Financial Accounting and
Its Environment

LEARNING OBJECTIVES

1. Define accounting and identify its objectives.

2. Distinguish among the three maijor types of accounting.

3. List the three primary financial statements and briefly summarize the information
contained in each.

4. Identify financial statement users and the decisions they make.

5. Define generally accepted accounting principles and explain how they are
determined.

6. Describe the role of auditing.

7. List the economic consequences of accounting principle choice.

8. Assess the importance of ethics in accounting.

INTRODUCTION

Jane Johnson is considering selling T-shirts in the parking lot during her university’s
football games. Jane, of course, will do this only if she expects to make a profit. To es-
timate her profits, Jane needs certain pieces of information, such as the cost of a shirt,
the university’s charge for the right to conduct business on its property, the expected
selling price, and the expected sales volume. Suppose Jane has developed the follow-
ing estimates:

Sales price per shirt $ 12
Cost per shirt $ 7
Number of shirts sold per game day 50
University fee per game day $100

Although developing estimates is tricky, let’s take these estimates as given. Based

on the estimates, Jane would earn a profit of $150 per game day.

Sales ($12 x 50) $600
Less expenses:
Cost ofmerchandise ($7 x 50) $350
University fee 100
Total expenses 450
Net income $150
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Since this looks like a reasonable profit, Jane puts her plan into action. After her
first game day, Jane needs to assess her success (or failure). Based on her actual results,
Jane prepares the following information:

Sales ($12 x 40) $480
Less expenses:
Cost of merchandise ($7 x 40) $280
University fee 100
Total expenses 380
Net income $100

Jane’s business was profitable, but not as profitable as she planned. This is because
Jane sold fewer shirts than she hoped, but Jane is confident that she can sell any re-
maining shirts on the next game day.

The preceding illustration shows two ways in which accounting can be used.
First, Jane used accounting to help plan her business. That is, she used accounting to
project her expected profit. Second, after Jane operated her business for a day, she
used accounting to determine if, in fact, she had made a profit. In general, accounting
is used during all phases of planning and operating a business.

ACCOUNTING

Accounting is the systematic process of measuring the economic activity of a busi-
ness to provide useful information to those who make economic decisions. Account-
ing information is used in many different situations. The illustration in the introduc-
tory section shows how a business owner (Jane) can use accounting information.
Bankers use accounting information when deciding whether or not to make a loan.
Stockbrokers and other financial advisers base investment recommendations on ac-
counting information, while government regulators use accounting information to de-
termine if firms are complying with various laws and regulations.

TYPES OF ACCOUNTING

The examples mentioned in the last section explained how accounting information
can be helpful in a number of situations. In fact, the field of accounting consists of sev-
eral specialty areas that are based on the nature of the decision. The following sections
describe the three major types of accounting, which are summarized in Exhibit 1-1.

Financial Accounting

Financial accounting provides information to decision makers who are external
to the business. To understand the role of financial accounting, consider a large cor-
poration such as IBM. The owners of corporations are called shareholders, and IBM
has more than 600,000 shareholders. Obviously, each shareholder cannot partici-
pate directly in the running of IBM, and because IBM needs to maintain various trade
secrets, its many thousands of shareholders are not permitted access to much of the
firm’s information. Because of this, shareholders delegate most of their decision-
making power to the corporation’s board of directors and officers. Exhibit 1-2 con-
tains an organizational chart for a typical corporation. Shareholders, however, need
information to evaluate (1) the performance of the business and (2) the advisability
of retaining their investment in the business. Financial accounting provides some of
the information for this purpose; such information is also used by potential share-
holders who are considering an investment in the business.
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EXHIBIT 1-1  The Three Major Types of Accounting

Accounting Specialty Decision Maker

Financial accounting Shareholders
Creditors

Managerial accounting Managers

Tax Managers

Examples of Decisions

Buy shares
Hold shares

Sell shares

Lend money
Determine interest rates

Set product prices
Buy or lease equipment

Comply with tax laws

Minimize tax payments

Assess the tax effects of
future transactions

EXHIBIT 1-2  Organizational Chart of a Typical Corporation

Shareholders

Y

Board of Directors

Vice President
of Finance

Vice President
of Operations

Vice President
of Marketing

Creditors and potential creditors are also served by financial accounting. Firms of-
ten seek loans from banks, insurance companies, and other lenders. Although credi-
tors are not internal parties of those firms, they need information about them so that
funds are loaned only to credit-worthy organizations. Financial accounting will usually
provide at least some of the information needed by these decision makers.

Managerial Accounting

Managers make numerous decisions. These include (1) whether to build a new plant,
(2) how much to spend for advertising, research, and development, (3) whether to
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lease or buy equipment and facilities, (4) whether to manufacture or buy component
parts for inventory production, or (5) whether to sell a certain product. Managerial ac-
counting provides information for these decisions. This information is usually more de-
tailed and more tailor-made to decision making than financial accounting information.
It is also proprietary; that is, the information is not disclosed to parties outside the firm.

Sterling Collision Centers, Inc. provides a good illustration of managerial ac-
counting at work. Although Sterling only has 18 shops, it hopes to put a major dent in
the automotive body shop business through aggressive expansion and the introduc-
tion of innovative management techniques. One of its strategies is to use computers
to better track repair times, which will provide both standards for different types of
repair jobs as well as measures of how individual workers perform relative to the stan-
dards. By tying pay to performance, Sterling hopes to improve worker productivity.
Knowledge of repair times will also help Sterling to determine estimated bids for its
repair jobs. Managerial accountants play a major role in all these activities.

Although distinguishing between financial and managerial accounting is convenient,
the distinction is somewhat blurred. For example, financial accounting provides informa-
tion about the performance of a firm to outsiders. Because this information is essentially
a performance report on management, managers are appropriately interested in and in-
fluenced by financial accounting information. Accordingly, the distinction between finan-
cial and managerial accounting depends on who is the primary user of the information.

Tax Accounting

Tax accounting encompasses two related functions: tax compliance and tax plan-
ning. Tax compliance refers to the calculation of a firm’s tax liability. This process en-
tails the completion of sometimes lengthy and complex tax forms. Tax compliance
takes place after a year’s transactions have been completed.

In contrast, tax planning takes place before the fact. A business transaction can be
structured in a variety of ways; a car can be purchased by securing a loan, for exam-
ple, or it can be leased from the dealer. The structure of a transaction determines its
tax consequences. A major responsibility of tax accountants is to provide advice about
the tax effects of a transaction’s various forms. Although this activity may seem to be
an element of managerial accounting, it is separately classified due to the necessary
specialized tax knowledge.

Other Types of Accounting
A few additional types of accounting exist. Accounting information systems are the
processes and procedures required to generate accounting information. These include

identifying the information desired by the ultimate user,

developing the documents (such as sales invoices) to record the necessary data,
assigning responsibilities to specific positions in the firm, and

applying computer technology to summarize the recorded data.

BN =

Another type of accounting deals with nonbusiness organizations. These or-
ganizations do not attempt to earn a profit and have no owners. They exist to fulfill the
needs of certain groups of individuals. Nonbusiness organizations include

1. hospitals,
2. colleges and universities,
3. churches,
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4. the federal, state, and local governments,
5. many other organizations such as museums, volunteer fire departments, and dis-
aster relief agencies.

Nonbusiness organizations have a need for all the types of accounting we have
just reviewed. For example, a volunteer fire department might need to borrow money
to purchase a new fire truck. Its banker would then require financial accounting in-
formation to make the lending decision.

Nonbusiness organizations are fundamentally different from profit-oriented firms:
They have no owners and they do not attempt to earn a profit. Because of this, the
analysis of the financial performance of business and nonbusiness organizations is
considerably different. This text addresses only business organizations. Most colleges
and universities offer an entire course devoted to the accounting requirements of non-
business organizations.

A CLOSER LOOK AT FINANCIAL ACCOUNTING

This text is primarily concerned with financial accounting, which summarizes the past
performance and current condition of a firm. An overview of financial accounting is pre-
sented in Exhibit 1-3. Each element of the exhibit is discussed in the following sections.

Past Transactions and Other Economic Events

Past transactions and events are the raw materials for the financial accounting process.
Transactions typically involve an exchange of resources between the firm and other
parties. For example, purchasing equipment with cash is a transaction that would be
incorporated in the firm’s financial accounting records. Purchasing equipment on
credit is also a transaction; equipment is obtained in exchange for a promise to pay for
it in the future.

Financial accounting also incorporates significant economic events that do not in-
volve exchanges with other parties. For example, assume that a firm owns an unin-
sured automobile that is completely destroyed in an accident. Financial accounting
would reflect the effect of this event.

Keep in mind that financial accounting deals with past transactions and events. It
provides information about the past performance and current financial standing of a
firm. Financial accounting itself does not usually make predictions about the future. Al-
though financial statement users need to assess a firm’s future prospects, financial ac-
counting does not make these predictions, but it does provide information about the
past and present that is useful in making predictions about the future.

EXHIBIT 1-3  Overview of Financial Accounting

Past
Transactions Financial
and Other Accounting
Economic Process
Events

Financial Decision
Statements Makers
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The Financial Accounting Process
The financial accounting process consists of

1. categorizing past transactions and events,
measuring selected attributes of those transactions and events, and
3. recording and summarizing those measurements.

The first step places transactions and events into categories that reflect their type
or nature. Some of the categories used in financial accounting include (1) purchases
of inventory (merchandise acquired for resale), (2) sales of inventory, and (3) wage
payments to workers.

The next step assigns values to the transactions and events. The attribute mea-
sured is the fair value of the transaction on the exchange date. This is usually indicated
by the amount of cash that changes hands. If equipment is purchased for a $1,000
cash payment, for example, the equipment is valued at $1,000. The initial valuation is
not subsequently changed. (Some exceptions are discussed in later chapters.) This
original measurement is called historical cost.

The final step in the process is to record and meaningfully summarize these mea-
surements. Summarizing is necessary because, otherwise, decision makers would be
overwhelmed with an extremely large array of information. Imagine, for example, that
an analyst is interested in Ford Motor Company’s sales for 1998. Providing a list of every
sales transaction and its amount would yield unduly detailed information. Instead, the
financial accounting process summarizes the dollar value of all sales during a given time
period and this single sales revenue number is included in the financial statements.

Financial Statements

Financial statements are the end result of the financial accounting process. Firms pre-
pare three major financial statements: the balance sheet, the income statement, and
the statement of cash flows. The following sections briefly describe these statements.

The Balance Sheet The balance sheet shows a firm’s assets, liabilities, and own-
ers’ equity. Assets are valuable resources that a firm owns or controls. The simplified
balance sheet shown in Exhibit 1-4 includes four assets. Cash obviously has value. Ac-
counts receivable are amounts owed to Newton Company by its customers; these

EXHIBIT 1-4 A Balance Sheet

The Newton Company
Balance Sheet

December 31, 2000

Assets Liabilities and Owners’ Equity
Cash $ 5,000 Liabilities
Accounts receivable 7,000 Accounts payable $ 8,000
Inventory 10,000 Notes r)a able 2,000
Equipment 7,000 Total iagﬂiﬁes 10,000

Owners’ equity 19,000
Total assets $29,000 Total liabilities

and owners’ equity $29,000



Financial Accounting and Its Environment

have value because they represent future cash inflows. Inventory is merchandise ac-
quired that is to be sold to customers. Newton expects its inventory to be converted
into accounts receivable and ultimately into cash. Finally, equipment (perhaps deliv-
ery vehicles or showroom furniture) enables Newton to operate its business.

Liabilities are obligations of the business to convey something of value in the fu-
ture. Newton’s balance sheet shows two liabilities. Accounts payable are unwritten
promises that arise in the ordinary course of business. An example of this would be
Newton purchasing inventory on credit, promising to make payment within a short
period of time. Notes payable are more formal, written obligations. Notes payable of-
ten arise from borrowing money.

The final item on the balance sheet is owners’ equity, which refers to the own-
ers’ interest in the business. It is a residual amount that equals assets minus liabilities.
The owners have a positive financial interest in the business only if the firm’s assets
exceed its obligations.

The Income Statement Just as each of us is concerned about our income, in-
vestors and creditors are interested in the ability of an organization to produce income
(sometimes called earnings or profits). The income statement summarizes the earn-
ings generated by a firm during a specified period of time. Exhibit 1-5 contains New-
ton Company’s income statement for 2000.

Income statements contain at least two major sections: revenues and expenses.
Revenues are inflows of assets from providing goods and services to customers. New-
ton’s income statement contains one type of revenue: sales to customers. This in-
cludes sales made for cash and sales made on credit.

Expenses are the costs incurred to generate revenues. Newton’s income state-
ment includes three types of expenses. Cost of goods sold is the cost to Newton of the
merchandise that was sold to its customers. General and administrative expenses in-
clude salaries, rent, and other items. Tax expense reflects the payments that Newton
must make to the Internal Revenue Service and other taxing authorities. The differ-
ence between revenues and expenses is net income (or net loss if expenses are
greater than revenues).

The Statement of Cash Flows From a financial accounting perspective, income
is not the same as cash. For example, suppose that a sale is made on credit. Will this
sale be recorded on the income statement? Yes. It meets the definition of a revenue

EXHIBIT 1-5 An Income Statement

The Newton Company
Income Statement
For the Year Ended December 31, 2000

Revenues
Sales $63,000
Expenses
Cost of goods sold $35,000
General and administrative 20,000
Tax 3,000
Total expenses 58,000

Net Income $ 5,000
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transaction: an inflow of assets (the right to receive cash in the future) in exchange for
goods or services. Moreover, including this transaction in the income statement pro-
vides financial statement readers with useful information about the firm’s accom-
plishments. However, no cash has been received. Thus, the income statement does
not provide information about cash flows.

Financial statement users, though, are also interested in a firm’s ability to gener-
ate cash. After all, cash is necessary to buy inventory, pay workers, purchase equip-
ment, and so on. The statement of cash flows summarizes a firm’s inflows and out-
flows of cash. Exhibit 1-6 illustrates Newton Company’s statement of cash flows,
which has three sections. One section deals with cash flows from operating activi-
ties, such as the buying and selling of inventory. The second section contains infor-
mation about investing activities, such as the acquisition and disposal of equipment.
The final section reflects cash flows from financing activities. These activities in-
clude obtaining and repaying loans, as well as obtaining financing from owners.

Notes to Financial Statements A full set of financial statements includes a num-
ber of notes that clarify and expand the material presented in the body of the finan-
cial statements. The notes indicate the accounting principles (rules) that were used to
prepare the statements, provide detailed information about some of the items in the
financial statements, and, in some cases, provide alternative measures of the firm’s as-
sets and liabilities.

Notes to financial statements are not illustrated in this chapter because they are
highly technical and apply to specific accounting topics covered in subsequent chap-
ters. Notes are, however, emphasized throughout much of this book.

Annual Reports  All large firms, and many smaller ones, issue their financial state-
ments as part of a larger document referred to as an annual report. In addition to the
financial statements and their accompanying notes, the annual report includes de-
scriptions of significant events that occurred during the year, commentary on future
plans and strategies, and a discussion and analysis by management of the year’s results.
Appendixes C and D of this text contain substantial portions of two annual reports.

EXHIBIT 1-6 A Statement of Cash Flows

The Newton Company
Statement of Cash Flows
For the Year Ended December 31, 2000

Cash flows from operating activities:

Cash received from customers $61,000

Cash paid to suppliers (37,000)

Cash paid for general and administrative functions (19,900)

Taxes paid (3,000)

Net cash provided by operating activities 1,100
Cash flows E:om investing activities:

Purchase of equipment (2,000)
Cash flows from financing activities:

Net borrowings 1,000
Net increase in cash 100
Cash at beginning of year 4,900
Cash at eng of year $ 5,000
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Decision Makers

Recall that the primary goal of financial accounting is to provide decision makers with
useful information. This section identifies the major users of financial statements and
describes the decisions they make.

Owners Present and potential owners (investors) are prime users of financial
statements. They continually assess and compare the prospects of alternative invest-
ments. The assessment of each investment is often based on two variables: expected
return and risk.

Expected return refers to the increase in the investor’s wealth that is expected
over the investment’s time horizon. This wealth increase is comprised of two parts: (1)
increases in the market value of the investment and (2) dividends (periodic cash dis-
tributions from the firm to its owners). Both of these sources of wealth depend on the
firm’s ability to generate cash. Accordingly, financial statements can improve decision
making by providing information that helps current and potential investors estimate
a firm’s future cash flows.

Risk refers to the uncertainty surrounding estimates of expected return. The term
expected implies that the return is not guaranteed. For most investments, numerous
alternative future returns are possible. For example, an investor may project that a
firm’s most likely return for the upcoming year is $100,000. However, the investor rec-
ognizes that this is not the only possibility. There is some chance that the firm might
generate returns of $90,000 or $110,000. Still other possibilities might be $80,000 and
$120,000. The greater the difference among these estimates, the greater the risk. Fi-
nancial statements help investors assess risk by providing information about the his-
torical pattern of past income and cash flows.

Investment selection involves a trade-off between expected return and risk. In-
vestments with high expected returns generally have a high risk. Each investor must
assess whether investments with greater risk offer sufficiently higher expected re-
turns.

To illustrate the trade-off between risk and expected return, assume that an in-
vestor has two choices: Investment A and Investment B. Each investment costs $100.
The return provided by the investments during the next year depends on whether the
economy experiences an expansion or recession. The following chart summarizes the
possibilities:

Expected Return

Investment A Investment B
Expansion $10 $4
Recession $0 $2

Assuming that expansion and recession are equally as likely, the expected return
of the two investments can be calculated as follows:

Investment A ($10 x .5) + ($0 x .5) = $5
Investment B ($4 X .5) + ($2 x .5) = $3

Although Investment A has the higher expected return, it also has the higher risk.
Its return next year can vary by $10, while Investment B’s return can vary by only $2.
Investors must decide for themselves whether Investment A’s higher expected return
is worthwhile, given its greater risk.
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Creditors  The lending decision involves two issues: whether or not credit should
be extended, and the specification of a loan’s terms. For example, consider a bank
loan officer evaluating a loan application. The officer must make decisions about the
amount of the loan (if any), interest rate, payment schedule, and collateral. Because
repayment of the loan and interest will rest on the applicant’s ability to generate cash,
lenders need to estimate a firm’s future cash flows and the uncertainty surrounding
those flows. Although investors generally take a long-term view of a firm’s cash gen-
erating ability, creditors are concerned about this ability only during the loan period.

Lenders are not the only creditors who find financial statements useful. Suppliers
often sell on credit, and they must decide which customers will or will not honor
their obligations.

Other Users A variety of other decision makers find financial statements helpful.
Some of these decision makers and their decisions include the following:

1. Financial analysts and advisors. Many investors and creditors seek expert ad-
vice when making their investment and lending decisions. These experts use fi-
nancial statements as a basis for their recommendations.

2. Customers. The customers of a business are interested in a stable source of sup-
ply. They can use financial statements to identify suppliers that are financially
sound.

3. Employees and labor unions. These groups have an interest in the viability and
profitability of firms that employ them or their members. As described in Reality
Check 1-1, unions in the airline industry have recently made several important de-
cisions based, in part, on financial statements.

4. Regulatory authorities. Federal and state governments regulate a large array of
business activities. The Securities and Exchange Commission (SEC) is a prominent
example. Its responsibility is to ensure that capital markets, such as the New York
Stock Exchange, operate smoothly. To help achieve this, corporations are required
to make full and fair financial disclosures. The SEC regularly reviews firms’ finan-
cial statements to evaluate the adequacy of their disclosures. Reality Check 1-2 de-
scribes another regulatory use of accounting information.

The accounting profession views financial statements as being general purpose.
They are intended to meet the common information needs of a wide variety of users,
such as those in the preceding list.

REALITY CHECK 1-1

United Airlines: Employees of United Airlines gained controlling ownership of United’s parent, UAL Corporation, by
agreeing to billions of dollars in wage and benefit concessions. The employees needed to estimate the value of UAL so
that they could determine the extent of the wages and benefits to sacrifice. Financial statements are frequently used in
valuing businesses.

Northwest Airlines: In 1993, Northwest asked its pilots to forgo $886 million in wages and benefits over three years.
Northwest's reported 1993 loss of $115 million played a role in securing the pilots’ agreement. However, in 1997,
Northwest reported a profit of $597 million. As you might imagine, the pilots became much more assertive in their bar-
gaining, asking for wage increases, profit sharing, and bonuses.
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California has perhaps the country’s toughest standards for vehicle emissions. One aspect of its
jor automakers to generate 10% of their California sales from electric vehicles by 2003. Comp
will be assessed from financial accounting information.

f)rogrqm requires the ma-
iance with this regulation

GENERALLY ACCEPTED ACCOUNTING PRINCIPLES

Decision makers often wish to compare the financial statements of several firms. To
permit valid comparisons, the firms’ statements need to be based on the same set of
accounting principles, which are the rules and procedures used to produce the fi-
nancial statements.

To illustrate how one event might be accounted for in more than one way, con-
sider a movie production company that has just produced a new film costing
$25,000,000. Assume that a balance sheet is to be prepared before the film is mar-
keted. Does the firm have a $25,000,000 asset? The real value of the film rests on its
capability to generate future revenues. A successful film will generate revenue that is
many times greater than its cost; an unsuccessful film may not even cover its cost. At
the balance sheet date, the future revenue is unknown.

As a potential investor or creditor, how would you prefer that this film be re-
flected on the balance sheet? Two obvious alternatives are $25,000,000 and $0. The
latter is clearly more conservative; it results in a lower asset value. Some financial state-
ment readers would prefer this conservative approach. Others would maintain that
management expects to reap at least $25,000,000 in revenue; otherwise, they would
not have undertaken the project. Thus, they feel that $25,000,000 is the most reason-
able figure. There is no obvious answer to this issue. However, to permit valid com-
parisons of various firms’ balance sheets, the same accounting principle should be
used. Current accounting practice, in general, is to record assets at historical cost; in
this case, the movie would be recorded at $25,000,000.

The Financial Accounting Standards Board

The most widely used set of accounting principles is referred to as generally accepted
accounting principles (GAAP). GAAP is currently set by the Financial Accounting Stan-
dards Board (FASB). The FASB is a private organization located in Norwalk, Connecti-
cut. The board is comprised of seven voting members who are supported by a large
staff. As of June 1, 1998, the FASB issued 132 Statements of Financial Accounting Stan-
dards (SFASs). These standards are the primary source of GAAP.

The FASB’s predecessor was the Accounting Principles Board (APB). The APB
issued 31 Opinions, which are still part of GAAP, unless they have been superseded
by an SFAS.

The FASB faces a difficult task in setting GAAP. Financial accounting is not a natural
science; no fundamental accounting laws have been proven to be correct. Accounting
exists to provide information useful for decision making. The FASB’s responsibility is to
specify the accounting principles that will result in highly useful information. How-
ever, given that financial statement users are rather diverse, this is not a simple task.

The FASB employs an elaborate due process procedure prior to the issuance of an
SFAS. Exhibit 1-7 summarizes the FASB’s procedures. This process is designed to en-
sure that all those who wish to participate in the setting of accounting standards have
an opportunity to do so.

1
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EXHIBIT 1-7 FASB’s Due Process Procedures

| Placement on Agenda |

Y

Issuance of an Invitation
to Comment or a Discussion
Memorandum

| Public Hearings

Y

| Issuance of an Exposure Draft |

\

| Public Hearings |

Issuance of a Statement
of Financial Accounting
Standard

The FASB publishes several preliminary documents during its deliberations on each
SFAS. The documents include an Invitation to Comment or a Discussion Memoran-
dum that identify the fundamental accounting issues to be addressed. An Exposure
Draft is the FASB’s initial attempt at resolving such issues. These documents are widely
disseminated, and interested parties are invited to communicate with the board, both
in writing and by making presentations at public hearings. An affirmative vote of five
of the seven FASB members is needed to issue a new SFAS.

An interesting aspect of GAAP is that more than one accounting method (or prin-
ciple) is acceptable for some transactions. For example, there are several acceptable
inventory accounting methods. This provides managers with considerable discretion
in preparing their financial statements.

Several accountants, judges, and legislators have criticized this situation. They believe
that only a single method should be allowed for a given transaction. In general, the FASB
is attempting to narrow the availability of multiple acceptable accounting procedures.

The Securities and Exchange Commission
The Securities and Exchange Commission (SEC) was created by the Securities Ex-
change Act of 1934. The act empowered the SEC to set accounting principles and fi-
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nancial disclosure requirements for the corporations that it regulates. These corpora-
tions are quite large and have ownership interests that are widely dispersed among
the public. Such corporations are referred to as publicly beld. Thus, for at least pub-
licly held corporations, the SEC has legislative authority to set GAAP. This raises a ques-
tion about the relationship between the SEC and the FASB.

The FASB is a private (nongovernment) organization whose authority to set GAAP
derives from two sources. First, the business community and the accounting profes-
sion, by accepting FASB rulings, provide one source of support. In the United States,
accounting principles have traditionally been set in the private sector, and the FASB’s
standards have received a reasonable amount of support. At the same time, not every-
one is entirely happy with the FASB’s pronouncements. Some people criticize the
FASB for issuing standards that are too complex and too costly to implement. Part of
the FASB’s responsibility is to balance financial statement users’ demands for better in-
formation with the costs incurred by those who provide that information.

The second source of the FASB’s standard-setting authority is the SEC. Although
the SEC has legislative authority to set GAAP for publicly held corporations, it prefers
to rely on the accounting profession’s private rule-making bodies to do this. In fact,
the SEC has formally indicated that it will recognize GAAP as prescribed by the FASB.
The SEC does, however, retain the right to overrule FASB pronouncements, and it oc-
casionally exercises this right. Exhibit 1-8 shows the relationships among the different
organizations involved in setting accounting standards.

THE ROLE OF AUDITING

A firm’s management is primarily responsible for preparing its financial statements. Yet
the financial statements can be viewed as a report on the performance of manage-
ment. The conflict of interest in this situation is apparent. As a result, the financial
statements of all corporations reporting to the SEC must be audited. Audits are re-
quired because they enhance the credibility of the financial statements. The financial
statements of many privately held businesses are also subject to an audit. Banks, for

EXHIBIT 1-8  Groups Involved in Setting Accounting Standards

President/Congress
Y
SEC
Y
FASB < > Business Community
Y

13
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example, require many loan applicants to submit audited financial statements so that
lending decisions can be based on credible financial information.

One of the most important auditing relationships, which are depicted in Exhibit
1-9, is the role of the independent certified public accountant (CPA) who conducts the
audit. CPAs are licensed by the individual states by meeting specified educational and
experience requirements and passing the uniform CPA exam, which takes two days to
complete. CPAs are also required to attend continuing professional education classes
and participate in a peer review process, whereby one CPA firm reviews and critiques
the work of another firm.!

Exhibit 1-10 contains an auditor’s report. The wording has been carefully chosen
by the accounting profession to communicate precisely what an audit does and does
not do. The first paragraph identifies the company, the specific financial statements
that were audited, and the years of the audit. Management’s responsibility for the fi-
nancial statements is also acknowledged.

The second paragraph states that the audit has been conducted in accordance
with generally accepted auditing standards (GAAS). These standards have been
developed by the accounting profession to provide guidance in the performance of an
audit, which consists of an examination of evidence supporting the financial state-
ments. Because audits are costly, auditors cannot retrace the accounting for every
transaction. Accordingly, only a sample of a corporation’s many transactions are re-
viewed. Based on the results of these tests, the auditor draws an inference about the
fairness of the financial statements.

The second paragraph also notes that audits provide reasonable (not absolute) as-
surance that financial statements are free of material error. The lesser standard of rea-
sonable assurance is employed for two reasons. First, auditors do not examine every
transaction and thus they are unable to state conclusions in too strong a fashion. Sec-

EXHIBIT 1-9  Auditing Relationships

Shareholders/

Board of Directors

A

Y

Company Management

> GAAP

Y

Financial Statements

Y

Audit Opinion

"More detailed descriptions of the accounting profession are provided in Appendix B.
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EXHIBIT 1-10  An Auditor’s Report

To the Stockholders and
Board of Directors of Merck & Co., Inc.:

We have audited the accompanying consolidated balance sheet of Merck & Co., Inc. (a
New Jersey corporation) and sugsi iaries as of December 31, 1997 and 1996, and the
related conso|icr<):lted statements of income, retained earnings, and cashflows for each of
the three years in the period ended December 31, 1997. These financial statements are the
responsibility of the company’s management. Our responsibility is to express an opinion
on these financial statements based on our audits.

We conducted our audits in accordance with generally accepted auditing standards.
Those standards require that we plan and perform the audit to obtain reasonable assur-
ance about whether the financial statements are free of material misstatement. An audit in-
cludes examining, on a test basis, evidence supporting the amounts and disclosures in the
financial statements. An audit also includes assessing the accounting principles used and
significant estimates made by management, as weﬁ as evaluating tEe overall financial
statement presentation. We believe t?mt our audits provide a reasonable basis for our
opinion.

In our opinion, the financial statements referred to above present fairly, in all material
respects, the financial position of Merck & Co., Inc. and subsidiaries as of December 31,
1997 and 1996, and the results of their operations and cash flows for each of the three
years in the period ended December 31, 1997, in conformity with generally accepted ac-
counting principles.

New York, New York ARTHUR ANDERSEN LLP
January 27, 1998

ond, even if auditors were to examine every transaction, collusion between two par-
ties could make the detection of an error virtually impossible.

The third paragraph contains the auditor’s opinion. The opinion reflects the au-
ditor’s professional judgment regarding whether the financial statements are fairly pre-
sented in accordance with GAAP. Some readers mistakenly assume that auditors “cer-
tify” the financial statements. Auditors do not provide financial statement readers with
that level of assurance. Auditors do not guarantee the correctness of the financial state-
ments. Auditors merely express an educated professional judgment based on audit
tests conducted according to acceptable professional standards.

An analogy can be drawn to a medical doctor diagnosing a patient. Based on a se-
ries of appropriate tests, the doctor develops a diagnosis. In many cases, the doctor
cannot be absolutely certain of the diagnosis. This is why, for example, exploratory
surgery is sometimes necessary. Doctors do not issue guarantees, and neither do
auditors.

The report that appears in Exhibit 1-10 is an unqualified opinion, indicating that
Arthur Andersen has no reservations about the reasonableness of Merck’s financial
statements. However, a variety of concerns may arise that would cause the auditor to
qualify the opinion or to include additional explanatory material. We know, for ex-
ample, that there are several acceptable methods of accounting for inventory. If a
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company were to change its inventory method from one year to the next, the com-
parability of the financial statements for those years would be impaired, and financial
statement readers would certainly want to be aware of such a situation. Because of
this, changes in accounting methods are noted in the auditor’s report.

ECONOMIC CONSEQUENCES AND MANAGERIAL PREFERENCES
FOR ACCOUNTING PRINCIPLES

The selection of accounting principles occurs at two levels. First, the FASB determines
which principles constitute GAAP. In a number of instances, however, the FASB allows
the use of more than one method. Thus, corporate managers also make accounting
policy decisions. Which criteria are used by the FASB and corporate managers to select
accounting principles?

The FASB’s primary objective is to select accounting principles that provide use-
ful information to financial statement readers. However, businesses incur costs to gen-
erate the information required by the FASB. Thus, the FASB attempts to balance the
costs and benefits of its rulings.

Some members of the financial community suggest that corporate managers act
in the same way. For example, in choosing an inventory method, managers balance
the costs of implementing each method with the quality of the information that each
method yields. A more sophisticated view recognizes that accounting principles have
economic consequences to managers and their firms, and that these consequences
are considered by managers when choosing accounting principles. Beyond imple-
mentation costs, accounting principles can affect the wealth of managers and firms
via (1) compensation plans, (2) debt contracts, and (3) political costs.

Compensation Plans

Many corporations pay their top managers a fixed salary plus an annual bonus, which
is often a percentage of reported net income. A number of bonus agreements include
a floor and a ceiling on the bonus. The floor requires that net income must exceed a
predetermined amount before the bonus is activated. The ceiling places a limit on the
size of the bonus; once the annual bonus reaches the ceiling, additional increases in
net income no longer increase the bonus.

Bonus plans are intended to align the interests of managers and shareholders.
Managers frequently face alternative courses of action, where one course is in their
best interest, and another course is in the shareholders’ best interest. For example, a
manager’s career might be aided by expanding the business (empire building), even
when such expansion is not particularly profitable and is not in the shareholders’ best
interest. Expansion may result in more prestige and visibility for the firm and its man-
agers, thus enhancing a manager’s employment opportunities. Because (1) bonus
plans motivate managers to make decisions that increase net income and (2) in-
creased net income is usually in the shareholders’ best interest, the goals of these two
groups come more in line when a manager’s compensation depends on reported net
income.

Given that managers’ compensation is tied to reported accounting earnings, how
would we expect managers to select accounting principles? Most managers probably
consider the effect that different accounting principles have on net income, and con-
sequently on their compensation. In particular, bonuses often motivate managers to
select accounting methods that increase reported net income.
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Debt Contracts

Lenders are concerned about limiting their risk and maximizing the probability that
principal and interest will be paid. Debt contracts between borrowers and lenders
can help accomplish this. Many of these contracts impose constraints on the behav-
ior of borrowers. For example, some contracts limit the total amount of debt a bor-
rower can incur. In such cases, measurement of the borrower’s debt is based on the
liabilities reported in the balance sheet. As another example, some contracts limit the
cash dividends a borrower can distribute. This limitation is defined in terms of re-
tained earnings, a component of owners’ equity that appears on the balance sheet.
Penalties exist for violating debt contracts. These include

an interest rate increase,

an increase in collateral (assets pledged to secure the debt),
a one-time renegotiation fee, and

an acceleration in the maturity date.

BN =

Because these contracts are defined in terms of financial statement numbers, the
use of accounting principles that increase reported net income can reduce the
chances of contract violation. Accordingly, the likelihood of violating debt contracts
is another influence on managers’ accounting policy choices.

Political Costs

Federal and state governments have the power to regulate many operations of a busi-
ness. Pollutant emissions and employment practices are just two illustrations. Gov-
ernments also have the power to tax corporations. Because regulation and taxation
are costly to firms, managers can be expected to take actions that minimize these
costs. Because these costs are imposed via the political process, they are referred to
as political costs.

Some accountants suggest that highly profitable firms are more exposed to polit-
ical costs than less profitable ones. Relatively profitable firms are more likely to be the
target of antitrust investigations or special tax assessments. For example, in the mid-
1970s, firms in the oil industry earned unusually high profits due to a steep rise in oil
prices. As a result, Congress enacted the Windfall Profits Tax, which subjected these
companies to an additional tax on their earnings. More recently, Microsoft, Inc. has
been the target of intense scrutiny by federal regulators because of its dominance in
the computer operating system market and its resultant profitability.

Some accountants also argue that larger firms are more susceptible to regulation
and taxation because their size attracts more attention. Accordingly, the managers of
larger firms are particularly motivated to undertake actions that minimize political
costs. One of these actions is the selection of accounting principles that reduce re-
ported net income. Note that compensation plans and debt contracts motivate man-
agers to select accounting principles that increase reported income, whereas political
costs have the opposite effect.

The Two Roles of Financial Accounting

At the beginning of this chapter, the informational role of financial accounting was
emphasized. From this perspective, both the FASB and corporate managers select ac-
counting principles that yield the most useful information. However, as shown above,
accounting principles also have economic consequences. These consequences arise
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in several ways. First, accounting serves as a basis for contracting. That is, some con-
tracts (compensation plans and debt contracts) are based on accounting numbers. Be-
cause different accounting principles result in different accounting numbers, the
choice of accounting principles can modify the terms of these contracts. Second, ac-
counting principles may affect a firm’s exposure to political costs, such as taxes and
regulation. Finally, the costs to implement different accounting principles vary. Some
accounting principles are quite complex and costly, whereas others are rather simple.

For all these reasons, accounting principles can affect the wealth of a firm and its
managers. The managers have an obvious incentive to select the principles that in-
crease their wealth. Such an incentive may conflict with the notion that managers se-
lect accounting principles to provide useful information. This implies that financial
statement readers must carefully evaluate the accounting principles used by a firm.
The selection may not result in the most useful financial statement information. In
subsequent chapters, managers’ selections of accounting principles will be examined
from both informational and economic incentive perspectives.

The Political Nature of Accounting Standard Setting
Economic incentives associated with accounting principles might motivate an addi-
tional element of managerial behavior. As mentioned in an earlier section, the FASB
conducts an elaborate due process procedure prior to issuing an accounting standard.
This process provides corporate managers an opportunity to lobby the FASB. What
underlies their comments to the board? Again, two possibilities exist. The comments
may reflect managers’ assessments of which principles generate the most useful fi-
nancial statement information. Alternatively, their comments may also reflect, perhaps
in a disguised way, how the various accounting principles will affect their wealth.
Some observers believe that the FASB has been overly responsive to the latter
arguments. Of course, others believe that the FASB is not sufficiently sensitive to the
effects its pronouncements have on individual managers or firms. Thus, accounting
standards setting is now widely recognized as a political process in which various par-
ties argue for the selection of the accounting principles that further their own self-
interest. Some accountants believe that self-interest arguments have had a negative
effect on the usefulness of the information required by some FASB rulings.

ETHICS AND ACCOUNTING

Accountants have a significant responsibility to the public. This responsibility exists
because outside shareholders, creditors, employees, and others rely on financial state-
ments in making various business decisions. Business organizations employ internal
accountants to prepare financial statements. These statements are then audited by a
firm of independent CPAs. Both the internal accountants and the external auditors
have a responsibility to perform their tasks with integrity and due care.

Various accounting organizations promote high standards of ethical behavior. One
example is the American Institute of Certified Public Accountants (AICPA), which is a
professional organization that serves CPAs who work for public accounting firms or
other organizations (such as corporations). Its Code of Professional Conduct empha-
sizes the obligation of CPAs to serve the public interest, and their responsibility to act
with integrity, objectivity, independence, and due professional care.

In a given situation, formalized codes of ethics can often help in deciding the
proper course of action. However, some situations are sufficiently complex that the
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codes do not provide clear guid- WHAT WOULD YOU DO?
ance. Fortunately, ethicists have :

developed frameworks for exam- Lifetime Products, Inc., sold part of its business to its chief executive and to the
ining ambiguous ethical situa- wife of its board of directors’ chairman. Some of Lifetime’s shareholders sub-
tions. Two of these frameworks sequenﬂy filed a lawsuit seeking to rescind the sale.

' Why might Lifetime’s share?\olders be upset?2 Would you have authorized

utilitarianism and deontology,
are briefly described next.

Utilitarianism judges the
moral correctness of an act based solely on its consequences. According to this per-
spective, the act that should be taken is the one that maximizes overall favorable con-
sequences (net of unfavorable ones). Consequences not only to the actor but to all
parties should be considered.

The proponents of deontology assert that the consequences of an act do not ex-
clusively dictate moral correctness. They believe that the underlying nature of the act
itself influences its correctness. However, within deontology are two different per-
spectives. Some deontologists feel that the nature of an act is the only thing to be con-
sidered in assessing its moral correctness. For example, they believe that killing and
lying are morally wrong under any circumstances. Other deontologists assert that the
nature of the act and its consequences in a particular situation should both be con-
sidered.

To illustrate these approaches, imagine you are in the process of filling out an ex-
pense report after having just completed a business trip. Your employer does not re-
imburse child-care costs while away from home, yet most of your colleagues (includ-
ing your immediate supervisor) feel that child care is a legitimate expense. They
recoup this expenditure by overstating the cost of meals (most restaurants provide
you with a blank receipt). Is it ethically correct for you to overstate your meal cost?

Many deontologists would assert that the act of lying is ethically wrong, and that
falsifying an expense report is the equivalent of lying. Utilitarians, on the other hand,
would examine the consequences of the action, and it is not clear that their analysis
would reach the same conclusion. An assessment would need to be made of how you
versus the shareholders would be affected by the falsification.

To develop a strong personal code of ethics, each of us must understand how we
think about ethical situations. We suggest that you consider how utilitarianism and de-
ontology can be used to analyze ethical situations, and that you assess which of those
approaches, if either, is consistent with your own moral framework.

the sale?
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SUMMARY OF LEARNING OBJECTIVES

Define accounting and identify its objectives.

