 
the sales occurred.

American Institute of Certifi ed Public Accountants (AICPA) 
Th e national organization of CPAs in the United States.

amortization Th e process of cost allocation that assigns the 
original cost of an intangible asset to the periods benefi ted.

annual report A document that summarizes the results of 
operations and fi nancial status of a company for the past year 
and outlines future plans.

annuity A series of equal amounts to be received or paid at the 
end of equal time intervals.

arm’s-length transactions Business dealings between indepen-
dent and rational parties who are looking out for their own 
interests.

articulation Th e interrelationships among the fi nancial 
statements.

asset turnover A measure of company effi  ciency; equal to sales 
divided by total assets.

assets Economic resources that are owned or controlled by a 
company.

assets-to-equity ratio A measure of the number of dollars of as-
sets a company is able to acquire using each dollar of equity; 
calculated by dividing assets by equity.

audit committee Members of a company’s board of directors 
who are responsible for dealing with the external and internal 
auditors.

audit report A report issued by an independent CPA to evalu-
ate whether a company’s fi nancial statements fairly report its 
fi nancial position, operating results, and cash fl ows in accor-
dance with generally accepted accounting principles.

available-for-sale securities Debt and equity securities not 
classifi ed as trading, held-to-maturity, or equity method 
securities.

average collection period A measure of the average number of 
days it takes to collect a credit sale; equal to 365 days divided 
by accounts receivable turnover.

average cost An inventory cost fl ow assumption whereby cost 
of goods sold and the cost of ending inventory are deter-
mined by using an average cost of all merchandise available 
for sale during the period.

B
bad debt An uncollectible account receivable.
bad debt expense An account that represents the portion 

of the current period’s credit sales that are estimated to be 
uncollectible.

balance sheet (statement of fi nancial position) Th e fi nancial 
statement that reports a company’s assets, liabilities, and own-
ers’ equity at a particular date.

bank reconciliation Th e process of systematically comparing 
the cash balance as reported by the bank with the cash bal-
ance on the company’s books and explaining any diff erences.

basic earnings per share An earnings per share fi gure that 
divides net income by the number of shares of stock 
outstanding.

basket purchase Th e purchase of two or more assets acquired 
together at a single price.
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board of directors Individuals elected by the stockholders to 
govern a corporation.

bond A contract in which a borrower promises to pay a speci-
fi ed rate of interest to a lender for each period the bond is 
outstanding and repay the principal at the maturity date.

bond carrying value Th e face value of bonds minus the unam-
ortized discount or plus the unamortized premium.

bond discount Th e diff erence between the face value and the 
sales price when bonds are sold below their face value.

bond indenture A contract between a bond issuer and a bond 
purchaser that specifi es the terms of a bond.

bond maturity date Th e date at which a bond principal or face 
amount becomes payable.

bond premium Th e diff erence between the face value and the 
sales price when bonds are sold above their face value.

bonus Additional compensation, beyond the regular compensa-
tion, paid to employees if certain objectives are achieved.

book value Th e value of a company as measured by the amount 
of owners’ equity; that is, assets less liabilities; for a long-term 
operating asset, the asset’s original cost less any accumulated 
depreciation.

bookkeeping Th e preservation of a systematic, quantitative 
record of an activity.

business An organization operated with the objective of making 
a profi t from the sale of goods or services.

business documents Records of transactions used as the basis 
for recording accounting entries; include invoices, check 
stubs, receipts, and similar business papers.

C
calendar year An entity’s reporting year from January 1 to 

December 31.
callable bonds Bonds for which the issuer reserves the right to 

pay the obligation before its maturity date.
capital budgeting Systematic planning for long-term invest-

ments in operating assets.
capital lease A leasing transaction that is recorded as a purchase 

by the lessee.
capital rationing Allocating limited resources among ranked 

acceptable investments.
capital stock Th e portion of a stockholders’ equity that repre-

sents investment by owners in exchange for shares of stock. 
Also referred to as paid-in capital.

capitalized interest Interest that is recorded as part of the cost 
of a self-constructed asset.

cash Coins, currency, money orders, checks, and funds on 
deposit with fi nancial institutions.

cash dividend A cash distribution of earnings to stockholders.
cash equivalents Short-term, highly liquid investments that can 

easily be converted into cash.
cash fl ow adequacy ratio Cash from operations divided by 

expenditures for fi xed asset additions and acquisitions of new 
businesses.

cash fl ow-to-net income ratio A ratio that refl ects the extent to 
which accrual accounting assumptions and adjustments have 
been included in computing net income.

cash-basis accounting A system of accounting in which trans-
actions are recorded and revenues and expenses are recognized 
only when cash is received or paid.

ceiling Th e maximum market amount at which inventory can 
be carried on the books; equal to net realizable value.

certifi ed public accountant (CPA) A special designation given 
to an accountant who has passed a national uniform exami-
nation and has met other certifying requirements.

chart of accounts A systematic listing of all accounts used by a 
company.

classifi ed balance sheet A balance sheet in which assets 
and liabilities are subdivided into current and long-term 
categories.

closing entries Entries that reduce all nominal (temporary) ac-
counts to a zero balance at the end of each accounting period, 
transferring their preclosing balances to a permanent balance 
sheet account.

common stock Th e most frequently issued class of stock; typi-
cally provides a voting right but is secondary to preferred 
stock in dividend and liquidation rights.

common-size fi nancial statements Financial statements 
achieved by dividing all fi nancial statement numbers by total 
sales for the year.

comparative fi nancial statements Financial statements in 
which data for two or more years are shown together.

compound journal entry A journal entry that involves more 
than one debit, more than one credit, or both.

compounding period Th e period of time for which interest is 
computed.

comprehensive income A measure of the overall change in a 
company’s wealth during a period; consists of net income 
plus changes in wealth resulting from changes in investment 
values and exchange rates.

conglomerates A company comprised of a number of divisions 
with those divisions often operating in diff erent industries.

consignment An arrangement whereby merchandise owned by 
one party, the consignor, is sold by another party, the con-
signee, usually on a commission basis.

consolidated fi nancial statements Statements that report the 
combined operating results, fi nancial position, and cash fl ows 
of two or more legally separate but affi  liated companies as if 
they were one economic entity.

contingency Circumstances involving potential losses or gains 
that will not be resolved until some future event occurs.

contra account An account that is off set or deducted from 
another account.

contributed capital Th e portion of owners’ equity contributed 
by investors (the owners) in exchange for shares of stock.

control activities (procedures) Policies and procedures used by 
management to meet their objectives.

control environment Th e actions, policies, and procedures that 
refl ect the overall attitudes of top management about control 
and its importance to the entity.

convertible bonds Bonds that can be traded for, or converted 
to, other securities after a specifi ed period of time.

convertible preferred stock Preferred stock that can be con-
verted to common stock at a specifi ed conversion rate.
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corporation A legal entity chartered by a state; ownership is 
represented by transferable shares of stock.

cost of goods available for sale Th e cost of all merchandise 
available for sale during the period; equal to the sum of 
beginning inventory and net purchases.

cost of goods sold Th e costs incurred to purchase or manufac-
ture the merchandise sold during a period.

cost principle Th e idea that transactions are recorded at their 
historical costs or exchange prices at the transaction date.

coupon bonds Unregistered bonds for which owners receive 
periodic interest payments by clipping a coupon from the 
bond and sending it to the issuer as evidence of ownership.

credit An entry on the right side of a T-account.
cumulative-dividend preference Th e right of preferred stock-

holders to receive current dividends plus all dividends in 
arrears before common stockholders receive any dividends. 

current assets Cash and other assets that can be easily converted 
to cash within a year.

current liabilities Liabilities expected to be satisfi ed within a 
year or the current operating cycle, whichever is longer.

current ratio A measure of the liquidity of a business; equal to 
current assets divided by current liabilities.

current-dividend preference Th e right of preferred stockhold-
ers to receive current dividends before common stockholders 
receive dividends.

D
date of record Th e date selected by a corporation’s board of 

directors on which the stockholders of record are identifi ed as 
those who will receive dividends.

debentures (unsecured bonds) Bonds for which no collateral 
has been pledged.

debit An entry on the left side of a T-account.
debt ratio A measure of leverage, computed by dividing total 

liabilities by total assets.
debt securities Financial instruments issued by a company that 

carry a promise of interest payments and the repayment of 
principal.

debt-to-equity ratio A measure of the number of dollars of 
borrowed funds for every dollar invested by owners; equal to 
total liabilities divided by total stockholders’ equity.

declaration date Th e date on which a corporation’s board of 
directors formally decides to pay a dividend to stockholders.

declining-balance depreciation method An accelerated depre-
ciation method in which an asset’s book value is multiplied 
by a constant depreciation rate (such as double the straight-
line percentage, in the case of double-declining-balance).

defi ned benefi t plan A pension plan under which the employer 
defi nes the amount that retiring employees will receive and 
contributes enough to the pension fund to pay that amount.

defi ned contribution plan A pension plan under which the 
employer contributes a defi ned amount to the pension fund; 
after retirement, employees receive the amount contributed 
plus whatever it has earned.

depletion Th e process of cost allocation that assigns the original 
cost of a natural resource to the periods benefi ted.

depreciation Th e process of cost allocation that assigns the 
original cost of plant and equipment to the periods benefi ted.

detective controls Internal control activities that are designed 
to detect the occurrence of errors and fraud.

diluted earnings per share An earnings per share fi gure that 
considers the eff ect on net income and shares outstanding of 
events that will likely occur in the future.

direct method A method of reporting net cash fl ows from 
operations that shows the major classes of cash receipts and 
payments for a period of time.

direct write-off  method Th e recording of actual losses from 
uncollectible accounts as expenses during the period in which 
accounts receivable are determined to be uncollectible.

dividend payment date Th e date on which a corporation pays 
dividends to its stockholders.

dividend payout ratio A measure of the percentage of earnings 
paid out in dividends; computed by dividing cash dividends 
by net income.

dividends Distributions to the owners (stockholders) of a 
corporation.

dividends in arrears Missed dividends for past years that preferred 
stockholders have a right to receive under the cumulative-
dividend preference if and when dividends are declared.

double-entry accounting A system of recording transactions in 
a way that maintains the equality of the accounting equation.

DuPont framework A systematic approach for breaking down 
return on equity into three ratios: return on sales, asset turn-
over, and assets-to-equity ratio.

E
earnings (loss) per share (EPS) Th e amount of net income 

(earnings) related to each share of stock; computed by divid-
ing net income by the number of shares of stock outstanding 
during the period.

eff ective-interest amortization A method of systematically 
writing off  a bond premium or discount that incorporates the 
time value of money and results in an equal interest rate for 
each period.

employee stock options Rights given to employees to purchase 
shares of stock of a company at a predetermined price.

entity An organizational unit (a person, partnership, or cor-
poration) for which accounting records are kept and about 
which accounting reports are prepared.

environmental liabilities Obligations incurred because of dam-
age done to the environment.

equity method A method used to account for an investment in 
the stock of another company when signifi cant infl uence can 
be imposed (typically when 20% to 50% of the outstanding 
voting stock is owned).

equity securities (stock) Shares of ownership in a corporation 
that can change signifi cantly in value and that provide for a 
return to investors in the form of dividends.

expenses Costs incurred in the normal course of business to 
generate revenues.

external auditors Independent CPAs who are retained by orga-
nizations to perform audits of fi nancial statements.
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extraordinary items Nonoperating gains and losses that are unusu-
al in nature, infrequent in occurrence, and material in amount.

F
FIFO (fi rst in, fi rst out) An inventory cost fl ow assumption 

whereby the fi rst goods purchased are assumed to be the fi rst 
goods sold so that the ending inventory consists of the most 
recently purchased goods.

fi nancial accounting Th e area of accounting concerned with 
reporting fi nancial information to interested external parties.

Financial Accounting Standards Board (FASB) Th e private 
organization responsible for establishing the standards for 
fi nancial accounting and reporting in the United States.

fi nancial ratios Relationships between fi nancial statement 
amounts.

fi nancial statement analysis Th e examination of both the rela-
tionships among fi nancial statement numbers and the trends 
in those numbers over time.

fi nancial statements Reports such as the balance sheet, income 
statement, and statement of cash fl ows, which summarize the 
fi nancial status and results of operations of a business entity.

fi nancing activities Transactions and events whereby resources 
are obtained from, or repaid to, owners (equity fi nancing) 
and creditors (debt fi nancing).

fi nished goods Manufactured products ready for sale.
fi scal year An entity’s reporting year, covering a 12-month ac-

counting period.
fi xed asset  (PP&E) turnover A measure of the number of 

dollars in sales generated by each dollar of fi xed assets; com-
puted as sales divided by property, plant, and equipment.

fl oor Th e minimum market amount at which inventory can be 
carried on the books; equal to net realizable value minus a 
normal profi t.

FOB (free-on-board) destination A business term meaning 
that the seller of merchandise bears the shipping costs and 
maintains ownership until the merchandise is delivered to the 
buyer.

FOB (free-on-board) shipping point A business term meaning 
that the buyer of merchandise bears the shipping costs and 
acquires ownership at the point of shipment.

foreign currency transaction A sale in which the price is 
denominated in a currency other than the currency of the 
seller’s home country.

franchise An entity that has been licensed to sell the product of 
a manufacturer or to off er a particular service in a given area.

G
GAAP oval A diagram that represents the fl exibility a manager 

has, within GAAP, to report one earnings number from 
among many possibilities based on diff erent methods and 
assumptions.

gains (losses) Money made or lost on activities outside the 
normal operation of a company. 

generally accepted accounting principles (GAAP) Authoritative 
guidelines that defi ne accounting practice at a particular time.

generally accepted auditing standards (GAAS) Auditing stan-
dards developed by the PCAOB for public companies and 
AICPA for private companies.

going concern assumption Th e idea that an accounting 
entity will have a continuing existence for the foreseeable 
future.

goodwill An intangible asset that exists when a business is 
valued at more than the fair market value of its net assets, 
usually due to strategic location, reputation, good cus-
tomer relations, or similar factors; equal to the excess of the 
purchase price over the fair market value of the net assets 
purchased.

gross margin method A procedure for estimating the amount 
of ending inventory; the historical relationship of cost of 
goods sold to sales revenue is used in computing ending 
inventory.

gross profi t (gross margin) Th e excess of net sales revenue over 
the cost of goods sold.

gross sales Total recorded sales before sales discounts and sales 
returns and allowances.

H
held-to-maturity security A debt security purchased by an in-

vestor with the intent of holding the security until it matures.
historical cost Th e dollar amount originally exchanged in an 

arm’s-length transaction; assumed to refl ect the fair market 
value of an item at the transaction date.

I
impairment A decline in the value of a long-term operating 

asset.
income smoothing Th e practice of carefully timing the recogni-

tion of revenues and expenses to even out the amount of 
reported earnings from one year to the next.

income statement (statement of earnings) Th e fi nancial 
statement that reports the amount of net income earned by a 
company during a period.

independent checks Procedures for continual internal verifi ca-
tion of other controls.

indirect method A method of reporting net cash fl ows from 
operations that involves converting accrual-basis net income 
to a cash basis.

intangible assets Long-lived assets without physical substance 
that are used in business; include licenses, patents, franchises, 
and goodwill.

internal auditors An independent group of experts (in controls, 
accounting, and operations) who monitor operating results 
and fi nancial records, evaluate internal controls, assist with 
increasing the effi  ciency and eff ectiveness of operations, and 
detect fraud.

internal control structure Policies and procedures established 
to provide management with reasonable assurance that the 
objectives of an entity will be achieved.

internal earnings target A fi nancial goal established within a 
company.
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Internal Revenue Service (IRS) A government agency that 
prescribes the rules and regulations that govern the collection 
of tax revenues in the United States.

International Accounting Standards Board (IASB) A com-
mittee formed to develop worldwide accounting standards.

International Financial Reporting Standards (IFRSs) A set of 
accounting standards produced by the IASB that can be used 
by all companies regardless of where they are based.

inventory Goods held for resale.
inventory shrinkage Th e amount of inventory that is lost, 

stolen, or spoiled during a period; determined by compar-
ing perpetual inventory records to the physical count of 
inventory.

inventory turnover A measure of the effi  ciency with which 
inventory is managed; equal to cost of goods sold divided by 
average inventory. 

investing activities Transactions and events that involve the 
purchase and sale of securities (excluding cash equivalents), 
property, plant, equipment, and other assets not generally 
held for resale, and the making and collecting of loans.

J
journal An accounting record in which transactions are fi rst 

entered; provides a chronological record of all business 
activities.

journal entry A recording of a transaction where debits equal 
credits; usually includes a date and an explanation of the 
transaction.

journalizing Recording transactions in a journal.
junk bonds Bonds issued by companies in weak fi nancial con-

dition with large amounts of debt already outstanding; these 
bonds yield high rates of return because of high risk.

L
lease A contract that specifi es the terms under which the owner 

of an asset (the lessor) agrees to transfer the right to use the 
asset to another party (the lessee).

ledger A book of accounts in which data from transactions 
recorded in journals are posted and thereby summarized.

lessee Th e party that is granted the right to use property under 
the terms of a lease.

lessor Th e owner of property that is leased (rented) to another 
party.

leverage Borrowing that allows a company to purchase more 
assets than its stockholders are able to pay for through their 
own investment.

liabilities Obligations to pay cash, transfer other assets, or 
provide services to someone else.