Accounting is the systematic process of measuring the economic activity of an en-
tity. The primary objective of accounting is to provide useful information to those
who make business and economic decisions. Users of accounting information in-
clude present and potential investors and creditors, investment advisers, corpo-
rate managers, employees, unions, and government regulators. A secondary ob-
jective of accounting is to help develop and enforce contracts. That is, in certain
instances, people and organizations find the use of accounting numbers in con-
tracts to be quite helpful.

Distinguish among the three major types of accounting.

The three major types of accounting are based on the identity of the user of the
information. Financial accounting provides information to outsiders who do not
have access to the firm’s confidential records. This includes shareholders, credi-
tors, employees, unions, and government regulators. Managerial accounting pro-
vides information to corporate managers to help them with their decisions. Tax
accounting has two elements: (1) Tax compliance involves the periodic prepara-
tion of tax forms as required by various taxing authorities. The purpose of this is
to calculate a firm’s tax liability. It takes place after transactions have been com-
pleted. (2) Tax planning takes place before transactions have been undertaken. Its
purpose is to structure transactions so as to minimize their tax effect.

List the three primary financial statements and briefly summarize the in-
formation contained in each.

The balance sheet, income statement, and statement of cash flows are the three pri-
mary financial statements. The balance sheet shows a firm’s assets, liabilities, and
owners’ equity at a point in time. The income statement summarizes a firm’s revenues
and expenses for a period of time. The difference between revenues and expenses is
net income (or loss). The statement of cash flows shows a firm’s inflows and out-
flows of cash for a period of time. The three categories of this statement are cash
flows from (1) operating activities, (2) investing activities, and (3) financing activities.
Identify financial statement users and the decisions they make.

The main users of financial statements are shareholders, creditors, management,
and government regulators. Shareholders decide whether to buy, hold, or sell
shares in the firm. Creditors must determine whether to extend credit and on
what terms. Because financial statements are a performance report on corporate
management, managers are concerned about the effect of their decisions on the
financial statements. Government regulators use financial statements to deter-
mine if firms are complying with various laws and regulations.

Define generally accepted accounting principles and explain how they
are determined.

Generally accepted accounting principles (GAAP) are the most widely used set of
accounting rules. Currently, the FASB sets GAAP. The FASB’s authority rests on (1)
the acceptance of its rulings by the financial community and (2) the delegation by
the SEC of its legislative authority to determine GAAP for large, publicly held cor-
porations. Prior to issuing a new ruling, the FASB conducts an elaborate process
that permits participation by all interested parties.

Describe the role of auditing.

A firm’s management is responsible for preparing financial statements. Yet
those same statements are a performance report on management. Because of
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this conflict of interest, the financial statements of many organizations are au-
dited by a firm of independent CPAs. Auditors examine a sample of an organi-
zation’s transactions to provide a reasonable basis for expressing an opinion on
the fairness of the financial statements. CPAs do not certify financial statements;
they merely express a professional opinion regarding their fairness in confor-
mity with GAAP.

7. List the economic consequences of accounting principles.
Accounting principles not only affect the quality of the information contained in
financial statements, but they also affect the wealth of various parties. Accounting
principles have economic consequences because of implementation costs, com-
pensation plans, debt contracts, and political costs. Managers therefore have cer-
tain preferences for accounting principles that are not necessarily related to the
inherent quality of the resulting information. Accordingly, care must be taken in
interpreting both financial statements and managers’ recommendations about ac-
counting standards.
8. Assess the importance of ethics in accounting.
Accountants have an important responsibility to the public that arises because fi-
nancial statements are used by large numbers of people for a variety of purposes.
It is essential that accountants adhere to the highest levels of ethical conduct.
QUESTIONS
1-1 The chapter discussed two general functions of financial accounting. Briefly de-
scribe them.
1-2  List the three types (specialty areas) of accounting. Who are the users of each
type of accounting? How do the needs of these users differ?
1-3 Compare the cash flows of a business to its profits. How do cash flows differ
from income or profits?
1-4 Describe the financial accounting process. Discuss its relationship to decision
makers.
1-5 List the three major financial statements. What information do they contain?
How are they different?
1-6  Write a short essay describing four different users of accounting reports and in-
dicate their particular interests.
1-7  What decisions do present and future owners of a business need to make? How
are financial statements helpful?
1-8 What information do present and potential creditors need to make decisions?
How are financial statements helpful?
1-9  The selection of accounting principles can affect a firm’s manager’s wealth. De-
scribe these effects.
1-10 An old joke goes as follows:
e Questioner: What is 2 + 2?
e Accountant: Whatever you want it to be.
What do you think this joke is designed to communicate?
1-11 Accounting principle selection has economic effects. How might this affect
managers’ behavior?
1-12 Is accounting standard setting an art or a science? Why?
1-13 What considerations are used by the FASB in setting GAAP?
1-14 What is the relationship between the FASB and the SEC? What role does Congress

play in setting accounting standards?
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Critical Thinking

Critical Thinking

Critical Thinking

1-15 Why do many businesses that are not regulated by the SEC elect to have their fi-
nancial statements audited?

1-16 A number of situations exists where more than one accounting principle is ac-
ceptable. Why is this advisable?

EXERCISES

Conceptual Distinctions: Maps Versus Financial Statements

1-17 Some accountants draw an analogy between developing financial statements
and cartography (map making). They maintain that just as maps reflect the geo-
graphical reality of the area under study, so should financial statements reflect
the economic reality of the organization. Critique this position by discussing the
differences between a map and a financial statement.

Essay: Measurement Criteria
1-18 Write a short essay identifying three measurement criteria that should be fol-
lowed by accountants. Indicate why each criterion is important.

Identification of Accounting Transactions
1-19 Which of the following transactions or events should be recorded in the firm’s
accounting records? Explain your answer.

a. Cash is received from a sale previously made on credit.

b. A year after obtaining a bank loan, a business owes the bank interest charges.
These charges remain unpaid at the end of the year.

c. A professional baseball player, hitting .425, expects a bonus under his in-
centive contract for leading the league in hitting for the season. The bonus
was “pegged”at $1,000 for every point that he exceeded the batting target of
.375. How much should the baseball player record in his checkbook at the
end of the season?

d. An employer and a labor union sign a new collective bargaining agreement.

€. An item of factory equipment is removed from service. The item has a book
value of $10,000. It is determined that the equipment is worthless.

PROBLEMS

Conceptual Discussion: Audits and Loan Applications
1-20 Refer to the Tshirt business described at the beginning of this chapter. The
owner has decided to expand her business by trying to secure a bank loan. Af-
ter meeting with the bank loan officer, she asked for your help in answering sev-
eral questions before proceeding with the loan application.
a. Required: What is an audit, and why would a bank require an audit before
granting a loan?
b. Are audits expensive? Are they time-consuming? Will an audit delay her ap-
plication? Why?
c. Identify several alternative types of loans that the owner might consider.
d. The owner is considering whether to purchase and install a computer-based
accounting system to replace the checkbook that she has been using. What
information should the owner gather?
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Review of Auditor’s Opinion
1-21 Following is the auditor’s opinion expressed on the financial statements of
Kleen-ware, Inc.:

AN AUDITOR'’S REPORT
The Board of Directors
Kleen-ware, Incorporated and Subsidiaries (the Company)

‘We have audited the accompanying consolidated balance sheets of Kleen-ware,
Inc. and subsidiaries (the company) as of December 31, 1997 and 1998, and the
related consolidated statements of income, changes in shareholders’ equity, and
cash flows for years then ended. These financial statements are the responsibil-
ity of the company’s management. Our responsibility is to express an opinion on
these financial statements based on our audits.

We conducted our audits in accordance with generally accepted auditing stan-
dards. Those standards require that we plan and perform the audit to obtain rea-
sonable assurance about whether the financial statements are free of material
misstatement. An audit includes examining, on a test basis, evidence supporting
the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by man-
agement, as well as evaluating the overall financial statement presentation. We
believe that our audits provide a reasonable basis for our opinion.

In our opinion, the 1997 and 1998 financial statements referred to above present
fairly, in all material respects, the consolidated financial position of the Company
at December 31, 1997 and 1998, and the consolidated results of its operations
and its cash flows for the years then ended in conformity with generally ac-
cepted accounting principles.

Max Ernst & Company
Milwaukee, Wisconsin
February 14, 1999

Required

Review the following auditor’s opinion. Identify the specific sentence indicating
the auditor’s opinion. What other useful informatijon is shown in this opinion?
Why is it useful?

Company Perquisites and Cash Transactions

1-22 Assume that you are employed by a law firm as a staff accountant. The firm has
purchased four season tickets for the Colorado Rockies (a baseball franchise).
Your boss, one of the partners in the firm, has offered individual tickets to you,
but also asked you to pay $10 for each ticket. Since they are $14 tickets, you are
happy to get a bargain. You are even happier to get a chance to go to the game
because tickets are in short supply.

Next month, while reviewing the financial statements for your department,
you are unable to find the $40 of cash receipts for these tickets. Since you know
that the firm has purchased these tickets, you wonder what happened to your $40
payment. After discussing this matter with several other junior staff members who
had also paid the partner for tickets to Rockies’ games, you guess that the partner
has pocketed the money and not reported the revenue to the other partners.
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&
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Required

a. What should or would you do? Why?

b. Would it make any difference if the firm were a single proprietorship and not
a partnership? Why?

c. Would it make any difference if all the partners followed the same procedure
and pocketed the ticket money? Why?

d. Is this an issue that should be reported to any other parties such as the In-
ternal Revenue Service, the State Auditor, or the Attorney General? Why?

Conceptual Discussion: Choosing Accounting Principles
1-23 The Homestead Furniture Store has just begun selling a new line of inventory.
Management must now decide on an inventory method to use. Method A results
in higher net income and higher assets than Method B. Method A is more costly
to implement. What advice would you give to the chief executive officer?

Essay: Users of Accounting Information
1-24 Write a short essay describing how information requirements might differ be-
tween internal and external users of accounting.

Conceptual Discussion: Historical Information Versus Forecasts

1-25 Some members of the financial community believe that annual reports should
not only contain historical financial statements but should also contain forecasts
by management of future results. Evaluate this proposal.

Reporting Errors in Wages

1-26 At the end of every year, all employers send W-2 forms to their employees. These
forms report the employees’ wages and the amount of tax withheld by the em-
ployer. These forms are the government’s only record of earned wages. Assume
that an employee receives a W-2 form that understates the wages but correctly
states the withholding amount. Ethically, how should the employee handle this
situation?

Essay (or Discussion): Identifying Useful Information
1-27 The auditor’s report, shown in Exhibit 1-10, contains much useful information.
‘Write a short essay, or form small groups in your class, discussing the kinds of in-
formation you think auditors should provide. You may identify specific kinds of
information that you think would be helpful to an investor or creditor. Indicate
why you think such information would be helpful.

Personal Experience: Uses of Accounting Information
1-28 Describe two ways that you have already used accounting information in your
personal decisions.

Essay: Expectations and Uses of Accounting Information
1-29 Write a short essay indicating how you might use accounting in a professional
or business capacity.
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Essay: Changes in Accounting Disclosure Requirements

1-30 The accounting profession considered increasing its required disclosures and
P the type of information that is required from public companies. The following
Wrifing paragraphs appeared in The Wall Street Journal (August 26, 1993, p. A4):

A key accounting group calls for a sharp increase in the amount of informa-
tion companies must disclose in their annual reports. The prospect alarms cor-
porate financial officers.

If adopted, the recommendations could force companies to change the way
they figure profits. It could make them disclose more data about the competitive
pressures they face. They could transform the auditor’s report from the current
boilerplate message to a longer and much more revealing statement about the
company’s health. Information about changes in the firm’s product prices in re-
sponse to competitive price shifts would be required.

The new requirements would favor more segmenting of data so that sales and
profits for each company unit would be shown. More meaningful breakdowns
of company data would be required. Much more data would be required from
larger companies than from small companies.

Required

Write a short memo to the key accounting group noted in the article from the
perspective of a company president, responding to the proposed changes in ac-
counting disclosures.

Essay: Changing How Profits Are Measured

1-31 An accounting group has adopted new definitions of earnings or profits. These

/ changes include the following:

Writing ¢ Reporting comprehensive earnings, along with net income, for the company.
This could result in several new profit numbers for most companies.

e Comprehensive earnings include external market effects of changes in the
value of foreign currency and changes in the prices of investments (shares) in
other companies.

Required
Write a short essay supporting or criticizing these changes in the definitions of
income or profit.

Internet Internet Search: CPA Firms
1-32 Bowling Green State University maintains the following two Web sites contain-
ing a “Directory of CPA Firms”:
www.cpafirms.com
(www.eyi.com)
Access one of these sites and locate the Web page for Ernst & Young, a large
(“Big Five”) accounting firm.

Required

a. List six countries (other than the United States, Canada, and the United King-
dom) where Ernst and Young (E&Y) has a presence.

b. On a worldwide basis, list the services that E&Y member firms can provide
to their clients and list the industries on which E&Y focuses.

c. In the United States, list the services that E&Y member firms can provide to
their clients and list the industries on which E&Y focuses.

continued
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d. Within the United States, identify the career paths available at E&Y.
e. The E&Y office nearest to your university is located in which city?

Internet Internet Search: SEC
1-33 Go to the home page of the United States Securities and Exchange Commission
(SEC) located at:

WWW.Sec.gov/

Required

a. Briefly describe the role of the SEC. Which laws does it enforce?

b. How many commissioners sit on the board of the SEC? Who is the current
chairperson of the SEC? Who has the authority to appoint the chairperson?

c. List three cities where regional or district offices of the SEC are located.
(Hint: Washington, D.C., is not a regional or district office.)

d. Identify the principal divisions of the SEC.

Internet

Internet Search: Accounting Careers

1-34 Find out more about a career in accounting by going to Ohio State University’s
home page containing information on “Careers in Finance, Accounting, and Con-
sulting,” located at:

www.cob.ohio-state.edu/dept/acctmis/students/careers.html

Required

a. List the key job functions in accounting.

b. List the key job skills required for a career in accounting.
c. List the key job contexts in accounting.

Internet

Internet Search: CPA, CIA, CMA

1-35 Certifications in accounting include the Certificate of Public Accounting (CPA),
Certificate of Internal Auditing (CIA), and Certificate of Management Accounting
(CMA). Certification examinations must be passed before gaining these profes-
sional qualifications. Go to the following Web sites and identify the subject areas
covered in each exam.

Exam Site
CPA Www.ais-cpa.com
CIA www.theiia.org

CMA www.rutgers.edu/Accounting/raw/ima/ima.htm



Basic Concepts of
Financial Accounting

LEARNING OBJECTIVES

Define the terms assets, liabilities, and owners’ equity.

Explain why the balance sheet must balance.

Describe revenues and expenses.

Use the basic accounting equation to analyze transactions.

Prepare simple balance sheets and income statements.

Describe the relationship between the balance sheet and the income statement.
Distinguish between the accrual basis and the cash basis of accounting.
Explain the differences between the balance sheets of sole proprietorships and
those of corporations.

ONoORWON

INTRODUCTION

This chapter describes the financial accounting process. It shows how information
about transactions and events is accumulated to produce the balance sheet and the in-
come statement. This early presentation is quite basic; subsequent chapters will pre-
sent more complex issues. Also, although the cash flow effects of various transactions
are addressed in this chapter, the statement of cash flows is actually covered in detail
in Chapter 5, “Statement of Cash Flows.”

THE BASIC ACCOUNTING EQUATION

A balance sheet, illustrated in Exhibit 2-1, contains three sections: assets, liabilities,
and owners’ equity. The total of the left side (assets) equals the total of the right side
(liabilities and owners’ equity).

Financial accounting is based on one simple, three-element equation, referred to
as the basic accounting equation:

ASSETS = LIABILITIES + OWNERS’ EQUITY

The basic accounting equation is simply an algebraic form of the balance sheet.
The following sections elaborate on the definitions of the equation’s elements.
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EXHIBIT 2-1 A Balance Sheet

Newton Company
Balance Sheet

December 31, 2000
Assets Liabilities and Owners’ Equity
Cash $ 5,000 Liabilities
Accounts receivable 7,000 Accounts payable $ 8,000
Inventory 10,000 Notes Foyob|e 2,000
Equipment 7,000 Total liabilities 10,000
Owners’ equity 19,000

Total assets $29,000 Total liabilities

- and owners’ equity $29,000

Assets

Assets are valuable resources that are owned or controlled by a firm. They represent
probable future economic benefits and arise as the result of past transactions or
events. Examples of assets include cash, accounts receivable (the right to receive cash
in the future), inventory (merchandise manufactured or acquired for resale to cus-
tomers), equipment, land, and investments.

Two aspects of the definition deserve emphasis. First, the term probable suggests
that in some situations accountants are not certain that future economic benefits exist.
Many business owners, for example, feel that a loyal customer base and a highly skilled
workforce enhance a firm’s competitive advantage. Although few would argue with
this, the link in any particular situation between customer loyalty or workforce skill and
future benefits is sufficiently uncertain that these factors are not recognized as assets.

Second, assets must be owned or controlled by the firm. This component of the
definition is designed to exclude public goods from balance sheets. Although many
firms benefit from roadways, sewers, national defense, and the public education sys-
tem, for example, these items are not owned by individual firms. Because of this, they
do not appear on balance sheets of individual firms.

Liabilities
Liabilities are present obligations of the firm. They are probable future sacrifices of eco-
nomic benefits (usually cash) that arise as the result of past transactions or events. Com-
mon examples of liabilities are notes payable (written obligations), accounts payable
(obligations to suppliers arising in the normal course of business), and taxes payable.
Two aspects of the definition of liabilities need elaboration. First, as with assets, the
term probable is used. This is an important part of the definition. Although in some in-
stances, the existence of a liability is virtually certain (as when one arises from obtaining
a bank loan), other situations are less clear. For example, consider a firm that has been
sued. At the inception of the suit, the outcome may be highly uncertain, but as the liti-
gation proceeds, it may seem more likely (but not certain) that the firm will be forced to
pay some amount. Accountants need to exercise judgment in determining the existence
of a liability. They do so by assessing whether a potential future sacrifice is probable.
Second, the definition requires that liabilities arise from past transactions or
events. Consider a definition that did not include this criterion. Most firms expect to
be in existence for a considerable period of time. They anticipate employing workers,
buying inventory, and so on. These planned activities may well result in probable fu-
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ture sacrifices of economic benefits, yet the organization is not obliged to make those
payments until a transaction has occurred.

Because of the “past transaction” criterion, financial accounting does not reflect
executory contracts, which are contracts that initially involve merely an exchange
of promises. For example, David Letterman’s three-year contract to host a late night
show for CBS stipulated that Letterman’s compensation for each year was to be $14
million. At the time of contract signing, a substantive exchange had not taken place.
Neither side had actually done anything. Letterman had not yet hosted the shows, and
CBS had not provided payment. This type of contract is not incorporated in the fi-
nancial accounting process. Subsequently, when one or both parties have performed,
a substantive exchange has occurred, and then it is appropriate to reflect the transac-
tion in the financial statements.

Owners’ Equity
Owners’ equity represents the owners’ interest in the assets of the business. Owners
can obtain an interest in their business either by making direct investments or by op-
erating the business at a profit and retaining the profits in the firm.

Owners’ equity is also referred to as the residual interest, a term that implies the
owners’ interest is what remains after creditors’ claims have been honored. This can
most easily be seen by rearranging the basic accounting equation:

OWNERS’ EQUITY = ASSETS — LABILITIES

This version of the equation shows that at a given point in time, if assets exceed
liabilities, the excess (residual) amount is attributed to the owners. Other terms used
to refer to assets minus liabilities are net assets and net worth.

The balance sheet and the original form of the basic accounting equation can be
interpreted as providing two views of the business. The left side details the composi-
tion of the firm'’s assets: cash, inventory, and the like. It shows “what the firm has.” The
right side indicates the amount of financing supplied by the creditors and the amount
supplied by the owners. It shows how assets were acquired. It also shows the extent
to which the creditors and the owners have a claim against the assets. This will be-
come clearer after you study the next section on transaction analysis.

TRANSACTION ANALYSIS

Transaction analysis is the central component of the financial accounting process.
During this phase, the accountant identifies transactions (exchanges with other orga-
nizations), assigns monetary values (usually an exchange amount), and records the ef-
fects of the transactions on the three elements of the basic accounting equation. The
remainder of this section analyzes a number of transactions.

Owners’ Original Investment

Harry Jacobs has decided to open a golf and tennis store. The business is organized as
a sole proprietorship. Sole proprietorships are businesses owned and operated by one
individual. Keep in mind that we are concerned about the records of Harry’s business;
we are not interested in Harry’s personal affairs. The entity assumption indicates that
accounting records are kept for business units (entities) distinct from their owners.
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Harry opens a bank account in the name of the business, Jacobs Golf and Tennis
(JG&T), and deposits $50,000 of his own money. From the firm’s perspective, the
$50,000 deposit is a transaction (an exchange between the business and its owner),
and it would be analyzed by increasing cash and owners’ equity by $50,000 each. In-
creasing owners’ equity indicates that the owner has invested $50,000 and that he has
an interest in or claim against the assets to the extent of $50,000. The word capital is
conventional terminology in sole proprietorships. It simply denotes the owners’ in-
terest in (or claim on) the assets of the business.

ASSETS = LIABILITIES + OWNERS' EQUITY
Cash H. Jacobs, capital
(1) +$50,000 +$50,000

Notice that the equation balances for this transaction, as it does for all transactions.
Exhibit 2-2, shown later, contains a summary of all the transactions to be reviewed
in this section. For simplicity, assume that all transactions occur on January 1, 2000.

Bank Loan

Harry realizes that his new business needs more cash than the $50,000 he invested.
The firm applies for and is granted a $20,000 bank loan. The loan carries an interest
rate of 8%, and both principal and interest are due on January 1, 2001.

This transaction increases cash and liabilities by $20,000. Liabilities increase be-
cause JG&T is obligated to repay the loan in the future; this constitutes a virtually cer-
tain sacrifice of future economic benefits. Additionally, the obligation has arisen as the
result of a past transaction (having obtained the cash on January 1, 2000). The liabil-
ity item that increases is notes payable. Banks usually require borrowers to sign writ-
ten promises to repay loans, and the word notes indicates that JG&T has a written
obligation to repay the loan.

ASSETS = LIABILITIES + OWNERS' EQUITY
Cash Notes payable
(2) +$20,000 +$20,000

The equation balances for this transaction, too. Because the equality holds for all
transactions, it holds for the sum of all transactions. After the first two transactions,
JG&T has cash of $70,000, which equals liabilities of $20,000 plus owners’ equity of
$50,000.

You might be wondering about the interest on the loan. Interest is a charge for
borrowing money during a specified period of time. Because this time period has just
begun, no interest is immediately recorded. As you will see, interest is recorded peri-
odically throughout the life of the loan.
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Rent

JG&T enters into an agreement to lease retail space from another company. The lease
is for one year, and the entire $12,000 rent is paid on January 1, 2000, the date the
lease is signed. Cash obviously declines by $12,000. However, what other equation
item is affected? JG&T has acquired another asset: the right to occupy the retail space
for a year. This enables JG&T to carry on its normal business operations. The asset is
referred to as prepaid rent and is assigned a value equal to its historical cost (ex-
change price on the date of acquisition). Assets are usually recorded at their bis-
torical cost.

ASSETS = LIABILITIES + OWNERS’ EQUITY

Cash Prepaid rent
(3) —$12,000 +$12,000

Inventory
Inventory is merchandise acquired for resale to customers. It is an asset because
firms expect to receive cash from selling it to customers.

JG&T is in the business of buying and selling sporting goods. Assume JG&T pur-
chases goods for $30,000, on account (on credit). This transaction increases inven-
tory, and because payment is not made immediately, liabilities increase. Because notes
are not used for ongoing purchases from suppliers, another liability item, accounts
payable, is increased. Accounts payable are unwritten obligations that arise in the
normal course of business.

ASSETS = LIABILITIES + OWNERS’ EQUITY
Inventory Accounts payable
(4) +$30,000 +$30,000
Equipment

Because the retail space that JG&T leased contains no equipment (cash registers, dis-
play cases, and so on), equipment must be purchased. JG&T makes a purchase for
$25,000. Cash decreases, equipment increases, and total assets are unchanged.

ASSETS = LIABILITIES + OWNERS’ EQUITY

Cash Equipment
(5) —$25,000 +$25,000
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Preparation of the Balance Sheet

The last two lines in Exhibit 2-2 reflect the cumulative effect of JG&T’s transactions.
This summary is equivalent to the balance sheet. To prepare a balance sheet, simply
summarize the various equation elements into the appropriate balance sheet format.
The balance sheet for JG&T as of January 1, 2000, is shown in Exhibit 2-3 and is based
directly on the last two lines of Exhibit 2-2.

Evaluation of Historical Cost
An asset’s historical cost is a very good indication of its economic value to the firm at
the time of acquisition. As times goes on, however, the historical cost becomes out-
dated. That is, it no longer reflects the asset’s economic value.

Instead of valuing assets at historical cost, accountants could use other measures.
For example, current replacement cost could be used. Current replacement cost is the
cost of replacing the asset on the balance sheet date. Many analysts feel that this
amount better reflects the value of an asset to the firm. They feel that current re-
placement cost is more relevant to financial statement readers.

EXHIBIT 2-2  Transaction Analysis
ASSETS LIABILITIES OWNERS’ EQUITY
Cash Prepaid Inventory Equipment Accounts Notes H. Jacobs,
Rent Payable Payable Capital
(1) +50,000 +50,000
(2) +20,000 + 20,000
(3) —12,000 +12,000
(4) +30,000 +30,000
(5) —25,000 +25,000
Totals 33,000 12,000 30,000 25,000 30,000 20,000 50,000
~— _ - _
100,000 100,000

EXHIBIT 2-3 JG&T Balance Sheet

Assets

Cash
Prepaid rent
Inventory
Equipment
Total assets

Jacobs Golf and Tennis
Balance Sheet

January 1, 2000

Liabilities and Owners’ Equity

$ 33,000 Liabilities
12,000 Accounts payable $ 30,000
30,000 Notes payable 20,000
25,000 Total liabilities 50,000
$100,000 H. Jacobs, capital 50,000
B Total liabilities and
owners’ equity $100,000
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Why then does financial accounting use historical cost? Primarily because it is re-
liable. Historical cost is the result of an actual bargained transaction between two in-
dependent parties. Moreover, supporting documents, such as canceled checks, con-
tracts, or invoices, exist to verify the amount. In contrast, current replacement cost is
based on appraisals and estimates, which accountants view as “soft” numbers. In gen-
eral, the accounting profession believes that the use of historical cost provides the
best trade-off between relevance and reliability.

REVENUES AND EXPENSES

The transactions examined thus far are related to start-up activities. Businesses are or-
ganized to earn a profit, and this section discusses revenue and expense transactions.
All transactions reviewed in this section are summarized in Exhibit 2-4.

Revenues

Revenues are inflows of assets (or reductions in liabilities) in exchange for providing
goods and services to customers. Suppose that during January JG&T provides services
(golf lessons) to customers and charges them $600. The customers pay $200 immedi-
ately and agree to pay the remaining $400 in February. This transaction meets both as-
pects of the preceding definition. First, JG&T has received assets of $600. The receipt
of the $200 is obviously an asset inflow. The $400 to be received next month is also
an asset and is called an account receivable. Second, the services were provided by
the end of January. That is, they have been earned; JG&T has done everything it has
promised to do. Accordingly, revenue of $600 is recorded in January.

This transaction increases cash by $200, accounts receivable by $400, and own-
ers’ equity by $600. Why has owners’ equity increased by $600? The assets of the busi-
ness have expanded, and it must be decided who has a claim against (or an interest in)
those assets. Because this transaction has not increased the creditors’ claims, the own-
ers’ interests must have increased. This conclusion makes sense. Owners are the pri-
mary risk-takers, and they do so with the hope of expanding their wealth. If the firm
enters into a profitable transaction, the owners’ wealth (their interest in the business)
should expand.

ASSETS = LIABILITIES +  OWNERS EQUITY
Cash  Accounts receivable H. Jacobs, capital
(6) +$200 +$400 +$600 (service revenue)

Of course, we cannot be absolutely certain that the customers will eventually pay
the additional $400. This concern will be addressed in a subsequent chapter. For now,
assume we are quite confident about this future receipt.

This transaction holds an important lesson. Although revenue equals $600, only
$200 of cash has been received. Thus, from an accounting perspective, revenue does
not necessarily equal cash inflow. Although revenue is recorded when assets are re-
ceived in exchange for goods and services, the asset received need not be cash. This
underscores the need for both an income statement to summarize earnings and a
statement of cash flows to identify the sources and uses of cash.
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As another illustration, assume that on January 10 a customer pays $100, in ad-
vance, for golf lessons. The lessons are to be rendered during the last week in January
and the first week in February. Has a revenue transaction occurred on January 10? No.
A requirement for revenue recognition is that the services must be rendered. As of Jan-
uary 10, this has not yet occurred. The transaction increases cash, but the owners’
claim on assets has not increased. Instead, the customer now has a claim on the assets.
If JG&T does not provide the lessons, the customer has the right to expect a refund;
JG&T has a liability. It is obligated to either provide the lessons, which have a $100
value, or return the $100 payment. In either case, a $100 liability exists on January 10.
Unearned revenue is the liability that has increased. Another appropriate name is
advances from customers.

Reality Check 2-1 illustrates a revenue situation in the franchising industry.

ASSETS = LIABILITIES + OWNERS’ EQUITY
Cash Unearned revenue
(7) +$100 +$100

Expenses
Expenses occur when resources are consumed in order to generate revenue. For ex-
ample, during January, JG&T employed salespersons and golf instructors. Assume
these employees earned total wages of $700, which were paid in cash by JG&T. Be-
cause JG&T used the employees’ services during January, this is an expense transac-
tion for that month.

The transaction decreases cash and owners’ equity by $700. The decrease in cash
is obvious. Why does owners’ equity decrease? An analogy can be drawn to revenue.

REALITY CHECK 2-1

Franchisors are firms that sell the right to market their products. McDonald's Corporation, for example, sells the right to
operate its restaurants to other businesses and individuals. These franchisees usually pay a fee at the time of signing the
contract, plus ongoing fees based on the amount of their sales.

In exchange for the initial fee at the time of contract signing, a franchisor is required to help the franchisee select an
appropriate site, supervise construction, train employees, and install the franchisee’s accounting system.

Required

When should the franchisor recognize the revenue associated with the initial fee2

Solution

Many franchisors prefer to recognize the revenue when the cash is received at the time of contract signing. This en-
ables them to show improved performance. However, are the revenue recognition rules met at that point in time? In par-
ticular, has the franchisor erl‘}c)»rmed the promised services2 No, it has not. Because of this, the FASB has ruled that rev-
enue from the initial Froncﬁise fee cannot be recognized as revenue until all the initial services have been performed. In
general, this occurs when the franchisee opens for business.
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When assets increase because of profitable operations, the owners’ interest in the
firm’s assets expands. With expenses, when assets decrease in order to generate rev-
enue, the owners’ interest in the firm’s assets declines.

ASSETS = LIABILITIES + OWNERS’ EQUITY
Cash H. Jacobs, capital
(8) —$700 —$700 (salary expense)

Exhibit 2-5 graphically depicts this analysis. The first rectangle reflects JG&T’s as-
sets, liabilities, and owners’ equity before the salary expense transaction. The second
rectangle reflects the situation after the expense transaction. Assets and the owners’
claim have both decreased.

EXHIBIT 2-5 Expense Transation Analysis

Before After

ASSETS ASSETS
$100,700 $100,000
LIABILITIES LIABILITIES
$50,100 $50,100
OWNERS' EQUITY OWNERS' EQUITY
$50,600 $49,900

Consider another example. Assume that JG&T receives its utility bill on January 31
for electricity used during January. The bill is for $120. JG&T elects not to pay imme-
diately. Even though cash has not been paid, an expense transaction has occurred in
January. JG&T has consumed resources (electricity) in order to generate revenue.

Because JG&T is now obligated to the utility company, liabilities increase by $120,
and owners’ equity decreases by $120. Owners’ equity decreases because assets have
not changed, yet the creditors’ claims have increased by $120. There is no alternative
but to recognize that owners’ equity has decreased by $120.

ASSETS = LIABILITIES + OWNERS’ EQUITY

Utilities payable H. Jacobs, capital
(9) +$120 —$120 (utility expense)
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Exhibit 2-6 displays the analysis graphically. It shows the assets remaining fixed
while (1) the creditors’ claims increase and (2) the owners’ claims decrease. Also note
that expenses do not necessarily equal cash outflows. Goods and services can be con-
sumed to generate revenue without a cash outflow.

EXHIBIT 2-6  Expense Transaction Analysis

Before After

ASSETS ASSETS

$100,000 $100,000

LIABILITIES LIABILITIES

$50,100 $50,220

ownezs cauny e
! $49,780

Sales of Inventory

Sales of inventory contain both revenue and expense components. Assume that JG&T
makes sales on account (credit) during the month totaling $4,000. The cost of the in-
ventory to JG&T was $2,200.

A revenue transaction exists because an asset (accounts receivable) has been ob-
tained, and the goods have been provided to customers. An expense transaction exists
because the asset inventory has been consumed to generate the revenue. That is, JG&T
has fewer assets because the inventory has been transferred to its customers. This ex-
pense is called cost of goods sold (CGS). The net increase in assets and owners’ eq-
uity is $1,800.

ASSETS = UABILTIES + OWNERS’ EQUITY
Accounts Inventory H. Jacobs, capital
receivable
(10) +$4,000 +$4,000 (sales revenue)
—$2,200 —$2,200 (cost of goods sold)
ADJUSTMENTS

At the end of January, Harry Jacobs wishes to prepare a balance sheet and an income
statement. Before doing so, several adjustments must be made to the accounting
records. These adjustments are necessary because certain events do not have normally
occurring source documents, such as sales tickets or checks, to trigger their account-
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ing recognition. At the end of each period (usually each month or year), the accoun-
tant undertakes a deliberate search to identify and record these items. All adjustments
reviewed in this section are summarized in Exhibit 2-7.

Interest

As previously mentioned, on January 1, 2000, JG&T borrowed $20,000 at 8% interest
(on an annual basis). Although the interest payment is not required until January 1,
2001, JG&T has incurred interest expense during January 2000. During that month,
JG&T has consumed a resource: the use of the money. The utilization of that resource
has enabled JG&T to operate and to generate revenues. Accordingly, an expense has
been incurred, and it must be reflected in the accounting records before the financial
statements are prepared. The interest charge for January is calculated as

Interest expense = Principal X Rate X Time

= $20,000 x .08 x 1/12
$133 (rounded)

The principal is the amount borrowed, in this case, $20,000. The annual interest rate
is 8%. Stated in decimal form, it is .08. Because the interest rate is stated on an annual
basis, the time period must be expressed similarly. Given that one month has elapsed,
the time period is /12 of a year.

The general form of the analysis is similar to the earlier utility bill situation. Be-
cause the bank’s services (use of the bank’s money) have been consumed, JG&T has
an additional obligation (interest payable) in the amount of $133. Further, because as-
sets have remained constant and liabilities have increased, owners’ equity must de-
crease.

ASSETS = LIABILITIES + OWNERS' EQUITY
Interest payable H. Jacobs, capital
(11) +$133 — $133 (inferest expense)

Rent

On January 1, JG&T paid a year’s rent in advance. The amount was $12,000, and an as-
set (prepaid rent) was appropriately recorded. By January 31, one month of the pay-
ment had been consumed; thus, an expense should be reflected in the accounting
records. The analysis is

ASSETS = LIABILITIES + OWNERS’ EQUITY

Prepaid rent H. Jacobs, capital
(12) —$1,000 —$1,000 (rent expense)
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Depreciation

On January 1, JG&T purchased equipment for $25,000. As you recall, this transaction
increased the asset equipment. Assume that the estimated life of the equipment is 10
years, at which time it will be worthless. Because the service potential of the equip-
ment will be consumed over the course of its 10-year life, the cost of the equipment
should be charged as an expense over that period. This expense is referred to as de-
preciation. Monthly depreciation expense is calculated as:

Historical cost (less anficipated salvage value)

Depreciation expense = . ;
precian P Number of months in the useful life

$25,000
120
$208 (rounded)

Because the service potential of the equipment has declined, the asset’s
recorded value is decreased, and because an expense has been incurred, owners’ eq-
uity declines.

ASSETS = LIABILITIES + OWNERS’ EQUITY
Equipment H. Jacobs, capital
(13) —$208 —$208 (depreciation expense)

Unearned Revenue

On January 10, JG&T received a $100 advance payment from a customer for golf
lessons to be delivered during the last week of January and the first week in February.
At that time, cash increased, as did a liability, unearned revenue. Assume that half of
the lessons were given in January. An adjustment to the accounting records is now re-
quired because (1) JG&T’s obligation to its customer has declined by $50, and (2) $50
of revenue has been earned. Revenue is now recognized because assets have already
increased and the services have now been provided. Because $50 of revenue has been
earned, owners’ equity increases.

ASSETS = LIABILITIES + OWNERS' EQUITY
Unearned revenue H. Jacobs, capital
(14) - $50 + $50 (service revenue)
WITHDRAWAL BY OWNER

Assume that Harry withdraws $100 from JG&T’s bank account on January 31 so that he
can pay some personal living expenses. Because Harry worked in the shop during the
month, the withdrawal could be viewed as an expense to the business (Harry’s salary).



Because the owner of a sole pro-
prietorship cannot really estab-
lish an independent relationship
with the business, however, the
“salary” amount does not have a
great deal of reliability. For exam-
ple, Harry could simply with-
draw amounts based on his per-
sonal needs, rather than on the
value of the services he con-
tributed to the business. Because
of this, owner withdrawals are
not viewed as salary expenses.
Instead, they are considered to
be capital transactions, which in-
volve investments or disinvest-
ments by the owner. Thus, the
analysis is exactly the opposite of
a contribution by the owner.
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WHAT WOULD YOU DO?

In the 1990s, Woolworth Corporation experienced some accounting irregu-
larities. Although its yearly results were accurate, Woolworth initially reported
quarterly figures that subsequently needed to be restated. An investigation
info this matter determined that senior management created an environment
that prompted the inaccurate reporting. Senior management placed great
emphasis on never reporting a quarterly loss.

One way in which reporting a quarterly loss might be avoided is by de-
laying expense recognition. At the end of any quarter, a corporation will have
consumed resources (say, utilities or interest) for which it has not made pay-
ment. By overlooking these expenses during the adjustment process, reported
quarterr net income can be increased. Of course, when these payments are
made, the next quarter’s net income will be decreased.

Imagine that you work for a large corporation whose senior managers
are (1:,”6 intent on never reporting a quarterly loss. Assume that KOU super-
vise the quarterly adjustment process. What would you do if the chief execu-
tive officer and the cLieF financial officer instructed you to delay recognizing
some expenses for the most recent quarter?

ASSETS = LIABILITIES + OWNERS’ EQUITY
Cash H. Jacobs, capital
(15) —$100 —$100 (withdrawal)

TRANSACTIONS THAT AFFECT OWNERS’ EQUITY

Note that four types of transactions affect owners’ equity:

1. owner contributions,

2. owner withdrawals,

3. revenues, and

4. expenses.

FINANCIAL STATEMENTS

All transactions and events for JG&T have now been properly recorded. The account-
ing records are correct and up to date, so they can be used to prepare the financial

statements.

The Balance Sheet

The cumulative effect of all transactions and events on the various equation items is
shown in the last two lines of Exhibit 2-7. The balance sheet is prepared by simply
rearranging the numbers so that they appear in the proper format. The balance sheet
as of January 31 appears in Exhibit 2-8. Each item on the balance sheet is often re-

ferred to as an account.

Note the date on the balance sheet: January 31, 2000. All balance sheets summa-
rize a firm’s assets, liabilities, and owners’ equity at a discrete point in time.
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The Income Statement

The income statement summarizes a firm’s revenues and expenses for a period of
time. Net income is computed by subtracting expenses from revenues. JG&T’s income

statement for the month of January appears in Exhibit 2-9.