LIFO (last in, fi rst out) An inventory cost fl ow assumption 
whereby the last goods purchased are assumed to be the fi rst 
goods sold so that the ending inventory consists of the fi rst 
goods purchased.

limited liability Th e legal protection given stockholders 
whereby they are responsible for the debts and obligations of 
a corporation only to the extent of their capital contributions.

liquidity Th e company’s ability to pay its debts in the short run.
long-term assets Assets that a company needs in order to oper-

ate its business over an extended period of time.
long-term liabilities Debts or other obligations that are not 

expected to be satisfi ed within a year.
long-term operating assets Assets expected to be held and 

used over the course of several years to facilitate operating 
activities.

lower-of-cost-or-market (LCM) rule A basis for valuing inven-
tory at the lower of original cost or current market value.

M
management accounting Th e area of accounting concerned 

with providing internal fi nancial reports to assist manage-
ment in making decisions.

manufacturing overhead All costs incurred in the manufactur-
ing process other than direct materials and direct labor. 

Market Adjustment—Trading Securities An account used to 
track the diff erence between the historical cost and the mar-
ket value of a company’s portfolio of trading securities.

market rate (eff ective rate or yield rate) of interest Th e actual 
interest rate earned or paid on a bond investment.

market value Th e value of a company as measured by the num-
ber of shares of stock outstanding multiplied by the current 
market price of the stock; the current value of a business.

matching principle Th e concept that all costs and expenses in-
curred in generating revenues must be recognized in the same 
reporting period as the related revenues.

minority interest Th e amount of equity investment made by 
outside shareholders to consolidated subsidiaries that are not 
100% owned by the parent.

monetary measurement Th e idea that money is the accounting 
unit of measurement and that only economic activities measur-
able in monetary terms are included in the accounting model.

mortgage amortization schedule A schedule that shows the 
breakdown between interest and principal for each payment 
over the life of a mortgage.

mortgage payable A written promise to pay a stated amount of 
money at one or more specifi ed future dates; certain assets, 
usually real estate, are pledged as collateral.

N
natural resources Assets that are physically consumed or waste 

away. 
net assets Th e owners’ equity of a business; equal to total assets 

minus total liabilities.
net income (net loss) An overall measure of the performance of 

a company; equal to revenues minus expenses for the period.
net purchases Th e net cost of inventory purchased during a 

period, after adding the cost of freight in and subtracting 
returns and discounts.

net realizable value Th e selling price of an item less reasonable 
selling costs.

net realizable value of accounts receivable Th e net amount 
that would be received if all receivables considered collectible 



G-6 Glossary

were collected; equal to total accounts receivable less the 
allowance for bad debts.

net sales Gross sales less sales discounts and sales returns and 
allowances.

nominal accounts Accounts that are closed to a zero balance 
at the end of each accounting period; temporary accounts 
generally appearing on the income statement.

noncash items Items included in the determination of net 
income on an accrual basis that do not aff ect cash; for ex-
ample, depreciation and amortization.

noncash transactions Investing and fi nancing activities that 
do not aff ect cash; if signifi cant, they are disclosed below 
the statement of cash fl ows or in the notes to the fi nancial 
statements.

nonprofi t organization An entity without a profi t objective, 
oriented toward providing services effi  ciently and eff ectively.

notes to the fi nancial statements Explanatory information 
considered an integral part of the fi nancial statements.

NSF (not suffi  cient funds) check A check that is not honored 
by a bank because of insuffi  cient cash in the check writer’s 
account.

number of days’ purchases in accounts payable A measure of 
how well operating cash fl ow is being managed; computed 
by dividing total inventory purchases by average accounts 
payable and then dividing 365 days by the result.

number of days’ sales in inventory An alternative measure of 
how well inventory is being measured, equal to 365 divided 
by inventory turnover. 

O
operating activities Transactions and events that involve selling 

products or services and incurring the necessary expenses asso-
ciated with the primary activities of the business; transactions 
and events that enter into the determination of net income.

operating lease A simple rental agreement.
organizational structure Lines of authority and responsibility.
other revenues and expenses Items incurred or earned from 

activities that are outside of, or peripheral to, the normal 
operations of a fi rm.

owners’ equity Th e ownership interest in the net assets of an 
entity; equals total assets minus total liabilities.

P
par value A nominal value assigned to and printed on the face 

of each share of a corporation’s stock.
partnership An association of two or more individuals or orga-

nizations to carry on economic activity.
patent An exclusive right granted for 20 years by the federal 

government to manufacture and sell an invention.
pension An agreement between an employer and employees 

that provides for benefi ts upon retirement.
periodic inventory system A system of accounting for inven-

tory in which cost of goods sold is determined and inventory 
is adjusted at the end of the accounting period, not when 
merchandise is purchased or sold.

perpetual inventory system A system of accounting for inven-
tory in which detailed records of the number of units and 
the cost of each purchase and sales transaction are prepared 
throughout the accounting period.

physical safeguards Physical precautions used to protect assets 
and records. 

post-closing trial balance A listing of all real account balances 
after the closing process has been completed; tests whether 
total debits equal total credits for all real accounts prior to 
beginning a new accounting cycle.

postemployment benefi ts Benefi ts paid to employees who have 
been laid off  or terminated.

posting Th e process of transforming amounts from the journal 
to the ledger.

preferred stock A class of stock that usually provides dividend 
and liquidation preferences over common stock.

prepaid expenses Payments made in advance for items nor-
mally charged to expense.

present value Th e value today of money to be received or paid 
in the future.

present value of $1 Th e value today of $1 to be received or 
paid at some future date, given a specifi ed interest rate.

present value of an annuity Th e value today of a series of 
equally spaced, equal-amount payments to be made or re-
ceived in the future given a specifi ed interest rate.

preventative controls Internal control activities that are de-
signed to prevent the occurrence of errors and fraud.

price-earnings (PE) ratio A measure of growth potential, earn-
ings stability, and management capabilities; equal to market 
value divided by net income.

primary fi nancial statements Th e balance sheet, income state-
ment, and statement of cash fl ows, used by external groups to 
assess a company’s economic standing.

principal (face value or maturity value) Th e amount that will 
be paid on a bond at the maturity date.

property, plant, and equipment Tangible, long-lived assets 
acquired for use in business operations; includes land, build-
ings, machinery, equipment, and furniture.

proprietorship A business owned by one person.
prospectus A report provided to potential investors that 

represents a company’s fi nancial statements and explains its 
business plan, sources of fi nancing, and signifi cant risks.

Public Company Accounting Oversight Board 
(PCAOB) Board of fi ve full-time members established by 
the Sarbanes-Oxley Act to oversee the accounting and audit-
ing profession.

R
raw materials Materials purchased for use in manufacturing 

products.
real accounts Accounts that are not closed to a zero balance at 

the end of each accounting period; permanent accounts ap-
pearing on the balance sheet.

realized gains and losses Gains and losses resulting from the 
sale of securities in an arm’s-length transaction.

receivables Claims for money, goods, or services.
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registered bonds Bonds for which the names and addresses of 
the bondholders are kept on fi le by the issuing company.

retained earnings Th e amount of accumulated earnings of the 
business that have not been distributed to owners; the portion 
of a corporation’s owners’ equity that has been earned from 
profi table operations and not distributed to stockholders.

return on equity A measure of the amount of profi t earned per 
dollar of investment, equal to net income divided by equity.

return on sales A measure of the amount of profi t earned per 
dollar of sales; equal to net income divided by sales.

revenue Increase in a company’s assets from the sale of goods or 
services.

revenue recognition Th e process of recording revenue in the ac-
counting records; occurs after the work has been substantially 
completed and cash collection is reasonably assured.

revenue recognition principle Th e idea that revenues should 
be recorded when (1) the earnings process has been substan-
tially completed and (2) cash has either been collected or 
collectibility is reasonably assured.

S
sales discount A reduction in the selling price allowed if pay-

ment is received within a specifi ed period.
sales returns and allowances A contra-revenue account in 

which the return of, or allowance for reduction in the price 
of, merchandise previously sold is recorded.

sales tax payable Money collected from customers for sales 
taxes that must be remitted to taxing authorities.

salvage value Th e amount expected to be received when an as-
set is sold at the end of its useful life.

Sarbanes-Oxley Act A law passed by Congress in 2002 that 
gives the SEC signifi cant oversight responsibility and control 
over companies issuing fi nancial statements and their external 
auditors.

secured bonds Bonds for which assets have been pledged in 
order to guarantee repayment.

Securities and Exchange Commission (SEC) Th e government 
body responsible for regulating the fi nancial reporting prac-
tices of most publicly owned corporations in connection with 
the buying and selling of stocks and bonds.

segregation of duties A strategy to provide an internal check on 
performance through separation of authorization of transac-
tions from custody of related assets, operational responsibili-
ties from recordkeeping responsibilities, and custody of assets 
from accounting personnel.

separate entity concept Th e idea that the activities of an entity 
are to be separated from those of the individual owners.

serial bonds Bonds that mature in a series of installments at 
specifi ed future dates.

Social Security (FICA) taxes Federal Insurance Contributions 
Act taxes imposed on the employee and the employer; used 
mainly to provide retirement benefi ts.

specifi c identifi cation A method of valuing inventory and 
determining cost of goods sold whereby the actual costs of 
specifi c inventory items are assigned to them.

stated rate of interest Th e rate of interest printed on the bond.

statement of cash fl ows Th e fi nancial statement that shows an 
entity’s cash infl ows (receipts) and outfl ows (payments) dur-
ing a period of time.

statement of comprehensive income A statement outlining 
the changes in accumulated comprehensive income that arose 
during the period.

statement of retained earnings A report that shows the changes 
in retained earnings during a period of time.

statement of stockholders’ equity A fi nancial statement that 
reports all changes in stockholders’ equity.

stockholders (shareholders) Individuals or organizations that 
own a portion (shares of stock) of a corporation.

stockholders’ equity Th e owners’ equity section of a corporate 
balance sheet.

straight-line amortization A method of systematically writ-
ing off  a bond discount or premium in equal amounts each 
period until maturity.

straight-line depreciation method Th e depreciation method in 
which the cost of an asset is allocated equally over the periods 
of an asset’s estimated useful life. 

sum-of-the years’-digits (SYD) depreciation method Th e acceler-
ated depreciation method in which a constant balance (cost mi-
nus salvage value) is multiplied by a declining depreciation rate.

T
T-account A simplifi ed depiction of an account in the form of 

a letter T.
term bonds Bonds that mature in one single sum at a specifi ed 

future date.
time value of money Th e concept that a dollar received now is 

worth more than a dollar received in the future.
time-period concept Th e idea that the life of a business is 

divided into distinct and relatively short time periods so that 
accounting information can be timely.

times interest earned ratio A measure of a borrower’s ability 
to make required interest payments; equal to operating profi t 
divided by annual interest expense.

trademark A distinctive name, symbol, or slogan that distin-
guishes a product or service from similar products or services.

trading securities Debt and equity securities purchased with 
the intent of selling them should the need for cash arise or to 
realize short-term gains.

transactions Exchange of goods or services between entities 
(whether individuals, businesses, or other organizations), as 
well as other events having an economic impact on a business.

treasury stock Issued stock that has subsequently been reac-
quired by the corporation.

trial balance A listing of all account balances; provides a means of 
testing whether total debits equal total credits for all accounts.

U
unearned revenues Cash amounts received before they have 

been earned.
units-of-production method Th e depreciation method in 

which the cost of an asset is allocated to each period on the 
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basis of the productive output or use of the asset during the 
period.

unlimited liability An investment in which the proprietor or 
partners are responsible for all debts.

unrealized gains and losses Gains and losses resulting from 
changes in the value of securities that are still being held.

unrecorded liabilities Expenses incurred during a period that 
have not been recorded by the end of that period.

unrecorded receivables Revenues earned during a period that 
have not been recorded by the end of that period.

V
venture capital fi rm A company that provides needed cash to 

companies in return for an ownership interest.

W
work in process Partially completed units in production.
work sheet A tool used by accountants to facilitate the prepara-

tion of fi nancial statements.

Z
zero-coupon bonds Bonds issued with no promise of interest 

payments; only a single payment will be made.
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A
Accelerated depreciation methods, 409
Account balances, determining, 93
Account(s), 
 chart of, 92
 defi ned, 75
 errors in, 182
 nominal, 144
 real, 144
 sample of selected, 142
 used to categorize transactions, 75
Accounting, 
 accrual, 124
 accrual-basis, 126
 business relationship, 6
 cash-basis, 126, 128
 defi ned, 5
 double-entry, 28
 ethics in, 14
 management, 8
 non-GAAP, 191
 operating environment, 11
 purpose of, 4
 reasons to study, 16
 stock option, 336
 technology for, 15
Accounting cycle, 70
 and computers, 99
 completing the, 123
 defi ned, 6, 71
 illustration of steps in, 94
 output of, illus., 8
 sequence of, illus., 72, 148
 sequence of, illus., 72
 summary of, 148
Accounting equation, 73
 and dividends, 77
 and expenses, 77
 and revenues, 77
 defi ned, 28
 eff ect of business transactions on, illus., 96
 eff ect of transactions, 73
 elements of, illus., 29
 expanded, 78
 expanding the, 77
Accounting errors, 237
Accounting for 

acquisition of property, plant, and 
equipment, 381

amortization of bond discounts and 
premiums, 570

 bad debts, real-world illustration, 229
 biological assets, international, 398
 bonds 
  issued at a discount, 474
  issued at a premium, 476
  payable issued at face value, 469

  purchased between interest dates, 569
 cash dividends, 518
 changes in the value of securities, 563
 contingent liabilities, illus., 345
 credit customers who do not pay, 225
 equity investments using equity method, 575
 equity securities, illus., 576
 held-to-maturity securities, 568
 initial (bond) purchase, 568
 intangible assets, 402
 inventory purchases and sales, 274
 lease obligations, 460
 long-term liabilities, 456
 purchase of securities, 560
 return earned on an investment, 561
 sale of securities, 562
 sale or maturity of bond investments, 572
 stock, 512
 stock repurchases, 514
 trading and available-for-sale securities, 560
Accounting information, 
 users and uses, 2
 users of, 7
Accounting model, defi ned, 46
Accounting policies, 
 signifi cant, 41
 summary of, 41
Accounting process, role of auditors in, 195
Accounting standards, 
 development of, 12
 other organizations, 12
 signifi cance of, 12
Accounting system, 
 defi ned, 4
 functions of, illus., 5
 review of, 142
Accounts payable, number of days’ purchases 

in, 291
Accounts receivable, 
 aging, 229
 defi ned, 226

estimating uncollectible as percentage of 
credit sales, 228

estimating uncollectible as percentage of total 
receivables, 228

net realizable value of, 227
Accounts receivable effi  ciency, 681
Accounts receivable turnover, defi ned, 232, 681
Accrual 
 accounting, 124
 income, determining, illus., 127

to cash basis, guidelines for converting from, 
illus., 629

Accrual- 
 basis accounting, defi ned, 126
 vs. cash-basis accounting, 126
Accumulated other comprehensive income, 

defi ned, 523

Acquisition cost of 
property, plant, and equipment, items 

included, illus., 381
goodwill and other intangible assets, illus., 

404
Activities, 
 business, 216
 of a business (major), illus., 217
Activity, selling a product or service, illus., 217
Adjusted trial balance (Burger King), illus., 139
Adjusting entries, defi ned, 129
Adjustment(s), 691
 review of, 141
Advertising, 349
Aging accounts receivable, defi ned, 229, 230
AICPA, see American Institute of Certifi ed 

Public Accountants
Allowance for bad debts, defi ned, 227
Allowance method, defi ned, 226
American Institute of Certifi ed Public 
 Accountants (AICPA), 43, 184
 defi ned, 13
Amortization, 
 defi ned, 405
 eff ective-interest, 474, 477, 571

of bond discounts and premiums, accounting 
for, 570

 of intangible assets, 405
 straight-line, 474, 570
Amortization table for bonds, illus., 572
Analytical procedures, by auditors, 197
Anchoring, 691
Annual report, defi ned, 8
Annuity, defi ned, 452
Arm’s-length transactions, 
 assumption of, 47
 defi ned, 47
Articulation, defi ned, 40
Asset turnover, 678
 defi ned, 668
Asset value, recording impairments of, 396
Asset(s), 
 acquiring, 82
 acquisition of several at once, 385
 common, 26
 current, 29
 custody of, 186
 defi ned, 26
 long-term, 29
 net, 27
 net pension, 337
Assets acquired by 
 leasing, 382
 purchase, 381
 self-construction, 384
Assets and records, physical controls, 187
Assets-to-equity ratio, defi ned, 678
Assumptions and concepts, fundamental, 46

I N D E X  s u b j e c t  i n d e x
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ATM (automated teller machine) 
transactions, 236

Audit, 141
 external, 44
 processes used by auditors, illus., 196
Audit committee, defi ned, 186
Audit report, defi ned, 45
Auditors, 
 activities of, illus., 142
 analytical procedures, 197
 audit processes used by, 196
 confi rmation, 197
 constraints on, 194
 duties of, 196
 employee interviews, 196
 external, 195
 independence of external, 197
 internal, 195
 observation, 196
 role in accounting process, 195
 sampling, 196
Authorization, 186
 proper procedures for, 187
Available-for-sale securities, 
 accounting for, 560
 changes in the value of, 564
 defi ned, 558
Average collection period, defi ned, 232, 682
Average cost, 
 complications of perpetual method with, 297
 defi ned, 284
Average cost fl ow assumption, 286