The income statement is prepared by compiling information from the owners’ eq-
uity account. Recall that all revenue transactions increase owners’ equity and that all
expense transactions reduce owners’ equity. This makes owners’ equity a convenient
place to look for information about revenues and expenses. To help you see that
JG&T’s income statement summarizes its revenue and expense transactions for the
month of January, Exhibit 2-10 summarizes all of JG&T’s transactions for that month.

EXHIBIT 2-8 JG&T Balance Sheet

Jacobs Golf and Tennis
Balance Sheet

30,000
50

120
133
20,000

50,303
50,189

January 31, 2000
Assets Liabilities and Owners’ Equity
Cash $ 32,500 Liabilities
Accounts receivable 4,400 Accounts payable $
Prepaid rent 11,000 Unearned revenue
Inventory 27,800 Utilities payable
Equipment 24,792 Interest payable
Total assets $100,492 Notes payable
- Total liabilities
H. Jacobs, capital
Total liabilities
and owners’ equity $1

EXHIBIT 2-9 JG&T Income Statement

Jacobs Golf and Tennis
Income Statement
For the Month Ended January 31, 2000

Revenue
Sales $4,000
Service 650

Total revenue

Expenses
Cost of goods sold 2,200
Rent 1,000
Salary 700
Depreciation 208
Interest 133
Utilities 120

Total expenses

Net income

$4,650

4,361
289

Rad

00,492
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An alternative method that can be used to prepare the income statement is to ex-
amine asset and liability accounts. However, such an approach would be much more
cumbersome. For example, some revenue transactions affect cash, other revenue
transactions affect accounts receivable, and still others affect unearned revenue. Thus,
the information about revenue transactions appears in a variety of asset and liability
accounts. Moreover, many nonrevenue transactions affect assets and liabilities, com-
plicating the identification of revenue transactions. An easier approach is simply to ex-
amine owners’ equity. A similar argument can be made for expenses.

Care must be taken, however, not to include in the income statement all transac-
tions that affect owners’ equity. Direct contributions by owners increase owners’ eq-
uity, but they do not constitute revenue. Similarly, withdrawals by owners reduce
owners’ equity, but they are not viewed as expenses.

The income statement provides financial statement readers with information
about the profitability of the organization for a past period of time. It indicates how
successful the organization was in generating revenues and controlling costs. During
January, JG&T earned a net income of $289. Although this amount might not seem
very impressive in light of total revenues of $4,650 and an investment of $50,000 by
Harry, January was JG&T’s first month of operation. Simply operating above break-
even (a zero profit or loss) is an accomplishment.

Within the context of a large corporation, an income statement can also be
thought of as a report on management’s performance. One of management’s major re-
sponsibilities is to enhance shareholder wealth. Managers serve as agents of the share-
holders, and they must be held accountable for their performance. Because profitable
operations are essential to adding value to the firm, the income statement can be used
to assess how well managers have performed.

Reported net income is an extremely useful figure to investors and plays a major
role in their decisions. To illustrate, when Nordstrom Inc. reported healthy second-
quarter earnings, the value of the company’s stock surged $4.34 per share (14%). On
the other hand, Adobe Systems’ stock fell $3.44 per share (11%) on the day it warned
of a possible small loss for its third quarter.

Note that income statements are prepared for periods of time, usually a month,
quarter, or year. Income must be related to a specific period of time to be inter-
pretable. For example, assume that you apply for a job and are told the job pays
$5,000. An evaluation of the job’s desirability would be impossible without knowing
if you would earn $5,000 per week, month, year, or some other time period. For this
reason, the income statement in Exhibit 2-9 contains the caption “For the Month
Ended January 31, 2000”

Many firms prepare income statements for calendar years, that is, for the period
January 1 through December 31. Other firms use 12-month periods that do not end on
December 31. These firms usually select an ending date that corresponds to a low
point in their activity. For example, many clothing stores, such as the Gap, have fis-
cal years that run from February 1 through January 31. January 31 is selected as the
end of the fiscal year because it shortly follows the busy holiday period and provides
time for refunds and exchanges to take place.

Statement of Owners’ Equity

In addition to the balance sheet and the income statement, firms also prepare a state-
ment of owners’ equity. This statement summarizes the changes that took place in
owners’ equity during the period under review. Because investments and withdrawals
by the owners affect owners’ equity, they appear on this statement. Revenue and ex-
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pense transactions also affect owners’ equity. Instead of listing each revenue and ex-
pense transaction separately, their difference (net income) is included in the state-
ment of owners’ equity.

Exhibit 2-11 contains JG&T’s statement of owners’ equity for the month of Janu-
ary. Now refer back to Exhibit 2-10. As you can see, the statement of owners’ equity
reflects all of JG&T’s transactions that affected owners’ equity.

Relationship Between the Balance Sheet and the

Income Statement

As you know, the balance sheet reports assets, liabilities, and owners’ equity at a mo-
ment in time. The income statement summarizes revenue and expense transactions
that occur during a period of time. Since revenue and expense transactions affect
owners’ equity, net income explains most of the change that takes place in owners’ eq-
uity during a period. Contributions and withdrawals by owners also affect owners’ eq-
uity. Thus, the change in owners’ equity is explained by net income, owner contribu-
tions, and owner withdrawals. Because owners’ equity must equal assets minus
liabilities (net assets), the changes in one side of the equation must equal the changes
in the other side. Therefore, changes in net income, owner contributions, and owner
withdrawals also explain changes in net assets.

THE ACCRUAL BASIS OF ACCOUNTING

An important aspect of a financial accounting system is the decision about when to
record revenue and expense transactions. Recording a transaction in the accounting
records is referred to as recognition. Consider JG&T’s first revenue transaction in Jan-
uary. Customers were given golf lessons and charged $600. The customers paid $200
in January and promised to pay the remainder in February. (Keep in mind our as-
sumption that the customers will honor this pledge.) There is little argument that at
least $200 of revenue should be recorded in January. But when should the other $400
be recorded? In January when the services were provided, or in February when the
cash is ultimately collected?

The accrual basis of accounting records revenues when goods or services have
been delivered or provided, regardless of when cash is received. At the time of ren-
dering the service, JG&T has earned the revenue; the entire $600 is recognized as rev-
enue at that time under the accrual basis. All of JG&T’s previous transactions have used
the accrual basis.

EXHIBIT 2-11 Statement of Owners’ Equity

Jacobs Golf and Tennis
Statement of Owners’ Equity
For the Month Ended January 31, 2000

Balance, January 1 $ 0
Investment by owner 50,000
Net income 289
Withdrawal by owner 100)

Balance, January 31 $50,189
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The cash basis of accounting records revenue when cash is received. Under
that approach, JG&T recognizes $200 of revenue in January and $400 of revenue in
February.

Let’s evaluate these two approaches. Which provides the most useful information
to financial statement readers? If the income statement is viewed as providing infor-
mation about increases in a firm’s wealth, the accrual basis seems to be the preferable
approach. In January, JG&T received not only $200 in cash, but also the right to re-
ceive $400 in the future. Recording $600 of revenue in January is appropriate.

Income statements can also be viewed as reports on a firm’s performance. Which
number, $600 or $200, is a better indicator of JG&T’s accomplishments in January? Be-
cause $600 of golf lessons were provided in January, $600 seems a better measure of
accomplishment (or performance).

Now consider one of JG&T’s expense transactions. During January, $120 of utility
services were consumed. This amount will be paid in February. Should a $120 expense
be recorded in January or February? The accrual basis records expenses when re-
sources are consumed (regardless of when payment is made), while the cash basis
records expenses when the cash is actually paid. The utility’s services were used in
January, and the accrual basis would record the $120 as an expense in that month. The
cash basis would defer recognition until JG&T pays the utility company in the follow-
ing month.

Again, let’s evaluate the usefulness of the information produced by the two ap-
proaches. Consumption of the utility services took place in January. At that time, the
firm’s liabilities increased, and its net worth decreased. This reduction in the firm’s
value should be reflected in January’s income statement; the accrual basis would do
this. Moreover, in measuring a firm’s performance, all resources consumed in generat-
ing revenue should be shown on the same income statement as that revenue. Ac-
countants refer to this as the matching principle. The utility services were consumed
in January to help generate the revenue reported on January’s income statement. Ac-
cordingly, the accrual basis provides a better portrayal of a firm’s performance.

GAAP requires the use of the accrual basis, yet as previously discussed, cash flow
information is also important to financial statement readers. Accordingly, GAAP also re-
quires the statement of cash flows, which is discussed in Chapter 5, “Statement of
Cash Flows.” Also note that some small businesses, which do not need audited finan-
cial statements, use the cash basis.

FORMS OF BUSINESS ORGANIZATION

Financial accounting is used by a wide variety of organizations, including businesses
organized to earn a profit, nonprofit organizations, and governmental entities. This
book focuses on profit-oriented enterprises, which can be organized in one of the four
ways described next.

Sole Proprietorships

Sole proprietorships are businesses that are owned by one individual and usually
operated by that individual. They are not separate legal entities apart from the owner,
and no special legal steps are required to launch or operate this form of business.
Jane’s T-shirt business, discussed in Chapter 1, “Financial Accounting and Its Environ-
ment,” would probably be organized as a sole proprietorship. As another example, if
you decided to earn money by mowing lawns during the summer, your business
would probably be organized as a sole proprietorship.
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Because no legal procedures are needed to begin operating sole proprietorships,
their primary advantage is ease of formation. The major disadvantage is unlimited le-
gal liability. Because owners are not legally distinct from their businesses, any claims
against sole proprietorships are also claims against the owners’ personal assets.

Although sole proprietorships are not separate legal entities, they are separate ac-
counting (or economic) entities. The entity assumption indicates that the actions of
the owner, serving as an agent of the business, can be (and should be) separated from
the personal affairs of the owner. Based on this distinction, information about the
transactions of the business can be accumulated via the financial accounting process.
This enables the owner to assess the status and performance of the business on a
stand-alone basis.

Partnerships

Partnerships are very similar to sole proprietorships, except that partnerships have
more than one owner. Partnerships are not separate legal entities apart from their
owners, but they are separate accounting entities. They are almost as easy to form as
sole proprietorships, yet because of multiple owners, care must be taken to specify
the rights and responsibilities of each owner. This is usually done in a partnership
agreement, which is a legal contract among the partners.

Corporations

Corporations differ substantially from sole proprietorships and partnerships because
they are separate legal entities. They are granted their right to exist by the individual
states. A corporation must develop bylaws governing its operation, issue stock to its
owners (shareholders) to represent their ownership interests, elect a board of direc-
tors who are responsible for the management of the corporation, pay taxes, and ad-
here to a variety of laws and regulations. Most large and many smaller businesses are
organized as corporations.

As might be expected, forming a corporation is a relatively cumbersome and ex-
pensive process. Costs include filing fees paid to the state of incorporation, legal fees,
and amounts paid for corporate records, such as stock certificates, bylaws, and so on.
Corporations, unlike sole proprietorships and partnerships, must pay income taxes.
Moreover, shareholders are also taxed on any dividends paid to them. Thus, corpora-
tions are subject to double taxation. Because sole proprietorships and partnerships
are not separate legal entities, they do not pay income taxes; sole proprietors and part-
ners include the income of their businesses on their individual income tax returns.

The corporate form of organization has certain advantages that can outweigh
the costs. Perhaps the primary benefit is the limited liability offered to shareholders.
Because the corporation is a legal entity, the corporation itself is responsible for its
actions. Although shareholders risk losing their investment, their personal assets are
protected from claims against the corporation. Such is not the case for sole propri-
etorships and partnerships.

Hybrid Forms of Organization

Many states are now offering forms of organization that combine certain characteris-
tics of partnerships and corporations. These forms include professional corporations,
limited liability companies, and limited liability partnerships. Although an evaluation
of the advantages and disadvantages of these forms of organization is beyond our
scope, keep in mind that careful consideration must be given to this issue when start-
ing a new business.
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Accounting Implications

The accounting differences among these three organizational forms lie mainly in the
owners’ equity section of the balance sheet. The accounting for partnerships is very
similar to that for sole proprietorships. Because each partner is an owner, each part-
ner has a capital account where his or her interest in the firm is shown. The account-
ing for corporations is slightly more complex and is described in the following section.

ACCOUNTING FOR CORPORATIONS

Two differences exist in the accounting for owners’ equity in corporations. First, be-
cause shareholders are the owners of the corporation, this section is called share-
holders’ equity. Second, the shareholders’ equity section is divided into two subcate-
gories. One category is invested capital. It reflects the shareholders’ interest in the
firm that arises from direct contributions by the shareholders. If Harry Jacobs had
formed a corporation when he started his golf and tennis shop, for example, his ini-
tial investment would be recorded by increasing both cash and the invested capital
part of shareholders’ equity.

ASSETS = LIABILITIES + OWNERS’ EQUITY
Cash Invested capital
+$50,000 +$50,000

The other category of shareholders’ equity is retained earnings. This section
contains the effect of revenue and expense transactions on shareholders’ equity. That
is, it reflects the increase (or decrease) in the shareholders’ interest in the firm that
arose from operations since the firm'’s inception.

Consider again transaction (10) from earlier in this chapter. Inventory that was
previously purchased for $2,200 was sold, on account, for $4,000. The only change in
the analysis for a corporation is that the retained earnings component of shareholders’
equity reflects the effect of this transaction on the shareholders’ interest in the firm.

ASSETS = LIABILITIES + SHAREHOLDER’S EQUITY
Accounts  Inventory Retained earnings
receivable
+$4,000 +$4,000 (revenue)

—$2,200 —$2,200 (cost of goods sold)
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SUMMARY OF LEARNING OBJECTIVES

1.

Define the terms assets, liabilities, and owners’ equity.

Assets are valuable resources owned by a firm. They represent probable future
economic benefits. Liabilities are present obligations of a firm. They represent
probable future sacrifices of economic benefits. Owners’ equity reflects the own-
ers’ interest in the firm.

Explain why the balance sheet must balance.

The balance sheet shows two views of the same thing: the resources of the firm.
The left side of the balance sheet shows the composition of a firm’s resources
(cash, inventory, and so on). The right side shows the amount of resources sup-
plied by creditors and the amount supplied by owners. Because resources must
be supplied by either creditors or owners, the total of the left side of the balance
sheet must equal the total of the right side.

Describe revenues and expenses.

Revenues are inflows of assets (or reductions in liabilities) in exchange for pro-
viding goods and services to customers. Expenses occur when resources are con-
sumed in order to generate revenue.

Use the basic accounting equation to analyze transactions.

The basic accounting equation is

ASSETS = LIABILITIES + OWNER'S EQUITY

The financial accounting process consists of analyzing a transaction’s effect on the
elements of this equation. The equation balances for each transaction and for the
summation of all transactions.

Prepare simple balance sheets and income statements.

Balance sheets are prepared by cumulating the effect of all transactions on the el-
ements of the basic accounting equation. Income statements summarize all rev-
enue and expense transactions that took place during a period of time. The dif-
ference between revenues and expenses is net income.

Describe the relationship between the balance sheet and the income
statement.

Revenue and expense transactions affect owners’ equity. Therefore, the income
statement summarizes the impact these transactions have on the balance sheet
item owners’ equity.

Distinguish between the accrual basis and the cash basis of accounting.
The accrual basis recognizes revenues when they are earned, that is, when the
goods are delivered or the service is rendered. The cash basis recognizes revenues
when cash is received from the customer. The accrual basis recognizes expenses
when resources are consumed. The cash basis recognizes expenses when cash is
paid. The accrual basis provides a better measure of performance. GAAP requires
use of the accrual basis.

Explain the differences between the balance sheets of sole proprietor-
ships and those of corporations.

The primary difference involves owners’ equity. In sole proprietorships, only one
component of owners’ equity is used, it is referred to as capital, and it reflects the
owners’ interests that arise from both direct contributions and profitable opera-
tions. Corporations use two components: invested capital, which reflects owners’
direct contributions, and retained earnings, which show the owners’ interest that
arose from profits.
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QUESTIONS

2-1

2-2

2-6

Describe each part of the basic accounting equation. Identify one example of

each item or term in this equation and describe why it fits in that particular cat-

egory.

Using the definition of assets in this chapter, describe why each of the following

items should not be listed as an asset on the firm’s balance sheet:

Favorable location

Skilled employees

Reputation for honesty and fairness

Brand recognition in the market

Steady customers

Customers’ names, addresses, and product preferences

Executory contracts.

a. Discuss the concept of an executory contract. Why might a firm sign such a
contract?

b. How should such a contract be recorded in the firm’s financial statements?

Identify two forms of business organizations and list a major advantage and dis-

advantage of each.

Indicate whether each of the following statements concerning possible organi-

zation structures is true or false. If a statement is false, indicate why.

A sole proprietorship and its owner are legally the same entity.

The partners in a partnership are not liable for the debts of the partnership.

All partners in a partnership must agree on all decisions.

A sole proprietorship and its owner are the same entity for financial reporting.

A partnership is less risky (for the partners) than a sole proprietorship.

Two people can form a sole proprietorship.

Twenty people cannot form a partnership.

It is more expensive to form a partnership than a sole proprietorship.

Any group of people (less than five) canform a partnership by oral agree-

ment.

Indicate whether each of the following statements concerning possible organi-

zation structures is true or false. If a statement is false, indicate why it is false.

a. A corporation and its investors are legally the same entity.

b. The shareholders of a corporation are not liable for the debts of the corpo-
ration.

c. A publicly held corporation usually sends its financial statements to all of its
owners (investors).

d. A corporation is less risky (for its owners) than a partnership or sole propri-
etorship.

e. It is more expensive to form a corporation than a sole proprietorship.

f. Shareholders are taxed on the corporation’s net income.

Define accrual accounting. Contrast accrual accounting with cash basis ac-

counting.

Define an asset. Define a liability. How can one firm’s asset be another firm’s li-

ability?

Define owners’ equity. How does this differ from retained earnings? How can

one firm’s asset be another firm’s equity?

moan TR

mER e an s
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EXERCISES

2-10 Indicate the effects [(1) increase, (2) decrease, (0) no effect] on the accounting
equation from the following transactions:

Owner invested cash in the business.

Performed services for cash.

Purchased equipment by signing a note payable.

Customers paid in advance for services to be performed.

Purchased a two-year insurance policy.

Paid employees for the period’s work.

Purchased supplies on account.

Performed services referred to in part d.

Paid note from part c in full, plus interest.

Recorded depreciation adjustment.

—rE®R oo an T

Identifying Transactions: Cash Versus Accrual Method
2-11 Identify which of the following events should be reported on financial state-
ments under
1. the cash basis of accounting,
2. the accrual basis of accounting,
3. both methods, or
4. neither method.
Explain each choice.
a. Agreed (verbally) to purchase a used car from Slee-Z-Auto.
b. Paid $300 for a warranty on the used car.
c. Took the car on a test drive, found it faulty, and asked the salesperson for a
different car.
The sales manager helped choose another car.
The sales manager kindly transferred the warranty to the second vehicle.
Paid $6,500 for the vehicle.
Paid license and taxes of $275.
Bought new tires for $450 on account.
On a cold winter morning, the car failed to start.
Purchased a new battery for $65 on account.
Filed a warranty claim for the new battery.
Received $45 payment under the warranty.

mET TR M0 a

Analyzing Transactions: Cash and Accrual Bases
2-12 Use pluses and minuses (or NA for not applicable) to show how the following
events should be analyzed using the accounting equation under
1. the cash basis of accounting and
2. the accrual basis of accounting.
Signed a contract for the purchase of land.
Paid a deposit on the land purchase.
Received money in advance from a customer.
Listed land for sale with a local realtor.
Used equipment, such as a computer, in the business.
Had a computer repaired; the repair person just leaves a bill, but cannot
accept payment for the repair.
g. Paid the repair bill.

mo a0 os
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h. Provided services to customers who will not pay until next month.

i. Received compliments from customers about excellent customer ser-
vices.

j. Hired a well-trained accountant to prepare financial statements and pro-
vide financial advice. (Assume no payments have been made.)

k. Collected money from customers who have already been billed.

1. Employees worked this month, but the payroll (payment) was delayed
until the following month.

m. Failed to pay suppliers for three months because there is not enough
money in the bank.

n. Received supplies from a vendor, along with a bill.

0. Sold land under a contract for 10 future payments.

p. Collected one of the contract payments from the land sale.

Valuing Contract Terms

2-13 A professional baseball player signs a contract for next season to play for the Col-
orado Rockies. The contract includes payment terms of $7,000,000 over the
next two years. The player receives an extra “signing bonus” of $1,000,000. How
should each of these two amounts be recorded by the Rockies? Note that the
$7,000,000 is contingent on the player “making” the team.

Identifying Accounting Transactions

2-14 R & RTravel entered into the following transactions. Which of these transactions
or events should be recorded in R & R’s accounting process? Explain your an-
SWer.

a.
b.
C.

Obtained a bank loan.

Repaid a bank loan.

Signed a one-year agreement to rent office space. The first month’s rent is
paid at this time.

Signed a one-year agreement to rent office space. No cash is transferred at
this time.

Purchased office equipment on credit.

Agreed with the local newspaper to place advertising in next month’s special
travel section. No cash yet paid.

Transaction Analysis
2-15 The Western Fittings Corporation began business on July 1, 1999. The following
transactions occurred during its first six months:

1.
2.
3.

Three individuals each invested $30,000 in exchange for capital stock.

One year’s rent was paid for $12,000 on July 1.

On August 1, several pieces of property, plant, and equipment were pur-
chased for $75,000 on account.

. During the six months, clothing, boots, and accessories were purchased for

$60,000 cash.

The corporation had sales revenue of $85,000, of which $35,000 has not yet
been collected in cash.

The cost of the clothing, boots, and accessories sold in item 5 was $55,250.
Employees were paid $24,000 in wages.

The corporation paid utilities and telephone expenses of $5,000.
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Required

a. Analyze and record these transactions using the basic accounting equation.

b. Record the following adjustments for the six months ended December 31,
1999: rent expense and depreciation expense. Assume a 10-year life and zero
residual value.

c. What is the net income (loss) for the six months ended December 31, 1999?

Transaction Analysis
2-16 John Hasty opened his bakery on March 1, 1999, as a sole proprietor. The fol-
lowing transactions took place at the beginning of March:
1. Deposited $10,000 into a checking account in the name of the Hasty Bakery.
Rented a small kitchen and paid the first month’s rent of $500.
Purchased kitchen equipment for $3,000 cash.
Purchased baking ingredients for $6,000 on account.
Obtained a $2,000, 9%, one-year loan.
Obtained a one-year insurance policy on the kitchen equipment. Paid the en-
tire premium of $500.

OV MR NN

Required

a. Analyze the above transactions for March, using the basic accounting equa-
tion.

b. Record necessary adjustments: interest expense, insurance expense, and de-
preciation expense. (Assume a 60-month life and zero residual value.)

c. What additional information is needed to fully analyze Hasty Bakery results
for March?

Fill in the Blanks

2-17 Find the missing elements in the following (independent) cases:

ASSETS = LIABILITIES + SHAREHOLDERS' EQUITY
a. $100,000 $ 30,000 e

b. e $450,000 $200,000

c. $350,000 $450,000 e

d. $675,000 e $310,000

Fill in the Blanks

2-18 Ascertain the missing items (4, B, and C) in the following situation:

Assets, January 1 $10,000
Assets, December 31 $14,000
Liabilities, January 1 A
Liabilities, December 31 $ 7,000
Owners’ equity, January 1 $ 8,000
Owners’ equity, December 31 B
Owners’ contributions 0
Owners’ withdrawals

C
Net income $ 2,000
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Transaction Analysis

2-19 Record the following business transactions in the basic accounting equation.
Use column headings for Cash, Accounts Receivable, Land, Accounts Payable,
Unearned revenue, Notes Payable, Invested Capital, and Retained Earnings.

a.

b.
C.

mE® e e

Three individuals each invested $70,000 in a newly formed corporation in ex-
change for capital stock.

Paid $12,500 for land.

Performed services for customers, all on account; billed the customers
$24,300.

Received a utility bill for $850 and immediately paid it.

Received $11,200 for services not yet performed.

Received a telephone bill for $650, but did not pay it yet.

Borrowed $34,000 cash from a bank and signed the loan documents.
Received $10,000 from customers on account.

Performed the services described in part e.

PROBLEMS

Transaction Analysis: Income Statement and

Balance Sheet Effects
2-20 Identify the effects of the following events on the first year’s income statement
and balance sheet:

a.

b.

A company paid a $2,000 bill for a fire insurance policy that covers the cur-
rent year and the next year.

A company purchased a trash compactor for $200 that has an expected life
of five years. What are the balance sheet effects of treating the $200 as an ex-
pense this year versus the effects of depreciating the trash compactor over
five years? What are the effects on net income?

Two attorneys, working together under a corporate structure, decide that a
ski chalet at Vail is necessary to entertain current and prospective clients. At
the same time, they are considering the addition of a third attorney as an-
other owner of their company. This third attorney has a ski chalet that she
purchased five years ago for $120,000. Its current market value is $200,000.
How should the ski chalet be reflected on the corporation’s financial state-
ments, assuming that the new attorney is hired and the ski chalet is trans-
ferred to the corporation?

Transaction Analysis

2-21 Jane Goodrum established a sole proprietorship to sell and service personal
computers. Use the balance sheet equation to analyze the effects of the follow-
ing transactions:

a.
b.

Invested $50,000 in the business.

Purchased a four-wheel drive pickup truck for $22,000 (on account) that will
be used in the business.

The truck’s fuel and repair annual costs were $1,750 (paid in cash).

Shortly after buying the truck, it proved to be a “lemon” and Jane pushed it
over a cliff! Explain to Jane how the loss of this truck affects her balance
sheet. If Jane had not ever paid for the truck, who is responsible for the loss
of the truck?
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Transaction Analysis: Accrual Adjustments

2-22 The accounting firm Seaver & Co. prepares its own financial statements at the
end of each year. Based on the following information, prepare any adjustments
that are needed for the accounting records as of December 31, 1999 in terms of
the basic accounting equation.

a. As of December 31, Seaver & Co. has rendered $20,500 worth of services to
clients for which they have not yet billed the client and for which they have
not made any accounting entry.

b. Seaver & Co. owns equipment (computers and so on) having an original cost
of $12,000. The equipment has an expected life of six years.

c. On January 1, 1999, Seaver borrowed $15,000. Both principal and interest
are due on December 31, 2000. The interest rate is 11%.

d. On January 1, 1999, Seaver rented storage space for three years. The entire
three-year charge of $15,000 was paid at this time. Seaver (correctly) created
a prepaid rent account in the amount of $15,000.

e. As of December 31, workers have earned $10,200 in wages that are unpaid
and unrecorded.

Transaction Analysis: Preparing Financial Statements
2-23 The following account balances are shown on November 30, 1999, for the
Clever Bookstore:

Cash $ 8,000 Accounts payable  $ 4,000
Accounts receivable 9,000  Sdlaries payable 2,000
Inventory 60,000  Notes payable 35,000
Supplies 3,000 J. Clever, capital 39,000
Total $80,000 Total $80,000

The following transactions occurred during December.

1. Paid workers the $2,000 owed them on November 30.

2. Made sales totaling $40,000. Half of the sales were for cash. The other half
were on account. The cost of goods sold was $25,000.

Purchased inventory on account, $15,000.

Collected in cash $22,000 of receivables.

Used supplies totaling $800.

Paid accounts payable of $12,000.

Paid all December’s interest on the note payable in the amount of $300.

NV R W

Required

a. Analyze all transactions using the basic accounting equation. Begin your anal-
ysis by entering the November 30 account balances into a worksheet. Then
enter each of the transactions above into your worksheet.

b. Prepare a balance sheet as of December 31, 1999.

c. Prepare an income statement for the month ended December 31, 1999.

Transaction Analysis: Preparing Financial Statements
2-24 Susan’s Sweets, a candy shop, opened on January 1, 1999, with the following
transactions:
1.Susan deposited $100,000 in cash on January 1, 1999, and began business as
a sole proprietorship.
2.Susan transferred a rental agreement for commercial premises to the candy
shop. She personally had paid $20,000 rent for the next six months on De-
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cember 31 of the prior year, and now transferred all rights under the six-
month agreement. This agreement is renewable for another six months on
July 1. (Note: Increase owners’ equity capital account.)
3.Susan purchased candy and other “sweetments” at a cost of $40,000 in cash.
4.Susan purchased store fixtures at a cost of $15,000, paying $5,000 in cash
and the balance on account. These store fixtures have a useful life of five
years, with no expected salvage value.
5.The six-month rental agreement expired. She renewed it for another six
months and paid $20,000.
6.During the first year of operations, Susan’s sales totaled $132,000 on ac-
count.
7. Collections from customers totaled $130,500.
8.During the first year, her other operating expenses were $37,300 on account.
In addition, she received “salaries” of $10,000, which were really a with-
drawal or drawing.
9.At the end of the first year, Susan’s Sweets had $2,000 of inventory.
10.Record depreciation for the first year.
11.Record the adjustment to prepaid rent.

Required

a. Use the basic accounting equation to show the effects of the transactions and

any necessary accruals during Susan’s first year of business.

b. Based on that analysis, prepare a balance sheet and an income statement for

the first year.

Transaction Analysis: Preparing Financial Statements
2-25 Susan’s Shoe Shop opened on January 1. The following transactions took place
during the first month:

1.Deposited $30,000 in the firm’s checking account.

2.Purchased shoes, boots, socks, and other inventory for $45,000 on account.

3.Purchased display shelving, chairs, and other fixtures for $10,000 cash and
$40,000 on account. Assume a useful life of five years.

4.Obtained $20,000 and signed a three-year, $20,000 bank loan at 8% annual in-
terest.

5.Had sales revenue during January of $75,000. Of this amount, $25,000 was
received in cash and the balance was on account.

6.The cost of the merchandise sold in item 5 was $32,000.

7.Paid $10,000 to each of two different creditors.

8.Signed an application for a one-year insurance policy and paid the year’s pre-
mium of $2,400.

9.Paid three employees a monthly salary of $2,000 each.

10.Collected $35,000 from (accounts receivable) customers.

Required

a. Analyze these transactions, including any appropriate adjustments, using the
basic accounting equation.

b. Prepare a simple income statement for the firm.

c. Identify any significant missing elements in your income statement.

d. Prepare a simple balance sheet for Susan’s Shoe Shop.
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Fill in the Blanks
2-26 Ascertain the missing items (4-I) in the following independent situations. (Note:
You do not have to find the answers in any particular sequence.)

1 2 3
Assets, January 1 $ 5,000 E |
Assets, December 31 $ 8,000 F $ 9,000
Liabilities, January 1 A $ 2,000 $ 3,000
Liabilities, December 31 $ 3,000 $ 2,200 J
Owners’ equity, January 1 $ 3,000 $ 4,000
Owners’ equity, Decemger 31 B $ 4,800 $ 7,000
Revenues $20,000 $15,000 L
Expenses $18,500 G $20,000
Contributions by owners $ 1,000 H $ 1,000
Withdrawals by owners C 1,200 $ 3,000
Net income D 2,000 $ 5,000

Note: The solutions for Situation 1 are shown below:

January 1: Assets = Liabilities + Owners’ equity
$5,000 = (A) + $3,000
$5000 = $2,000 + $3,000

December 31: Assets = Liabilities + Owners’ equity
$8,000 = $3,000 + (B)
$8000 = $3,000 + $5,000
Revenues — Expenses Net Income

$20.000 — $1B.500 — Net income
$20,000 — $18.500 — $1,500

Beginning owners’ equity + Contributions by owners — Withdrawals by owners +
Net Income = Ending owners’ equity

$3,000 + $1,000 — (C) +$1,500 = $5,000
$3,000 + $1,000 — $500 + $1,500 = $5,000

Fill in the Blanks

2-27 Ascertain the missing items (4-L) in the following independent situations. (Note:
You do not have to find the answers in any particular sequence. See the previ-
ous assignment for an explanation of how to find these missing items.)

1 2 3
Assets, January 1 $12,000 E /
Assets, December 31 $ 9,000 F $ 9,500
Liabilities, January 1 A $ 5,000 $ 3,200
Liabilities, December 31 $ 7,500 $ 5,200
Owners’ equity, January 1 $ 7,500 $ 3,200 K
Owners’ equity, December 31 B $ 5,300 $ 8,000
Revenues $25,000 $12,000 L
Expenses $16,200 G $22,000
Contributions by owners $ 2,000 H $ 2,000
Withdrawals by owners C $ 1,200 $ 3,500
Net income D $ 3,000 $ 4,000

Analyzing Investment Alternatives

2-28 Assume that you inherit $10,000, which according to the terms of the bequest
must be invested in a single company. After much research, you find two attrac-
tive alternatives: The Salt Company and The Pepper Company.
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Required

a.

On the basis of the following limited information, which of the following
would you prefer (M = millions of dollars)?

Salt Co. Pepper Co.
Total assets $40M $25M
Net income $4M $4M
. If you then find the following additional information about each company’s
liabilities, which company would you prefer? Why?
Salt Co. Pepper Co.
Total liabilities $20M $23M
. If you then read a newspaper article predicting each firm’s future income
prospects, which firm is now preferable? Why?
Salt Co. Pepper Co.
Next year's predicted net income ~ $1M $10M
. Write a short memo describing any additional information that you might

find helpful in making an investment in either of the two companies.

Recording Transactions Using Cash and Accrual Methods
2-29 Use a balance sheet equation to show how each of the following events would
be treated under

1.

the cash basis of accounting and

2. the accrual basis of accounting.

a. Ordered airline tickets, hotel accommodations, and tour guidance from

Hugo’s U-Go Travel at a cost of $5,000.

Changed the airline reservation.

Paid a $35 fee to a travel advisor.

Paid $2,000 for the airline tickets, room, and tour.

Arrived at the hotel and checked in.

Found the room to be next to the hotel laundry and facing the noisy load-

ing zone. Furthermore, the room only had two cheap radios and no tele-

vision! Asked the hotel manager for a more suitable room.

g. Tipped the bellhop $5 after luggage was moved to an upgraded room.

h. Charged $257 for meals and telephone calls during the week.

i. Upon checking out of the hotel at the end of the week, found a $40 per
day (for five days) upgrade charge on the hotel bill.

j. Paid for the meals and phone charges on the hotel bill, but denied re-
sponsibility for the upgrade charges.

k. The hotel manager insisted that the upgrade charges were not covered by
the prepaid vouchers from Hugo’s, and they would be charged to the Visa
credit card account number on file with the hotel.

1. Took vacation film to a photo shop for developing. Charges for develop-
ing and printing this film were expected to be $45, not yet paid.

m. Paid the $45 two weeks later.

mo a0

Transaction Analysis

2-30 Use the accounting equation to analyze the effects of the following events. As-
sume that the beginning balances are zero. Prepare an income statement and
balance sheet after recording each transaction.
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Sugar Loaf Enterprises bought inventory for resale at a cost of $350,000 on
account.

Half the inventory was sold to customers for $525,000, all on account.
Customers paid $200,000 on account.

A particularly interested customer paid $10,000 in advance to reserve an es-
pecially desirable item.

The item was shipped at an invoiced charge of $2,500 more than the deposit.
The inventory cost was $6,000.

The customer paid the $2,500 invoice, after reducing the invoice by the $55
freight cost, which, in the customer’s opinion, should have been waived be-
cause of the $10,000 advance payment.

Transaction Analysis: Simple Interest
2-31 Identify the effects of the following events on the income statement and the bal-
ance sheet for each year:

a.

Sunshine House borrowed $20,000 at 5% interest per annum.

b. Interest for the first year was accrued, but not paid.
C.
d. At the end of the second year, the loan was repaid, plus the second year’s in-

Two months into the next year, the interest was paid for the first year.

terest.

Transaction Analysis: Simple Interest
2-32 Heidi’s Golf and Swim Club borrowed $500,000 at 12% per annum.

Required

a.

caen T

Calculate Heidi’s expected monthly and annual interest expense.

Show the effect of the $500,000 loan on Heidi’s accounting equation.
Show the effects of the first and second months’ interest accruals.

Show the effects of Heidi’s payment of two months’ interest.

Show the effects of the interest accruals for the remainder of the first year.

Transaction Analysis: Liabilities and Interest Accruals
2-33 John’s Anti-Mediation League (JAML), a sole proprietorship, engaged in the fol-
lowing transactions in 1999:

1. On January 1, JAML borrowed $100,000 at 6% per year with interest due
quarterly.

2. JAML paid a $1,000 kickback to a good friend who helped obtain the loan.

3. JAML had not yet paid any interest after the loan had been in effect for three
months.

4. On June 30, JAML paid the interest due.

5. On July 1, JAML renegotiated the terms of the loan, which increased the in-
terest rate to 9% per year.

6. At the end of September, John paid the interest on the loan from his personal
account.

7. At the end of December, JAML accrued the interest due.

8. On January 1, 2000, JAML paid the interest due to the lender and to John’s
personal account.

Required

Record these transactions, using the accounting equation.

59
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Transaction Analysis: Liabilities and Interest Accruals
2-34 Sharon’s Affairs and Parties (SAAP), a sole proprietorship, engaged in the fol-
lowing transactions in 1999:
1. SAAP borrowed $150,000 at 10% per year to begin operations.
SAAP accrued the first month’s interest on the loan.
SAAP accrued the second month’s interest.
SAAP paid the interest due.
Sharon loaned SAAP $10,000 at 24% interest per year.
SAAP accrued interest for the next month on both loans.
SAAP paid the accrued interest.
SAAP repaid Sharon’s loan, along with a loan “cancellation” fee of $2,500.
9. SAAP accrued interest for the next month.
10. SAAP repaid the original loan, along with the accrued interest.

PN AV RSN

Required

Record these transactions, using the accounting equation.

Transaction Analysis: Describing Underlying Events
2-35 Shown below are several transactions recorded by Beth’s coffee shop, The Bitter

Bean (TBB):
ASSETS = LIABILITIES + OWNER'S EQUITY
a. Cash, +$30,000 Capital, +$30,00
b. Inventory, +$12,000 Accounts payable,
+$12,000
c. Cash, —$3,000 Loans, —$3,000
d. Loans, —$27,000 Capital, +$27,000
e.  Accounts receivable, Revenue, +$10,000
+$10,000
f. Inventory, —$3,000 Cost of goods sold,
—$3,000
g Cash, +$8,000
Accounts receivable,
—$8,000
h. Accounts payable, Operating expenses,
+$30,000 —$30,000
Required

For each transaction, describe the event or activity that occurred. For example:
Answer: The firm borrowed $20,000.

Transaction Analysis: Describing Underlying Events
2-36 Following are several transactions recorded by Bruce’s tea shop, The Better Leaf
(TBL):
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ASSETS = LIABILITIES + OWNER'’S EQUITY
a. Cash, +$50,000 Capital, +$50,000
b. Inventory, +$22,000 Accounts payable,
+$22,000
c. Cash, +$3,000 Loans, +$3,000
d. Loans, —$23,000 Capital, +$23,000
e.  Accounts receivable, Revenue, + $32,000
+$32,000
f.  Inventory, —$13,000 Cost of goods sold,
—$13,000

g Cash, +$28,000,
Accounts receivable,
—$28,000

h.  Inventory, +$30,000 Loans, +$30,000

Required
For each transaction, describe the event or activity that occurred. For example:
Answer: The firm borrowed $20,000.

Analyzing Effects of Cash and Accrual Accounting

2-37 Assume that you are auditing a small bank that uses the cash basis of accounting
to record interest on its customers’ accounts and uses the accrual basis of ac-
counting for interest earned on its investments.

a. If most of the bank’s investments were earning daily interest, while most of
the bank’s customers had their money invested in five-year certificates of de-
posit, do you think that the income reported by the bank represents a fair or
useful measure of accomplishment? Why?

b. Reconsider your prior answer. What if you find out that most of the five-year
certificates of deposit had just been issued? What if you find out that the
bank issued and redeemed the same number of five-year certificates every
month? How do the issues of timing or renewal cycles affect your view of
this situation?