B
Bad debt(s), 
 allowance for, 227
 defi ned, 226

real-world illustration of accounting for, 
229

Bad debt expense, 
 defi ned, 226
 illus. (Yahoo!), 230
Balance sheet, 26
 classifi ed, 29
 common-size (Microsoft), illus., 675
 defi ned, 26
 format of, 28
 illus., 97
 illus. (Burger King), 140
 limitations of, 30
Balance sheet and income statement, and 

statement of cash fl ows, illus., 615
Balance sheet presentation of stock 

information, 516
Bank account, reconciling the, 235
Bank credits, 237
Bank debits, 237
Bank reconciliation, 
 defi ned, 237
 illus., 238
Bank statement (example), illus., 236
Basic earnings per share, defi ned, 352
Basket purchase, defi ned, 385
Benefi ts, postretirement, 338

Biological assets, international accounting for, 398
Board of directors, defi ned, 511
Bond carrying value, defi ned, 477
Bond discount

and premiums, accounting for amortization 
of, 570

 defi ned, 466
Bond indenture, defi ned, 464
Bond investments, accounting for the sale or 

maturity of, 572
Bond maturity date, defi ned, 465
Bond premium, defi ned, 466
Bond retirements before maturity, 470
Bond(s), 
 amortization table for, illus., 572
 callable, 464
 characteristics of, 464
 convertible, 464
 coupon, 464
 deep discount, 464
 defi ned, 463
 determining issuance price, 465
 issued at a discount or premium, 474
 issued at a discount, 467
  accounting for, 474
 issued at a premium, 467
  accounting for, 476
 issued at face value, 466
 junk, 464
 nature of, 463
 registered, 464
 retirement before maturity, 470
 secured, 464
 serial, 464
 term, 464
 types of, 463
 zero-coupon, 464
Bonds payable issued at face value, accounting 

for, 469
Bonds purchased between interest dates, 

accounting for, 569
Bonus, defi ned, 335
Book value, 
 defi ned, 31, 387
 for U.S. fi rms, illus., 31
Bookkeeping, defi ned, 4
Books, closing the, 142
Brands, most valuable in the world for 2008, 

illus., 403
Budgeting, capital, 379
Business, 
 accounting relationship, 6
 defi ned, 6
 international, 13
 major activities of a, 216
Business documents, defi ned, 72
Business issues involved with 
 inventory, timeline of, illus., 271
 investor fi nancing, timeline of, illus., 508

long-term operating assets, timeline of, 
illus., 377

Business organization, common activities, 
illus., 7

Business transaction eff ects on accounting 
equation, illus., 96

C
Calendar year, defi ned, 126
Callable bonds, defi ned, 464
Capital, contributed, 513
Capital 
 budgeting, defi ned, 379
 lease, defi ned, 383
 stock, defi ned, 28
Capitalize vs. expense, 347
Capitalized interest, 
 defi ned, 384
 for U.S. companies, illus., 385
Cash, 
 acquired from owners or borrowing, 80
 collecting and paying obligations, 87
 collection of, 222
 control of, 224
 defi ned, 224
 fl ow of, illus., 614
Cash dividends,
 accounting for, 518
 company decision to pay, 518
 constraints of payment of, 521
 defi ned, 518
Cash equivalents, defi ned, 613
Cash fl ow 
 adequacy, 688
 adequacy ratio, defi ned, 689

data (selected) for 2008 and 2007, 
illus., 688

 patterns, 616
  illus., 555
 to net income, 688
Cash fl ow ratio(s), 687
 and noncash expense, 687
 and rapid growth, 688
 and window dressing, 688
 for U.S. companies, illus., 689
 usefulness of, 687
Cash fl ows, 
 major classifi cations of, 613
  illus., 614
 see also statement of cash fl ows
 statement of, 26, 37, 97
  patterns of, illus., 633
Cash fl ow-to-net income ratio, defi ned, 688
Cash-basis accounting, defi ned, 128
Ceiling, defi ned, 299
Certifi ed public accountant (CPA), defi ned, 13
Chart of accounts, 
 defi ned, 92
 typical, illus., 94
Classifi cation 
 and disclosure of securities, illus., 559
 of debt and equity securities, illus., 557
Classifi ed balance sheet, defi ned, 29
Classifying a security, 556
Closing entries, 144, 278
 defi ned, 145
Closing process, illus., 145
Closing the books, 144
Collection period, average, 232, 682
Common 
 assets, illus., 26
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 liabilities, illus., 27
 stock, defi ned, 511
Common-size 
 balance sheet (Microsoft), illus., 675
 fi nancial statements, defi ned, 673
 income statement (Microsoft), illus., 673
Companies, 
 descended from Standard Oil, illus., 331
 investment in other companies, 554
Comparability, lack of, 691
Comparative fi nancial statement, defi ned, 29
Comparison of depreciation expense using 

diff erent depreciation methods, illus., 413
Compensated absences, 334
Compound journal entry, defi ned, 85
Compounding period, defi ned, 450
Compounding, 450
Comprehensive income, 
 accumulated other, 523
 defi ned, 35
 statement of, 523
Computers, and the accounting cycle, 99
Concepts and assumptions, fundamental, 46
Conceptual comparison, 287
Confi rmation, by auditors, 197
Conglomerates, defi ned, 691
Consignment, defi ned, 273
Consolidated fi nancial statements, 578
 defi ned, 557
 illus., 579
Contingency, 344
 defi ned, 344
Contingent liabilities, accounting for, 345
Contra account, defi ned, 223
Contributed capital, defi ned, 513
Control 
 activities (procedures), defi ned, 186
 environment, defi ned, 186
 procedures, 186
Convertible 
 bonds, defi ned, 464
 preferred stock, defi ned, 511
Corporate stock and corporations, 509
Corporation, 
 ability to raise capital, 510
 close government regulation, 510
 defi ned, 510
 starting a, 510
 transferability of ownership, 510
Corporations and corporate stock, 509
Cost, historical, 47
Cost fl ow assumption, 
 average, 286
 FIFO, 285
 LIFO, 286
Cost of goods available for sale, defi ned, 273
Cost of goods sold, 
 calculating, 280
 defi ned, 271
 ending inventory and, 273
 inventory and, 271
Cost of sales, inventory and, 269
Cost principle, defi ned, 47
Costing methods, inventory, comparison of, 287
Costs, 

associated with a sale, warranty and 
service, 233

 included in inventory cost, 272
 transportation, 276
Counting inventory and calculating cost of 

goods sold, 280
Coupon bonds, defi ned, 464
Credit, defi ned, 76
Credit customers, 
 accounting for non-paying, 225
 non-paying, 225
Creditors, 9
Cumulative-dividend preference, defi ned, 520
Currency transactions, foreign, 239
Current 
 assets, defi ned, 29
 liabilities, defi ned, 29
 ratio, defi ned, 667
 ratios for selected U.S. companies, illus., 667
Current-dividend preference, defi ned, 520
Custody of assets, 186
Customers, 10

D
Date of record, defi ned, 519
Debentures, defi ned, 464
Debit, defi ned, 76
Debt and equity securities, 552
 classifi cations of, illus., 557
Debt ratio, 666

defi ned, 472, 667
Debt securities, defi ned, 556
Debt-related fi nancial ratios, using, 472
Debt-to-equity ratio, defi ned, 472, 685
Decision-making process, illus., 5
Declaration date, defi ned, 518
Declining-balance depreciation method, 

defi ned, 409
Deferred tax example, 341
Defi ned benefi t plan, defi ned, 337
Defi ned contribution plan, defi ned, 336
Depletion, defi ned, 392
Deposits in transit, 237
Depreciation, 

comparison of expenses using diff erent 
methods, illus., 413

 declining-balance, 409
 defi ned, 387
 partial-year, illus., 391
 sum-of-the-years’-digits (SYD), 411
Depreciation calculations, partial-year, 391
Depreciation estimates and methods, 

changes in, 414
Depreciation expense, 
 calculating and recording, 387

using diff erent methods, comparison of, 
illus., 391

Depreciation for income tax purposes, 411
Depreciation method(s), 
 accelerated, 409
 comparison of, 390, 412

depreciation expense using diff erent, 
illus., 391

 graphical comparison of, illus., 413

 straight-line, 387
 units-of-production, 387
Depreciation schedule 

when there is a change in estimate, 
illus., 415

with double-declining-balance depreciation, 
illus., 410

with straight-line depreciation, illus., 388
with sum-of-the-years’-digits depreciation, 

illus., 412
with units-of-production depreciation, 

illus., 390
Detective controls, defi ned, 186
Diluted earnings per share, defi ned, 352
Direct method, defi ned, 627
Direct write-off  method, defi ned, 226
Disagreements in judgment, 182
Discarding property, plant, and equipment, 399
Disclosure(s), 42

changes in methods or estimates with little 
or no, 190

concerning Exxon Valdez oil spill, 
illus., 346

 of information not recognized, 42
Discounting, 449
Disposal of property, plant, and equipment, 