Analyzing Transactions: Effects of Missing Information
2-38 Answer each of the following independent questions:

a. Dennis Company has assets of $125,000 and owners’ equity of $40,000. What
are its liabilities? If these liabilities include an outstanding mortgage of $60,000,
identify some of the other liabilities that Dennis Company might have.

b. Bruce Company has assets of $300,000 and liabilities of $110,000. Suppose
that the original owners invested $200,000 in this business. What might ac-
count for the difference between the original investment and the current bal-
ance in owners’ equity?

c. Pieter Company has liabilities of $400,000 and owners’ equity of $155,000.
What are its assets? Suppose that Pieter has conducted an appraisal and has
found that its assets are valued at $1,000,000. How can such a difference
occur?

d. Elizabeth Company has assets of $500,000 and liabilities of $600,000. What
conclusions can you draw about this firm?
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Writing

Identifying Accounting Transactions

2-39 Refer to the T-shirt business first described in Chapter 1, “Financial Accounting
and Its Environment.”The firm now has a small store near the football stadium to
display and sell various sporting goods. During the first week that the shop is
open, the following events occur. Should they be recorded in the financial state-
ments of the firm? Why or why not?

a. A famous football player gives a signed football to the store owner’s
daughter.

b. The firm received a bill from the Public Service Co. for gas and electricity
used by the prior tenants in the store.

c. The owner bought three lottery tickets for $6.

d. One of the three lottery tickets won $150. (In this case, assume that you did
not originally record the purchase of the tickets and that the owner did not
want to record the winnings.)

e. The owner learned that the Super Bowl will be held at the nearby stadium in
three years.

Cash Versus Accrual Accounting

2-40 Suppose thatTina’s Frame Shop is anticipating applying for a bank loan in the near
future. Although Tina’s has been using accrual accounting, the bookkeeper sug-
gests that the firm switch to a cash basis in order to improve its financial picture.

Required

a. Assuming that the bank requires financial statements on a cash basis, what
actions could the bookkeeper and the firm take to report more favorable re-
sults under the cash basis?

b. How might the bank react when it compares any of Tina’s earlier statements
under the accrual method with statements that are much more favorable un-
der the cash basis?

c. IsTina’s auditor obligated to provide both sets of statements to the bank and
explain any differences? Why?

d. Now assume that the bank permits either cash or accrual accounting. Is it
ethical forTina’s to try to “fool” the bank with statements prepared using the
most favorable accounting procedures? Why?

e. If you were Tina’s bookkeeper, would you expect to be fired if you gave the
bank both sets of financial statements? How would this possibility change
your views?

Conceptual Discussion: Objectivity

2-41 Financial statements, and the underlying accounting processes, rely on many
subjective estimates. Review the sample transactions described in this chapter
and indicate which of them are objective. Which are subjective? Which could be
more objective if additional information was available? Why?

Essay: Measuring Liabilities

2-42 Write a one- to two-paragraph essay assessing the following statement:
Liabilities must be precisely measured because the firm needs to know how
much is owed to its creditors. If such amounts are not precisely known, the firm
risks bankruptcy or other liquidity crises whenever the actual liabilities may
have been underestimated.
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Essay: Asset Valuation

2-43 Write a one- to two-paragraph essay defending the following statement:
Assets need not be objectively measured and valued because they can be sold at
any time. If the firm feels that asset values are going to decline, it can avoid any
potential losses merely by selling the assets before they decline.

Conceptual Discussion: Effects of Overstating Expenses

2-44 Consider a situation in which you learn that your employer’s accounting staff
has consistently overestimated the firm’s expenses (such as depreciation or bad
debts). As a manager in the firm, what action could you take in response to this
knowledge? Why?

Conceptual Discussion: Contracts
2-45 Often, when a highly-regarded athlete joins a new team, his/her contract is
recorded at a value well beyond the payments due in the first year.

a. Since a person cannot be owned, how can an athlete’s contract be recorded
in the team’s financial statements?

b. What measurement rules might apply to the valuation of such athletic con-
tracts? When should this contract be recorded by the team? When has either
party actually performed (executed) its part of the contract?

c. How do you think accountants might handle the uncertainties associated
with the length of a player’s career, possible injuries, trades, and so on?

d. How would the existence of guarantees in the contract affect your view of
these uncertainties?

Identifying Unusual Transactions and Events

2-46 As the staff accountant for Gil’s Plumbing, you notice that a $1,000 check is
drawn (payable to “Cash”) on the third Monday of each month and is charged to
miscellaneous expenses. You also notice that a sleazy character with a canvas
bag comes into the office on the third Tuesday of each month for a 30-second
meeting with Gil. After inquiring about what the $1,000 check is for and to
which account it might more properly be charged, Gil suggests that you should
“mind your own business” and just record the expenses where you are told.

Required

What would you guess is really happening in this situation?

Is the $1,000 properly recorded in Gil’s accounts? Why?

Is this a personal transaction or a business transaction?

Since Gil is the sole owner of the plumbing business, can he do whatever he
wants with his money? How would this situation differ if Gil were merely
the manager who was making these payments without the owner’s knowl-
edge? What should you do in this case? Why?

anpoe

Overstating Expenses

2-47 In 1999, Woolies, Inc. reported some accounting irregularities. Although its
yearly results were accurate, Woolies initially reported interim results that were
incorrect. An investigation into this matter determined that senior management
created an environment that prompted the inaccurate reporting. Senior man-
agement placed great emphasis on never reporting a quarterly loss. The ac-
counting staff was encouraged to be creative in meeting this goal!
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One way in which reporting a quarterly loss might be avoided is by recog-
nizing revenues prior to shipment. At the end of any quarter, a corporation will
have a variety of unfilled orders. By “booking” these orders during the adjust-
ment process, reported quarterly net income could be increased. Of course,
when these shipments are actually made, the next quarter’s net income will re-
quire some form of adjustment.

Imagine that you work for a large corporation whose senior managers are
quite intent on never reporting a quarterly loss. Assume that you supervise the
quarterly adjustment process. What would you do if the chief executive officer
and the chief financial officer instructed you to recognize some unfilled orders
as sales revenues for the current quarter?

Infernet Creating Accounting Equations

2-48 Select two of the following companies (your instructor might specify which
two) and locate the most recent set of financial statements. You may use either
the 10-K available at EDGAR (www.sec.gov/edgarhp.htm) or the annual re-
port available at the company page on the Web. The annual report is usually lo-
cated in the Investor Information section.

Corporation WWW Page Location
Xerox WWW.Xerox.com
Ben & Jerry’s www.benilerr .com
Lewis Galoob Toys www.galoob.com
Microsoft www.microsoft.com (go to index)
Compaq www.compag.com (go fo overview)
Eli Lilly www.lilly.com
Required

a. Obtain the following information for each corporation: Total Assets, Total Li-
abilities, Total Shareholders’ Equity, Net Income.
b. Verify the accounting equation for each corporation.

Internet Finding Balance Sheet Information

2-49 A major asset for most companies is facilities. Use the SEC’s EDGAR corporate
database (www.sec.gov/edaux/searches.htm.) to locate the 10-K for Rock-
well International dated September 30, 1995, and filed on December 21, 1995.

Required

a. Locate and read Item 2, properties (pp. 7-8). For the United States, Europe,
South America, and Canada, identify the types of operations for which facili-
ties are maintained.

b. Scroll down to the Balance Sheet. Net Property, Plant, and Equipment repre-
sents what percentage of total assets on September 30, 1995?

Internet Identifying Core Activities

2-50 This assignment is based on a report by the Jenkins Committee. The Jenkins
Committee was formed to analyze users’ needs in financial reporting and to sug-
gest improvements in financial reporting, keeping in mind these needs.
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Required
a. Locate Chapter Six of the Jenkins Committee report (located at www.

rutgers.edu/Accounting/raw/aicpa/business/chap6.htm), and scroll
down to Recommendation 4. How does the Committee define the core activ-
ities of a firm?

b. List the core activities for the following corporations:

Corporation WWW Page Location
Kodak www.kodak.com
Ryder www.ryder.inter.net

Rockwell International www.rockwell.com
Rohm and Haas Company www.rohmhaas.com
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The Income Statement

LEARNING OBJECTIVES

Explain when to recognize revenues.

Explain when to recognize expenses.

Interpret the components of the income statement.

Analyze income statement information using various ratios.

Describe the effects that reported earnings have on managers’ wealth and,
consequently, on their accounting policy decisions.

AWM =

INTRODUCTION

The income statement summarizes the results of a firm’s operations for a period of
time. Four major types of items appear on income statements: revenues, €expenses,
gains, and losses.

Revenues are inflows of assets (or reductions in liabilities) that result from pro-
viding goods and services to customers; they arise from a firm’s ongoing operations.
Sales of inventory to customers, for example, generate assets (cash or accounts re-
ceivable) and constitute revenues. Expenses arise from consuming resources in order
to generate revenues. The cost of inventory sold to customers illustrates an expense.

Gains, as with revenues, increase assets or decrease liabilities, yet they arise from
activities that are not central to a firm’s major operations. For example, a gain would
result from selling land for more than its carrying (book) value. Losses are similar to
expenses in that they decrease assets or increase liabilities, but they are not central to
a firm’s major activities. The sale of land at an amount less than its carrying value
would result in a loss.

AN ILLUSTRATED INCOME STATEMENT

Exhibit 4-1 contains the 1997 income statement for Altron Incorporated, a manufac-
turer of component parts used in advanced electronics equipment. The income state-
ment is for the year ended January 3, 1998. Although most firms use a calendar year-
end of December 31, Altron uses a 52-week year and prepares its financial statements
as of the Saturday closest to December 31. A 52-week year enhances comparisons
across quarterly reports because each quarter will have 13 weeks. Some firms use a
natural year-end instead of a calendar year-end. That is, the financial statements are
prepared shortly after the firm’s busy season. Wal-Mart, for example, prepares its
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EXHIBIT 4-1 Multiple Step Income Statement

Aliron Incorporated
Income Statement
For the Year Ended January 3, 1998
(Dollars in thousands)

Net sales $172,428
Cost of sales 134,373
Gross profit 38,055
Selling, general and administrative expenses 14,844
Income ?rom operations 23,211
Other income 1,503
Inferest expense 31
Income before provision for income taxes 24,683
Provision for income taxes 10,016
Net income $ 14,667

annual financial statements on January 31, which is a good fiscal year-end for them be-
cause December is their busiest time of year. By the end of January, Wal-Mart has com-
pleted its busy season; it has made any exchanges or refunds, and its inventory levels
are probably rather low. This is a good time to tally results.

Altron’s income statement, similar to the income statements of many corpora-
tions, is highly condensed. It contains two revenue items, four expense items, and no
gains or losses. However, Altron almost certainly did experience gains and losses, but
their relative sizes were probably so small that they were combined with other items
on the income statement. This is an application of the materiality principle, which
states that separate disclosure is not required if an item is so small that knowledge of
it would not affect the decision of a reasonable financial statement reader. This prin-
ciple can actually improve the usefulness of financial statements by eliminating the
disclosure of inconsequential items, which helps analysts concentrate on items of im-
portance.

The major revenue line on Altron’s income statement is labeled Net sales. Note
that the terms sales and revenue are used interchangeably by many firms, while the
term net implies that certain items have been deducted from the gross (or full) sales
price. For example, most firms allow their customers to return merchandise within a
specified period, and customers are usually offered a full refund upon returning the
merchandise. The original sales amount is included in gross sales. The refund amount
is termed a sales return, and it is subtracted from gross sales in calculating net sales.
Even if the term net is omitted, reported sales on the income statement are usually net
sales.

Cost of sales is often referred to as cost of goods sold. It reflects the cost to Al-
tron of the goods sold to its customers. The difference between sales and cost of goods
sold is called gross profit or gross margin.

Altron has elected to combine selling, general, and administrative expenses, al-
though some companies report separate figures. Selling expenses include advertis-
ing costs, commissions to salespersons, depreciation of equipment used in the selling
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function, and a number of other items. General and administrative expenses con-
sist of senior managers’ salaries, accounting and auditing costs, insurance, deprecia-
tion of administrative offices, and so on.

Operating income equals sales minus all costs and expenses incurred by normal
operations. Operating income is a primary indicator of how well a firm has managed
its operations and, as you will see, serves as a basis for comparing firms within the
same industry.

Altron’s income statement contains several other items. Other income can arise
from a variety of sources, such as interest on investments. Interest expense reflects
the firm'’s cost of borrowing money from creditors. Income taxes are imposed by the
federal government, state and local governments, and foreign jurisdictions. Neither in-
terest nor income taxes directly relate to a firm’s operations. For example, interest ex-
pense is largely a function of how much the firm has borrowed to finance its opera-
tions. Differences in interest expense between firms are determined primarily by
choices the firms have made in financing their businesses. Some firms elect to borrow
heavily, which results in large interest charges. Other firms rely on investments by
owners; Interest charges are not paid on these funds and, because of this, interest ex-
pense is deducted after operating income is calculated.

The bottom line of the income statement is called net income, earnings, or
profit. Although interest and income tax expenses do not affect operating income,
they are appropriate deductions in the calculation of overall profitability. Because net
income reflects the increase in net assets from all profit-oriented activities, it is the fo-
cus of much scrutiny by analysts, investors, and other financial statement readers.

Keep in mind the difference between revenue and profit. Revenue refers to the
total inflow of assets (or reduction in liabilities) from customers. Profit is the net in-
crease in a firm’s recorded wealth after deducting expenses from revenue.

Altron’s income statement presented in Exhibit 4-1 is in the multiple-step for-
mat. Multiple-step income statements calculate certain subtotals for the reader. Al-
tron’s statement contains subtotals for gross profit and operating income. In contrast,
income statements using the single-step format summarize all revenues in one sec-
tion and all expenses in another. Exhibit 4-2 illustrates a single-step income statement.
Whereas the single-step approach is simpler, the multiple-step approach provides
more information.

USES OF THE INCOME STATEMENT

A major purpose of the income statement is to show a firm’s profitability, yet it also
provides a number of additional performance measures. Revenue, for example, is a
key measure of growth that reflects a firm’s success in expanding its market. Addi-
tionally, comparisons of expense numbers from year to year indicate a firm’s success
in controlling costs. As previously mentioned, operating income measures managers’
performance in conducting a firm’s operations.

Income statement information provides the basis for a variety of decisions. Be-
cause earnings underlie a firm’s ability to generate cash flows for dividends and
growth, equity investors are interested in the income statement. Lenders are also in-
terested in the income statement because a firm'’s ability to pay principal and interest
in a timely manner ultimately depends on its profitability.

A firm’s management can use income statement information to make a variety of
decisions. For example, managers must constantly evaluate the prices they set for the
firm’s products and services. Pricing affects both profitability and growth. The income
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EXHIBIT 4-2  Single-Step Income Statement

Aliron Incorporated
Income Statement
For the Year Ended January 3, 1998
(Dollars in thousands)

Revenues
Net sales $172,428
Other income 1,503
$173,931
Expenses
Cost of sales 134,373
Selling, general and administrative expenses 14,844
Inferest expense 31
Provision E)r income taxes 10,016
159,264
Net income $ 14,667

statement tells managers and investors how well the firm’s pricing strategy has ac-
complished stated objectives.

Corporations always strive to reduce the costs of their operations, and the income
statement can also measure the success of cost-cutting initiatives. However, cost-
cutting, such as employee layoffs, do not ensure increased profitability. Apple Com-
puter Inc. cut thousands of jobs in 1996 and 1997, yet continued to post losses. Con-
tinued competition from industry rivals and the loss of human talent are issues that
must also be addressed.

As a final illustration, managers often use the income statement when setting div-
idends. Net income is a primary measure of a firm’s ability to pay dividends. In fact,
some firms set a dividend target equal to a certain percentage of net income.

REVENUE RECOGNITION

A firm’s earnings process often takes place over an extended period of time. A manu-
facturer’s typical earnings process, which is depicted in Exhibit 4-3, entails purchas-
ing raw materials, manufacturing, storing and selling the finished product, and col-
lecting cash from the customer. The manufacturer creates value through all these
steps, but for accounting purposes, firms usually select a discrete point in time to rec-
ognize (record) revenue.

General Rule
The revenue recognition principle states that revenue should be recognized in the
accounting records when

1. the earnings process is substantially complete, and
2. the amount to be collected is reasonably determinable.
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EXHIBIT 4-3  Time Line of a Manufacturer’s Earnings Process

Purchase Manufacture Store Sell Collect
Raw Material Product Product Product Cash

The first criterion prevents the recognition of revenue before a firm has fulfilled its
obligation to the customer. The second criterion indicates that the sales price has been
set and that the customer will probably pay the amount due. Both criteria ensure that
revenue is not recognized prematurely. If revenue is recognized too soon, the income
statement will indicate that the firm has accomplished activities that it has not, which
would mislead financial statement users.

In most situations, these criteria are met at the point of sale, that is, when a prod-
uct is delivered or a service is rendered to a customer. Even if payment is not imme-
diately received, a claim to cash (an account receivable) has been obtained, and rev-
enue recognition is proper.

Two additional comments need to be made about revenue recognition at the
point of sale. First, many sellers guarantee their products’ performance for a period of
time. If a product malfunctions, the seller is obligated to incur the cost of correcting
the problem. Does the existence of such a warranty indicate that the earnings process
is not substantially complete at the time of sale? No, it does not. For most sellers, the
warranty cost is relatively minor. Thus, the earnings process is substantially complete
at the time of sale. Chapter 8, “Accounts Payable, Commitments, Contingencies, and
Risks,” discusses warranty costs in more depth.

Second, when accounts receivable are obtained at the point of sale, can we be
certain that cash will ultimately be collected? In most cases, absolute assurance can-
not be obtained, but if the seller has done a good job of checking customers’ credit his-
tories, a reasonable estimate of worthless accounts receivable can be made. This esti-
mate is used to adjust both the income statement and the balance sheet. Chapter 6,
“Current Assets,” discusses this issue in more detail.

Exceptions

A number of exceptions exist to the general rule of thumb that revenue is recognized
at the point of sale. One exception deals with the collectibility of receivables. If the
seller is highly uncertain about the collectibility of a receivable, revenue recognition
should be delayed beyond the point of sale to the point when cash is actually col-
lected. This approach is sometimes used in the real estate industry.

Another exception deals with long-term construction contracts (for bridges, high-
ways, and so on). These projects can take several years to complete. If revenue recog-
nition is delayed until the earnings process is substantially complete, no revenue is
recognized in any contract year except the final one, at which point all the revenue is
recognized. Such an uneven pattern of revenue recognition would contrast with the
actual earnings process, which takes place throughout the life of the contract. Ac-
cordingly, if (1) a binding contract exists between the buyer and the seller and (2) the
seller can reasonably estimate the costs to complete the project, then revenue, the re-
lated costs, and the resultant profit should be estimated and recognized each year by
the percentage of completion method. This method recognizes a portion of the
revenue, cost, and profit each year according to the percentage of the job completed.
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A similar situation exists with some service contracts. For example, consider a
health club that sells one-year memberships for an immediate payment of $600. Rev-
enue recognition at the point of sale is inappropriate because the earnings process has
barely begun. However, delaying revenue recognition until the twelfth month, when
the earnings process is substantially complete, is also inadvisable. GAAP permits pro-
portional revenue recognition each month over the contract’s life.

Most firms describe their revenue recognition policies in a note to the financial
statements. Reality Check 4-1 contains an excerpt from the financial statements of
Reader’s Digest, which frequently receives payments for subscriptions at the inception
of a contract. Because the earnings process has just begun at that point, the magazine
records a liability instead of revenue. Recording a liability recognizes that Reader’s Di-
gest has an obligation to provide its customers something of value: either the magazine
or a refund. Revenue is recognized as the magazines are mailed to the customers.

EXPENSE RECOGNITION

The matching principle governs expense recognition. It states that all costs that
were incurred to generate the revenue appearing on a given period’s income state-
ment should appear as an expense on the same income statement. In other words, we
should match expenses against revenues. Revenues are first recognized and expenses
are then matched with those revenues. By doing this, the income statement contains
measures of both accomplishment (revenue) and effort (expenses), thereby enabling
an assessment of firm performance. The matching principle is implemented in one of
three ways, explained below.

REALITY CHECK 4-1

Required

Solution

a.

Reader’s Digest records sales of magazine subscriptions as unearned revenue at the gross subscription price at the time
the orders are received. Proportionate shares of the gross subscription price are recognized as revenue when the sub-
scriptions are fulfilled.

a. Assume that Reader’s Digest receives $48 from a customer for a two-year subscription. Analyze this transaction in
terms of the basic accounting equation.

b. Assume that the subscription is for 24 monthly issues. In terms of the basic accounting equation, what analysis would
Reader’s Digest undertake when each issue is mailed?

ASSETS

Cash
+$48

ASSETS

= LIABILITIES +  SHAREHOLDERS' EQUITY
Unearned revenue
+$48
= LIABILITIES +  SHAREHOLDERS’ EQUITY
Unearned Revenue Refained earnings

-$2 +$2 (subscription revenue)
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Associating Cause and Effect

One method of implementing the matching principle is known as associating cause
and effect. This implies that a clear and direct relationship exists between the ex-
pense and the associated revenue. Cost of goods sold is a good example. A retail store
certainly cannot generate sales revenue without consuming inventory. Salespersons’
commissions are another example. Because commissions are usually paid as a per-
centage of sales revenue, commission expense is tied directly to revenue.

Systematic and Rational Allocation

Another method used to implement the matching principle is systematic and ra-
tional allocation. Many costs cannot be directly linked to specific revenue transac-
tions. They can, however, be tied to a span of years and allocated as an expense to
each of those years. Sales equipment, as an example, is essential to generate revenue.
However, linking the cost of each display case, piece of furniture, and the like to spe-
cific sales transactions is difficult. Instead, the equipment’s cost is systematically allo-
cated as depreciation expense to the years during which the equipment helps gener-
ate revenue.

Immediate Recognition
The final method of applying the matching principle is immediate recognition.
Some expenditures have no discernible future benefit. In these cases, the expenditure
is expensed immediately. Officers’ salaries, utilities, and interest are treated in this
manner.

Reality Check 4-2 addresses revenue and expense issues for Cendant Corporation.

REALITY CHECK 4-2

Cendant Corporation markets memberships in discount purchasing clubs. Typical subscriptions last one year. The first
month is a trial membership; members pay no fee. After the first month, members are billed monthly. However, at cnr
|

time during the yeor-lon? subscription period, a member can terminate the agreement and receive a refund for a
amounts paid. Cendant a

Required
a. Describe two methods that Cendant could use to recognize revenue. Which method is the most conservative?
heres to the matching principle.

enue and expense methods. Which methods do you suspect these are?

Solution

recognize revenue at the end of the twelfth month, when cance
enue recognition as long as possible, requires no estimates, and is the most conservative.

over months two through 12. The second method would be accompanied
pensing them at the en
vickly to reflect the canceled subscriptions.

the end of the twelfth month. Expenses are recognized when incurre
of cancellation.

so incurs marketing costs in attracting new members (such as mailings and phone solicitations).

b. For each of the two revenue recognition methods described above, suggest a method of expense recognition that ad-

c. Because Cendant has experienced significant accounting regularities, the SEC has forced Cendant to use certain rev-

a. Cendant could recognize revenue ratably over the 11-month period following the trial membership. This method is
supported by the fact that Cendant provides the services over this period. However, Cendant wou|§ also need to es-
toEﬁsh an allowance for its estimate of the number of memberships that will be canceled. Alternatively, Cendant could

|F|)aﬁon is no longer possible. This method defers rev-

b. The first method of revenue recognition would be accompanied by deFerrinthhe marketing costs and expensing them
y deferring the marketing costs and ex-
of the twelfth month. In both cases, a portion of the marketing costs should be expensed more

c. The SEC has required Cendant to use the most conservative methods dpossilole. Accordingly, revenue is recognized at
because they cannot be recovered in the event
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WHAT WOULD YOU DO?

Software Programs International (SPI) designs and markets several software
packages. SPI's word processing program has not generated as many sales as
management had forecast. Because of this, SPI is evaluating two dlternative
strategies. One strategy is to discontinue the product. The other strategy in-
volves a renewed effort to improve the producr and make it more attractive fo
potential customers. SPI's consideration of these strategies began in October
of 2000. A final decision will be made around July 2001.

SPl is a calendar year-end firm. SPI realizes that its financial statement
readers would find information about these plans useful. On the other hand,
disclosing that the word processing product might be discontinued would

robably make customers hesitant to purchase the product. They would also
Ee reluctant to buy and learn a system that will never be upgraded or im-
Er?(;/ed. The decline in sales would, of course, negatively affect SPI's share-
olders.

Should SPI disclose its strategy evaluation in its 2000 financial state-

ments?

A CLOSER LOOK AT
THE INCOME
STATEMENT

As indicated earlier, income
statements summarize past
transactions and events. Many
users of income statements are
interested in the past only to the
extent that it can help predict
the future. Financial statement
users are concerned about earn-
ings sustainability, which re-
fers to the likelihood that earn-
ings will persist in the future.
Historical income state-
ments will be less useful for pre-

dicting the future if the results of ongoing operations are combined with the effects
of events that are unusual or are not expected to recur in the future. Consequently,
GAAP requires that income statements separately report certain items. This section de-
scribes these items and shows how they are displayed on the income statement.

Discontinued Operations

If a firm ceases to operate (or plans to cease operating) a major segment of its busi-
ness, separate income statement disclosure is required of its (1) continuing opera-
tions and (2) discontinued operations. Exhibit 4-4 contains the income statement

EXHIBIT 4-4

Income Statement with Discontinued Operations

Hahn Automotive Warehouse, Inc.
Statement of Operations
For the Year Ended September 30, 1997

(Dollars in thousands)

Net sales $142,242
Cost of products sold 86,967
Gross profit 55,275
Selling, general and administrative expense 46,717
Depreciation and amortization 2,005
Income from operations 6,553
Inferest expense (4,670)
Other income 719
Income before provision for income taxes 2,602
Provision for income taxes 1,011
Income from continuing operations 1,591
Loss from discontinued operations:
Write-down of investment, net of tax benefit (18,789)
Loss from discontinued operations, net of tax benefit (3,937)
Total loss from discontinued operations (22,726)

Net loss

($ 21,135)
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of Hahn Automotive Warehouse, Inc., which sells replacement auto parts. Hahn tra-
ditionally had sold to both commercial concerns, such as automotive repair shops,
and to retail customers (do-it-yourselfers) via its AUTOWORKS retail division, which
Hahn decided to dispose of in 1997 because of poor profitability.

The first 11 lines of Hahn’s income statement reflect the results of continuing op-
erations. The discontinued operations section contains two line items; the first line
reports the loss from the AUTOWORKS division, and the second line indicates the re-
sults of operating the segment. In making predictions about future earnings, most an-
alysts would ignore the effects of these items by focusing on income from continuing
operations. To qualify for separate reporting, the discontinued operation must repre-
sent an entire major line of business. Many divestitures do not qualify as an entire line
of business and do not necessitate separate reporting.

For example, a Wall Street Journal article stated: “HCA-Hospital Corporation of
America, bowing to weakness in the psychiatric hospital industry, said it will sell 22
hospitals and take an after-tax charge of as much as $300 million in the third quarter”
The charge reflects operating losses and anticipated losses on the sale. Because HCA
retained ownership of 26 psychiatric hospitals and 73 general hospitals, it did not dis-
pose of an entire line of business. Treatment as a discontinued operation would be in-
appropriate. The $300 million charge would be included in continuing operations.
Thus, financial statement readers must be aware that continuing operations might
contain revenues, expenses, gains, and losses that will not persist in the future. Some
analysts would prefer to remove the $300 million charge from the current quarter’s
earnings when making projections about the future. On the other hand, some analysts
might view HCA'’s sale of hospitals as a normally recurring modification of the firm’s
strategy. Because these modifications are expected to occur periodically, these ana-
lysts would not remove the $300 million from reported earnings.

Reality Check 4-3 describes a disposal by Ford Motor Company.

REALITY CHECK 4-3

Ford Motor Company reported a first quarter profit of $904 million. However, that profit included a $440 million loss
from the sale of First Nationwide, a financial institution. Because Ford did not dispose of its entire financial services unit,
this disposal does not qualify as a discontinued operation, but some analysts might prefer to exclude the disposal loss

from Ford’s earnings when making projections about future earnings.
Required

Eliminate the First Nationwide loss from Ford’s reported net income.

Solution

Reported net income $ 904,000,000
Plus loss on disposal 440,000,000
Adjusted income $1,344,000,000
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Extraordinary Items

Extraordinary items are events and transactions that are unusual in nature and in-
frequent in occurrence. Unusual in nature implies that the event or transaction is, at
most, incidentally related to a firm’s typical operations. Infrequent in occurrence sug-
gests that the item is not expected to recur in the foreseeable future. Extraordinary
items usually include natural disasters and actions by foreign governments, such as ex-
propriation of assets. Separate disclosure of extraordinary items enables analysts to
make better projections of a firm’s future operations.

Exhibit 4-5 shows a partial income statement for a California-based company,
American Enterprises, Inc. (AE) and an accompanying note. It shows that AE lost a
building in an earthquake, which meets the criterion of being unusual in nature. A
question arises as to whether they are expected to recur in the foreseeable future. In
California, earthquakes continue to occur with some regularity. This is another ac-
counting situation that requires judgment. Evidently, AE and its auditors feel that earth-
quakes in their area occur with sufficient irregularity that they are not expected to re-
cur in the foreseeable future. Based on the footnote disclosures, analysts can exercise
their own judgment about reported extraordinary items.

EXHIBIT 4-5 Partial Income Statement

American Enterprises, Inc.
Partial Income Statement
For the Year Ended October 31, 2001
(Dollars in thousands)

Income before extraordinary gain $ 9,846
Extraordinary gain (net of income taxes of $1,047) 1,387
Net income $11,233

Note:

The Company’s former headquarters building in San Francisco was severely damaged by an
earthquake. After the settlement with the insurers, the Company retired the building and rec-
ognized an extraordinary gain of $1,387,000, net of income taxes of $1,047,000.

Note also that AE recognized a gain. A gain arose because the proceeds from the
insurance settlement exceeded the carrying value of the building. Recall that buildings
are carried in the accounting records at depreciated historical cost, which does not re-
flect current market values.

When making predictions about AE’s future income levels, most analysts would
remove the extraordinary gain from AE’s reported net income:

Reported net income $11,233,000
Less extraordinary gain 1,387,000
Adjusted net income $ 9,846,000

Income Taxes

Given that many income statements have several major sections (continuing opera-
tions, discontinued operations, and extraordinary items), a decision must be made
about where to report income tax expense. GAAP takes the reasonable position that
taxes should be allocated to each major section. Consider again Exhibit 4-4; one
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item listed is provision for income taxes. This is not Hahn’s total income tax ex-
pense, however. It is the income tax associated with continuing operations. The tax
effects associated with discontinued operations are included in the calculation of
those reported losses. This format shows discontinued operations net of tax.

Note that discontinued operations generated a loss and that the tax effect is la-
beled a tax benefit. Losses yield tax benefits because they lower the taxes a firm must
pay.

Consider a simple example. In 2001, Crimp Corporation earned, before taxes, a
profit of $10,000 on continuing operations. It also incurred a $2,000 loss on discon-
tinued operations. Assume a tax rate of 30%. Had the $2,000 loss not been incurred,
Crimp’s total tax expense would have been $3,000:

Total tax expense = $10,000 x .3 = $3,000

However, given that Crimp did incur the $2,000 loss, its total tax expense is $2,400:

Total tax expense = ($10,000 — $2,000) x .3 = $2,400

Thus, the loss from discontinued operations reduced income tax expense by $600.
The tax expense allocated to continuing operations is $3,000, and the tax benefit al-
located to discontinued operations is $600. A partial income statement would appear
as follows:

Crimp Corporation
Partial Income Statement
For the Year Ended December 31, 2001

Earnings before taxes $10,000
Income tax exFense
Net earnings from continuing operations

3,000
7,000
Loss from discontinued operations (less income tax benefit of $600) 1,400
Net income $ 5,600

Earnings per Share

Many financial numbers are stated on a per-share basis. Price per share and dividends
per share are widely quoted in the financial press. Because a share of stock is the ba-
sic ownership unit in corporations, this mode of expression is quite useful. Conse-
quently, GAAP requires that publicly held companies state net income on a per-share
basis. In general terms, this requires dividing net income by the average number of
shares of stock outstanding. The result is earnings per share (EPS):

Net income

EPS = Shares outstanding

Per-share amounts make it easier to relate the dividends, prices, and earnings of a
given firm.

ANALYZING THE INCOME STATEMENT

As you've seen by now, the income statement contains a great deal of useful informa-
tion about a firm. This section shows how to extract and interpret that information.
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The income statements of OshKosh B’Gosh, Inc. (OB) for the years 1997 and 1996,
which are summarized in Exhibit 4-6, serve as the basis for this section.

One item on OB’s income statement deserves special mention. In 1996, OB in-
curred a $32,900,000 special charge. The charge includes costs to close facilities,
write down assets, and lay off employees (see the Note in Exhibit 4-6). Because OB did
not discontinue an entire line of business, these changes do not qualify as a discon-
tinued operation, yet this charge might not recur in the near future. Consequently,
some analysts would delete this $32,900,000 loss in calculating ratios and evaluating
trends. Such adjustments are demonstrated later in the chapter.

Vertical Analysis

Vertical analysis examines relationships within a given year. To do this with the in-
come statement, divide each line by the first item, net sales. Net sales are a summary
measure of a firm’s total activities, so evaluating each income statement item relative
to net sales makes sense. The result yields common-size income statements in per-
centage terms. OB’s commons-size statements appear in Exhibit 4-7.

The first line of a common-size income statement is always 100% because the net
sales figure is divided by itself. The second line of the common-size income statement,
cost of products sold divided by net sales, is referred to as the cost of goods sold
percentage. For a firm that is a merchandiser, one that simply buys and resells
goods without changing their shape or form, this percentage reflects the relationship
between the price the firm pays for the goods and the price it charges customers. For
a manufacturer, a firm that buys raw materials and component parts and reshapes
them into a finished product, the cost of goods sold percentage can also indicate the
efficiency of the manufacturing process.

EXHIBIT 4-6 Income Statements for 1997 and 1996

OshKosh B’Gosh, Inc.
Income Statements
(Dollars in thousands)
Year Ended December 31,

1997 1996

Net sales $395,196 $444,766
Cost of products sold 250,815 300,495
Gross profit 144,381 144,271

Selling, general, and administrative expenses 115,439 122,055
Special charges and plant closings = 32,900
Royalty income, net (7,945) (6,100)
Operating income (loss) 36,887 (4,584)
Inferest expense (305) (1,088)
Other income 1,605 1,575
Income (loss) before taxes 38,187 (4,097)
Income taxes (benefit) 15,629 (5,216)
Net income $ 22,558 $ 1,119

Note:

During 1996, the Company recorded special charges of $32,900,000 to close facilities,
discontinue the Company’s Genuine Kids retail store chain, and wind down the Compant/)'s
European subsidiaries. Special charges (net of income tax benefit) reduced net income by

$15,200,000 ($1.23 per share) in 1996.
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EXHIBIT 4-7 Common-Size Income Statements

OshKosh B’Gosh

Common-Size Income Statements
Year Ended December 31,

1997 1996
Net sales 100.0% 100.0%
Cost of products sold 63.5 67.6
Gross profit 36.5 32.4
Selling, general, and administrative expenses 29.2 27.4
Special charges and plant closings — 7.4
Royalty income, net (2.0) (1.4)
Operating income (loss) 93 (1.0)
Interest expense (.1) (.2)
Other income 5 3
Income (loss) before taxes 9.7 (.9)
Income taxes (benefit) 4.0 (1.2)
Net income 5.7% 3%

In assessing a firm’s ability to generate cash flows, low costs and consequently
low cost of goods sold percentages are desirable. This provides a larger profit per item
sold. For every dollar of revenue in 1997, OB paid about $0.64 to manufacture the as-
sociated clothing.

The third line, gross profit (or gross margin) percentage, is calculated either
by dividing gross profit by net sales or by subtracting the cost of goods sold percent-
age from 100%. It reflects the percentage of the sales price that exceeds the cost of
goods sold. It measures the percentage of revenue that is available to cover expenses
other than cost of goods sold and to contribute toward profits. In 1997, about $0.36
of every OB sales dollar was available for these purposes. Given that a lower cost of
goods sold percentage is desirable, a higher gross profit percentage is preferable.

Two basic strategies exist to increase the gross profit percentage (or, in other
words, to decrease the cost of goods sold percentage). First, unit selling prices could
be increased. This option is limited because of competition from other companies in
the firm’s industry. Second, efforts can be made to reduce the cost of goods sold. This
can be done, for example, through more astute purchasing (such as buying in bulk to
obtain a discount) or a more efficient manufacturing process.

The fourth line of OB’s common-size income statement reflects the relationship
between selling, general, and administrative expenses and net sales. Managers have
substantial control over these costs, and percentages that increase over time are usu-
ally viewed with disfavor.

Of the remaining items in Exhibit 4-7, the two most important are the operating
income percentage and the net income percentage. The operating income per-
centage is an indicator of management’s success in operating the firm. The numerator,
operating income (or loss), excludes both interest expense and taxes. Because these
expenses are not directly affected by operating (buying and selling) decisions, the op-
erating income percentage is a better reflection of how management handles the day-
to-day affairs of the firm. The net income percentage reflects the firm’s overall prof-
itability, after interest and taxes, relative to its level of activity (net sales). Both ratios
are indicators of a firm’s financial success.

Exhibit 4-8 graphically depicts the information contained in Exhibit 4-7.
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EXHIBIT 4-8  OshKosh B’'Gosh Graphic Depiction of Common-Size

Income Statements

Net Income 579% Net Income .3%

All Other 57 All Other 4.7%

i Selling and .
S<=T|||.ng q'nd 29.2% Administrative 27.4%

Administrative
Cost of Cost of .
Products 63.5% Products 67.6%
Sold Sold
1997 1996
Trend Analysis

Trend analysis involves comparing financial statement numbers over time. One way
to implement this is to compare the common-size income statement items over time.
The trends in OB’s cost of goods sold percentage and its gross profit percentage are fa-
vorable. For example, the cost of goods sold percentage decreased from 67.6% in 1996
to 63.5% in 1997. This decrease could reflect decreases in the prices of raw materials,
increased demand for its products (allowing an increase in selling prices) or efficien-
cies in the manufacturing process.

The trend in selling, general, and administrative expenses as a percentage of net
sales is not favorable. They have increased from 27.4% of sales to 29.2% of sales. How-
ever, as Exhibit 4-6 shows, the total dollar amount of these costs has declined.

Both operating income and net income show very desirable trends. However, if
OB’s special charge is not expected to recur, the operating income percentage and net
income percentage should be adjusted for purposes of assessing performance and
forecasting future results. To adjust the 1996 operating income percentage, the special
charge should be added to operating income because it has already been subtracted
in arriving at that number.

Operating income + Special charge

Adijusted operating income percentage =
I P 9 P 9 Net sales

_ —9$4,584 + $32900
B $444,766 = 64%

Because net income is an after-tax figure, the adjusted net income percentage
must be modified on an after-tax basis. Exhibit 4-6 indicates that the after-tax effect of
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the special charge was $15,200,000. The after-tax cost is smaller than the pre-tax cost
of $32,900,000 because it reflects the benefit of a reduction in taxes due to the loss.
The adjustment is accomplished by adding the $15,200,000 after-tax loss to net in-
come.

Net income + After—tax special charge
Net sales

~$1,119 + $15,200
- $444,766

Adjusted net income percentage =

= 3.7%

Using these adjusted percentages for 1996 as a benchmark, OB’s performance in
1997 has still improved, but not to the degree as the unadjusted percentages indi-
cated.

Horizontal Analysis

Horizontal analysis is another form of trend analysis. It uses the figures from a prior
year’s income statement as the basis for calculating percentage increases and de-
creases over time. Exhibit 4-9 contains a horizontal analysis of OB’s income state-
ments. The figures in the exhibit are obtained by dividing the items in the 1997 in-
come statement by their corresponding amounts in the 1996 income statement.

The exhibit shows that net sales decreased 11.1% (100% — 88.9%) between 1996
and 1997. A decrease in sales is often a cause of major concern. A sales decline could
reflect a decrease in sales activity (number of units sold) or a decrease in unit selling
prices. Either of these causes could have adverse effects on profitability. Additional re-
search regarding OB indicates that the sales decline was due primarily to two other
factors. First, OB intentionally adopted the strategy of reducing its reliance on whole-
salers, who are intermediaries that purchase the company’s products and resell them
to retail vendors, such as department stores. OB concluded that its relationship with
certain wholesalers was not sufficiently profitable to warrant continuation.

The other major reason for the decline in sales was that OB discontinued its own
European operations, which had a negative effect on sales. To replace these opera-
tions, however, OB granted a license to another organization that is more familiar with
the European market. The license permits this organization to sell OB products in ex-
change for royalty payments. Exhibit 4-9 shows that royalty income increased by 30%.
Thus, OB’s strategy was to trade the profit generated by its own European operations
for the royalty income generated by its licensee.

The strategies of OB, described above, that affected sales should also have im-
pacted expenses. Cost of products sold is the largest single expense item. Exhibit 4-9
shows that this item declined 16.5% (100% — 83.5%) from 1996 to 1997.The decrease
in cost of products sold is larger than the decrease in sales (11.1%). This suggests that
the actions taken by OB will have a positive effect on profitability. The decline in cost
of products sold is also attributable to two other reasons; OB was able to find less ex-
pensive sources of raw materials, and OB improved the efficiency of its manufacturing
operations. The latter was accomplished, in part, by plant closings, the costs of which
were contained in the 1996 income statement. Also note that the decline in cost of
products sold relative to sales is consistent with the results of the common-size in-
come statements (refer to Exhibit 4-7) that showed that the cost of products sold had
decreased as a percentage of sales.
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EXHIBIT 4-9  Horizontal Analysis of Income Statements

OshKosh B’Gosh
Income Statements—Horizontal Analysis

Year Ended December 31,

1997 1996
Net sales 88.9% 100%
Cost of products sold 83.5 100
Gross profit 100.1 100
Selling, general, and administrative expenses 94.6 100
Special charges and plant closings = 100
Royalty income, net 130.2 100
Operating income NA 100
Interest expense 28.0 100
Other income 101.9 100
Income before taxes NA 100
Income taxes NA 100
Net income 2,015.9% 100%

NA = Not available

Exhibit 4-9 indicates that the percentage change in operating income for 1997 is
not available. This is due to the fact that an operating loss was generated in 1996 and
operating income was generated in 1997. Although the 1997 figure can be calculated
(36,887 / —4,584 = —805%), care must be exercised when dealing with negative
numbers. The negative denominator yields a negative percentage, yet the income in
1997 is much more positive than the 1996 loss. Even if absolute values are used, know-
ing that the 1997 operating income is eight times as large as the 1996 operating loss
is not particularly insightful. Regardless of the difficulties with this calculation, the
trend in operating income is extremely favorable.

The trend in net income is also quite favorable. Net income in 1997 is 20 times
greater than 1996 net income. This result underscores another pitfall in calculating ra-
tios: the small denominator problem. The large percentage increase is not primarily
due to 1997 being so superlative. Rather, the small net income generated in 1996 has
the effect of inflating the calculated value. Although net income improved substan-
tially in 1997, a percentage increase of 2,015.9% probably overstates the improvement.

Other Ratios

Several ratios link the income statement and the balance sheet. Return on share-
holders’ equity (ROE) is of utmost importance to shareholders. To calculate ROE, di-
vide net income by average shareholders’ equity:

Net income

ROE = Average shareholders’ equity

ROE relates the earnings generated by a firm to the assets invested by its shareholders.
It is obviously in the shareholders’ best interest to have larger earnings generated on
their investments. A potential investor, faced with competing investment choices, will
use ROE to help identify the preferred investment.
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The denominator of ROE is average shareholders’ equity. Because net income is
earned over the course of a year, it makes sense to use the firm’s average sharehold-
ers’ equity during the year. As a practical matter, average shareholders’ equity is usually
calculated by averaging beginning and end-of-year shareholders’ equity amounts,
which are found on the balance sheet. Exhibit 4-10 summarizes certain items from
OB’s balance sheet.

OB’s 1997 ROE is:

$22,558
($138,077 + $113,157)/2

ROE = = 18.0%

A ROE of 18% is very close to OB’s industry average. The 1997 ROE compares ex-
tremely favorably to the 1996 ROE of .8%.

Another important ratio is return on assets (ROA). This ratio relates a firm’s
earnings to all the assets the firm has available to generate those earnings. ROA differs
from ROE in that ROE utilizes only the assets that the shareholders supplied. ROE mea-
sures management’s success in using the assets invested by shareholders, whereas ROA
measures how successfully management utilized all the assets entrusted to it. To cal-
culate ROA, divide net income, adjusted for interest expense, by average total assets:

Net income + Interest expense (1 — tax rate)
Average total assets

ROA =

Why is interest expense added to net income in the numerator? Recall that a firm can
acquire assets from two sources: owners and creditors. Interest expense is a cost in-
curred to acquire assets from creditors (e.g., interest expense on bank borrowings).
It arises from a financing decision (obtaining funds from creditors rather than own-
ers), not an operating decision (utilizing assets). Because ROA is designed to measure
managers’ success in utilizing assets, interest expense is irrelevant. Its effect on net in-
come should be eliminated when calculating ROA.

Interest expense has direct and indirect effects on net income, and both effects
should be eliminated. Regarding the direct effect, because interest expense has al-
ready been subtracted in calculating net income, it is now added back. The indirect ef-
fect relates to taxes. Because interest expense is a deduction for tax purposes, tax ex-
pense is lower and net income is higher by an amount equal to interest expense
multiplied by the tax rate. Therefore, to adjust fully for the elimination of interest ex-
pense, net income must be increased by interest expense and decreased by interest
expense multiplied by the tax rate. The difference between these two amounts is in-
terest expense multiplied by 1 minus the tax rate):

EXHIBIT 4-10  Summary of Selected Information

OshKosh B’Gosh
Selected Balance Sheet Information
(Dollars in thousands)

1997 1996
Total shareholders’ equity $113,157 $138,077
Total assets $217,211 $229,131
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+ Inferest expense
— Interest expense X tax rate
Inferest expense X (1 — tax rate)

Eliminating the effects of interest expense facilitates the comparison of asset utiliza-
tion across firms that have different amounts of debt.

Financial statements disclose, in the notes, firms’ tax rates. OB’s effective rate in
1997 was 40.9% and its ROA for 1997 was

$22,558 + $305(1 — .409) _

ROA = ~($196,033 + $174,788)/2

12.3%

OB’s 1997 ROA greatly exceeds its performance in 1996. The dramatic improve-
ments in OB’s ROE and ROA reflect the success of its operational changes mentioned
above.

The final ratio discussed in this section is times interest earned. Because prof-
its ultimately are a source of cash, and because cash is necessary for the payment of
interest charges, creditors are concerned about the relationship between profits and
interest expense. The times interest earned ratio shows how many times interest ex-
pense is covered by resources generated from operations, and creditors prefer higher
times interest earned ratios. It is calculated by dividing earnings before interest and
taxes by interest expense:

Earnings before interest and taxes

Times interest earned =
Interest expense

Earnings before interest and taxes, not net income, is used in the numerator. Be-
cause interest expense is already deducted in calculating net income, net income un-
derstates the resources available to cover interest expense. Tax expense should not re-
duce the numerator because, in a worst case scenario, as income declines, taxes
would be eliminated.

OB’s income statement, presented in Exhibit 4-6, does not contain a line item for
income before interest and taxes. The easiest way to calculate this figure, given OB’s
income statement format, is to add interest expense to income before taxes. In 1997,
OB’s income before interest and taxes would be determined as follows:

Income before taxes $38,187,000
Inferest expense 305,000
Income before interest and taxes $38,492,000

OB’s 1997 times interest earned ratio is 126.2:

. . _ $38,492
Times interest earned = $305 126.2

This ratio indicates that interest expense is covered 126.2 times at present income
levels. This is an outstanding ratio and reflects that OB has little outstanding debt.
Given that potential creditors would look very favorably on a ratio this large, OB
would likely have little problem securing additional financing, if it so desires.
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LIMITATIONS OF ACCOUNTING INCOME

Although financial statement readers find reported accounting income very useful, it
does have several limitations. Conceptually, we often think of income as an increase
in wealth. If our bank account grows by $100 because of interest, we feel as though
our income is $100. For many assets, however, accounting does not recognize an in-
crease in value when it occurs. Instead, the value increase and the associated income
are recognized at the time of the asset’s disposal.

Sometimes the difference between historical cost and current value can be
quite large. Consider Hiroshi Fujishige, who owns a 58-acre farm across the street
from Disneyland. The farm was purchased in 1953 for $2,500. Southern California
real estate experts estimate its value to be $55,000,000. In spite of this estimate, the
Fujishige Farm balance sheet reflects the land at $2,500, and the increase in value
has not appeared on any of Fujishige’s income statements. In general, to recognize
a value increase, accounting rules require the occurrence of a transaction for verifi-
cation purposes.

Financial statements do not reflect still other accomplishments of a firm. For ex-
ample, the Wall Street Journal reported that the Food and Drug Administration
planned to approve an anticlotting drug developed by COR Therapeutics, Inc. This was
extremely good news for COR; in fact, its stock soared 79% on the news. However, this
event was not included in its accounting records when the announcement was made.
At that time, COR had not engaged in any transaction; no sales had been made. The fi-
nancial statement effects of the drug sales will be recognized in the accounting
records as they occur.

Accounting’s conservatism principle can also limit the extent to which ac-
counting income reflects changes in wealth. This principle states that when doubt ex-
ists about the accounting treatment for a given transaction, a conservative alternative
should be selected. In other words, select the alternative that reports lower asset val-
ues and lower net income. For example, expenditures for research and development
are immediately expensed, even when they result in valuable products or patents.
Spending on employee training is expensed immediately, even though its objective is
to create a more highly skilled workforce. These examples suggest that the balance
sheets of some companies may have undervalued or unrecorded assets; this, of
course, implies that the net income figure on the income statement does not neces-
sarily reflect changes in wealth. On the other hand, most accountants support the
conservatism principle because it helps avoid overly optimistic financial statements.

In summary, to ensure that reliable and verifiable financial statements emerge
from the accounting process, GAAP precludes the recognition of certain potential
value changes. Because of this, accounting income does not strictly measure changes
in wealth. However, it is a very useful performance measure on which the business
community relies heavily.

ACCOUNTING INCOME AND ECONOMIC CONSEQUENCES

Recall from Chapter 2, “The Basic Concepts of Financial Accounting,” that the man-
agers of many publicly-held corporations receive bonuses that are based on reported
accounting net income. These bonus plans typically include a floor and a ceiling. The
floor requires that net income must reach a certain level before the bonus is activated,
while the ceiling places a limit on the size of the bonus. That is, the bonus is not in-
creased as net income increases above the ceiling. Thus, managers prefer that net in-
come falls at the high end of the range between the floor and the ceiling.
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Bonuses can motivate managers to undertake actions that will improve the oper-
ations of the firm, thereby increasing profits. Unfortunately, bonuses can also motivate
managers to make accounting-related decisions that do not affect the underlying prof-
itability of the firm, but that do affect reported accounting income.

For example, firms occasionally engage in big baths. These are accounting de-
cisions that result in large losses in a single year. If reported earnings would other-
wise have been below a bonus plan’s floor, such losses have no effect on the current
year’s bonus. Moreover, by taking the losses all at one time, subsequent periods are
relieved of those charges, and the chances of higher reported profits and bonuses in
the future are maximized. Reality Check 4-4 describes a big bath taken by Waste Man-
agement, Inc.

The actions taken by Waste Management are within the bounds of allowable
managerial discretion. Other corporations, however, have been accused of much
more questionable actions. For example, Miniscribe, a bankrupt disk-drive manufac-
turer, is alleged to have recognized revenue prematurely on shipments that cus-
tomers had not ordered, improperly estimated uncollectible accounts receivable, and
falsified inventory.

The application of GAAP requires the exercise of judgment. At the same time,
manager’s self-interest is affected by reported accounting income. Accordingly, finan-
cial statement users should not be surprised that managers’ self-interests influence
their accounting policy judgments. As a result, financial statements may not be unbi-
ased reflections about the underlying economic activities of firms.

REALITY CHECK 4-4

Waste Management, Inc. recently took several large charges totaling $1.6 billion. These charges included asset write-
downs, the cost of severance packages, costs to discontinue serving several large customers because of lost contracts, and
other items. These charges contributed to Waste Management's 1997 loss c.?F $1.2 billion. Perhaps more than coinci-
dentally, Waste Management had recently selected a new chairman. Some analysts suggest that new corporate admin-
istrations are inclined to take big baths.

Required

List two reasons why recently installed corporate managers might want to take a big bath.

Solution

First, these charges can easily be blamed on the former management. Second, they help the comparg report favorable
earnings in the future, which reflects well on the new management team. Moreover, the higher reported net income might
increase the bonuses paid to the new managers.
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SUMMARY OF LEARNING OBJECTIVES

1.

Explain when to recognize revenues.

Revenue should be recognized when the earnings process is substantially com-
plete and the amount to be collected is reasonably determinable. These criteria
ensure that revenue is not recognized before the firm has honored its obligation
to the customer and is reasonably assured of collecting cash from the customer.
Revenue is usually recognized at the point of sale.

Explain when to recognize expenses.

The matching principle states that expenses should be recognized when re-
sources have been consumed to help generate revenue. Showing revenues and
the related expenses on the same income statement results in a net income figure
that best reflects a firm’s performance for the period. The matching principle is
implemented in one of three ways: associating cause and effect, systematic allo-
cation, and immediate recognition.

Interpret the components of the income statement.

Income statements may contain several major sections: income from continuing
operations, income from discontinued operations, and extraordinary items. This
format helps financial statement users assess the past performance of a firm and
predict the results of future operations. When making forecasts based on histori-
cal information, the effect of transactions and events that are not expected to
recur in the future should be eliminated from net income. Because of the way
accounting definitions have been developed, even income from continuing op-
erations may include nonrecurring items.

Analyze income statement information using various ratios.

The income statement contains a number of measures related to a firm’s ability to
generate earnings. This helps analysts assess a firm’s expected return. Vertical
analysis examines relationships within the income statement of one period; each
line of the income statement is expressed as a percentage of sales. Horizontal
analysis shows the trend over time in income statement numbers. Return on
shareholders’ equity and return on assets are good summary measures of a firm’s
performance. Finally, the times interest earned ratio provides creditors with an in-
dication of the firm’s ability to pay interest charges.

Describe the effects that reported earnings have on managers’ wealth
and, consequently, on their accounting policy decisions.

Many corporations tie the compensation of their top officers to reported ac-
counting earnings. These bonus plans often contain a floor and a ceiling. The floor
is the level of net income that must be exceeded before the bonus is activated,
while the ceiling limits the amount of the bonus, regardless of how large net in-
come is. This situation motivates managers to report a net income figure that is at
the high end of the floor-ceiling range. Managers are also motivated to undertake
“big baths.” Taking large charges in one year relieves future years’income of those
expenses and paves the way for higher reported earnings and higher bonuses for
management.

QUESTIONS

4-1

Describe the differences between revenues and gains. Also distinguish between
expenses and losses. Explain why these items are usually disclosed separately on
income statements.

KEY TERMS
Administrative expenses
107
Associating cause and effect
111
Big bath 124
Bottom line 107
Common-size income
statements 116
Conservatism principle 123
Cost of goods sold 106
Cost of goods sold percentage
116
Cost of sales 106
Discontinued operations
111
Earnings 107
Earnings per share (EPS)
115
Expenses 105
Extraordinary items 113
Gains 105
General expenses 107
Gross margin - 106
Gross margin percentage
117
Gross profit 106
Gross profit percentage 117
Horizontal analysis 119
Immediate recognition 111
Income statement 105
Income taxes 107
Interest expense 107
Losses 105
Matching principle 110
Materiality principle 106
Manufacturer 117
Merchandiser 116
Multiple-step format 107
Net 106
Net income 107
Net income percentage 117
Netof tax 115
Net sales 106
Operating income 107
Operating income percentage
117
Percentage of completion
method 109
Profit 107
Return on assets (ROA) 121
Return on shareholders’ equity
(ROE) 120
Revenue recognition principle
108
Revenues 105
Sales return 106
Selling expenses 106
Single-step format 107
Sustainability 111
Systematic and rational
allocation 111
Tax benefit 115
Times interest earned 122
Trend analysis 118
Vertical analysis 116
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46

47

4-11

4-12

416

4-17

4-18

419
420

Explain why a firm might elect to report its annual income using a fiscal year-end
that doesn’t end on December 31.

In deciding which items to disclose on the income statement, managers are
guided by the materiality principle. Explain how this principle would affect a de-
cision about whether to disclose a firm’s research expenses separately.

Often the first item on a firm’s income statement is labeled “Net sales” or “Sales
revenue.” Discuss the measuring of these terms. Why do you think this is dis-
played so prominently on the income statement? Why are managers concerned
with determining when the earnings process is substantially complete?

Why do most companies disclose the cost of goods sold as a separate item on
the income statement? How might this item differ for merchandising firms ver-
sus manufacturing firms? Why might some firms not want to disclose this item?
Explain why interest expense is not considered to be an operating expense by
most firms. Identify several types of businesses where interest expense might be
reported as an operating expense?

Distinguish between a single-step and a multiple-step income statement. Why is
a multiple-step format usually more informative to the reader?

Identify and discuss several decisions that managers make based on information
from the income statement. Include a discussion of the basic purpose and ob-
jectives of an income statement.

Identify and discuss the kinds of information that investors in a firm’s debt and
equity securities may seek when reading the income statement. What decisions
will usually be of interest to such investors?

Explain the two criteria that must be met for a firm to recognize revenue in
its income statement. Discuss how these criteria might be applied to revenue
recognition by () a fast-food restaurant and (b) a home appliance merchandiser.
Discuss the purpose of the matching principle, and explain the three ways in
which this principle is implemented.

Determine how the matching principle would affect recognition of the follow-
ing items: (a) cost of inventory sold, (b) depreciation expense of production
equipment, and (¢) expenditures for new product development.

Income statements are often used in order to provide a historical measure of a
firm’s performance, and are also used as a basis for predicting future profitabil-
ity. How are income statements useful for both purposes? Discuss.

Why are extraordinary items reported separately in the income statement? Iden-
tify an event that would be classified by one firm as an ordinary item and by an-
other firm as an extraordinary item? Discuss.

Discuss the differences between revenues and profits. Where do each appear on
the income statement? Why is it important to keep these two separate?

Discuss the differences between profits and profitability. In what context might
they be used interchangeably? When must they be kept separate?

Define the accounting principle of conservatism. Why would a manager or
owner prefer conservative profits? When would a manager or owner prefer that
income or profit not be measured conservatively?

Explain why GAAP requires that income taxes be allocated to each major section
of the income statement.

Under what circumstances might an income statement report a tax benefit?
Discuss the meaning of a “restructuring charge” and explain why you believe
that such charges should (or should not) be reported as extraordinary items in
the income statement. How does the concept of sustainability affect how ex-
traordinary items are reported on the income statement?
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Describe the construction of a common-size income statement. Why is the se-
lection of the base (the number selected as the 100% figure) so important? Dis-
cuss how common-size statements are used in a vertical analysis of the income
statement.

Identify three reasons why a firm’s gross profit (gross margin) percentage might
change over time.

Discuss several reasons why a firm’s net income percentage might change over
time. Discuss how financial statements help explain the reasons for changes in
the net income percentage over time?

Distinguish between vertical analysis and trend analysis of the income state-
ment. Describe two ways of implementing a trend analysis.

Provide two examples of ratios that link the income statement and the balance
sheet. In each case, explain why it is useful to relate the items that appear in the
numerator and the denominator of the ratio.

The ratios discussed in this chapter include return on assets, return on share-
holders’ equity, and times interest earned. In each case, a different measure of in-
come is used. Identify and discuss those differences. Explain why income is
measured differently in each of these ratio calculations.

The chapter states that “accounting income does not strictly measure changes in
wealth.” Provide two examples of changes in wealth that would not be reported
currently in the income statement. In each case, evaluate whether reporting
these changes would improve the usefulness of the income measure.

Describe the nature of a big bath reported in the income statement. How would
a big bath affect reported income in later years? What is the likely effect of a big
bath on a firm'’s stock price in the year that the losses are reported?

EXERCISES

Vertical Analysis, Single Year’s Data

4-29

Conduct a vertical analysis of the income statement for Hahn Automotive Ware-
house in Exhibit 4-4. Discuss Hahn’s profitability (or lack thereof).

Matching Income Statement Items

4-30

For each numbered item, indicate (by letter) where in the income statement it
belongs.

a. Revenues e. Other Income and Expenses
b. Cost of Goods Sold f. Separate Line Item, Net of Tax
c. Selling Expenses After Income from Continuing
d. General and Administrative Operations

Expenses g. Not on the Income Statement

1. Commissions expense

Gain on sale of land

Dividends declared and paid

Prepaid rent

Depreciation expense for office equipment
Interest expense

Tornado loss (business located in Kansas)
Merchandise inventory

Income tax payable

Loss on discontinued operations

SO XA AN NN

—
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Preparing an Income Statement
4-31 Woodway Company’s annual report contained the following data (dollars in mil-
lions) on its income statement

Interest expense $ 2,489
Investment income 11,218
Other income 9,033
Depreciation 1,257
Revenues 591,762
Other expenses 8,482
Cost of sales 482,355
Operating expenses 98,576
Income taxes 522

Required

a. Prepare an income statement using a multiple-step format similar to Exhibit
4-1.

b. Revise your income statement (from part a above) to include the following
two additional items from Woodway’s annual report (dollars in millions):
Loss on discontinued operations, net of tax $1,025
Extraordinary loss, net of tax 314

Interpreting Financial Statements
4-32 The Woodway Company included the following note in its 2000 annual report:
In June 2000, Woodway Company and its principle subsidiaries filed for protec-
tion under Chapter 11 of the United States Bankruptcy Code. Woodway
recorded a provision for possible impairment of $24 million at December 31,
1999, and recorded an additional provision of $19 million in the second quarter
of 2000.

Calculating Adjusted Income (Sustainable Earnings)

Required
a. Do you think that this $19 million loss should be reported on Woodway’s

2000 income statement? Why or why not?

b. Based on the data in Exercises 4-31 and 4-32, what estimate would you make
regarding Woodway'’s adjusted income (sustainable operating profit or sus-

tainable earnings)?

4-33 James Hardie Industries Ltd. is an Australian company specializing in building

materials. It also has several plants in the USA specializing in producing fibre-
cement roofing materials. It reported the following financial results on its 1998

income statement:

1998
Total revenues (($bn) 1.29
Net profit ($m) 41.6
Abnormals ($m) (41.7)
EBIT ($m) 132.0
EPS .206

1997
1.62
83.0
31.7
87.4
. 131

(Results shown for the 12 months ended March 31, 1998; net profit is after tax and

after abnormals.)
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Required

a. Calculate adjusted income by eliminating the abnormal items from James
Hardie’s reported net profits.

b. Discuss how this adjusted income figure is more useful and more represen-
tative than the reported net profits.

c. Discuss the concept of adjusted income as it relates to sustainable earnings
or sustainable operating profit for each year.

d. Given the decreasing level of total revenues, explain why you think it is still
likely that James Hardie will show an increase in its 1999 net profit.

Sorting Accounting Information: Income Statement
Versus Balance Sheet

4-34 Sort the following account titles according to whether they would appear on the
income statement or the balance sheet:

Supplies expense Salaries payable
Accounts payable Cost of goods sold
Land Trucks

Capital stock Sales revenue
Interest earned Interest expense
Accrued taxes payable Tax expense
Interest payable Retained earnings
Rent expense Rent revenue
Cash sales Cash
Depreciation expense Wages expense

Financial Ratios
4-35 Answer each of the following independent questions:
a. The return on equity for the Hammond Corporation for the year ended
December 31, 1999, is 9%. The owners’ equity balances on December 31,
1998 and 1999 were $180,000 and $200,000, respectively. What is the net in-
come for 1999?
b. The Beachfront Resort Company had the following income statement infor-

mation:

Sales revenue $500,000

Gross profit percentage 30%

Net income percentage 5%
‘What is the cost of goods sold? What is the total operating and other ex-
penses?

c. The return on assets for the Wicker Chair Company is 12%. The average total
assets is $230,000 and net income is $20,100. What is interest expense, net
of tax? What is gross interest expense if the income tax rate is 25%?

Income Statement
4-36 The following data were provided by Bluebird Company for calendar year 1999:

Sales $350,000
Gross margin percentage 45%
Net income percentage 8%

Income tax percentage 25%
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Required

a.

b.

Based on the previous data, determine the following:

1. Cost of goods sold

2. Netincome

3. Income taxes

4. Operating expenses (assume no “other expenses and revenues”)
Prepare a multiple-step income statement for the year ended December 31,

1999.

Recording Transactions and Preparing an Income Statement
ﬂ&:i 4-37 Spinner Sewing Corporation was incorporated on January 1, 2000. Three in-
ﬁ - vestors each invested $150,000 in exchange for $150,000 of common stock of
the corporation. The following transactions took place during 2000:

Integration 1.

of Concepts

Purchased merchandise inventory on account, $200,000.

2. Rent paid on January 2 for a two-year period, $48,000.

3. Borrowed $100,000 on March 31 at a 10% annual interest rate for one year.

4. Sold goods at retail, $300,000; half for cash, half on account. The cost of
goods sold was $135,000.

5. Paid $120,000 on outstanding bills owed to inventory suppliers.

6. Received $80,000 from receivables customers.

7. Incurred operating expenses of $36,000, of which $14,000 was paid in cash
and the balance on account.

Required

a. Record the above transactions, including the initial investment, in the ac-
counting equation. Set up separate account columns for assets, liabilities, and
shareholders’ equity.

b. Record the following year-end accruals (adjust the figures from part a):
1. Expired portion of prepaid rent
2. Accrued interest expense
3. Accrued income tax. Assume 20% tax rate.

c. Prepare a multiple-step income statement for the year ended December 31,
2000.

d. Calculate:
1. Gross profit percentage
2. Operating income percentage
3. Net income percentage

e. Calculate:
1. Return on assets
2. Return on equity

f. Evaluate the performance of the corporation. What other transactions would
you typically expect to see?

g. What if the corporation discontinued part of its operations during the year

and incurred a loss of $45,000 on the disposal? What impact would this have
on the income statement?
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Recording and Analyzing Transactions
4-38 Boomingdales, Inc., reported the following transactions:

1. Purchased $150 of equipment on account. The corporation has over $1 mil-
lion in assets.

2. Sold merchandise at retail of $150,000 during the year on account. Cus-
tomers returned $10,000 of merchandise at retail for credit on their ac-
counts. (Ignore cost of goods sold.)

3. Received $40,000 in advance from customers.

4. Recorded annual depreciation of $280,000.

Required

a. Record the above transactions in the accounting equation. Set up separate ac-
count columns as needed.

b. Discuss the generally accepted accounting principles that guide accountants

in recording each of these transactions properly.

Interpreting Income Statements: Ratio Analysis
4-39 Use the following comparative income statements to evaluate Clarkson Brew-
ery’s performance for the year ended December 31, 1999 and 1998.

1999 1998

Net sales $405,000 $378,000
Operating expenses:
Cost of goods sold 163,250 154,400
Selling expense 81,000 48,360
General and administrative expense 121,500 102,650
Total operating expenses 365,750 305,410
Operating income 39,250 72,590
Other income:
Gain on sale of property 34,000 —
Income before tax 73,250 72,590
Income tax expense 21,975 21,777
Income before extraordinary item 51,275 50,813
Extraordinary loss net of tax — (25,000)

$ 51,275 $ 25813
Required
a. Calculate a horizontal and vertical analysis, using the data from Clarkson

Brewery.

b. In which year was the company more successful?
c. What underlying business reasons might have resulted in differences in the

company’s gains and losses each year?

Income Tax Expense and Income Statement Classifications
4-40 AmherstTrucking Co. had the following pre-tax amounts of revenues, expenses,
gains, and losses during 2000. All items are subject to an income tax rate of 40%.

Revenues $1,500,000
Operating expenses $ 900,000
Extraordinary loss $ 400,000
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Required

a. Determine the firm’s total income tax expense during 2000.

b. What amount would be reported as operating income after tax?

c. What is the amount of tax benefit (tax reduction) associated with the extra-
ordinary loss?

d. What is the net of tax amount of the extraordinary loss?

e. What amount would the firm report as net income for 2000?

Trend Analysis: Net Income and EPS
4-41 Equity Cushion Co. reports the following items in its financial statements:

1998 1999
Net income $16,000,000 $24,000,000
Common shares outstanding 1,000,000 shares 1,200,000 shares

Required

a. Determine the firm’s earnings per share (EPS) in both 1998 and 1999.

b. Determine the percentage change in net income and EPS from 1998 to 1999.

c. Based on your answers to part b, what would you expect Equity Cushion’s
net income and EPS to be in 2000? Clearly state any assumptions made in de-
veloping your answers.

Vertical Analysis of the Income Statement
4-42 P-Town O’Malley’s 2000 income statement reported net income of $6 million. A
vertical analysis of the income statement shows the following:

T Net sales percentage 2%
Crifical Think P
rieal Thimang Cost of products so?d percentage 2
Gross profit percentage 48
e

Selling and administrative expense percentage
Operating income percentage

Income tax™* percentage

Net income percentage

*Income tax rate: 40% of operating income.

[o NRT.VRYU)

Required
Determine the missing percentages and the dollar amounts that are reported in
P-Town’s income statement for each of the above items.

Horizontal and Vertical Analysis of the Income Statement
4-43 The Miami Rockies, a recently transplanted baseball franchise, reported the fol-
lowing income statement and horizontal percentages:

e i) 1999 Amount Percentage Changes
Critcal Thinking (Hundreds of $) During 2%00 9
Revenues $ 6,500 +10%
Operating expenses (4,800) + 8%
Operating income $ 1,700 e
Income tax (40%) (680) 2
Net income $ 1,020 2

Required

a. Complete the “Percentage Changes during 2000” column and determine the
dollar amounts reported in the Rockies’ 2000 income statement.

b. Prepare a vertical analysis of the income statements for both 1999 and 2000.

c. Comment on any apparently favorable or unfavorable changes between 1999
and 2000, revealed by your analyses in parts a and b.
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Gross Margin Changes: Two-Product Firm
4-44 Ben-Shien’s Wonton Works produces two grades of dumpling wrappers, standard
and deluxe. Sales and cost of sales for both products for 1999 and 2000 were:

1999 2000
(Dollars in thousands)

Standard Deluxe Standard Deluxe
Sales $600 $900 $900 $600
Cost of sales $500 $600 $750 $400

Required

a.

b.

C.

Determine Ben-Shien’s total sales, gross profit, and gross profit percentage in
each year.

Conduct a horizontal (percentage change) analysis of the sales, cost of sales,
and gross margin amounts.

Explain why Ben-Shien’s overall gross profit declined during 2000.

Revenue Recognition
4-45 The following transactions are given:

1.
2.

Rent for two months of $1,200 was paid in advance.

A customer’s order was received for a bridal veil that will be billed at deliv-
ery for $120.

Supplies, purchased three months ago at a cost of $300, were used in the cur-
rent month.

An etching by Picasso was purchased in 1960 for $400. A similar etching just
sold at Sotheby’s for $45,000.

Equipment purchased 10 years ago had monthly depreciation recorded of
$900. The equipment had an original useful life of five years and is still in use.

. An architect was paid a $2,000 retainer for preparing designs and plans for a

new office.

Wages of $120, earned by employees on New Year’s Eve, will be paid on
January 5.

A mortgage loan was issued last year, but the creditors are now three months
delinquent in their monthly payments.

Required:
Discuss how the matching and revenue recognition principles would be used to
determine the revenue or expense in each of the transactions:

Revenue Recognition

4-46 Consider the following transactions for the publishers of Mobile Home Im-
provement. This magazine is produced monthly and sold on newsstands and to
annual subscribers.

1.

Mobile Home Improvement received cash for 100 two-year subscriptions
($48 each) and 3,000 one-year subscriptions ($36 each).

. Mobile Home Improvement sold 30,000 copies of the January issue to news-

stand vendors at $1.50 each and received payment.

In February, the same vendors ordered and received 30,000 copies, but pay-
ment was not received until March.

In March, the same vendors ordered and received 30,000 copies, but pay-
ment was not received until April.

In addition, in March, a new vendor placed a standing order for 40,000
copies for each month for the rest of year. The vendor paid in advance for one
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Critical Thinking

month’s supply, which is to be kept on deposit to reflect the purchase com-
mitment. In return, the publishers of Mobile Home Improvement reduced
the purchase price by 10 cents per copy. The publishers shipped March’s
40,000 copies to the vendor on account.

Required:
Determine the amount of revenue that should be recorded on an accrual basis
in each circumstance.

Determining Revenues and Expenses

4-47 McGucken’s Software sold $1,354,000 of merchandise for cash and had credit
sales totaling $2,658,000. It collected cash from customers in the amount of
$3,396,000. McGucken’s received merchandise from suppliers invoiced at
$1,100,000 and paid suppliers $900,000.

Required

a.
b.

Determine the amount of revenue that should be recognized this year.
Determine the cost of goods sold (amount) that should be matched with this
year’s revenue, assuming no change in inventory (that is, beginning inven-
tory equals ending inventory).

PROBLEMS

Vertical and Horizontal Analysis of the Income Statement
4-48 Denny’s CPA School provided the following vertical analysis of its income state-
ments for 1999 and 2000:

Percentage of Revenues

1999 2000

Revenues 100% 100%
Salaries expense 40 45
Rentals expense 20 25
Books cncfsupp“es 10 10
Advertising 10 15
Operating income 20 5
Income tax 8 2
Net income 12 3

In addition, Denny’s tuition revenues were $500,000 in 1999 and $400,000 in

2000.

Required

a.

b.

Based on the above information, prepare the firm’s income statements for
1999 and 2000.

Provide a horizontal analysis of the changes in each item in the income state-
ment.

Based on your analysis, comment about the expected future performance of
Denny’s CPA School.
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Transaction Analysis: Preparing an Income Statement,
Cash Versus Accrual

4-49 Jill

Zimmer wants to evaluate the success of her restaurant, Planet Broadway. She

has assembled the following 2000 data:

1.
2.

9.
10.

11.

Wages were $270,000, paid in cash.
Collections from customers were $675,000. (Assume that half the cus-
tomers paid their bills by year-end).

. A $5,000 deposit for a future wedding reception is included in these col-

lections.

. Insurance expense was $3,500, paid in cash.
. Rental expense was $120,000, paid half in cash and half in promissory notes

due in 2001.

. Food costs were $85,000, paid in cash.
. Advertising bills of $13,000 were paid; however, Jill had only agreed to pay

$1,000 each month under her contract with the advertising firm. The extra
$1,000 payment pertained to 1999.

. Interest revenues were $350, collected in cash.

Cab fares (for inebriated customers) were $875.

Jill’s salary was $10,000 per month, but due to concerns about cash flow,
she was only paid $5,000 each month.

The income tax rate is 28% of income before taxes.

Required

a.

oap o

=

h.

Prepare a single-step income statement, using the accrual basis of accounting.
Prepare a similar income statement, using the cash basis of accounting.
Discuss the differences between these two statements.

‘What managerial concerns might Jill have upon seeing your income statement?
What additional items usually appear in such an income statement for a small
business?

Which costs do you feel are high, relative to Jill’s volume of business?

On which costs should she concentrate most in order to improve her prof-
itability?

‘What else could she do to improve her net income?

Revenue Recognition: Cash Versus Accrual
4-50 Consider the following transactions:

1.
2.
3.

NV

%

A firm sold merchandise for $1,000, but no cash was received.

A firm collected the $1,000 from transaction 1.

A medical clinic provided treatment for a patient and billed the patient’s in-
surance company for $65. The patient is responsible for any deficiency not
paid by insurance.

An insurance company paid the medical clinic only $49.

The physician billed the patient for the balance due.

The patient paid the physician $11.

Safeway Market sold three bags of groceries for $110, but the customer paid
for the groceries with a credit card.

Shannon Engineers signed a contract with the State of Arkansas for
$10,000,000 to design and build a bridge over the Arkansas River. It will take
Shannon two years to complete this project, and no work will be started un-
til next year.
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9. The state of Arkansas paid Shannon a deposit of $1,000,000 after the con-
tract was signed but before any other work commenced.

10. The state of Arkansas paid $4,000,000 to Shannon during the first year of
work, even though two-thirds of the bridge was completed-way ahead of
schedule.

11. The state of Arkansas paid the remaining $5,000,000 at the end of the sec-
ond year, long after the bridge was completed.

Required

a.

b.

For each transaction, determine the amount of revenue that would be rec-
ognized under accrual accounting.

For each transaction, determine the amount of revenue that would be rec-
ognized under cash basis accounting.

Discuss the differences between the revenue amounts recognized on each
basis.

Revenue Recognition
4-51 Consider the following transactions, which are independent, except as noted:

1.

Sarah Jones, R.N., provided home nursing services to her clients and billed
them for 20 hours of service at $65 per hour.

. Ms. Jones collected $60 per hour from her state’s Medicaid program for the

services in transaction 1. Patients are not required to make up any shortfall
for the 20 hours of service. Therefore, Sarah wrote off (canceled) the balance
in the receivable account.

Quick-Shop Grocery sold food and other merchandise for $3,500, on ac-
count. (Ignore the cost of goods sold.)

. Quick-Shop Grocery contracted with Bob’s Bakery to provide flour, sugar,

and other ingredients at a standard fee of $100 per day.

Andy’s Aerobic Aerie sold annual memberships to exercise fanatics at $30 per
month. This entitles members to unlimited access to aerobics classes, work-
outs, and so on. On January 1, Andy signed 100 members, who pay the first
month’s fee.

. Andy signed an agreement with Sarah Jones to provide discounted member-

ships to 10 of her impoverished clients at $20 per month. Half paid at the
end of the first month.

Andy decided to prepare and distribute a monthly aerobics magazine, which
is available to members at $5 per issue. Only half of Andy’s 110 members
took advantage of this offer and paid the annual subscription.

. Andy put 30 copies of the aerobics magazine on display in Quick-Shop. These

copies were “consigned” to Quick-Shop, and payment is not due until the is-
sues are sold.

All 30 copies of the guide sold. Andy collected $4 per issue from Quick-Shop
($5 minus 20% consignment fee).

Required

a.

b.

Determine the revenue associated with each item that would be recognized
during the first month under the accrual method.

Determine the revenue that would be recognized for each item under the
cash basis of accounting.
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Transaction Analysis: Preparing an Income Statement,
i&&;ﬁ Accrual Basis
ﬁ “~ 4-52 The Lick Skillet Bakery provides deli meals, bakery goods, and espresso to
. restaurant customers. It also sells take-out specialty foods, including bakery
L?‘E?,L‘:{;‘;:‘s goods, hot and cold entrees, and so on. The owners of Lick Skillet want to know

how successful the bakery was in 2000, based on the following information:

1. Lick Skillet sold food items and collected $400,500 (cash) from restaurant
customers. (Ignore the cost of goods sold until transaction 8.)

2. Lick Skillet contracted with local firms to provide it with catering services
totaling $560,000 during 2000.

3. Lick Skillet provided the contract catering services and collected $456,000
from its catering clients.

4. Lick Skillet purchased (with cash) restaurant equipment, expected to last
three years, at a cost of $30,000.

5. Lick Skillet paid employees $475,000 during 2000.

6. Lick Skillet owed employees $55,000 for work performed near the end of
December 2000.

7. Lick Skillet owed employment taxes of $67,500 for the entire year of 2000,
but had not obtained the appropriate forms from the state and federal gov-
ernments.

8. Lick Skillet purchased food and other consumable supplies costing
$236,700 and paid cash. Although it had no inventory at the beginning of
2000, its inventory on December 31, 2000, was estimated at $6,500.