399
Dividend
 payment date, defi ned, 519
 payout ratio, defi ned, 521
 preferences, 519
  illus., 520
Dividends, 
 defi ned, 28, 78, 518
 in arrears, defi ned, 520
 included in accounting equation, 77
Documents and records, adequate, 187
Double-declining-balance depreciation, schedule 

for, illus., 410
Double-entry accounting, defi ned, 28
DuPont framework, 
 defi ned, 677
 ratios for selected U.S. companies, illus., 680

E
Earnings, 
 retained, 28
 statement of, 26
Earnings management, 
 continuum, illus., 190
 ethics of, 191
 reasons for, 188
Earnings per share (EPS), defi ned, 34, 352
Eff ective rate, 466
Eff ective-interest amortization, 477
 defi ned, 474, 571
Effi  ciency ratios, 679
 more, 681
Effi  ciency, 680
 inventory, 682
Employee 
 compensation, 332
 stock options, defi ned, 335
Employees, 10
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Ending inventory, 
 and cost of goods sold, 273
 income eff ect of error in, 282
Entity, defi ned, 46
Environmental liabilities, defi ned, 345
EPS, see earnings per share
Equation, accounting, 28
Equity 
 fi nancing, raising, 507
 fi nancing of, 505

investments, accounting for, using equity 
method, 575

Equity items, 
 other, 523
 that bypass the income statement, 523
Equity method, 
 accounting for equity investments, 575
 defi ned, 557
 illustrating, 576
Equity method securities, 557
Equity section (General Electric), illus., 524
Equity securities, 
 accounting for, illus., 576
 debt and, 552
 defi ned, 556
Errors in 
 accounts and ledgers, 182
 reporting process, 181
Estimates or methods, 
 changes with full disclosure, 190
 changes with little or no disclosure, 190
Ethics, 
 accounting, 14
 personal, 192
Excel spreadsheets, using for time value of money 

calculations, 453
Exchanging property, plant, and equipment, 401
Expanded accounting equation, illus., 78
Expense/asset continuum, illus., 348
Expenses, 
 defi ned, 33
 included in accounting equation, 77
 other, 350
 prepaid, 132
External audit, 44
External auditors, 
 defi ned, 195
 independence of, 197
External expectations, meeting, 189
Extraordinary items, defi ned, 350
Exxon Valdez oil spill, illus., 346

F
Face value, bonds payable issued at, 469
Fair value 
 method, 335
 of an intangible, estimating, 404
FASB, see Financial Accounting Standards Board
Fictitious transactions, 191
FIFO (fi rst in, fi rst out), defi ned, 284
FIFO cost fl ow assumption, 285
Financial Accounting Standards Board (FASB), 

43, 557

 defi ned, 12
Financial accounting, defi ned, 9
Financial data for 2008 (Microsoft), selected, 

illus., 666
Financial information, 
 integrity of, 179
 users of, 10
Financial information users, 
 competitors, 10
 employees, 10
 government agencies, 10
 suppliers and customers, 10
 the press, 11
Financial position, statement of, 26
Financial ratios, 

and relationships among fi nancial statements, 
illus., 671

 defi ned, 665
 summary of selected, illus., 669
 widely used, 666
Financial reporting, 
 fraudulent, 183
 other dimensions of, 609
Financial statement, 25
 comparative, 29
 illustration from (ExxonMobil), 337
 primary, 25
 relationship of, 40
Financial statement analysis, 142
 defi ned, 665
 need for, 664
   illus., 665
Financial statement errors, safeguards for, 184
Financial statement impact comparison, 287
Financial statement preparation, 138
Financial statement relationships, illus., 40
Financial statements, 
 analyzing, 663

for preparation of statement of cash 
fl ows, 621

anchoring, adjustment, and timeliness, 
691

and fi nancial ratios, relationship among, 
illus., 671

 common-size, 673
 consolidated, 557, 578
 defi ned, 9
 disagreements, 181
 errors in, 181
 fraud, 181
 incomplete information, 690
 lack of comparability, 691
 notes to, 41, 140, 141
 pension-related items in, 337
 potential pitfalls, 690
 problems in, 180
 search for smoking gun, 691
Financing, 
 and investing activities, 375
 of long-term liabilities, 446
 raising equity, 507
Financing activities, 
 defi ned, 38, 216, 615
 noncash, 615

Finished goods, defi ned, 272
Firms included in Dow Jones Industrial Average, 

illus., 506
Fiscal year, defi ned, 126
Fixed asset (PP&E) turnover, defi ned, 683
Fixed asset turnover, defi ned, 407
Floor, defi ned, 299
Flow of cash, illus., 614
FOB (free-on-board) destination, defi ned, 273
FOB (free-on-board) shipping point, defi ned, 273
Foreign Corrupt Practices Act, 184
Foreign currency transaction, 239
 defi ned, 240
 example of, 240
Foreign currency translation adjustment, 523
Form 10-K, 199
Form 10-Q, 199
Franchise, defi ned, 403
Fraudulent fi nancial reporting, 183
Full disclosure, change in methods or estimates 

with, 190
Fundamental concepts and assumptions, 46
Future value 
 and present value concepts, 448
 of a single amount, computing, 449

G
GAAP, see generally accepted accounting 

principles
GAAP oval, 
 defi ned, 191
 illus., 192
GAAS, see generally accepted auditing standards
Gains, defi ned, 34
General format for statement of cash fl ows, 

illus., 613
General journal, illus., 81
General ledger, posting to, illus., 93
Generally accepted accounting principles 

(GAAP), 128
 defi ned, 12
Generally accepted auditing standards (GAAS), 

defi ned, 195
Going concern assumption, defi ned, 47
Goods 
 available for sale, cost of, 273
 being shipped, 273
 in transit, ownership transfer for, illus., 273
 on consignment, 273
 sale of, 85
Goodwill, 403
 defi ned, 386
Goodwill and other intangible assets, acquisition 

costs of, illus., 404
Government agencies, 10
Graphical comparison of depreciation methods, 

illus., 413
Gross margin, 34
Gross margin method, defi ned, 302
Gross profi t, defi ned, 34
Gross sales, defi ned, 224
Guidelines for converting from accrual to cash 

basis, illus., 629



 Subject Index SI-5

H
Held-to-maturity securities, 
 accounting for, 568
 defi ned, 556
Historical cost, defi ned, 47
History of stock price per share (Microsoft), 

illus., 664

I
IAS, see International Accounting Standards
IASB, see International Accounting Standards 

Board
IFRS, see International Financial Reporting 

Standards
Impairment, 
 defi ned, 396
 of asset value, recording, 396
 of intangible assets, 406
Impairment test, illus., 397
Income, 
 comprehensive, 35
 net, 33
Income eff ect of error in ending inventory, 282
Income measurement, problem of, illus., 125
Income smoothing, 
 defi ned, 189
 illus., 189
Income statement, 32
 adapted comparative (Safeway), illus., 35
 common-size (Microsoft), illus., 673
 defi ned, 26
 equity items that bypass the, 523
 format of, 33
 illus., 97
 illus. (Burger King), 139
 illus. (sample), 351
 summarizing operations on an, 350
Income statement formats, diff ering, 352
Income tax purposes, depreciation for, 411
Income taxes, 341
Independent 
 accounts, and SEC, 199
 auditor’s report (Wal-Mart), illus., 197
 checks, defi ned, 187
Indirect method, defi ned, 627
Industry diff erences in fi xed asset turnover, 407
Information, 
 collection of accounting, 71
 not recognized, disclosure of, 42
Information technology, impact of, 275
Initial purchase (bond), accounting for, 568
Intangible, estimating fair value of, 404
Intangible assets, 
 accounting for, 402
 amortization of, 405
 as investments, 376
 defi ned, 378
 impairment of, 406
Interest, stated rate of, 466
Interest cost, pension-related, 337
Interest dates, investing between, illus., 569
Interest earned ratio, 473

Interest-bearing notes, 457
Internal 
 auditors, defi ned, 195
 control structure, defi ned, 184
 controls, 179
 earnings targets, defi ned, 188
 targets, meeting, 188
Internal Revenue Service (IRS), defi ned, 13
International Accounting Standards (IAS), 126
International Accounting Standards Board 

(IASB), 126, 288, 348
 defi ned, 14
International business, 13
International Financial Reporting Standards 