9. Items returned by disgruntled customers resulted in refunds totaling
$3,550.

10. Lick Skillet purchased an insurance policy on January 1, 2000, costing
$4,400 and provided insurance for both 2000 and 2001.

Required

a. Record these business transactions in the basic accounting equation, includ-

oap o

=

ing any necessary adjustments, using the accrual basis of accounting. Set up
headings as follows: Cash, Accounts Receivable, Inventory, Prepaid Insur-
ance, Equipment, Accumulated Depreciation, Accrued Liabilities, and Own-
ers’ Equity.

Prepare a multistep income statement.

Evaluate Lick Skillet’s success in 2000.

What important items might Lick Skillet be ignoring in its income statement?
If you now find that Mr. and Mrs. Lick have worked the entire year at no
salary, how would that change the analysis?

If you then find that the bakery is located in the Lick personal residence, how
does that affect your analysis? Assume that the Licks pay rent of $3,000 per
month, and that the bakery covers about two-thirds of the unit’s total floor
space.
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<% 1

of Concepts

Transaction Analysis
4-53 The Bichette Company had the following transactions during the year ended
December 31, 2000:

. Sales on account were $155,000. Cash sales were $38,000.
Integration 2.

3.

b

0 ®

Cost of goods sold during the year was $42,000.

Wages earned by employees were $32,000. Three-quarters of the amount
was paid during the year as the wages were incurred. The remainder was ac-
crued at year end.

A two-year insurance policy was purchased on January 1, 2000, for $4,800.
Equipment with a five-year life was acquired on June 30, 2000, for $10,000,
with a note bearing interest at an annual rate of 9%. The interest and princi-
pal are not due until June 30, 2001.

Rent and other operating expenses paid in cash were $14,500.

The company sold a short-term investment and recorded a gain of $800.
Dividends declared and paid were $24,015.

The income tax rate was 30%.

Required

a.

C.
d.

Prepare a multi-step income statement similar to Exhibit 4-1 for the year
ended December 31, 2000. Note: Make the necessary adjustments before
preparing the income statement.

Assume that stockholders’ equity at the beginning of the year was $740,000.
The only changes recorded in stockholders’ equity during 2000 were net in-
come and dividends. Calculate return on equity and evaluate your results.
Calculate earnings per share. Assume that 140,000 shares were outstanding.
Calculate times interest earned.

Income Statement Preparation, Calculate EPS
4-54 Revenue, expenses, and related accounts of Stackwell Enterprises Inc. for the

year ended December 31, 1999, were

Cost of goods sold $135,000 Utilities expense $4,800
Depreciation expense 12,000 Income fax rate 30%
Dividends declared and paid 4,000 Earthquake loss (gross
Adbvertising expense 1,600 amount; assume not in
Office wages expense 28,000 an earthquake area) $15,000
Insurance expense 2,400 Inferest expense 10,000
Gain on sale of short-term Repairs and maintenance

investments 3,500 expense 1,700
Commission expense 15,000 Interest income 2,000

Sales revenue 230,000

Required
a. Prepare a multi-step income statement similar to Exhibit 4-1 for the year

ended December 31, 1999. Selling expenses include advertising and com-
mission expense.
Calculate earnings per share. Assume that 100,000 shares were outstanding.



Critical Thinking

Critical Thinking

The Income Statement

Analyzing Financial Statements
4-55 Consider the following income statement (dollars in thousands):

2000 1999
Net revenues
Software sales $ 77,350 $ 66,450
Customer support and service 48,500 39,040
Total net revenues 125,850 105,490
Operating expenses
Cost ofg goods sold 4,700 4,580
Sales and marketing 60,650 40,235
Research, development, and support 31,990 25,102
General and administrative 19,036 19,438
Total operating expenses 116,376 89,355
Income from operations $ 9,474 $ 16,135
Required
a. Conduct horizontal and vertical analyses of the firm’s income statement.
b. Describe several possible reasons for the firm’s decline in income from op-
erations?
c. In what areas was the firm successful in 2000?
d. Based on the approximate trends shown here, is it likely that the firm’s in-

come from operations will increase or decrease in 2001? Why?

Analyzing Financial Statements
4-56 Consider the following income statement (dollars in thousands):

1999 1998

Net revenues:

Computer sales $ 75,250 $ 62,250
Software sales 45,400 38,600
Net revenues 120,650 100,850
Operating expenses:

Cost of sc%es 4,205 4,500
Marketing 63,520 45,542
Research and development 30,100 21,587
General and administrative 20,026 19,000
Total operating expenses 117,851 90,629
Income from operations $ 2,799 $ 10,221

Required

a.

Conduct horizontal and vertical analyses of the firm’s income statement.

b. Evaluate the firm’s profitability in 1999 versus 1998?
C.
d. Based on the approximate trends shown here, is it likely that the firm’s in-

In what areas was the firm successful in either year?

come from operations will increase or decrease in 2000? Why?

Identify the underlying business reasons as to why revenues are increasing
but the cost of sales is decreasing. Why might some of the other expenses be
dramatically increasing while others are almost constant?
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Preparing Financial Statements: Performance Evaluation

4-57 Susan’s Drawing Studio has been very successful, with annual sales and profits
at a record high. Susan wants to evaluate and better understand the studio’s prof-
itability and performance based on the following year-end account balances:

Sales $400,000 Supplies used $ 25,600
Property tax expense 2,550 Casﬁ 32,300
Supplies inventory 12,400 Building and equipment 110,000
Accounts payable 2,450 Wages payable 1,200
Wages expense 13,240 Shareholders’ equity 2
Receivables 2,200 Advertising expense 2,400
Taxes payable 2,670 Miscellaneous expenses 120,000

Required

a.
b.
C.

Prepare a balance sheet and a multiple-step income statement.

Evaluate Susan’s net income relative to her sales volume.

What is Susan’s net income as a percentage of sales? Why do you think most
firms do not have net income ratios this high?

Would your conclusions about Susan’s net income change if you learned that
she had been withdrawing $10,000 every month and charging these pay-
ments to Miscellaneous Expenses? Why?

How would your conclusions change if you learned that Susan, who is a
gifted artist, could be earning $40,000 a month by working for her former
employer, the Degas Drawing Corporation?

Given that Susan has a Building and Equipment account, what basic type of
expense is missing from her income statement? Would calculation of that
item change your conclusions about her relative profitability? How large
would this item have to be to change your views about Susan’s profitability?
Why? What other information would you need before drawing firm conclu-
sions about this issue?

Why do you think shareholders’ equity has a lower balance than the net in-
come (part a)?

Are there any other major elements of information missing? If so, what are
they, and why would you like more information about these items?

Determining Expected Revenues and Expenses and

Preparing an Income Statement

4-58 Beth’s Espresso Cart Inc. sells coffee, pastries, and mineral water at the Boulder
Mall. Last year, Beth leased a coffee cart and opened her business. She initially
felt that cash flows were a useful measure of her performance. The cart’s owner
is now running a competitive coffee cart on the next block. Beth has heard
about accrual accounting and is hoping to develop a better measure of her per-
formance this year.

1.

Beth paid $5,200 for a coffee cart, which she expects to use for the next four
years.

She purchased coffee pots, cups, and other supplies at a cost of $2,000 and
paid cash. Half of these supplies will be replaced each year.

Electricity and propane costs averaged $40 per month.

Beth started and ended the year with negligible amounts of coffee beans and
mineral water.

Each month, Beth was paid a salary of $500 to cover personal living ex-
penses.
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7.
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Last year, Beth purchased a three-year insurance policy for liability and re-
lated incidents costing $1,200.

Beth expects to have six really good months of sales revenue during the sum-
mer and six slower months. Based on last year, her purchases of coffee, pas-
tries, and mineral water during the peak months averaged about $2,000 each
month. During the slower months, these items cost about $1,400 each
month.

During peak months, Beth generally collected $4,500 each month, and dur-
ing slower months she collected $3,000.

Required

a.

Identify the amount of annual revenues and expenses that would be ex-
pected for each of the items above. Construct a single-step income statement
for Beth'’s Espresso Cart for the next year.

What should Beth consider as she makes plans for next year? What other
items should be considered for inclusion in her income statement? Why?
Why is an income statement useful to Beth? Discuss how the income state-
ment may be more useful than a checkbook listing each cash inflow and out-
flow?

Interpreting Financial Statements
4-59 Consider the following income statement:

Commission revenue $120,000

Rental revenue 9,900

Interest income 4,100
Total revenue $134,000

Salaries expense 54,000

Depreciation expense 23,000

Inferest expense 2,550

Miscellaneous expense 10,400 (89,950)
Operating income 44,050

Income taxes (16,825)

Extraordinary items, net of tax 12,000
Net income $39,225

Required

a.

Review and analyze this income statement, using vertical analysis.

b. What other items might usually be found in such an income statement (what

is missing)?

Revenue Recognition
4-60 Consider the following cases:

1.

2.

Banana Republic sells clothes for cash or on credit card vouchers, which are
collected from banks within a few days after the sale.

Micropoint Computer Systems sells hardware and software on installment or
time-payment plans. Micropoint runs a credit check on every customer and
only extends credit to customers with high credit ratings.

Backdoor Appliances sells used and new household appliances on install-
ment or time-payment plans. They sell on credit to anyone who signs a pur-
chase agreement, even though many of their customers have dubious credit
histories. Accordingly, Backdoor experiences many customer defaults, incurs
substantial collection costs, and is rarely able to recover its merchandise.
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4. Ball Aerospace manufactures satellites and satellite parts under contract to
NASA. NASA requires Ball to maintain certain inventories of spare parts as
well as the expertise to provide consultants and technical assistance as
needed. Their contract obligates NASA to buy all parts, such as satellites, pro-
duced by Ball. Under the contract, Ball produced spare parts at a cost of $2
million and billed NASA for $3 million.

5. Assume that the correct accounting was conducted for part 4. Now assume
that the sales manager at Ball is trying to boost her performance for 1998 and
sells a complete weather satellite to Russia for $5 million, in violation of the
NASA contract. What revenue should be recognized and what should the
firm’s controller do when informed of this situation?

Required:
Identify when, and how much, revenue should be recognized in each of the
previous cases.

Income Statement Analysis
4-61 Review the Income Statement from Wendy’s International Inc. in Appendix D.

Required

a. Conduct a horizontal and vertical analysis of the income statement for each
year from 1995 t01997.

b. Calculate the other profitability ratios described in Chapter 4, “The Income
Statement.”

c. Evaluate Wendy’s profitability in each year. In which year was Wendy’s most
successful? Why?

Income Statement Analysis
4-62 Review the Income Statement from Reebok International Ltd. in Appendix D.

Required

a. Conduct a horizontal and vertical analysis of the income statement for each
year from 1995 t01997.

b. Calculate the other profitability ratios described in Chapter 4.

c. Evaluate Reebok’s profitability in each year. In which year was Reebok most
successful? Why?

Identifying Transactions from Worksheet Entries

4-63 The following worksheet has been retrieved from a company’s files that were de-
stroyed by fire. Identify the underlying transactions that occurred during the
month. Write a brief (one to two sentence) description of each transaction.

Accts.  Sh.
Cash Equipment Buildings  Prepaids  Pay. Equity  Revs. Exps.
10,000 10,000
—2,000 2,000
—5,000 5,000
90,000 90,000
50,000 50,000
3,500 3,500
—1,200 —-1,200
— 400 — 400
—-500 - 500
8,000 8,000

— 5@ ™o a0 oo
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Interpreting Financial Statements

e 1999 are shown below (dollars in thousands):
Critical Thinking

4-64 SILLA, Inc., is a producer and supplier of natural gas and petroleum-based prod-
ucts. Its condensed statements of operations for the first quarters of 1998 and

1998

$59,088
176

59,264

18,844
5,819
25,650

50,313

1999
Revenues:
Natural gas, oil, and other liquids $63,405
Other 1,065
64,470
Costs and expenses:
Operating, exploration, and taxes 19,099
General and administrative 5,780
Depreciation, etc. 29,450
54,329
Operating income $10,141

$ 8,951

Required

a. Based on this (partial) income statement, evaluate SILLA’s first quarter per-
formance for 1999. To accomplish this objective, conduct horizontal and ver-

tical analyses.

b. What other information would help you evaluate SILLA’s profitability?
c. Now consider the remainder of SILLA’s income statement as follows:

1999 1998

Operating income $ 1014 $ 8,951

Interest expense, net of interest income (32,259) (32,575)
Securities gains 5,509 3,280
Other (370) (1,851)
Net loss $(16,979) $(22,195)
Average total assets $542,500 $553,000
Average total stockholders’ equity 105,345 106,950
Interest expense, net of tax 42,400 43,200

Complete Silla’s income statement (see part a) and evaluate SILLA’s first-

quarter performance for 1999.

d. To better understand Silla’s performance, calculate the return on assets and

return on equity for both periods.

e. How has this new information changed the evaluation of SILLA’s perfor-
mance? What issues will most concern SILLA’s board of directors? Why? What

suggestions could be made to SILLA’s Board?

Interpreting Financial Statements

4-65 Microbyte Corporation’s consolidated statement of operations (dollars in thou-

B sands) follows. Note that Microbyte is a computer company, specializing in data

Critical Thinking storage devices.
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2000 1999

Sales $184,355 $92,642
Cost of goods sold 102,453 53,344
Gross profit 81,902 39,298
Operating expenses:

Selling, general, and administrative 20,188 12,272

Research and development 15,669 6,785
Total operating expenses 35,857 19,057
Income from operations 46,045 20,241
Other income 1,831 1,744
Income before income taxes and

extraordinary item 47,876 21,985
Income taxes (17,040) (8,056)
Income before extraordinary item 30,836 13,929
Extraordinary item — 1,049
Net income $30,836 $14,978

Required

a. Identify any unusual trends or categories of information. Identify any poten-
tial problems or questions based on this analysis. What other information
would be helpful? Why?

b. Conduct horizontal and vertical analyses for each year. Identify any potential
problems or issues based on this analysis.

c. Would you consider Microbyte as a very profitable company? Why or why
not?

d. Assume that Microbyte’s annual report contained the following footnote:

Because research is so important to the future of Microbyte, the corporation
has budgeted $23,000,000 for research and development for 2001. These
funds are presently committed to a new facility under construction and to 42
engineers and computer analysts who have been hired to begin work Janu-
ary 1, 2001.

On the basis of this footnote, estimate what would have happened to 2000
earnings if these charges had been incurred in 2000. Construct a simple bal-
ance sheet equation including these charges, as though they happened in
2000.

e. Assume that the annual report also contained the following footnote:

Because interest rates are expected to be low during 2001, Microbyte Cor-
poration has signed commitments and pledges to effectively refinance all its
short term and long-term liabilities. Accordingly, Microbyte expects to recog-
nize a $12 million gain (on debt refinancing) in 2001.

On the basis of this footnote, estimate what would have happened to 2000

earnings, assuming that this gain had been recognized in 2000. Construct a

simple balance sheet equation, as though the gain had been recognized in
Ethics 2000.

Interpreting Financial Statements
) 4-66 Pioneer Resource Inc’s 1999 income statement (dollars in millions) is summa-
rized on the next page. Pioneer Resource is involved in telecommunications.
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1999 1998
Revenues $13,932.3 $13,231.1
Costs and expenses
Network operations 3,787.1 3,642.3
Selling, general, and administrative 4,219.7 4,007.5
Taxes, other than income taxes 661.0 570.2
Interest expense 481.9 410.6
Depreciation expense 1,951.7 1,818.9
Other income, net (87.4) (55.4)
Subtotal 11,014.0 10,394.1
Income before income taxes 2,918.3 2,837.0
Income taxes 897.3 855.6
Net income $ 2,021.0 $ 1,981.4
Required

a.

b.

Conduct horizontal and vertical analyses of Pioneer Resource’s income state-
ment.

Were Pioneer Resource’s operating activities stable or unstable across these
two years? Why?

What types of costs were probably included in “Network operations”? In
“Selling, general, and administrative”? Why were the latter costs so much
larger than the former?

Why is “Other income, net” shown in parentheses? Are these items signifi-
cant? Would it change your opinion about Pioneer Resource’s operations if
these amounts had been included in “Revenues”? Why?

Your vertical analysis should have indicated that depreciation expenses are
more than 15% of revenues. In this case, depreciation is the third largest ex-
pense category. Would you consider that unusual for many companies? Why?
Why do you suppose that Pioneer Resource has such high depreciation ex-
penses?

Suppose that you were Pioneer Resource’s controller and suppose that the
board members had forecast and widely publicized their goal of increasing
net income by 5% in 1999. Your horizontal analysis should have indicated
that net income only increased by 2%, whereas revenues increased by almost
5% (actually 5.3%).What explanations might you offer as to why the 5% net
income goal was not achieved?

Suppose that Pioneer Resource’s chairman of the board and the CEO met
with you, the controller, prior to publishing this income statement. In this
meeting, they strongly encouraged you to make some accounting adjust-
ments in order to achieve the 5% goal. They suggested that interest expense
be recalculated at a lower rate of interest, which would cut the “Interest ex-
pense” by 50%. Interest rates in the external market were declining rapidly.
The chairman and CEO’s rationale was that Pioneer Resource was refinancing
its debts and would soon enjoy the lower interest rates. They also suggested
that some revenues from January 2000, which had already been realized,
should be transferred to the 1999 income statement. Their rationale was that
Pioneer Resource did the work to get the sales in 1999; therefore, the rev-
enues should be properly matched with other revenues and expenses in 1999
and should be shown on the 1999 income statement. Write a short paragraph
to the chairman and the CEO indicating your response to their suggestions.
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Research Project: Comparing Two Computer Companies
i&&:ﬁ 4-67 IBM is a well-known U.S. company specializing in computer hardware. Several
ﬁ . U.S. companies are comparable to IBM.
Integration RC(]UiI'Cd
of Concepts a. Using library resources (or the Internet), obtain income statements for IBM
and one other comparable company (Digital or Compaq) for similar fiscal pe-
riods.

b. Conduct horizontal and vertical analyses of IBM and your identified company.
Use the results of your analysis to identify any unusual trends or patterns in
the firms’ operating costs. Note that even if the report dates are not identical,
the relative cost comparisons may be instructive.

c. Write a short report examining the relative profitability of these two compa-
nies. Identify the major similarities and differences in the cost structures of
these two companies. For example, are the depreciation expenses relatively
high in each company? Are the operating costs in the same proportion to rev-
enues across the two companies? Is the growth rate in revenues and net in-
come the same? Why might such similarities or differences exist?

Interpreting Financial Statements

4-68 Sigma Designs is a high-tech software development company specializing in
imaging and multimedia computer applications. Sigma’s balance sheets are re-
produced below (dollars in thousands):

Assets 1993 1992
Cash and equivalents $ 5,086 $ 9,283
Marketable securities 14,326 19,537
Accounts receivable, net of allowances 6,471 2,987
Inventories 12,275 10,066
Prepaid expenses 435 753
Income taxes receivable 1,582 2,428

Total current assets 40,175 45,054
Equipment, net 1,626 1,607
Other assets 2,466 2,388

Total assets $44,267 $49,049

Liabilities and Shareholders’ Equity
Current liabilities

Accounts payable $ 4,933 $ 1,826
Accrued salary and benefits 809 594
Other accrued liabilities 737 1,119
Total current liabilities 6,479 3,539
Other long-term liabilities — 755
Total |ic1%i|iﬁes 6,479 4,294
Shareholders’ Equity
Common stock 19,287 19,088
Retained earnings 18,501 25,667

Total shareholders’ equity 37,788 44,755
Total liabilities and shareholders’ equity $44,267 §49,049
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Sigma’s 1991-1993 statements of operations are summarized below (dollars in

thousands):
1993 1992 1991
Net sales $27,058 $27,567 $35,968
Costs and expenses:

Cost of sales 23,045 20,255 23,438
Sales and marketing 7,476 7,261 6,840
Research and development 5,043 5,105 3,323
General and administrative 1,951 1,788 1,722
Total cost and expenses 37,515 34,409 35,323
Income (loss) from operations (10,457) (6,842) 645
Interest income, net 1,207 1,742 1,964
Other, net (67) (6) 59
Income (loss) before income taxes (9,317) (5,106) 2,688
Provision for income taxes 2,151 1,663 (880)
Net income (loss) $(7,166)  $(3,443) $ 1,788

Required

a. Before making any calculations, state in your own words what each item in
the income statement means. In particular, identify which items are positive
or negative and why.

b. Using information from both statements, evaluate Sigma’s profitability and
operating performance. To accomplish this objective, conduct the following
analyses:

1. Conduct horizontal and vertical analyses.

2. Calculate operating income ratios and net income ratios for each year.

3. Calculate Sigma’s return on assets ratio for 1992 and 1993. Assume that
the average total assets for 1992 was $51,000 and assume that the inter-
est expense included in the line item “Interest income, net” for 1993 and
1992 was $35 and $105. All numbers are in the thousands.

4. Calculate Sigma’s return on equity ratio for 1992 and 1993. Assume that
the average total equity for 1992 was $46,000. All numbers are in the
thousands.

c. Identify any unusual items and information that are typically found in an in-
come statement, but not included in Sigma’s. How would access to this in-
formation affect your analysis of Sigma’s performance?

d. How does the information shown in the categories of “Interest income, net”
and “Other, net” affect your conclusions about Sigma’s performance? What
other information might be helpful?

Interpreting Expense Reclassifications

4-69 Borden, Inc., in response to pressure from the Securities and Exchange Com-
mission, restated its 1993 and 1992 earnings. It restated the effects of a $642 mil-
lion restructuring charge taken in 1992, which contributed significantly to Bor-
den’s reported 1992 loss of $439.6 million. It reclassified $145.5 million of the
restructuring charge as operating expenses in 1992, and it reversed $119.3 mil-
lion, for a total restatement of $264.8 million. Therefore, the entire restatement
was more than 40% of the original restructuring charge, which is a very large
change. The original restructuring charge must have included some very ag-
gressive accounting procedures, which have now been largely restated.
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The after-tax effects of these restatements on Borden’s net income are:

1992 1993
Net loss, as originally reported $(439.¢) $(593.4)
1994 restatements, reported net of tax 75.2 (37.1)
Net loss, as adjusted $(364.4) $(630.7)

According to the Wall Street Journal (March 22, 1994, p. B8), Borden reported
that these restatements would have no further effect on 1994 earnings. Borden
further reported that the expenses included in the original 1992 charge of $642
million were “truly incremental and related to one-time advertising and promo-
tion programs not occurring in the normal course of business.”

Required

a. Write a short memo to a manager at Borden, Inc., justifying these restate-
ments.

b. Write a short memo to an investor, explaining why these restatements would
affect the investor’s decision to purchase (or sell) shares of Borden’s com-
mon stock.

c. Explain in your own words why you think Borden was so aggressive in tak-
ing the original $642 million restructuring charge. What will it accomplish by
restating its 1992 and 1993 net losses?

Conceptual Analysis: Revenue Recognition and Forecasting

Critical Thinking

4-70 The following scenario illustrates several issues concerning revenue recognition,

particularly impacting sustainable earnings or operating profits. You should also
consider the managerial implications associated with these issues.

A computer firm designs, builds, and sells a microcomputer, called a PEAR, for
$1,800. The design costs of the computer are well in excess of $30,000,000 and
only 10,000,000 computers are expected to be sold before they are obsolete. A
Korean company is currently selling identical computers for $1,500. A Japanese
company has just invested a new cursor device to replace the mouse (they call
it a RAT). This new RAT will only work with computers sold by the Japanese
company. The Japanese computers perform very similar functions to each of the
computers described earlier. It sells for $1,200. Discounters have been selling
the PEAR for $1,100 via telephone and catalog sales. The PEAR and the Korean
clone are essentially obsolete, but will still reach their original volume projec-
tions. The primary developer of the PEAR has just resigned and formed a new
company that is expected to design a competitive computer that will be supe-
rior to any of these other three models (PEAR, Korean clone, Japanese com-
puter).

Required
Indicate how the PEAR managers might view each of these issues in forecasting
their operating income for the next year.
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Interpreting Financial Statements: Effects of Asset Write-Downs
4-71 Byte City, Inc., is a leading independent provider of systems and network man-
agement software. Its income statements are abbreviated as follows:

2000 1999
Net revenues
Software products $64,282,171 $ 52,392,108
Product support and enhancements 32,545,876 27,419,766
Total net revenues 96,828,047 79,811,874
Operating expenses
Cost of goods sold 3,614,919 3,215,778
Sales and marketing 45,782,349 38,372,418
Research, development, and support 23,582,478 27,652,020
General and administrative 14,622,594 14,887,923
Write-down of marketing rights and
restructuring expenses 0 17,236,845
Total operating expenses 87,602,340 101,364,984
Income (loss) ﬁ’om operations $ 9,225,707 ($21,553,110)
Required

a. Conduct a horizontal and vertical analysis of Byte City’s income statement.
b. Identify any major unusual items in either year. How might these items affect

the future? How might they have been reflected in prior years? How might
they have been caused by events in prior years?

. Discuss why Byte City’s cost of goods sold is so low relative to other ex-

penses, and also with respect to revenues.

. Restate 1999’s income (loss) from operations by excluding the $17,236,845

write-down. What does this restated amount indicate about possible trends in
Byte City’s total operating expenses? How does this affect the trend in in-
come from operations?

. Based only on the information provided, would you predict that Byte City

would have a positive income from operations in 2001? Why? By extending
the trends in net revenues and in operating expenses to 2001, what amount
of income from operations would you predict?

Interpreting Financial Statements: Horizontal Analysis
4-72 Consider the following horizontal analysis of a firm’s income statement (assume
that 1998 is the base year used for comparison, when all items equal 100%):

2000 1999
Net revenues
Product sales 116.4% 118.2%
Product support and enhancement 124.2 177.9
Total net revenue 119.3 134.9
Operating expenses
Cost ofggoods sold 102.8 40.2
Sales and marketing 120.7 172.1
Research, development and support 91.1 181.8
General and administrative 97.9 161.3
Total operating expenses 103.5 132.2
Income (loss) ?rom operations 114.3 101.5
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Required

a. Evaluate the firm’s performance.

b. In which year was it more successful? Why?

c. In which year did it control costs most effectively? Why?

d. In which year did the market respond best to the firm’s products and ser-
vices? Why?

e. In which area of expenses should management concentrate the most atten-
tion? Why?

f. Did this firm have a positive or a negative income from operations in 1999?
Why? In 2000? Why?

Revenue Recognition

4-73 Contact local firms with which you are familiar, or review several annual reports
from firms in the same industry, and examine their revenue recognition princi-
ples and procedures. Review the notes to their financial statements to see how
they describe their principles. Write a short description and critique their rev-
enue recognition policies.

Ethics Timing and Revenue Recognition

o~ 4-74 You are the chief accountant for the Seal Company, which produces candy bars.
» You like your job very much, and one reason is that your best friend, Stacy Mon-

[ roe, is a salesperson for Seal.

Seal primarily markets its candy bars to grocery chains, which buy in large
quantities. As December 31 (Seal’s year-end) approaches, your friend Stacy wor-
ries that she will not achieve her sales quota. If the quota is not met, Stacy will
not receive the rather large bonus she had been counting on.

With just one week to go before year-end, Stacy receives a big order; in fact,
the order will enable her to meet her quota and receive her bonus. There’s just
one problem. Seal’s sales terms are that the customer takes title to the candy
when Seal transfers the candy to an independent trucker. At that point, Seal
records the revenue and Stacy gets credit for the sale. You assure Stacy that one
week is plenty of time to process the order. Stacy is so elated that she celebrates
by buying a $20,000 car.

On December 31, Stacy’s order is ready to be shipped and is awaiting the
trucker. Although this particular trucker is usually reliable, he phones to say that
a blizzard will prevent him from arriving until January 2.

Stacy is understandably upset. She purchased a new car based on your assur-
ance that she would receive her bonus, and it now appears that her bonus will
not materialize.

Required
Describe how the sale on December 31 should be recorded, thus enabling Stacy
to receive (or not receive) the bonus.

Internet Ratio Calculations

4-75 Locate the most recent set of financial statements for the regional telecommu-
nications companies listed below. You may use either the 10-K available at
EDGAR (www.sec.gov/edaux/searches.htm) or the annual report available at
the company page on the Web. The annual report is usually located in the In-
vestor Information section.
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Corporation Home Page Location

Ameritech www.ameritech.com

U S West www.uswest.com

Bell Atlantic www.bell-atl.com

Pacific Bell www.pacbell.com
Required

Calculate the following for each corporation (for each year shown in their fi-
nancial statements):

cost of goods sold percentage

gross profit percentage

operating income percentage

net income percentage

return on equity

return on assets

times interest earned

® o an T

Infernet Ratio Calculations and Interpretation

' 4-76 Locate the most recent 10K filing by Wal-Mart and Kmart in the EDGAR archives
(www.sec.gov/edaux/searches.htm). Scroll down to the Summary of Finan-
cial Information (in the financial report section).

Required
a. Calculate the following ratios or amounts for each of the most recent three
years:
1. percentage change in net sales for each year
2. percentage change in net income for each year
3. net income percentage
4. return on equity (use the beginning of the year balance for the denomi-
nator)
5. return on assets (use the beginning of the year balance for the denomi-
nator)
6. times interest earned
b. Based on the above calculations, which company in your opinion has been
more successful during the last five years?

Infernet Ratio Calculations and Strategic Marketing Data
& 4-77 Locate the most recent 10-K filing by Toys ‘R’ Us and Gillette in the EDGAR
archives (www.sec.gov/edaux/searches.htm).

Required

a. What is each company’s major product line? (This information should be
near the beginning of the 10-K.) For each company, do you expect sales to be
fairly constant throughout the year or to exhibit seasonal cycles? Why?

b. Find (by scrolling through) the “annual calculations data” that both compa-
nies included at the end of their Notes to Financial Statements. Based on
these data, calculate:

1. percentage change in net sales, cost of goods sold, gross profit, and net
income for each quarter

2. the gross profit percentage for each quarter

3. the net income percentage for each quarter

c. Does your response in part a match the sales pattern you observed in part b?
If not, why not?
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LEARNING OBJECTIVES

—
.

Identify the basic elements of the balance sheet.

2. Recognize the types of assets, liabilities, and owners’ equity that are found on the
balance sheets of most business firms.

Comprehend the ordering and classification of items on the balance sheet.
Appreciate why balance sheets differ for firms in different industries.

Use balance sheet relationships to obtain information useful to investors and
lenders.

6. Be dlert to the limitations as well as the usefulness of balance sheet information.

Ll i o

INTRODUCTION

This chapter focuses solely on the balance sheet, which is often called the statement
of financial position. Beginning with formal definitions of the basic elements of the
balance sheet, the discussion describes the types of assets, liabilities, and owners’ eq-
uity that are found on the balance sheets of most business firms. A variety of balance
sheet ratios are presented to show how managers and investors use balance sheet in-
formation in making decisions.

ELEMENTS OF THE BALANCE SHEET

The previous two chapters introduced you to the three basic financial statements.
They showed how transactions and other events affecting business firms cause
changes in the elements reported in the financial statements. This chapter focuses
solely on the balance sheet, which is often called the statement of financial posi-
tion. At any given date, the balance sheet shows the sources from which the firm has
obtained its resources and the ways in which those resources are currently employed.
Recall the basic accounting equation:

ASSETS = LIABILITIES + OWNERS’ EQUITY
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Another way to state this relationship is

Uses OF resources = Sources OF resources

In other words, liabilities and owners’ equity are the sources from which the firm has
obtained its funds, and the listing of assets shows the way in which the firm’s man-
agers have put those funds to work. This relationship is illustrated as follows, based on
the balance sheet for Sample Company at the end of 2000, which is presented in
Exhibit 3-1.

Uses of resources
Assets
$2,057,000
$2,057,000

Sources of resources
Liabilities + Owners’ Equity
$1,199,000 + $858,000
$2,057,000

Viewed in this manner, there is no mystery to the fact that both sides of the bal-
ance sheet have the same total; they are merely two sides of a single coin, or two ways
of describing the total wealth of the firm. The firm’s wealth can be viewed in terms of
sources of financing (from creditors and owners) and in terms of uses of resources
(owning or controlling assets).

Another useful way to view the balance sheet is as the cumulative result of the
firm’s past activities. Liabilities represent the total amount the firm has borrowed dur-
ing its existence, minus the amounts that have been repaid to date. The owners’ equity

EXHIBIT 3-1 A Balance Sheet

Sample Company Balance Sheet
at December 31, 2000

Assets Liabilities and Owners’ Equity

Current assets Current liabilities

Cash $110,000 Accounts payable $260,000
Accounts receivable 466,000 Notes payable 225,000
Inventories 812,000 Warranty obligations 112,000
Prepaid expenses 32,000 Accrued expenses 75,000
Total current assets $1,420,000 Taxes payable 27,000
Noncurrent assets Total current liabilities $ 699,000
Land $ 85,000 Noncurrent liabilities
Buildings and equipment Bonds payable $350,000
(net of accumulated Mortgage payable 150,000
depreciation of Total noncurrent
$313,000) 552,000 liabilities 500,000
Total liabilities $1,199,000
Total noncurrent assets 637,000 Shareholders’ equity
Paid-in copitoci $600,000
Retained earnings 258,000
Total shareholders’ equity 858,000
Total assets $2,057,000 Total liabilities and
- shareholders’ equity $2,057,000
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items show the total amount invested by owners, plus the total profits earned by the
firm during previous periods, minus any amounts that have been distributed to own-
ers. Similarly, the assets of the firm represent the total resources obtained by the firm
from lenders and owners, minus those that have been consumed in the firm’s opera-
tions, repaid to lenders, or distributed to owners.

Definitions of Assets, Liabilities, and Owners’ Equity
The Financial Accounting Standards Board (FASB) has identified the essential charac-
teristics of assets, liabilities, and owners’ equity. The FASB definitions, which were in-
troduced in Chapter 2, “The Basic Concepts of Financial Accounting,” and are summa-
rized in Exhibit 3-2, provide a frame of reference that helps accountants identify the
items to be included in the balance sheet. They will be referred to frequently during
the remaining discussions in this chapter. For now, note that according to the FASB’s
definitions, assets represent future benefits, liabilities represent future sacrifices, and
owners’ equity is the residual amount, or difference, between assets and liabilities.
The following pages introduce you to the types of individual assets, liabilities, and
owners’ equity to be found on the balance sheets of most business firms. In studying
these individual balance sheet items, keep in mind the FASB’s definitions shown in
Exhibit 3-2.

Assets

As noted in Exhibit 3-2, assets represent “probable future economic benefits obtained
or controlled by a particular entity as a result of past transactions or events.” Future
economic benefits come in many forms. For example, cash is an asset because it rep-
resents purchasing power; the firm can use cash to acquire goods and services, to re-
pay debts, or to make distributions to owners. Inventories are assets because they are
merchandise intended for sale to customers for cash and other assets. The firm’s build-
ings and equipment are assets because they enable the firm to perform its operations
and to earn profits in the future.

Assets typically represent tangible economic resources, such as cash, buildings,
and trucks. On the other hand, some economic resources are intangible, such as
patent rights and copyrights to a text or musical score. Assets may also be represented
by promises of future payments from customers who bought goods or services on
credit. Assets can be created by contract or acquisition of property rights, and yet they
may not be visible to the human eye. All assets, however, have a common character-
istic in that they represent probable future economic benefits to the firm.

EXHIBIT 3-2  FASB Definitions of Assets, Liabilities, and Owners’ Equity

Assets are probable future economic benefits obtained or controlled by a particular entity
as a result of past transactions or events.

Liabilities are probable future sacrifices of economic benefits arising from present oblig-
ations of a particular entity to transfer assets or provide services to other entities in the fu-
ture as a result of past transactions or events.

Equity is the residual interest in the assets of an entity that remains after deducting lia-
bilities. In a business enterprise, the equity is the ownership interest.

SOURCE: Statement of Financial Accounting Concepts No. 6, “Elements of Financial Statements” (Stam-
ford, CT: FASB, 1980).
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Asset Classifications  Assets are classified into two overall categories: current as-
sets and noncurrent assets. This distinction is based on the length of time before the
asset is expected to be consumed or converted to cash. Current assets include cash
and other assets that will typically become cash or be consumed in one year or one
operating cycle, whichever is longer. Current assets are used quickly and repeatedly
during a firm’s normal operations. This notion of using assets on a cyclical basis cor-
responds to a concept called turnover. Current assets turn over quickly, anywhere
from daily to annually, and are usually generated in the normal course of business op-
erations. The notion of turnover is used to differentiate current assets from other as-
set categories that are used (turn over) much more slowly over a number of years.

To illustrate, Sample Company’s balance sheet in Exhibit 3-1 shows that the firm’s
total assets of $2,057,000 are comprised of $1,420,000 in current assets and $637,000
in noncurrent assets. The balance sheet equation is easily expanded to show this ad-
ditional detail:

ASSETS
Current Noncurrent
$1,420,000 + $637,000 $1,199,000 + $858,000
$2,057,000 = $2,057,000

LIABILITIES + OWNERS’ EQUITY

This classification of assets is useful to the analyst concerned with the liquidity of
the firm. Liquidity reflects the ability of the firm to generate sufficient cash to meet
its operating cash needs and to pay its obligations as they become due. This focus on
liquidity will become clear as we discuss the ordering and valuation of individual cur-
rent assets in the next section.

Current Assets Current assets are listed in the order in which they are expected
to be consumed or converted to cash. For example, Sample Company’s current assets
are listed (in Exhibit 3-1) in the following typical order of maturity or collectibility:

e cash and cash equivalents,
e accounts receivable,

e inventories, and

e prepaid expenses.

Cash and cash equivalents include currency, bank deposits, and various mar-
ketable securities that can be turned into cash on short notice merely by contacting a
bank or broker. These amounts are presently available to meet the firm’s cash payment
requirements. Note that only securities that are purchased within 90 days of their ma-
turity dates, or are scheduled to be converted to cash within the next 90 days, may be
classified as cash equivalents.

Accounts receivable represent credit sales that have not been collected yet.
They are converted into cash as soon as the customers or clients pay their bills (their
accounts). Accounts receivable should turn over, or be collected, within the firm’s
normal collection period, which is usually 30 or 60 days. A slower accounts receivable
turnover embodies more risk to the organization because the probability of nonpay-
ment usually increases as turnover decreases. Overdue accounts may imply that the
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customer is either unable to pay or is unwilling to pay because of disagreement over
the amounts billed. Both cases imply that the amount of cash that will ultimately be
collected is less than the amount originally billed to the customer.

Managers are interested less in the total amount of accounts receivable than in the
estimated cash to be generated from collections of the accounts. For this reason, ac-
counts receivable are listed on the balance sheet at the amounts estimated to be ac-
tually collectible. This amount is termed the net realizable value of the receivables.
For example, if management estimates that some portion of the amounts billed to cus-
tomers will ultimately be uncollectible, then the estimated uncollectible portion will
be deducted in valuing the accounts receivable on the balance sheet. The uncol-
lectible portion of the receivables is termed an allowance account and is discussed in
Chapter 6, “Current Assets.”

Inventory represents items that have been purchased or manufactured for sale to
customers. That is, inventory can either be created through the manufacturing and as-
sembly efforts of the organization or be acquired from others and held for resale. In-
ventory is the “stuff of commerce” dating back to merchants on camels and pirates
raiding the high seas looking for bounty. Inventory can be as prosaic as black tea or
salt, or it can be as glamorous as gold bullion or silver coins. Today, inventory is often
“high tech,” such as silicon wafers, memory chips, or disk drives. Should the company
discover that some of its inventory is unsalable, or marketable only at a greatly re-
duced price, the reported value of the inventory should be reduced accordingly.

Prepaid expenses, the final category of current assets shown in Exhibit 3-1, rep-
resents unexpired assets such as insurance premiums.Insurance policies, for example,
are frequently paid ahead on an annual basis. The unexpired portion, the portion of
the policy paid for but not yet used, is shown as part of prepaid expenses, which are
interpreted as current assets. Prepaids are usually minor elements of the balance
sheet, and, in the usual course of events, prepaids will not be converted or turned into
cash. Instead, the rights to future benefits will be used up in future periods.

The Operating Cycle and Liquidity Manufacturing and merchandising firms’
operating cycles include turning inventory into cash. Using three of the current as-
sets discussed earlier, the operating cycle evolves from the purchase of inventory, to
the exchange of inventory for a promised payment by a customer (an account re-
ceivable), and finally to the conversion of the receivable into cash. Operating cycles
may vary in length from just a few days (in the case of food retailers) to months (con-
sumer appliance sellers) or even years (defense contractors). Exhibit 3-3 illustrates the
operating cycle.

The more quickly this cycle is completed, the more quickly the inventory is
turned into cash, and liquidity is higher. When the operating cycle becomes longer,
the firm’s liquidity usually is lower. Should the operating cycle become too long, the
firm will be forced to incur debt in order to pay its suppliers of inventory. To some ex-
tent, the length of the operating cycle is outside management’s control. The length of
time permitted customers to pay their accounts, for example, may be governed by in-
dustry practice. To attract and retain customers, the firm may need to offer credit
terms as liberal as those offered by its competitors. Likewise, the amount of inventory
that the firm keeps on hand may be related to the length of its “production pipeline.”
Some products require a lengthy production process that entails a substantial invest-
ment in inventory at various stages of completion.

On the other hand, the turnover of accounts receivable and inventory may be in-
fluenced by management. For instance, managers may have considerable leeway in of-
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EXHIBIT 3-3  The Operating Cycle
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fering credit terms to customers or in deciding how much inventory to keep on hand.
The analyst, in attempting to assess the firm’s liquidity, needs to understand these un-
derlying factors that cause differences in the amounts of accounts receivable and in-
ventories across firms and industries. Reality Check 3-1 illustrates how the composi-
tion of current assets differs for two firms engaged in different industries.

Noncurrent Assets Noncurrent assets are long-term assets that are used in the
conduct of the business. Whereas current assets are liquid and turn over in relatively
short time periods, noncurrent assets usually turn over very slowly, on the order of
once in several years. In other words, while the operating cycle for current assets is
usually less than a year, the replacement cycle for noncurrent assets is longer than a
year. In a high-tech organization, however, some noncurrent assets may be replaced
more frequently.

All noncurrent assets are recorded on the balance sheet at their historical acqui-
sition costs. The disadvantage of this is that as time passes the historical costs of many
noncurrent assets become out of date relative to their current market values. Conse-
quently, they indicate little about the market value of the organization and about the
future resources necessary to replace the assets. However, the historical costs listed
on the balance sheet do represent the costs of these assets that will eventually be con-
sumed by future operations.

Property, Plant, and Equipment. For most firms, noncurrent assets consist mainly
of property, plant, and equipment. These assets are widely referred to as fixed as-
sets. Property usually represents the land on which the firm’s offices, factories, and
other facilities are located. In most cases, property is a relatively minor portion of the
total noncurrent assets, yet in some cases, such as firms engaged in mining, logging,
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REALITY CHECK 3-1

Required

Solution

ceivable.

ances.

information provided.

The following schedule summarizes the current assets from the end of 1996 balance sheets for Kmart, a national re-
tailer of consumer products, and HBO, a producer and distributor of cable television programming:

(Dollars in millions)
Current assets
Cash and equivalents $ 406 $160

Investment securities 23
Accounts receivable, net of allowance — 291
Prepaids and other 973 39
Inventories 6,354 7
Total current assets 7,733 520
Noncurrent, total 6,553 328
Total assets $14,286 $848

a. Identify the major differences between these two firms in the composition of current assets. Try to explain these dif-
ferences in terms of the types of goods and services that each company produces.
b. Based solely on the information provided here, which company appears to be more liquid?

a. The maijor differences in the composition of current assets are the amounts invested in inventories and accounts re-

* Inventories: Kmart is a retailer of consumer products and maintains inventories of merchandise in regional ware-
houses and retail stores. HBO is a service firm and, hence, does not require inventories.

e Accounts receivable: HBO invests about 34.3% of its total assets in customer accounts receivable ($291/$848 =
34.3%), and Kmart has no significant accounts receivable. Providers of subscription cable services such as HBO
sell primarily on credit and have relatively large accounts receivable balances, while retailing firms such as Kmart
derive much of their revenues from cash and credit card sales and require smaller (if any) accounts receivable bal-

b. Kmart's current assets include a substantial proportion in inventories, while HBO's current assets consist primarily of
cash and accounts receivable. As a result, most analysts would consider HBO to be more liquid, based solely on the

Kmart HBO

or oil and gas exploration, property constitutes a major operating asset. Property is
also valued on the balance sheet at its historical acquisition cost, and because prop-
erty is usually one of the oldest assets held by an organization, its recorded historical
cost is often the most out of date in terms of current market values.

Buildings and equipment represent the largest category of noncurrent assets, as
shown in Exhibit 3-1. Buildings or plant may be office, retail, or factory buildings;
warehouses or supply depots; or hospitals or health clinics. Equipment includes of-
fice desks and chairs, tools, drill presses, robots, computers, x-ray and other scanners,
podiums, and so on. In other words, buildings and equipment are the primary pro-
ductive assets of many organizations. Whether widgets or rings are produced, whether
knowledge or health is improved, buildings and equipment are necessary to produce
most goods and services.
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Because buildings and equipment are long-lived assets, it would not make sense to
treat their entire cost as expenses in the year they are acquired. On the other hand, be-
cause buildings and equipment gradually lose their economic value over time, it does
not make sense to wait until the end of their service lives to recognize their declining
usefulness to the firm. As a consequence, accountants gradually and systematically re-
duce the reported values of buildings and equipment on successive balance sheets in or-
der to allocate expenses to individual years of asset use. The reduction in the reported
value of buildings and equipment during a period is called depreciation expense.

On the balance sheet, the total amount of depreciation expense recognized to
that date is called accumulated depreciation. It is subtracted from the initial cost of
the asset. The resulting carrying value is referred to as the net book value of the as-
set. In Exhibit 3-1, the net book value of $552,000 for buildings and equipment is cal-
culated by subtracting the $313,000 of accumulated depreciation from the original
cost of $865,000:

Buildings and equipment $865,000
Less: Accumulated depreciation — 313,000
Net book value $552,000

In other words, of the original cost of $865,000, a total of $313,000 has been ex-
pensed, or written off, in previous periods. The net book value of these assets is un-
likely to reflect their current resale value because of changes in technology, price in-
flation, and many other factors. Accumulated depreciation is not an attempt to adjust
carrying values to current resale values. It also does not represent any cash or other
investments that the company has set aside for replacing the buildings and equipment.
Rather, depreciating an asset is an attempt to apportion or allocate its original cost as
an expense to the periods that benefit from the asset’s use.

The net book value of buildings and equipment can be used to estimate the re-
maining productive capacity of the organization. For example, Sample Company’s
buildings and equipment are about 36% depreciated ($313,000 accumulated depreci-
ation divided by $865,000 initial cost). If Sample Company does not purchase addi-
tional buildings and equipment, then each successive balance sheet will show a lower
net book value for these assets. Such a declining net book value will signal to analysts
that Sample Company is not replenishing its productive capacity on a regular basis.

As a practical matter, most firms regularly invest in new plant and equipment and,
as a result, the net book value of these assets usually increases over time. The per-
centage relationships between the initial cost and the accumulated depreciation of
these assets may give analysts a rough gauge of the overall age of the firm’s productive
capacity. However, the analyst must usually refer to other disclosures in the financial
statements to evaluate the firm’s productive capacity.

Other Noncurrent Assets. In addition to property, plant, and equipment, many
firms possess other noncurrent assets such as intangibles. Intangibles are noncurrent
assets that lack physical substance and yet are important resources in the regular op-
erations of a business. Intangibles often consist of legal rights, such as patents or copy-
rights. Such legal rights are vital to the operations of many firms and, in some cases,
may be the most valuable resources owned by the organization.
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Consider, for example, the importance of copyrights to computer software de-
velopers or book publishers. The value of such firms depends almost entirely on the
value of the copyrights that protect their legal rights to the products they have de-
veloped. Accounting for intangible assets is similar to that of buildings and equipment
because the initial costs are systematically recognized as expenses over the years that
benefit from the use of the assets. Intangible assets are valued on the balance sheet at
their historical costs, minus any amounts subsequently recognized as expenses. The
term amortization is used in place of depreciation when referring to the consump-
tion of intangible assets.

Another important type of intangible asset is goodwill. Goodwill is a general
label used by accountants to denote the economic value of an acquired firm in ex-
cess of the value of its identifiable net assets (assets minus liabilities). Goodwill re-
flects the adage that “the value of the whole differs from the sum of its parts.” This
economic value is largely due to factors such as customer loyalty, employee com-
petence and morale, management expertise, and so on. In other words, the value of
a successful business firm is usually much greater than the total values of its indi-
vidual assets.

The balance sheet recognition of goodwill depends on whether the firm’s good-
will is internally generated or externally acquired. Internally generated goodwill
evolves gradually as the firm develops a good reputation and customer base. It also
evolves as the firm cultivates successful relationships with its suppliers, trains and re-
tains a skilled labor force, and conducts other value-enhancing activities. The costs in-
curred in generating this goodwill are generally not recorded as assets by the firm and
instead are recognized as expenses when incurred. The argument used to support the
immediate expensing of these costs is the uncertainty and subjectivity involved in
identifying future benefits. Externally acquired goodwill, on the other hand, usu-
ally arises when one business firm acquires another. In this case, the amount that the
purchaser is paying for the goodwill of the seller can be more objectively determined
by appraisers. Externally acquired goodwill is discussed more extensively in Chapter
13, “Reporting Issues for Affiliated and International Companies,” which deals with var-
ious business combinations.

The composition of noncurrent assets, and the relative amounts of current to non-
current assets, varies across industries. Reality Check 3-2 shows how noncurrent as-
sets differ between two firms in different industries.

Assets: Summary and Evaluation Before leaving the asset side of the balance
sheet, it is helpful to summarize the conventions used by accountants to define and
value the firm’s assets. We also identify here some of the limitations faced by analysts
who must use asset values shown in the balance sheet to evaluate the firm’s liquidity
and productive capacity.

As we have seen, accountants classify assets into two broad groups: current and
noncurrent. In reporting current assets, the focus is on liquidity. For this reason, cur-
rent assets are generally valued at the lower of their acquisition costs or present resale
values. An exception to this rule is made for investments in the securities of other
firms, as we discuss in Chapter 6. These practices are useful to the analyst concerned
with the ability of the firm to meet its short-term cash needs.

Noncurrent assets, on the other hand, are generally valued at their acquisition
costs minus amounts that have been recognized as expenses in previous periods.
These previously recognized expenses will have been shown as depreciation of
buildings and equipment or as amortization of intangibles such as patents or good-

123



124 The Balance Sheet

REALITY CHECK 3-2

The following schedule summarizes the noncurrent assets reported in the end-of-1997 balance sheets of Hewlett-

Packard, a company that designs, manufactures, and services electronic data and communications systems, and Bethle-
hem Steel, a major steel fabricator.

Hewlett- Bethlehem
Packard Steel
(Dollars in millions)
Current assets (total) $20,947 $1,464
Noncurrent assets
Property, plant, and equipment (at cost) 11,776 6,454
Less: Accumulated depreciation (5,464) (4,096)
Net 6,312 2,358
Long-term receivables and other 4,490 981
Total noncurrent assets 10,802 3,339
Total assets $31,749 4,803
Required

a. Identify the mocjor differences between these two firms in the composition of noncurrent assets. Try to explain these dif-
ferences based on the types of products that each company produces.
b. Based solely on the information provided here, which company appears to have the older assets?

Solution

a. Bethlehem Steel invests 69.5% of its resources in noncurrent assets ($3,339/$4,803 = 69.5%), and the correspond-
ing amount for Hewlett-Packard is just 34.0% ($10,802/$31,749 = 34.0%). Bethlehem Steel is a highly capital-in-
tensive firm because the technology of steel production requires large investments in plant and equipment. Steel firms
also usudlly invest in properties containing natural resources (such as coal or iron ore) used in steel fabrication. In
comparison, Hewlett-Packard is moderate?y capital intensive because of the property, plant, and equipment required
by its product development and manufacturing activities.

b. Beth|eﬁem Steel appears to have the older assets, which are about 63.5% depreciated ($4,096/$6,454 = 63.5%),
while HewleH-PacEard's are about 46.4% depreciated ($5,464/$11,776 = 46.4%). These percentages are only ap-
proximations, however, because these amounts include property (land) that is not being depreciated.

will. In reporting noncurrent assets, the focus is on the operating capacity of the
firm; that is, the firm must focus on the structure of its long-lived assets, both tan-
gible and intangible, which are necessary in order for the firm to produce goods or
services. The carrying values of these noncurrent assets represent the portion of
their original acquisition costs that will be recognized as expenses in future periods.
The carrying values of noncurrent assets rarely reflect their market values because
inflation has usually caused asset replacement costs to increase beyond their re-
ported values.

The experienced financial statement analyst is alert to two central issues in ex-
amining a firm’s asset structure as reported on the balance sheet:

1. Different valuation methods are used for various types of assets (cost, market val-
ues, lower of cost or market value).
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2. Many assets that are critical to the firm’s successful operations are not shown on
the balance sheet.

With respect to these “missing” assets, chief executive officers (CEOs) are fond of
proclaiming:

e “Our employees are our most important resource.”
e “Research today provides profits tomorrow.”
e “Our reputation for quality ensures our success.”

Regardless of these lofty statements, resources such as employee morale, productivity,
research and development expertise, and a loyal and satisfied network of customers
and suppliers are absent from the balance sheet. Accountants justify these omissions
either because these valuable resources do not meet the conditions stated in the
FASB’s definition of assets (refer to Exhibit 3-2) or because there is no reliable method
for measuring or valuing such resources.

Liabilities

As noted in Exhibit 3-2, liabilities represent “probable future sacrifices of economic
benefits” that are the result of past transactions or events. Many times they entail cash
payments to other entities, such as repayment to lenders of amounts that have been
previously borrowed. The concept of a liability is somewhat broader than this. Liabil-
ities include any probable obligation that the firm has incurred as a consequence of its
past activities. For example, many firms warranty their products and consequently are
obliged to perform repairs or pay refunds when defects are later uncovered, so, as you
can see, not all liabilities require that the firm repay specific dollar amounts on speci-
fied dates. Moreover, some liabilities require estimation and judgment in order to de-
termine their amounts. All liabilities, however, have a common characteristic: They
represent probable future economic sacrifices by the firm.

Liability Classifications  Just as with assets, liabilities are classified into two over-
all categories: current liabilities and noncurrent liabilities. The distinction is based on
the length of time before the liability is expected to be repaid or otherwise satisfied
by the firm and on whether payment will require the use of assets that are classified
as current. Current liabilities are short-term obligations that are expected to utilize
cash or other current assets within a year or an operating cycle, whichever is longer.
Noncurrent liabilities represent obligations that generally require payment over pe-
riods longer than a year.

To illustrate, Sample Company’s balance sheet in Exhibit 3-1 shows that the firm’s
total liabilities of $1,199,000 are comprised of $699,000 in current liabilities and
$500,000 in noncurrent liabilities. The following balance sheet equation shows this
additional detail:

ASSETS = LIABILITIES +  OWNERS EQUITY
Current Noncurrent Current Noncurrent
$1,420,000 + $637,000 = $699,000 + $500,000 +  $858,000

$2,057,000 = $2,057,000
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Current Liabilities = The current liabilities of Sample Company, shown in Exhibit
3-1, consist of accounts payable, notes payable, warranty obligations, accrued ex-
penses, and taxes payable. These liabilities represent various claims against the firm’s
economic resources.

Accounts payable usually represents debts that the firm incurs in purchasing in-
ventories and supplies for manufacturing or resale purposes. Accounts payable also in-
cludes amounts that the firm owes for other services used in its operations, such as
rentals, insurance, utilities, and so on. Accounts payable are often called trade debt be-
cause they represent debt that occurs in the normal course of any trade or business.

Notes payable, the next current liability shown in Exhibit 3-1, are more formal
current liabilities than the accounts payable. A note may be signed on the borrowing
of cash from a local bank. The note represents a legal document that a court can force
the firm to satisfy.

Warranty obligations represent the firm’s estimated future costs to fulfill its
obligations for repair or refund guarantees. These obligations refer to any products
sold or services provided prior to the balance sheet date. Unlike accounts and notes
payable, the exact amount of the firm’s obligations for warranties cannot be deter-
mined by referring to purchase documents, formal contracts, or similar evidence. In-
stead, the amount reported for the warranty obligation is based on management’s
judgment about future claims for repairs and refunds that may arise from past sales.
The amount reported is an estimate, based in part on the past experience of the firm
and its competitors. Recall that the FASB defines liabilities in terms of “probable future
economic sacrifices” (refer to Exhibit 3-2). If Sample Company’s products have re-
quired warranty repairs in the past, then it is probable that items sold recently will
also require warranty repairs in the future. Because the sales have already occurred,
the obligation exists at the balance sheet date, and these estimated amounts must be
reported as liabilities.

The next item listed among Sample Company’s current liabilities is accrued ex-
penses, which represent liabilities for services already consumed but not yet paid for
or included elsewhere in liabilities. These accrued liabilities usually constitute only a
minor part of current liabilities.

Taxes payable comprise the final account listed among the current liabilities of
Sample Company. Taxes payable represents unpaid taxes that are owed to the gov-
ernment and will be paid within a year. Taxes payable may include employee with-
holding taxes, unemployment taxes, employer income taxes, or any number of other
taxes that are incurred in the normal course of operations. Taxes payable are typically
a relatively minor portion of current liabilities because governmental units require that
taxes be paid on a timely basis.

The current liabilities of Sample Company are a representative sample of many
short-term liabilities. Businesses engage in many credit-based transactions; most sales
to businesses involve accounts receivable, and most purchases by businesses corre-
spondingly involve accounts payable. As a result, the largest of the current liabilities
usually consists of trade accounts payable. The other liability items, although less sig-
nificant in dollar amount, also represent common business transactions and circum-
stances.

Noncurrent Liabilities Noncurrent liabilities generally have longer maturities
than the current liabilities discussed in the preceding section. Their maturity date is
more than one year. Most noncurrent liabilities represent contracts to repay debts at
specified future dates. In addition, these borrowing agreements often place some
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restrictions on the activities of the firm until the debt is fully repaid. In Chapter 9,
“Noncurrent Liabilities,” we discuss a variety of different borrowing arrangements that
are widely used.

Exhibit 3-1 shows that Sample Company has two types of noncurrent liabilities:
bonds payable and mortgage payable. These liabilities are similar because they require
Sample Company to make future payments of interest and principal. Yet they differ in
terms of the collateral that Sample Company used to obtain the loan.

Bonds payable are a major source of funds for larger business firms. They rep-
resent liabilities that the firm incurs by selling a contract called a bond. A bond con-
tains the firm’s promise to pay interest periodically (usually every six months) and to
repay the money originally borrowed (principal) when the bond matures. The
amount of money that the firm receives from investors for its bonds depends on in-
vestors’ views about the riskiness of the firm and the prevailing rate of interest. In-
vestors rely on the ability of the firm to generate sufficient cash flows from its opera-
tions to meet the payments as they become due.

Mortgage payable is similar to bonds payable because firms must also make
principal and interest payments as they are due. Unlike most bonds, a mortgage rep-
resents a pledge of certain assets that will revert to the lender if the debt is not paid.
The simplest example of a mortgage is that of a bank holding title to your house until
your loan is fully paid. If the loan is not paid, the bank can sell the house and use the
proceeds to pay off the debt. Mortgages on factories and hospitals are very similar. The
problem in such cases is that there are often very few buyers of specialized assets such
as factory buildings and equipment. In such cases, possible mortgage default repre-
sents more risk and higher costs to lenders. It also indicates that most lenders will co-
operate with borrowers to find alternative solutions to avoid defaults. From an ana-
Iytical perspective, the analyst or manager must make sure that mortgage terms are
being satisfied and that payments have been promptly remitted. For both bonds and
mortgages, analysts will try to discern whether cash flows from operations are suffi-
cient to pay the interest and principal.

Liabilities: Summary and Evaluation  Before leaving the liabilities or “borrowed
resources” part of the balance sheet, it is useful to summarize various liabilities and to
point out some limitations faced by analysts in assessing the firm’s liabilities.

Liabilities are classified as either current or noncurrent, based on their maturity
dates. The current liabilities of the firm are closely related to its operations. As exam-
ples, trade accounts payable arise as a direct consequence of purchasing inventory; ac-
crued expenses and taxes payable result from the firm’s operating and tax expenses;
and product warranty obligations occur because the firm has sold products covered
by warranties. For this reason, analysts often refer to these types of obligations as
spontaneous or operating liabilities.

In contrast, noncurrent liabilities consist mainly of long-term borrowing con-
tracts that managers have negotiated with investors, banks, and other parties. This
type of borrowing reflects a deliberate decision by managers to obtain funds from
lenders, rather than to obtain additional investments from owners. The decision
about how much of the firm'’s resources should be provided by long-term borrow-
ing and how much should be invested by owners is a fundamental issue faced by
all firms.

Financial statement users are concerned with the firm’s ability to pay both its
short-term and long-term obligations as they mature. Later in this chapter, we discuss
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some ratios that are useful for making these assessments. The analyst is aware of two
important features of liability reporting. First, not all liabilities result from promises by
the firm to repay specific amounts at determinable future dates. Instead, many liabili-
ties require estimates of future events, such as the warranty obligations reported in
Sample Company'’s balance sheet. Many other obligations reported by business firms
entail similar liability estimates, as we discuss later in Chapter 8, “Accounts Payable,
Commitments, Contingencies, and Risks,” and Chapter 9.

Second, the analyst is aware that some potential obligations of business firms ei-
ther are not reported on the balance sheet or are reported at amounts that do not ad-
equately reflect their potential future claims against the assets of the firm. Consider,
for example, lawsuits against the firm. At present, tobacco firms are disputing a
lengthy list of ailments allegedly associated with cigarette smoking. Similarly, large
chemical and nuclear industry firms are being sued over toxic wastes. In these cases,
the potential damages awarded to plaintiffs could result in awards of billions of dol-
lars. Although these potentially ruinous lawsuits are based on business activities prior
to the current balance sheet date, none of these firms reports significant contingent
liabilities because the loss cannot be reliably estimated at this time. Contingent liabil-
ities are discussed further in Chapter 8.

Owners’ Equity

This final element of the balance sheet represents the equity of the firm’s owners. As
shown in Exhibit 3-2, the FASB defines owners’ equity simply as the “residual inter-
est in the assets of an entity that remains after deducting liabilities.” This definition
makes it clear that the balance sheet’s valuation of owners’ equity is determined by its
valuations of assets and liabilities. This view of owners’ equity as a residual amount
is apparent when we rearrange the balance sheet equation in the following way:

OWNERS' EQUITY = ASSETS — LIABILITIES

Sample Company’s balance sheet in Exhibit 3-1 shows a firm that has been organized
as a corporation, which is an entity that is owned by a group of shareholders. Al-
though a corporation’s owners’ equity may be called shareholders’ equity, in Sample
Company, it comprises both paid-in capital, which represents direct investments by
the owners of the firm, and retained earnings, which represents the earnings of the
firm that have been reinvested in the business. Sample Company’s balance sheet in Ex-
hibit 3-1 shows that owners have paid $600,000 for shares of stock of the company.
Sample Company has received this invested capital (probably in cash from investors)
in exchange for its shares of stock. In addition, the firm has been profitable in the past,
and Sample Company has reinvested $258,000 of those profits in the business. This
$258,000 represents Sample’s retained earnings.

If in the next year, Sample Company reports profits of $200,000 and pays divi-
dends to shareholders of $75,000, then retained earnings will increase by $125,000
($200,000 — $75,000). Bear in mind, however, that retained earnings do not rep-
resent cash available for the payment of dividends. Rather, retained earnings reflect
the amount of resources that a firm has obtained as a result of operations. The firm



REALITY CHECK 3-3

The following schedule summarizes the components of shareholders’ equity reported in the end-of-1997 balance

sheets of Bethlehem Steel and Lear Corporation:

Required

retained earnings? (All dollars are in millions.)

Solution

capital through reinvestment of earnings.

The Balance Sheet

Bethlehem Lear
Steel Corporation
(Dollars in millions)
Shareholders’ equity:
Paid-in copitoci $1,923 $ 852
Retained earnings (deficit) (708) 401
Other — (46)
Total shareholders’ equity $1,215 $1,207

a. Which firm has obtained the larger amount of capital through sale of stock fo investors?

b. Which firm has obtained the larger amount of capital through reinvestment of earnings?

c. Explain why Bethlehem reports a negative (deficit) balance in retained earnings at the end of 1997.

d. Suppose that Lear earns $150 and pays dividends of $90 during 1998. What would be the firm’s ending balance in

a. Paid-in capital represents the amount that each firm has received through the sale of stock to investors. Bethlehem Steel
has obtained $1,923 million, and Lear obtained $852 million from this source.

b. Lear has obtained $401 million of its investment in net assets through retention of earnings. Bethlehem Steel, on the
other hand, has a negative balance in its retained earnings. For this reason, Bethlehem has not obtained any of its

c. Retained earnings are increased when a firm is profitable and decreased when a firm pays dividends to sharehold-
ers or incurs losses. The negative (deficit) balance in Bethlehem’s retained earnings indicates that since the firm began
operations, its total dividends and losses have exceeded its total income.

d. Lear would report a balance in retained earnings at the end of 1998 of $461 (in millions), computed as follows:

Retained earnings, end of 1997 $401
Add: Net income for 1998 150
Less: Dividends in 1998 _(90)
Retained earnings, end of 1998 $461

has retained this increase for use in its operations, rather than returning it imme-
diately to the investors as dividends. Those resources are presently invested as
shown on the asset side of the balance sheet. For this reason, it is possible that a
firm may have a large retained earnings balance, but have insufficient cash available
for dividends.

Reality Check 3-3 illustrates the reporting of shareholders’ equity for two firms,
one of which reports a negative (deficit) balance in retained earnings.

This discussion of owners’ equity completes our tour of Sample Company’s bal-
ance sheet, and, at this point, you are aware of the typical components of the bal-
ance sheets of most business firms. In future chapters, we will generally use the
term shareholders’ equity, rather than the more generic term owners’ equity. The fol-
lowing section illustrates a variety of balance sheet relationships that are of interest
to analysts.
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Balance Sheet Analysis

Various ratios are used to help interpret and understand financial statements. These ra-
tios are guides to understanding changes in financial performance for one company
from year to year and differences in financial performance between two or more com-
panies. Ratios are most useful when comparisons are made, either between time pe-
riods or among different companies. Ratios are useful shortcuts that permit the ana-
lyst to collapse the myriad details in financial statements into a few simple numbers.
But remember that the ratio calculations are not the answers; they just show rela-
tionships. The analyst or manager must understand those relationships and make de-
cisions on the basis of a host of information.

Ratios are just one input to those decisions. In other words, ratios are one indi-
cator of financial health and viability, but they do not tell the whole story. Users of fi-
nancial statements must be careful not to become too enamored of the ratios them-
selves and should not forget to look for other indicators that will permit better
decision making. Also, ratios are historical. Judgment is needed to use them for deci-
sion making because future conditions may change. Bear in mind that ratios are only
as good as the data that comprise them. The discussions in later chapters will help you
be aware of differences in accounting policies that can cause differences in ratios.

Balance sheet ratios aid the analyst in assessing a firm’s liquidity, asset manage-
ment, and debt management policies, each of which is discussed in this section.

Vertical Analysis  Analysts usually begin with a review of the firm’s assets, as well
as its liabilities and owners’ equity. This review begins with the preparation of a com-
mon-size balance sheet, which shows the percentage component of each major sec-
tion to the grand totals on each side of the balance sheet. This analysis is called verti-
cal analysis, or vertical percentage analysis, because it is based on the percentage
relationship of each line in the balance sheet to the total. Exhibit 3-1 has been revised
as Exhibit 3-4, showing the vertical percentages for each account on the balance sheet.
These percentages are calculated by dividing each line by the total assets ($2,057,000).
Note that either total assets or total liabilities plus owners’ equity can be used as the
denominator for this calculation because the number is the same ($2,057,000).

Liquidity Ratios  Liquidity represents the ability of a company to convert its assets
to cash, and liquidity ratios are often calculated from balance sheet data. Although
there are many types of liquidity ratios, we focus here on a few of the more basic ones.

Current Ratio. The most popular liquidity ratio is the current ratio. The current
ratio is calculated by dividing all current assets by all current liabilities:

. Current assets
Currentratio = ——— .. —
Current liabilities

For the data in Exhibit 3-1,

$1,420,000

$699,000 2.03

Current ratio =

Current ratios that represent good liquidity and financial health vary widely across
firms and industries. Currently, many companies have a current ratio between 1.3 and



The Balance Sheet

EXHIBIT 3-4  Vertical Analysis

Sample Company Balance Sheet: Vertical Analysis

at December 31, 2000

Assets
Current assets

Cash
Accounts receivable
Inventories
Prepaid expenses
Total current assets
Noncurrent Assets
Land

Buildings and equipment

(net of accumulated

depreciation of $313,000)

Total noncurrent assets

Total assets

Liabilities and Owners’ Equity

Current liabilities
Accounts payable 1
) Notes payable 1
.5 Warranty obligations
) Accrued expenses
Taxes payable
Total current liabilities
Noncurrent liabilities
Bonds payable
Mortgage payable
Total noncurrent liabilities
Total liabilities
Shareholders’ equity
Paid-in capitaci
Retained earnings
Total shareholders’ equity
Total liabilities and
shareholders’ equity

%

SWOhoN
wo koo

33.8%
17.1%

24.4
58.2%

29.3%
12.5
41.8

100.0%

100.0%

1.5. Many companies have short-term lines of credit and other borrowing capacities
that permit them to operate with a nearly balanced amount of current assets and cur-
rent liabilities. In any event, the analyst would be worried to find current liabilities
substantially in excess of current assets (in other words, when the current ratio is con-
siderably less than 1). Declining trends in the current ratio would also cause concern,
especially in conjunction with declining trends in other ratios.

Quick Ratio. Another major liquidity ratio is the quick ratio, which is often called
the acid test. In this context, “quick” means close to cash. To calculate this ratio, cash
and receivables are added and then divided by all current liabilities. In computing the
quick ratio, the net realizable value of the accounts receivable should be used.

The purpose of the quick ratio is to indicate the resources that may be available
quickly, in the short term, for repaying the current liabilities. For this reason, inven-
tory and prepaid expenses are left out. In other words, the quick ratio is a type of “dis-
aster” ratio that is used to indicate a worst case scenario that might apply if no other
resources are available to pay the current liabilities that are due within the next year.

(Cash + Receivables)
Current liabilities

Quick ratio =

For the data in Exhibit 3-1,

($110,000 + $466,000)

Quick ratio = $699.000

.82
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Values for the quick ratio are often less than 1.0, and a rule of thumb used by
some analysts is that the quick ratio should not be less than .30. Again, declining
trends should cause the most concern. When comparing two companies, a lower
quick ratio and a lower current ratio do not, in and of themselves, indicate that the
company with the lower values is in worse financial condition. Lower liquidity may
be offset by a variety of other financial indicators, such that the company with lower
liquidity ratios could still rank higher on its overall financial stability and financial
health.

Information useful for calculating the current and quick ratios for a firm at two
successive dates is shown in Reality Check 3-4.

Asset Management Ratios  Asset management ratios focus on the composition
of the firm’s assets and on changes in the composition of assets over time (changes be-
tween successive balance sheets). A vertical analysis of the left side of the balance
sheet allows the analyst to examine the percentages of the total assets devoted to each

REALITY CHECK 3-4

The following schedule summarizes the composition of current assets and current liabilities reported in Apple Com-
puter’s end-of-1996 and 1995 balance sheets:

1996 1995
(Dollars in millions)

Total current assets $4,515 $5,224
Inventories included in

current assets 662 1,775
Prepayment and supplies

included in current assets 612 566
Total current liabilities 2,003 2,325

Required

a. Based on the information given here, determine the firm’s current ratio and quick ratio at the end of 1996 and 1995.
b. In which year do you consider the firm to be in better financial condition2 Explain.

Solution
a. Calculation of current ratio and quick ratio:
1996 1995
Current ratio — Current assets $4,515 $5,224
v '® ™ Current liabilities $2,003 $2,325
=225 =225
Quick rafio — Quick assets* $3,240 $2,883
Y Current liabilities $2,003 $2,325
= 1.62 =1.24

b. Apple Computer has about the same current ratio in each year. Apple’s quick ratio, however, has increased from 1.24
to 1.62. Although Apple appears to be more liquid in 1996, the analyst would seek additional information from the
financial statements and elsewhere before making a final judgment.

*Quick assets are estimated as current assets, minus the amounts in inventories, prepayments, and supplies.
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category. This examination gives some indication of the resources used for current as-
sets relative to those used to provide operating capacity.

In reviewing the percentage composition of a firm’s assets, the analyst keeps
several factors in mind. First, to a large extent, the composition of assets depends on
the industry in which the firm operates. In some cases, comparisons between indus-
tries may be meaningless. “Smokestack” industries, for example, such as metal fabri-
cation, require large investments in factory buildings and heavy equipment, such that
a major portion of these firms’ assets are noncurrent. On the other hand, merchan-
dising industries, such as department stores, require large amounts of accounts re-
ceivable and also substantial investments in inventories available for resale, but rela-
tively minor investment in buildings and equipment. Financial firms such as banks and
insurance companies have relatively little in the way of inventories, factory buildings,
and equipment. Instead, the assets of financial firms consist mainly of loans receivable
and investments in securities (stocks and bonds) of other firms. A first step for the an-
alyst in assessing a firm’s asset composition is to be aware of any peculiar industry
norms or special circumstances.

In addition to industry characteristics, the analyst knows that managers may have
sound business reasons for structuring a firm’s assets differently than those of its com-
petitors. For example, some managers may extend liberal credit terms to customers as
a way of improving sales and, as a result, may have a large accounts receivable balance.
Other managers may carry large inventories for customer convenience or may stock-
pile inventories in anticipation of rising price or supply bottlenecks. On the other
hand, large amounts of accounts receivable may indicate that a firm has difficulty col-
lecting its accounts. Similarly, large inventories may reflect obsolete items or declining
product sales. In short, increases or decreases in specific components of a firm’s total
assets may be either good news or bad news. Any ratio computations are only the first
step for the analyst. The creative art in ratio analysis is understanding the reasons for
ratio differences among firms and over time.

Debt Management Ratios The most inclusive and most useful debt manage-
ment ratios are the composition ratios drawn from a vertical analysis of the right side
of the balance sheet. Note the liability and equity composition ratios in the right-hand
column of Exhibit 3-4. These percentage composition ratios indicate the relative pro-
portions of various forms of debt and owners’ equity used to finance the organization.

The vertical analysis of Sample Company’s sources of funds shows that 33.8% of
all financing came from current liabilities. A smaller amount (24.4%) came from long-
term liabilities, and the largest portion (41.8%) came from owners. Of the 41.8% por-
tion that came from owners, 29.3% was in the form of direct investment, and 12.5%
was in the form of profits reinvested in the business.

The ratio of total debt to total assets, also called the debt-to-assets ratio, is often
used as a primary indicator of the firm’s debt management. Exhibit 3-4 shows that
Sample Company’s total liabilities are equal to 58.2% of total assets. As this key ratio
increases or decreases, it indicates the firm’s changing reliance on borrowed re-
sources. The lower the ratio, the lower the firm’s risk because the organization will
usually be better able to meet its obligations for interest and debt payments. A lower
debt-to-assets ratio also suggests a lower risk of default. Default on a firm’s liabilities is
a costly event from both a lender’s and a borrower’s perspective and should be
avoided if at all possible.

The fact that Sample Company’s owners’ equity provides 41.8% of the firm’s re-
sources suggests that the owners’ equity of this firm offers substantial protection to
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lenders. Suppose, for example, Sample Company was unable to continue its opera-
tions and had to liquidate its assets, or, in other words, convert its assets to cash. In
such a situation, Sample Company could incur losses of 41.8% of the assets’ carrying
value, and the cash received would still be sufficient to pay off all the firm’s debts. Of
course, nothing would then be left for the owners.

Limitations of Balance Sheet Analysis  Although the ratios reviewed in this sec-
tion provide a useful starting point for assessing a firm’s financial management poli-
cies, several limitations must be considered. First, ratio calculations are only the initial
step in analyzing a firm’s condition. They merely provide the analyst with a point of de-
parture for asking further questions. Second, individual financial statements such as
the balance sheet are seldom analyzed separately from other statements described in
the next two chapters. In fact, many of the most useful ratios used by analysts measure
relationships among financial statements, rather than relationships within a single fi-
nancial statement. For this reason, we will expand and enrich our study of ratio analy-
sis after first describing the other primary financial statements. Third, information use-
ful for analyzing and clarifying financial statements is contained in other parts of a
company’s financial reports.

An important limitation in comparing financial ratios across firms is the fact that
their accounting methods may differ. Later chapters discuss the varieties of different
methods that firms may use in measuring assets, liabilities, shareholders’ equity, rev-
enues, and expenses. For now, be aware that financial ratios may be significantly af-
fected by alternative accounting methods. The analyst attempts to adjust for differ-
ences caused by accounting methods in order to make valid ratio comparisons among
different firms. The notes to the financial statements alert the analyst to the principal
methods being used.
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The Balance Sheet

SUMMARY OF LEARNING OBJECTIVES

Identify the basic elements of the balance sheet.

The basic elements of the balance sheet are assets, liabilities, and owners’ equity.
Liabilities and owners’ equity are the sources from which a firm has obtained its
funds, and assets show the way that the firm’s managers have invested those
funds.

Recognize the types of assets, liabilities, and owners’ equity that are found
on the balance sheets of most business firms.

Assets are resources that are expected to benefit the firm in future periods, in-
cluding cash, accounts receivable, inventories held for production and sale, pre-
payments of expenses, and property, plant, and equipment. Liabilities are obliga-
tions to provide future services or to make future payments, and include trade
accounts payable, short- and long-term borrowings, and other debts. Owners’ eq-
uity is the difference between assets and liabilities. For a corporation, owners’ eq-
uity consists of invested capital, which has been paid by investors to obtain own-
ership shares, and retained earnings, which represent earnings that have been
reinvested in the business.

Comprehend the ordering and classification of items on the balance sheet.
Both assets and liabilities are listed in order of liquidity or maturity on the balance
sheet. They are further classified into current and noncurrent portions. Current
assets will become cash or be consumed in a year or an operating cycle,
whichever is longer; current liabilities require payment from current assets.
Appreciate why balance sheets differ for firms in different industries.
“Smokestack” industries require large investments in factory buildings and heavy
equipment, and a major portion of their assets are noncurrent. Merchandising in-
dustries, however, require large investments in accounts receivable and invento-
ries and relatively minor investments in buildings and equipment. Financial firms
such as banks have relatively little investment in inventories, factory buildings,
and equipment. Instead, their assets consist mainly of loans receivable and in-
vestments in securities (stocks and bonds) of other firms.

Use balance sheet relationships to obtain information useful to investors
and lenders.

Various ratios help assess a firm’s liquidity, asset management, and debt manage-
ment policies. Liquidity ratios aid in assessing how the firm may pay its debts and
meet its other short-term cash requirements. Asset management ratios show how
the funds invested in the firm are being used. Debt management ratios show the
firm’s reliance on borrowed capital and the buffer or “safety zone” provided by
owners’ equity.

Be aware of the limitations as well as the usefulness of balance sheet in-
formation.

Balance sheet relationships do not provide direct answers to the analyst in as-
sessing the firm'’s potential risks and returns; they merely provide a base for fur-
ther questions. The balance sheet is also rarely analyzed separately from the other
financial statements, which will be discussed in subsequent chapters. Moreover,
an important limitation in comparing financial relationships across firms is the
fact that their accounting methods may differ.
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QUESTIONS

3-1

35

36
37
38
39

3-10

3-11

3-12

3-13

3-14

315

3-16

3-17

3-18

Rearrange the balance sheet equation into several variations. Why are these dif-
ferences helpful? How might each version be used? Should an analyst always use
the simplest version possible? Why or why not?