(IFRS), defi ned, 14
International Trade Commission, 10
Interviews, by auditors, 196
Inventories, 
 assessing management of, 290
 method of estimating, 302
Inventory, 
 and cost of goods sold, 271
 and cost of sales, 269
 at amounts below cost, reporting, 298
 counting, 280
 defi ned, 271, 272
 ending, 
  and cost of goods sold, 273
  and income eff ect of error in, 282
 errors in, 294
 evaluating the level of, 290
 levels of, illus., 270
 number of days’ sales in, 290, 682
 ownership of, 272
 taking a physical count, 280
 timeline of business issues involved with, 

illus., 271
Inventory cost, costs included, 272
Inventory cost fl ow, specifi c identifi cation, 284
Inventory cost fl ow assumptions, 283
 impact of, 291
Inventory costing, 280
 methods, comparison of, 287
Inventory effi  ciency, 682
Inventory purchases and sales, accounting for, 274
Inventory shrinkage, defi ned, 281
Inventory turnover, defi ned, 290, 682
Inventory valued at 
 lower of cost or market, 299
 net realizable value, 299
Investing activities, 
 defi ned, 38, 216, 614
 noncash, 615
Investing and fi nancing activities, 375
Investing between interest dates, illus., 569
Investment, accounting for return earned on 

an, 561
Investment and load, diff erence between, 508
Investment securities, timeline for buying and 

selling, illus., 561
Investments, 
 debt and equity securities, 552
 intangible assets, 376
 property, plant, and equipment, 376

Investor fi nancing, timeline of business issues 
involved with, illus., 508

Investors, 9
IPO, window dressing for, 190
IRS, see Internal Revenue Service
Issuance price of bonds, determining, 465

J
Journal, defi ned, 80
Journal entries, 89
 closing entries, 278
 compound, 85
 defi ned, 80
 periodic, 275
 perpetual, 275
 posting, 92
 purchase discounts, 277
 purchase returns, 276
 purchases, 276
 sales, 277
 sales returns, 278
 transportation costs, 276
Journalizing, defi ned, 80
Junk bonds, defi ned, 464

L
Lease, 
 capital, 383
 classifi cation of, 383
 defi ned, 382
 operating, 382, 460
Lease obligations, accounting for, 460
Lease payments, schedule of, illus., 461
Leasing, assets acquired by, 382
Ledger, defi ned, 92
Ledgers, errors in, 182
Lenders, 9
Lessee, defi ned, 382
Lessor, defi ned, 382
Leverage, 680
 defi ned, 679
Leverage ratios, 679
 more, 684
Liabilities, 
 common, 27
 current, 29
 defi ned, 27
 long-term, 29
 unrecorded, 131
Liability, 
 net pension, 337
 unlimited, 509
LIFO (last in, fi rst out), 

complications of perpetual method with, 297
 defi ned, 284
 global perspective, 288
LIFO cost fl ow assumption, 286
Limited liability, defi ned, 510
Liquidity, defi ned, 29, 667
Loan and investment, diff erence between, 508
Loan, window dressing for, 190
Long-term assets, defi ned, 29
Long-term liabilities, 
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 accounting for, 456
 defi ned, 29, 448
 fi nancing, 446
 measuring, 447
 timeline of business issues involved with, 

illus., 456
Long-term operating assets, 
 decision to acquire, 379
 defi ned, 378
 nature of, 378
 timeline of business issues involved with, 

illus., 377
Loss per share, 34
Losses, defi ned, 34
Lower of cost or market, inventory valued at, 299
Lower-of-cost-or-market (LCM) rule, defi ned, 299

M
Major activities of a business, 216
Major classifi cations of cash fl ows, illus., 614
Management, 10
 constraints on, 194
 of receivables, assessment of, 231
Management accounting, defi ned, 8
Management letter (IBM), illus., 185
Manufacturing overhead, defi ned, 272
Market 
 adjustment—trading securities, defi ned, 564
 rate, defi ned, 466
 value, defi ned, 31
Matching, strategic, 190
Matching principle, defi ned, 127
Maturity, bond retirements before, 470
Methods or estimates, 
 changes with full disclosure, 190
 changes with little or no disclosure, 190
Minority interest, defi ned, 579
Monetary measurement, defi ned, 47
Mortgage amortization schedule, 
 defi ned, 458
 year 1, illus., 459
Mortgage payable, defi ned, 458
Most valuable brands in the world for 2008, 

illus., 403

N
Natural resources, defi ned, 391
Need for fi nancial statement analysis, 

illus., 665
Net assets, defi ned, 27
Net income, 
 and cash fl ows from operations (Home 

Depot), illus., 611
 cash fl ow to, 688
 defi ned, 33
 U.S. companies, illus., 34
Net loss, 33
Net pension asset or liability, 337
Net purchases, defi ned, 279
Net realizable value, 
 defi ned, 299
 inventory valued at, 299
 of accounts receivable, defi ned, 227

Net sales, defi ned, 224
Nominal accounts, defi ned, 144
Noncash 
 expenses, large, 687
 investing and fi nancing activities, 615
 items, defi ned, 623
 transactions, defi ned, 631
Non-GAAP accounting, 191
Nonprofi t organization, defi ned, 6
Note disclosure (Safeway), illus., 42
Notes, interest-bearing, 457
Notes to fi nancial statements, 140, 
 defi ned, 41
 illus. (Burger King), 141
NPV Excel function, 454
NSF (not suffi  cient funds), 236
 defi ned, 235
Number of days’ purchases in accounts 

payable, 291
 defi ned, 292
Number of days’ sales in inventory, defi ned, 

290, 682

O
Observation, by auditors, 196
Operating activities, 213
 defi ned, 38, 216, 613
Operating cycle, completing the, 330
Operating lease, 460, 462
 defi ned, 382
Operations and investments (Berkshire 

Hathaway), illus., 553
Operations on an income statement, 

summarizing, 350
Organizational structure, defi ned, 186
Other revenues and expenses, defi ned, 350
Outstanding checks, 237
Owner’s equity, 
 defi ned, 27
 sources of, illus., 27
Ownership transfer for goods in transit, illus., 273

P
Par value, defi ned, 512
Partial-year depreciation, illus., 391
Partial-year depreciation calculations, 391
Partnership, 
 defi ned, 508
 ease of formation, 508
 limited life, 509
Patent, defi ned, 402
Paying obligations, 87
Payroll, 332
PCAOB, see Public Company Accounting 

Oversight Board
PE ratios for U.S. companies, illus., 669
Pension, defi ned, 336
Pension 
 benefi t illustration (ExxonMobil), 337
 expense, 334
 fund, 337
 obligation, 337
Pension-related 

 interest cost, 337
 items in fi nancial statements, 337
Performance, independent checks on, 187
Period payments, computing, 452
Periodic inventory system, 
 defi ned, 275
 overview of, 274
Periodic journal entries, 275
Periodic reporting, 125
Perpetual inventory system, 
 defi ned, 275
 overview of, 274
Perpetual journal entries, 275
Perpetual method, complications with LIFO and 

average cost, 297
Personal ethics, 192
Physical count of inventory, 280
Physical safeguards, defi ned, 187
Post-closing trial balance, 
 defi ned, 146
 illus. (Burger King), 146
 preparing, 146
Postemployment benefi ts, defi ned, 336
Posting, defi ned, 92
Postretirement benefi ts other than 

pensions, 338
Preferred stock, defi ned, 511
Prepaid expenses, defi ned, 132
Present value, 
 and future value concepts, 448
 defi ned, 383
 of $1, defi ned, 448
 of a single amount, computing, 449
 of an annuity, 
  computing, 452
  defi ned, 452
Preventative controls, defi ned, 186
Price-earnings ratio, 668
 defi ned, 668
Primary fi nancial statement, defi ned, 25
Principal, defi ned, 465
Product or service, selling activity, 217
Profi t, gross, 34
Profi tability, 680
Profi tability ratios, 678
Property taxes, 340
Property, plant, and equipment, 
 accounting for acquisition of, 381
 as investments, 376
 defi ned, 378
 discarding, 399
 disposal of, 399
 effi  ciency of, 683
 evaluating level of, 407
 exchanging, 401

item included in acquisition cost of, 
illus., 381

 measuring effi  ciency of, 407
 recording decreases in value of, 396
 recording increases in value of, 398
 repairing and improving, 393
 selling, 400
Proprietorship, 
 defi ned, 508
 ease of formation, 508
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 limited life, 509
Prospectus, defi ned, 511
Public Company Accounting Oversight Board 

(PCAOB), 13
 defi ned, 193
Purchase(s), 276
 assets acquired by, 381
Purchase 
 discounts, 277
 of securities, accounting for, 560
 returns, 276
PV Excel function, 454

Q
Quantity count, 280

R 
Rapid growth, 688
Ratio, 
 assets-to-equity, 678
 cash fl ow adequacy, 689
 cash fl ow-to-net income, 688
 current, 667
 debt, 472, 667
 debt-to-equity, 472, 685
 dividend payout, 521
 effi  ciency, 679
 interest earned, 472
 leverage, 679
 price-earnings, 668, 669
 profi tability, 678
 times interest earned, 686
Raw materials, defi ned, 272
Real accounts, defi ned, 144
Realized gains and losses, defi ned, 562
Receivables, 
 assessment of management of, 231
 defi ned, 226
 selling a product or service, 214
 unrecorded, 130
Recognition, 42
Reconciling the bank account, 235
Record keeping, 186
Recording impairments of asset value, 396
Registered bonds, defi ned, 464
Registration statements, 199
Reporting 
 inventory at amounts below cost, 298
 process, errors in, 181
Research and development, 348
Retained earnings, 
 defi ned, 28, 517
 statement of, 35
Return earned on an investment, accounting for, 561
Return on 
 equity, defi ned, 668
 pension fund assets, 337
 sales, 678
  defi ned, 668
Revenue(s), 
 defi ned, 33
 included in accounting equation, 77
 other, 350
 recognizing, 218

 unearned, 134
Revenue recognition, 
 application of criteria, 219
 defi ned, 218
 international, 221
Revenue recognition principle, defi ned, 126
ROE using DuPont framework, analysis of, 

illus., 677

S
Sale or maturity of bond investments, accounting 

for, 572
Sales, 277
 accounting for inventory purchases and, 274
 gross, 224
 net, 224
Sales discount, defi ned, 222
Sales returns, 278
 and allowances, defi ned, 223
Sales tax payable, defi ned, 340
Sales taxes, 340
Salvage value, defi ned, 387
Sample PE ratios for U.S. companies, illus., 669
Sampling, by auditors, 196
Sarbanes-Oxley Act (SOX), 13, 193
 constraints of, 194
 defi ned, 184, 186
Schedule of computer lease payments, illus., 461
SEC, see Securities and Exchange Commission
Secured bonds, defi ned, 464
Securities, 
 accounting for changes in value of, 563
 accounting for held-to-maturity, 568
 accounting for purchase of, 560
 accounting for sale of, 562
 available-for-sale, 558
 changes in the value of available-for-sale, 564
 changes in the value of trading, 564
 classifi cation and disclosure of, illus., 559
 classifi cation of a, 556
 classifi cations of debt and equity, illus., 557
 debt, 556
 equity, 556
 equity method, 557
 held-to-maturity, 556
 reason for diff erent classifi cations, 558
 trading, 558
Securities Act of 1933, 199
Securities and Exchange Commission, 10, 12, 

43, 126, 186, 198
 defi ned, 13, 199
 Form 10-K, 199
 Form 10-Q, 199
 registration statements, 199
Securities Exchange Act of 1934, 199, 670
 eff ect on independent accountants, 199
Segregation of duties, defi ned, 186
Selected cash fl ow data (Microsoft) for 2008 and 

2007, illus., 688
Selected fi nancial data for 2008 (Microsoft), 

illus., 666
Self-construction, assets acquired by, 384
Selling goods, 85
Selling property, plant, and equipment, 400

Separate entity concept, defi ned, 46–47
Serial bonds, defi ned, 464
Service 
 cost, 337
 costs associated with sales, recording, 233
 or product, selling activity, 217
Services, providing, 85
Share owners’ equity for General Electric, 

illus., 514
Shareholders, defi ned, 28
Social Security (FICA) taxes, defi ned, 333
Specifi c identifi cation, defi ned, 284
Stated rate of interest, defi ned, 466
Statement of cash fl ows, 37, 610
 adapted, (Safeway), illus., 39
 analyzing other fi nancial statements for, 621
 defi ned, 26, 612
 direct and indirect methods, 626
 general format for, illus., 613
 illus., 97
 information reported in, 613
 international requirements, 616
 preparation of, 617
 purpose of, 612

relationship to balance sheet and income 
statement, illus., 615

 rules of thumb for preparation, 628
 six-step process for preparing, 622–632
 using to make decisions, 633
Statement of comprehensive income, 
 defi ned, 523
 for News Corporation, illus., 524
Statement of earnings, 26
Statement of retained earnings, 
 defi ned, 35
 illus. (Safeway), 36
Statement of stockholders’ equity, 36
 defi ned, 524
 illus. (News Corporation), 525
Stock, 
 accounting for, 512
 capital, 28
 common, 511
 convertible preferred, 511
 corporate, 509
 issuance of, 512
 preferred, 511
 treasury, 514
Stock option, 335
Stock option accounting, FASB-IASB teamwork 

on, 336
Stock performances (Yahoo! and Amazon.com), 

illus., 215
Stock repurchases, accounting for, 514
Stockholders, defi ned, 28, 511
Stockholders’ equity, 
 defi ned, 28
 illus., 516
 statement of, 36, 524
Straight-line 
 amortization, defi ned, 474, 570

depreciation, depreciation schedule with, 
illus., 388

 depreciation method, defi ned, 387
Strategic matching, 190
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Summary of 
 selected fi nancial ratios, illus., 669
 transactions, illus., 90–91
Summary totals, additional information, 42
Sum-of-the-years’-digits depreciation, schedule 

for, illus., 412
Sum-of-the-years’-digits (SYD) depreciation 

method, defi ned, 411
Supplementary information, 42
Suppliers, 10

T
T-account, defi ned, 75
Taxes, 339
 income, 341
 property, 340
 sales, 340
Taxonomies, 43
Term bonds, defi ned, 464
Time period diff erences, 237
Time value of money, 
 defi ned, 379
 using Excel spreadsheets to compute, 453
Timeline of business issues 

associated with buying and selling investment 
securities, illus., 561

 involved with inventory, illus., 271
 involved with investor fi nancing, illus., 508
 involved with long-term liabilities, illus., 456

involved with long-term operating assets, 
illus., 377

Timeliness, 691
Time-period concept, defi ned, 125
Times interest earned, defi ned, 473
Times interest earned ratio, defi ned, 686

Trademark, defi ned, 402
Trading securities, 
 accounting for, 560
 changes in the value of, 564
 defi ned, 558
Transactions, 
 arm’s-length, 47
 categorized by accounts, 75
 defi ned, 47
 fi ctitious, 191
 recording eff ects of, 79
 summary of, 90–91
Transportation costs, 276
Treasury stock, defi ned, 514
Trial balance, 
 defi ned, 98
 illus., 96
 preparing a, 92
Turnover, accounts receivable, 232

U
U.S. corporations, investment in, 565
U.S. stock exchange, international impact, 670
Uncollectible accounts receivable, 
 as percentage of credit sales, 228
 as percentage of total receivables, 228
Unearned revenues, defi ned, 134
Units-of-production 

depreciation, depreciation schedule with, 
illus., 390

 depreciation method, 389, defi ned, 387
 method with natural resources, 391
Unlimited liability, defi ned, 509
Unrealized gains and losses, 
 defi ned, 564

 on available-for-sale securities, 523
Unrecorded 
 liabilities, defi ned, 131
 receivables, defi ned, 130

V
Value, subsequent changes in, 565
Value of securities, accounting for changes in the, 

563
Venture capital fi rm, defi ned, 215

W
Warranty costs associated with sales, 

recording, 233
Window dressing 
 for IPO or loan, 190
 time, 688
Withdrawals for credit card transactions, 236
Work in process, defi ned, 272
Work sheet, defi ned, 142
World Wide Web, 215

X
XBRL reporting, 43

Y
Yield rate, 466

Z
Zero-coupon (deep discount) bonds, defi ned, 

464



 Real Company Index CI-1

A
Acme Building Brands, 553
Adelphia, 180
Advanced Micro Devices (AMD), 22
Alcoa Inc., 506
Altria Group, 345
Amazon.com, 215
American Express Co., 226, 506, 553
American Insurance Group (AIG), 3
Amoco, 331
Anglo-Persian Oil Company, 496
Ann Taylor Stores, 33
AOL, 397
AOL Time Warner, 397, 687
Apple, 28, 404, 667, 668, 691
Arthur Andersen, 11
AT&T Inc., 31, 34, 352, 370, 385, 506
Atlantic Richfi eld, 331

B
Bank of America Corp., 31, 34, 218, 

221, 261, 506
Bear Sterns, 3
Ben Bridge Jeweler, 553
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Albrecht, Stice, Stice’s Financial 
Accounting, 11th edition 
Tackling the WHAT, WHY, and 
HOW of Accounting

WHAT
Students benefi t from a structured, clear presentation of material. Too much information at once or 
an ill-defi ned learning path leads to anxious, unfocused students. If information is instead provided 
in digestible chunks and the organization sets the expectation for what students should learn in 
each section, they will be able to absorb more information. 

WHY
Students need to understand why they are learning something to be fully engaged in a topic. Th e 
why is one of the most important ways to show relevance. If they don’t understand the why, they 
often won’t understand an equation because the purpose behind that equation eludes them. Get-
ting them to think conceptually about the topics requires critical thinking as well as a focus on how 
these topics relate to the business world.

HOW
After students have learned the conceptual meaning behind a topic and have seen how it re-
lates to the real world, they need to be able to complete calculations and apply what they have 
learned in a practical sense. Th e actual repetition and practice of accounting closes the gap, 
solidifying their knowledge of accounting principles.
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Simple Gradebook Management
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