Discuss the role and purpose of the balance sheet. How is it different from an in-
come statement?

Explain why both sides of the balance sheet must have the same total dollar
amount. Does this equality imply that the balance sheet is “correct”as a measure
of financial position? Discuss.

The balance sheet may be viewed as the cumulative result of the firm’s past
activities. Explain how the assets, liabilities, and equity amounts may be inter-
preted in this way.

All assets represent probable future economic benefits to the firm. Identify the
probable future benefit associated with each of the following: (a) inventories,
(b) accounts receivable, and (¢) building and equipment.

Compare and contrast current assets and current liabilities. How and why are
they different? In what ways are they similar?

Compare and contrast prepaid expenses and accrued expenses. How and why are
they different? Could they be easily confused? How are they being kept separate?
Differentiate between current and noncurrent assets, and explain why this dis-
tinction may be useful to readers of financial reports.

Compare and contrast noncurrent assets and long-term liabilities. How and why
are they different? In what ways are they similar?

Describe the concept of an operating cycle. Identify reasons why operating cy-
cles may differ for firms in different industries, and also for firms in the same in-
dustry.

What is meant by the term net book value of a firm’s building and equipment?
Explain why net book value differs from the initial cost of these assets and is also
likely to differ from current market (resale) values.

Differentiate between tangible and intangible assets. Do you believe that both
types of assets are equally important in measuring a firm’s financial position? Dis-
cuss.

Define the term net realizable value as it refers to accounts receivable. Why
would a financial analyst or manager be interested in the net realizable value of
receivables, as compared to the gross amount of such receivables?

Distinguish between unreported assets and unreported liabilities. Why are items
that are unreported on a balance sheet important to financial analysts or man-
agers? Would a banker or other creditor be interested in such items? Why?
Distinguish between internally generated and externally acquired goodwill.
Which of these is reported on the balance sheet? State and defend your agree-
ment or disagreement with this accounting convention.

Analysts often attempt to estimate the values of assets that are “missing” from the
balance sheet. Identify at least two kinds of missing assets and discuss reasons
for this omission from the balance sheet.

Identify several examples of liabilities that do not require payments of specific
dollar amounts to lenders.

Discuss the differences between bonds payable and mortgages payable. As a po-
tential lender, which type of debt is preferable?
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Discuss the concept of owners’ equity on the balance sheet. In what ways does

owners’ equity represent a residual interest? Why is owners’ equity called a

residual amount?

Is it possible for a firm to report a substantial amount of retained earnings on its

balance sheet and still be unable to pay its shareholders a cash dividend? Ex-

plain.

Compare and contrast the current ratio and the quick ratio.

a. When might these two ratios be similar in amount?

b. When will they be different in amount?

c. If the current ratio is at an acceptable level but the quick ratio is weak, what
factors might cause this?

d. Why might some firms prefer to have low current and quick ratios?

How much flexibility should the analyst or manager accept in constructing ratio

definitions for use within the same company or organization? For example, why

might the analyst be more flexible in defining the quick ratio but not the current

ratio? On the other hand, would the same flexibility be associated with a verti-

cal analysis? Why not?

Discuss the process of calculating balance sheet vertical (composition) ratios.

How are such ratios used? Why are these ratios important?

Reclassifying Liabilities

3-24

Suppose that a supervisor asks you to reclassify a short-term note payable as a

long-term liability.

a. What effect will this have on the current ratio?

b. Could such an effect be viewed beneficially by a current or prospective lender?

c. How would your answer change if the lender agreed to extend the due date
on the loan by 18 months?

d. How would your answer in part b change if a prospective lender also held
other long-term liabilities? Why?

e. Consider the ethical implications of reclassifying the note, assuming that you
know the note’s maturity is at the end of the current fiscal year. You may as-
sume that the size of the note is significant (or material). As an accountant
within the firm, what should/would you do? As the firm’s auditor, how would
you view this reclassification?

EXERCISES

Classifying Accounts

3-25

Classify each account listed below into one of the following categories:
1. current assets,
noncurrent assets,
current liabilities,
noncurrent liabilities, and
owners’ equity.

cash

retained earnings
land

invested capital
accounts payable
accounts receivable

VRN

moan Ts
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mortgage payable
marketable securities
prepaid expenses
wages payable
unemployment taxes payable
accumulated depreciation

. inventory
prepaid insurance
patents (or copyrights)
externally acquired goodwill

TeRETRTOA®

Arranging Accounts in Balance Sheet Order

3-26 Rearrange the following accounts in the order in which you would expect to
find them in a typical balance sheet and explain why you put them in that order:

Mortgage payable

Accounts payable

Taxes payable

Owner’s Equity

Inventory

Cash

Land

Building

Accrued expenses

Long-term notes payable

TR Mo an T

Sorting Balance Sheet Information
3-27 The account balances given below are shown on the balance sheet of a corpo-

ration.
Marketable securities $ 20,000
Invested capital 200,000
Buildings and equipment 400,000
Accounts receivable 80,000
Prepaid rent 17,000
Bonds payable 230,000
Inventories 85,000
Taxes payable 30,000
Accounts payable 16,000
Advance payments from customers 3,000
Interest payable 9,000
Land 19,000
Retained earnings 133,000

Required

Arrange three columns corresponding to the balance sheet equation:

ASSETS = LIABILITIES + OWNERS’ EQUITY
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Finding Missing Balance Sheet Information

3-28 The following balances appear in the records of May Co. at the end of its first

month of operations:

Cash $12,000

Equipment 6,500

Supplies 2,700

Taxes payable 2,110

Mortgage 80,000
Required

Land $100,000
Accounts payable 3,400
Accounts receivable 7,500
Truck 22,500
Owners’ equity e

a. Determine the missing item by preparing a balance sheet.

b. Identify two other typical accounts that might appear on May’s balance sheet

but are not shown here.

PROBLEMS

Preparing a Balance Sheet with Missing or

Inconsistent Information

3-29 The following information is provided for Tom’s Track Shoe Store at the end of

2000:

Accounts receivable
Accounts payable

Bonds payable

Invested capital

Cash

Equipment

Income taxes payable
Inventory

Other long-term assets

Notes payable

Prepaid rent

Retained earnings, 12-31-99
Retained earnings, 12-31-00

Required

a. Prepare a balance sheet, and make it balance. Discuss the steps necessary to

$ 6,500
106,500
180,000
300,000

14,500
88,000
11,500
497,500
110,000
50,000
54,000
94,500
2

balance it along with any necessary assumptions.
b. What conclusions can be drawn regarding this business? Why?

Preparing and Evaluating Balance Sheet Information

3-30 The following data are available:

Cash

Accounts payable
Retained earnings
Invested capital
Buildings and equipment
Mortgage payable

Required
a. Prepare a balance sheet.

b. Would most businesses, in reality, have such a limited balance sheet? Why not?
c. What other accounts might usually be found in a balance sheet for a service
company? Discuss the differences between balance sheets for companies
providing services versus those manufacturing products. Why are these dif-

$100,000
55,000
2

150,000
600,000
400,000

ferences essential? How are they useful to the financial analyst?
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Effects of Transactions on Balance Sheet
iﬁ)&}ﬁ 331 T
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Integration
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he following transactions are given:

A corporation issued common stock for cash.

The firm bought land with part of the cash.

The firm issued common stock in exchange for a building and equipment.
The firm purchased inventory on account.

The firm collected cash from a customer for merchandise sold several
months previously.

A corporation issued some of its common stock in exchange for a parcel of
land.

The firm paid cash to its creditors.

The firm sells obsolete equipment at its net book value.

Required:

Indicate the effects of the transactions on the balance sheet equation:

ASSETS = LIABILITIES + OWNERS’ EQUITY

Transaction Analysis
=D 3-32 The following transactions are given:

ﬁ;,

Integration
of Concepts

e e
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A corporation issued capital stock in exchange for land valued at $300,000.
A corporation issued capital stock for $200,000.

The corporation hired a chief executive officer (CEO) at $180,000 per year.
The firm agreed to rent office space at $2,000 per month.

The firm paid the first month’s rent.

The firm paid the last month’s rent as a security deposit.

The firm bought supplies for $2,500.

The firm ordered office equipment costing $15,000 (assume no obligation
has occurred yet).

The CEO finished her first month’s work.

The firm paid the CEO her first month’s salary.

The firm received the office equipment and the bill. The equipment is ex-
pected to last five years.

The firm recorded depreciation for the first month, using straight-line de-
preciation.

Required:
Analyze the transactions, using the balance sheet equation, and prepare a simple
balance sheet:

ASSETS = LIABILITIES + OWNERS’ EQUITY

The following transactions are given:
a. Alaw firm was formed by 10 lawyers, each investing $200,000.

Transaction Analysis
,f‘:%:i 333

Integration
of Concepts

b. The firm charged its clients $1,200,000 for services rendered in May.
c. The law firm collected $900,000 from its clients.
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d. One disgruntled client sued the law firm for malfeasance in the amount of

$5,000,000. The firm believes the lawsuit is frivolous.

The law firm paid its lawyers $333,000 for work performed in May.

f. The law firm ordered and received supplies costing $33,000 on account.
However, 10% of the order was damaged, so the firm returned the damaged
supplies for credit.

g. The law firm paid $155,000 for rent and other administrative costs.

h. The law firm settled the suit by paying the disgruntled client $10,000.

o

Required:
Analyze the transactions, using the balance sheet equation, and prepare a simple
balance sheet:

ASSETS = LIABILITIES + OWNERS’ EQUITY

Calculating Liquidity Ratios
3-34 The following schedule summarizes the composition of current assets and cur-

rent liabilities reported in the year-end balance sheets from Triangle Air Lines and
Nazareth Steel:

Triangle Air Nazareth

Lines Steel
(Dollars in millions)
Total current assets $2,821,920  $1,591,100
Inventories included in
current assets 0 852,500
Prepayment and supplies
included in current assets 586,751 6,500
Total current liabilities 2,972,831 914,200
Required

a. Based on the information given here, determine each firm’s current ratio and
quick ratio at the end of the year.
b. Which firm do you consider to be in better financial condition? Explain.

Liquidity Analysis: Current Ratio and Quick Ratio
3-35 Wesfarmers Limited is a major diversified Australian public company with inter-

ests in fertilizer and chemicals manufacturing, gas processing and distribution,
coal mining and production, building materials, hardware and forest products,
rural and country services, transport, country supermarkets, and insurance. The
following schedule summarizes the composition of current assets and current li-
abilities reported on its June 30, 1996 and June 30, 1997 balance sheets:

Wesfarmers Limited

1997 1996
(Dollars in millions)
Total current assets $761 $688
Inventories included in
current assets 368 1
Receivables
included in current assets 362 685

Total current liabilities 822 155
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Required

a.

b.

Based on the information given here, determine the firm’s current ratio and
quick ratio at the end of 1997 and 1996.

In which year do you consider the firm to be in better financial condition?
Explain.

Transaction Analysis: Expanded Accounting Equation

3-36 The following transactions are given:

1. Owners invested $500,000 in this business for capital stock.

2. Buildings and equipment are purchased for $200,000 cash and a mortgage of
$600,000.

3. Inventory purchased on account for $100,000.

4. Insurance for two years paid in advance, $8,000.

5. Interest of $60,000 paid on the mortgage.

6. Defective merchandise costing $5,000 returned to a supplier for credit.

7. Customers paid $10,000 in advance as a deposit against an order to be de-
livered later.

8. Recorded depreciation of $80,000.

9. One year of insurance expired.

Required

a. Arrange columns corresponding to the following expanded balance sheet
equation (assume zero beginning balances):

CASH + PREPAID INSURANCE + INVENTORY + BUILDING AND
EQUIPMENT — ACCUMULATED DEPRECIATION = ACCOUNTS PAYABLE +
UNEARNED REVENUE + MORTGAGE PAYABLE + INVESTED CAPITAL +
RETAINED EARNINGS

Enter transactions 1 through 9 into the columns of the equation. Total each
column and verify that the balance sheet equation does balance. Prepare a
classified balance sheet from the totals of your spreadsheet.

b. What conclusions can be drawn about the liquidity of this firm?

c. What conclusions can be drawn about its financial position?

Using Ratios to Evaluate Performance
3-37 The following balance sheet data are given:

2000 1999
Cash $ 45,000 $ 35,000
Fixed assets 330,000 270,000
Current liabilities 95,000 45,000
Long-term liabilities 300,000 320,000
Accounts receivable 115,000 95,000
Invested capital 100,000 100,000
Inventories 100,000 80,000

Refained earnings 95,000 15,000
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Required

a.
b.

Prepare a balance sheet for each year.

Compute the liquidity ratios described in this chapter, along with the asset
management and debt management ratios. Evaluate the company’s liquidity.
Evaluate its asset management and debt management.

What strategies does the company seem to be following in managing its fi-
nances?

Preparing a Balance Sheet and Ratio Analysis
3-38 Given the following data:

2001 2000
Cash $ 30,000 $ 40,000
Retained earnings 175,000 225,000
Current liabilities 17,000 16,000
Invested capital 600,000 600,000
Accounts receivable 27,500 38,000
Inventories 45,000 47,000
Fixed assets, net 2 2
Required
a. Rearrange these data into classified balance sheets.
b. Find the missing Fixed Assets amounts necessary to balance each balance
sheet.
c. Evaluate the firm’s liquidity, using the ratios described in this chapter.
d. Calculate the firm'’s asset management and debt management ratios. Evaluate

the results.

Preparing a Balance Sheet and Ratio Analysis
3-39 Given the following data:

2001 2000
Cash $300,000 $340,000
Retained earnings 2 2
Accounts paydb?e 20,000 11,000
Wages payable 7,000 5,000
Interest payable 10,000 30,000
Bonds payable 40,000 100,000
Mortgchge payable 60,000 300,000
Invested capital 500,000 600,000
Accounts receivable 37,500 118,000
Inventories 55,000 87,000
Fixed assets, net 165,000 320,000
Required
a. Rearrange these data into classified balance sheets.
b. Find the missing Retained Earnings amounts necessary to balance each bal-
ance sheet.
c. Evaluate the firm’s liquidity, using the ratios described in this chapter.
d. Calculate the firm'’s asset management and debt management ratios. Evaluate

the results.
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Transaction Analysis: Expanded Accounting Equation
3-40 Consider these transactions:

1.
2.

PN AW AW

9.
10.

Investors purchased $900,000 of common stock from the firm.

The firm purchased land, buildings, and equipment valued at $1,300,000;
paid $300,000 in cash; and signed a mortgage for the balance due.

Paid rent of $10,000 for five automobiles.

The auto rental covers two months, one of which is the current month.
Purchased supplies on account for $55,000.

Provided services on account to customers at a retail value of $3,200,000.
Collected $3,000,000 from customers on account.

Paid its supplies.

Recorded monthly depreciation of $22,000.

Accrued one month’s (mortgage) interest at 12% per annum.

Required

a.

Arrange columns in a spreadsheet, corresponding to the balance sheet equa-
tion using these balance sheet accounts: Cash, Accounts Receivable, Prepaid
Rent, Supplies, Property Plant and Equipment, Accumulated Depreciation,
Accounts Payable, Interest Payable, Mortgage Payable, Common Stock, Re-
tained Earnings. Enter transactions 1 through 10 into the columns. Total each
column and verify that the balance sheet equation does indeed balance.
Prepare a classified balance sheet, using the column totals from your spread-
sheet.

Analyze the firm’s liquidity, using the ratios from this chapter.

Evaluate the firm’s asset management and debt management. Provide an over-
all performance assessment.

What important information is missing that would further assist in evaluating
these results? Even though the firm’s performance seems spectacularly good,
could the missing information change your opinion? Why?

Transaction Analysis: Expanded Accounting Equation
3-41 Given these transactions:

1

N

N R

10.
11.

12.

. An engineering firm was formed when three engineers each invested
$50,000 (cash).

Each founder also invested an assortment of utility trucks, inclinometers,
and other specialty equipment, valued at $10,000 (each).

Borrowed $50,000 to provide additional operating funds.

Rented office space at $1,000 per month.

Paid the first month’s rent.

Paid a security deposit of $2,000.

A wealthy individual also wanted to invest in the firm, but not as an owner,
so the firm borrowed $500,000 from this individual at 18% per year.

Two additional staff members were hired at $6,000 per month.

The staff earned their first month’s salary of $6,000 but were not yet paid.
Supplies costing $45,000 were purchased.

Recorded depreciation for the first month. Assume that the equipment (in
transaction 2) has useful lives of five years.

Accrued interest on the loan for one month.
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Required

a. Arrange five columns in a worksheet or spreadsheet, corresponding to the
following expanded balance sheet equation (assume zero beginning bal-

n

ances):

The Balance Sheet

CURRENT ASSETS + FIXED ASSETS = CURRENT LIABILITIES +

LONG-TERM LIABILITIES + OWNERS'

Enter transactions 1 through 12 in the five columns. Total each column and
verify that the balance sheet does indeed balance. Prepare a classified bal-

EQUITY

ance sheet, using the column totals from your spreadsheet.
Evaluate the firm’s liquidity, using the ratios described in this chapter.
Evaluate the firm’s asset management and debt management.

On an overall basis, evaluate the firm’s performance. What important infor-
mation is missing? Even though the firm’s performance seems somewhat
questionable, could the missing information change your opinion? Why?

Interpreting Financial Statements: Ratio Analysis
3-42 Comparative balance sheets for Creative Cabinetry, Inc. are shown below:

Accounts payable $ 83,300
Accrued liabilities 23,500
Short-term notes payable 62,000
Total current liabilities 168,800
Mortgage payable 547,200
Shareholders’ Equity
Common stock 150,000
Retained earnings 29,000
Total shareholders’ equity 179,000
Total liabilities and shareholders’
equity $895,000
Required
a. Conduct a vertical analysis (common-size) of Creative Cabinetry’s balance
sheets for each year.
b. Calculate the liquidity ratios for each year.
c. Calculate asset management and debt management
d.

Assets 12-31-01
Cash $ 95,000
Accounts receivable 23,160
Inventory 30,000
Prepaid rent 3,840
Total current assets 152,000
Land 83,000
Equipment 800,000
Accumulated depreciation (140,000)
Total long-term assets 743,000
Total assets $895,000

Liabilities and Shareholders’ Equity
Current Liabilities

What conclusions can be drawn about Creative Cabinetry’s financial manage-

ment?

12-31-00
$ 33,000
22,500
123,650
5,850
185,000
72,000
600,000
(20,000)
582,000
$767,000

$ 48,100
24,200
51,000

123,300
383,500

150,000
110,200
260,200

$767,000

ratios for each year.
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Transaction Analysis: Expanded Equation Including

Fund Balances (non-profit hospital)
3-43 Given these transactions:
1. Community donations of $150,000 are received.
A mortgage of $1.5M is secured and a hospital is constructed.
Donated land worth $1M is received.
Short-term lines of credit are used to acquire supplies of $50,000.
Obstetrics clients pay $20,000 in advance as a deposit.
Operating lease payments of $30,000 on x-ray equipment are made.

N A SN

recorded.
8. Half of the land is sold for $2M.
9. Depreciation expense of $6,250 on the hospital building is recorded.

Required

a. Arrange five columns corresponding to the following expanded balance
sheet equation for a nonprofit hospital (assume zero beginning balances),

where FUND BALANCES is used instead of OWNERS’ EQUITY:

CURRENT ASSETS + FIXED ASSETS = CURRENT LIABILITIES +
LONG-TERM LIABILITIES + FUND BALANCES

Enter transactions 1 through 9 into the five columns. Total each column and
verify that the balance sheet does balance. Note that FUND BALANCES can be
used in the same manner as OWNERS’ EQUITY for a commercial firm. Prepare

a simple balance sheet from the totals of your spreadsheet.
b. Calculate appropriate liquidity ratios. Evaluate the results.
Evaluate the hospital’s asset management and debt management.

g]

d. What conclusions can be drawn about the overall financial condition of this

hospital ?

Composition of Current Assets

3-44 The following schedule summarizes the current assets reported in the 1997 bal-

ance sheets of Wendy’s and Reebok:

Wendy'’s Reebok
(Dollars in millions)
Current Assets

Cash and equivalents $ 234 $ 210
Notes receivable 14 —
Accounts receivable, net of allowance 67 562
Prepaids and other — 54
Inventories 36 564
Deferred income taxes 31 75
Total current assets 382 1,465

Noncurrent, total 1,560
Total assets $1,942 1,756

Donations of $1,000 by the hospital to the American Cancer Society are
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Required

a.

Identify the major differences between these two firms in their composition
of current assets. Try to explain these differences in terms of the types of
goods and services that each company produces.

On the basis of the liquidity ratios, which company appears to be more lig-
uid?

Conduct a vertical analysis for each company. Do these results support your
earlier conclusions in part b? Why?

Composition of Current Assets

3-45 The following schedule summarizes the current assets reported in the year-end
balance sheets of Costello Laboratories, a company that develops, manufactures,
and markets health care products, and Triangle Air Lines, a major provider of pas-
senger, freight, and mail air transportation:

Costello Triangle
Laboratories Air Lines
(Dollars in thousands)

Current Assets

Cash and equivalents $ 300,676 $ 1,180,364
Investment securities 78,149 —
Accounts receivable,
net of allowance 1,336,222 1,024,869
Supplies — 90,593
Inventories 940,533 -
Prepaids and other 929,955 526,094
Total current assets 3,585,535 2,821,920
Noncurrent, fotal 4,103,034 9,049,103
Total assets $7,688,569 $11,871,023
Required

a.

Identify the major differences between these two firms in the composition of
current assets. Try to explain these differences in terms of the types of goods
and services that each company produces.

Based solely on the information provided here, which company appears to
be more liquid?

Composition of Noncurrent Assets

3-46 The following schedule summarizes the noncurrent assets reported in the year-
end balance sheets of Packard Computers, a company that designs and manu-
factures electronic data and communications systems, and Nazareth Steel, a ma-
jor steel fabricator:

Packard Nazareth
Computers Steel
(Dollars in millions)
Current assets (tofal) $10,236 $1,591
Noncurrent assets
Property, plant, and equipment (at cost) 7,527 6,741
Less: Accumulated depreciation (3,347) (4,107)
Net 4,180 2,634
Other long-term receivables and other 2,320 1,652
Total noncurrent assets 6,500 4,286
Total assets $16,736 5,877
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Required

a. Identify the major differences between these two firms in the composition of
noncurrent assets. Try to explain these differences based on the types of
products that each company produces.

b. Based solely on the information provided here, which company appears to
have the older assets? Calculate the asset management ratios. Evaluate the re-
sults.

Composition of Noncurrent Assets
3-47 The following schedule summarizes the noncurrent assets reported in the 1997

balance sheets of Wendy’s and Reebok:
Wendﬁ"s Reebok

(Dollars in millions)

Current assets (tofal) $ 382 $1,465
Noncurrent assets
Property, plant, and equipment (at cost) 1,803 354
Less: Accumulated depreciation (538) (197)
Net 1,265 157
Other long-term receivables 179 —
Goodwill, net 51 68
Other noncurrent assets 65 66
Total noncurrent assets 1,560 291
Total assets $1,942 $1,756
Required

a. Identify the major differences between these two firms in their composition
of noncurrent assets. Try to explain these differences based on the types of
products that each company produces.

b. Based solely on the information provided here, which company appears to
have the older assets? Calculate the asset management ratios. Evaluate the re-
sults.

Composition of Shareholders’ Equity
3-48 The following schedule summarizes the components of shareholders’ equity re-
ported in the 1997 balance sheets of Wendy’s and Reebok:
Wendy'’s Reebok
(Dollars in millions)
Shareholders’ equity:

Invested capital $1 $365
Refained earnings 1,145 839
Other (639) (20)
Total shareholders’ equity $ 507 $1,184
Required
a. Which firm has obtained the larger amount of capital through sale of stock to
investors?
b. Which firm has obtained the larger amount of capital through reinvestment
of earnings?
c. Explain why Wendy’s reports a much higher balance in retained earnings at
the end of 1997.

d. Suppose that Reebok earns $250 and pays dividends of $95 during 1998.
What would be the firm’s ending balance in retained earnings? (All dollars are
in millions.)



Evaluating the Composition of Shareholders’ Equity
i&&:ﬁ 3-49 The following schedule summarizes the components of shareholders’ equity re-
ﬁ “ ported in the year-end balance sheets of Nuclear Holdings and Hellmorgen:
. Nuclear Holdings  Hellmorgen
",';"E‘;’,[,‘:{;‘;:‘s (Dollars in millions)
Shareholders’ eﬁuity:
Paid-in capita $13,905 $50,322
Retained earnings (deficit) 29,132 (30,166)
Other — (12,571)
Total shareholders’ equity $43,037 $ 7,585

Required

a. Which firm has obtained the larger amount of capital through sale of stock to

investors?

b. Which firm has obtained the larger amount of capital through reinvestment

of earnings?

c. Explain why Hellmorgen reports a negative (deficit) balance in retained earn-

ings at the end of the year.

d. Suppose Nuclear Holdings earns $15,000 and pays dividends of $9,000 dur-
ing the next year. What would be the firm’s ending balance in retained earn-
ings? (All dollars are in thousands.)

The Balance Sheet

Using Vertical Analysis Data to Reconstruct a Balance Sheet

3-50 A vertical analysis was previously conducted, using the Edgar Elgar, Inc. balance

sheet. The results are shown below.

Assets
Current assets
Cash 5.3%
Accounts receivable 12.6
Inventories 39.5
Prepaid expenses 1.6
Total current assets 59.0%
Property, plant, and equipment
Land 14.1%
Buildings and equipment 42.0
Less: Accumulated
depreciation -15.1
Net book value 26.9%
Total property, plant, and
equipment assets 41.0%
Total assets 100.0%

Liabilities and Owners’ Equity
Current liabilities
Accounts payable
Notes payable
Accrued expenses
Taxes payoE|e
Total current liabilities
Noncurrent liabilities
Bonds payable
Mortgage payable
Total noncurrent liabilities
Total liabilities
Shareholders’ equity
Invested capital
Retained earnings
Total shareholders” equity
Total liabilities and
shareholders’ equity

NOTE: Assume that this balance sheet was in balance before the vertical analysis was conducted.

Required

Using these results, reconstruct Edgar Elgar’s balance sheet, assuming that the

total assets are known to be $4M.

22.6%

16.3
3.6
1.3

43.8%

17.1
7.3
24.4%
68.2%

29.3%
2.5
31.8%

100.0%
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Reconstructing a Balance Sheet
3-51 Van Gogh’s fragmentary balance sheet is shown below.

Assets Liabilities and Owners’ Equity
Current assets Current liabilities
Cash $ 210,000 Accounts payable $ 250,000
Accounts receivable 466,000 Notes payable [
Inventories 812,000 Accrued expenses 275,000
Prepaid expenses 2 Total current liabilities 2
Total current assets 1,520,000 Noncurrent liabilities
Property, plant, and Bonds payable 350,000
equipment Mortgage payable 250,000
ang e Total noncurrent
Buildings and liabilities 2
equipment 865,000 Total liabilities 1,600,000
Less: Accumulated
depreciation —313,0000 Shareholders’ equity
Net book value 552,000 Invested capital 500,000
Total property, plant, Retained earnings e
and equipment 938,000 Total shareholders’
Total assets 2 equity 858,000

Total liabilities and
shareholders’

equity [
Required
Determine the missing figures and reconstruct the balance sheet in its proper
format.

Balance Sheet Analysis

3-52 The balance sheet for Wendy’s International Inc. is shown in Appendix C.

Required

Conduct a vertical analysis of the balance sheet for each year, 1996 and 1997.
Calculate the liquidity, asset management, and debt management ratios.
Evaluate Wendy’s’ liquidity in each year.

Evaluate Wendy’s’ asset management and debt management strategies.

In which year was Wendy’s most successful? Why?

Critical Thinking

oan o

Balance Sheet Analysis
3-53 The balance sheet for Reebok International LTD is shown in Appendix D.

Required

Conduct a vertical analysis of the balance sheet for each year, 1996 and 1997.
Calculate the liquidity, asset management, and debt management ratios.
Evaluate Reebok’s liquidity in each year.

Evaluate Reebok’s asset management and debt management strategies.

In which year was Reebok most successful? Why?

Critical Thinking

oan o
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Identifying Transactions from Worksheet Entries
3-54 The following worksheet entries have been retrieved from a corrupt data file.

C

qa.

b.

‘o@ ™o oo

o

ash Inventory Buildings Trucks Accts. Pay  Mortgage  Inv. Cap.
1,000 1,000
—-2,000 2,000
—8,000 8,000
. 4,000 4,000
.—22,000 22,000
—4,000 —4,000
8,000 6,000 2,000
18,000 18,000
—6,000 —-6,000
12,000 12,000
Required:

Identify the transactions that correspond to each entry in the worksheet. Dis-
cuss the underlying business reasons associated with each transaction.

Interpreting Financial Statements
3-55 XYZ Corporation’s 2000 and 1999 balance sheets are summarized below (dollars
in millions):

Current Assets 12-31-00 12-31-99
Cash and temporary investments $ 535 $ 499
Receivables, less allowances 706 668
Materials and supplies 211 199
Prepaid and other 213 215
Total current assets 1,665 1,581
Property, plant, and equipment
Net property, plant and equipment 11,044 10,778
Investment in affiliates and other companies 302 268
Other assets and deferred charges 713 793
Total assets $13,724 $13,420
Current Liabilities
Debt maturing within one year 312 146
Accounts payable and other current
liabilities 1,992 1,965
Short-term debt 201 164
Total current liabilities 2,505 2,275
Long-term debt 2,618 3,133
Deferred income taxes 2,570 2,341
Long-term liabilities and deferred gains 2,300 2,491
Shareowners’ equity
Common stock and retained earnings 3,731 3,180
Total liabilities and shareowners’ equity $13,724 13,420
Required
a. With regard to XYZ’s balance sheet, identify any unusual or unfamiliar terms.
Describe your understanding of each new or unfamiliar term.
b. Calculate the current and quick ratios for each year and analyze XYZ’s liquidity.
c. What recommendations would you suggest to XYZ about its liquidity?
d. Calculate and evaluate XYZ’s debt-to-asset ratios for each year. Calculate any
other appropriate asset management or debt management ratios.
e. How has XYZ changed its financial management strategies? Do these changes

seem to be appropriate? Why?
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Interpreting Financial Statements: Ratio Analysis

3-56 Consider Sigma Designs’ balance sheets for 1993 and 1992 (dollars in thou-
sands). Sigma Designs is a high-tech software development company specializ-
ing in imaging and multimedia computer applications.

Assets 1993 1992
Current Assets
Cash and equivalents $ 5,086 $ 9,283
Marketable securities 14,326 19,537
Accounts receivable, net of allowances 6,471 2,987
Inventories 12,275 10,066
Prepaid expenses and other 435 753
Income taxes receivable 1,582 2,428
Total current assets 40,175 45,054
Equipment, net 1,626 1,607
Other assets 2,466 2,388
Total assets $44,267 $49,049

Liabilities and Shareholders’ Equity
Current liabilities

Accounts payable $ 4,933 $ 1,826
Accrued salary and benefits 809 594
Other accrued liabilities 737 1,119
Total current liabilities 6,479 3,539
Other long-term liabilities — 755
Total liabilities 6,479 4,294
Shareholders’ Equity
Common stock 19,287 19,088
Refained earnings 18,501 25,667
Shareholders’ equity 37,788 44,755
Total liabilities and shareholders’ equity $44,267 $49,049
Required
a. Conduct a vertical analysis of Sigma Designs’ balance sheets. What conclu-

sions can be drawn from these ratios?

b. Calculate the current and quick ratios for each year.

c. Does it seem that Sigma Designs has any liquidity problems? What major
changes in current assets and current liabilities may contribute to these lig-
uidity comparisons?

d. Calculate and evaluate the debt-to-assets ratio for Sigma Designs.

e. Concentrate on the equity section of the balance sheet. What may have
caused the changes shown, as in the decrease in Retained Earnings and in
Shareholders’ Equity?

f. Examine the Income Taxes Receivable section. How can a company have in-
come taxes that are receivable and not payable? How are such receivables
usually satisfied? Will the government just issue a refund check to Sigma De-
signs?

Internet Vertical Analysis

3-57 Locate the most recent set of financial statements for the companies listed be-
low. You may use either the 10-K available at EDGAR (www.sec.gov/edaux/
searches.htm) or the annual report available at the company page on the Web.
The annual report is usually located in the Investor Information section.
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Corporation WWW Page Location
Xerox (office products) WWW.Xerox.com
Ben & Jerry’s (food) www.benilerr .com
Lewis Galoob Toys (toys) www.galoob.com
Eli Lilly (pharmaceutical) www.lilly.com
Required

a. For each company, perform a vertical analysis for the four major categories of as-
sets (Current Assets; Investments; Property, Plant, and Equipment; and Other).

b. Discuss the impact that different types of business have on the composition
of total assets.

Infernet Ratio Calculations

3-58 Locate the most recent set of financial statements for the corporations listed be-
low. You may use either the 10-K available at EDGAR (www.sec.gov/edaux/
searches.htm) or the annual report available at the company page on the Web.
The annual report is usually located in the Investor Information section.

Corporation WWW Page Location
Ameritech www.ameritech.com
U S West www.uswest.com
Bell Atlantic www.bell-atl.com
Pacific Bell www.pacbell.com
Required

For each company compute the:

a. current ratio

b. quick ratio

c. property, plant, and equipment as a percent of total assets
d. debt-to-assets ratio

Infernet Balance Sheet Comparisons

3-59 Locate the balance sheet for IBM and Bank One. You can use either the 10-K
available at EDGAR (www.sec.gov/edaux/searches.htm) or the annual report
available at the company page on the Web. The annual report is usually located
in the Investor Information section.

Corporation WWW Page Location
IBM www.ibm.com
Bank One www.bankone.com
Required

a. Discuss the similarities and differences between the two balance sheets.

b. Property, plant, and equipment is used directly by companies such as IBM to
generate earnings. However, property, plant, and equipment is classified by
banks as Other Assets. Why?






Statement of Cash Flows

LEARNING OBJECTIVES

1. Describe the objectives of the statement of cash flows.

2. Explain the complementary nature of accrual earnings and cash flows.

3. Identify the three types of activities that generate and use cash.

4. Explain the difference between the direct and the indirect methods of presenting

a statement of cash flows.
5. Draw inferences about the financial performance of a firm from the statement of
cash flows.
Appendix: Calculate cash flow from operating activities by using relationships
among income statement and balance sheet items.

INTRODUCTION

Thus far, our focus has been on the two long-standing, conventional financial state-
ments: the balance sheet and the income statement.We now turn our attention to the
statement of cash flows. This chapter describes the statement of cash flows, indi-
cates how cash flow information can be used in analyzing the financial performance
of a business, and explains the relationships among this statement, the balance sheet,
and the income statement.

OVERVIEW

The statement of cash flows is designed to provide information about a firm’s inflows
and outflows of cash during a period of time. It also explains the change in cash from
the beginning of a period to the end of the period. Exhibit 5-1 contains an illustration
of a statement of cash flows.

Objectives
According to SFAS No. 95, the statement of cash flows is intended to help financial
statement readers assess

1. afirm’s ability to generate positive future net cash flows;
2. afirm’s ability to meet its obligations, its ability to pay dividends, and its need for
external financing;
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EXHIBIT 5-1 Statement of Cash Flows—Direct Approach

The Peak Company
Statement of Cash Flows
(Direct Approach)
For the Year Ended December 31, 2000

Cash flows from operating activities:

Cash received from customers $68,200

Interest received 1,300

Payments to employees (17,100)

Payments to suppliers (40,500)

Interest paid (800)

Taxes paid (2,000)
Net cash provided from operating activities $ 9,100
Cash flows from investing activities:

Purchase of equipment (3,500)

Purchase of IBM stock (12,000)
Net cash used in investing activities (15,500)
Cash flows from financing activities:

Proceeds from issuing Eang-term debt 25,000

Proceeds from issuing common stock 5,000

Payment of short-term debt (12,000)
Net cash provided by financing activities 18,000
Net increase in cash 11,600
Cash at beginning of year 22,000
Cash at eng of year $33,600

3. the reasons for differences between net income and associated cash receipts and
payments; and

4. the effects on a firm’s financial position of both its cash and its noncash investing
and financing transactions.

Ultimately, a firm’s cash-generating ability affects its solvency, its capacity to pay
dividends and interest, and the price of its securities. Accordingly, a firm’s ability to
generate cash is important to financial statement users.

Accrual Earnings Versus Cash Flow as a Performance Measure
Keep in mind that accrual earnings (net income from the income statement) do not
necessarily reflect cash flows. Many revenue and expense transactions have no im-
mediate cash flow effect. Nevertheless, net income is a very useful performance mea-
sure. It reflects accomplishments by the firm (such as credit sales that will subse-
quently result in cash inflows) as well as resources consumed by the firm in generating
revenue (for example, employee salaries that remain unpaid at the end of a period).
If net income is a useful performance measure, why is cash flow information
needed? An analogy to baseball can be drawn. Many aspects of a baseball player’s per-
formance are measured. For example, home runs measure power hitting, while on-
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base percentage reflects the ability to reach base safely. Similarly, earnings and cash
flows are different performance measures of a business organization.They should be
viewed as complements, rather than substitutes. Each measure contains information
not necessarily reflected in the other. In particular, the statement of cash flows pro-
vides information about a firm’s liquidity and financial flexibility (the ability to re-
spond to unexpected events by altering the amounts and timing of its cash flows).

Cash and Cash Equivalents
Firms can elect to focus their statement of cash flows on either (1) cash or (2) cash
and cash equivalents.The term cash includes cash on hand and cash in bank accounts
that can be withdrawn on demand. Cash equivalents are short-term, highly liquid fi-
nancial instruments with maturities of less than three months; they are quickly con-
vertible into cash. Examples include money market funds, treasury bills, and certifi-
cates of deposit (CDs). Because cash equivalents are so similar to cash, many firms
prefer to combine them with cash, rather than with other investments.

Firms must consistently apply a policy of using either cash or cash and cash equiv-
alents.Additionally, the beginning and ending balances that appear on the statement of
cash flows must correspond to similarly titled items on the balance sheet.

CLASSIFICATION OF ACTIVITIES

As illustrated in Exhibit 5-1,a firm’s cash flows are placed in one of three categories:
operating, investing, or financing. This section describes each of these categories. Ex-
amples of each activity are given in Exhibit 5-2.

EXHIBIT 5-2

Summary of Activities Generating Cash Flows

Operating Activities

Cash Inflows
From customers
From interest
From dividends
All other cash inflows
not defined as an
investing or financing activity

Investing Activities

Cash Inflows
Sale of property, plant, and
equipment
Collections of loans
Sale of investments

Financing Activities
Cash Inflows

Issuing common stock
Obtaining loans

Cash Outflows
To employees
To suppliers
For interest
For taxes
All other cash outflows not defined
as an investing or financing activity

Cash Outflows
Purchase of property, plant, and
equipment
Making of loans
Acquisition of investments

Cash Outflows
Reacquiring common stock

Repaying loans
Paying (?ividends
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Operating Activities

Operating activities typically involve transactions related to providing goods and ser-
vices to customers. They reflect the cash flow effects of the typical and recurring
transactions that appear on the income statement. Examples of operating cash inflows
are receipts from customers and the receipt of interest and dividends from invest-
ments. Operating cash outflows include payments to employees and suppliers and
payments for interest and taxes.

Investing Activities

Investing activities usually involve cash flows from the acquisition and disposal of
noncurrent assets. Cash outflows arise from purchasing (investing in) property, plant,
and equipment, making loans, and acquiring investments in other corporations. Cash
inflows result from disposing of property, plant, and equipment; collecting loans
(other than the interest); and selling investments.

Financing Activities

Financing activities include cash flows from obtaining and repaying financing. Cash
inflows result from contributions by owners (issuing stock to shareholders in ex-
change for cash) and from loans. Cash outflows arise from payments to shareholders
(as dividends or payments to repurchase their shares) and the repayment of loans (but
not the associated interest).

Exhibit 5-1 shows that the net cash provided (or used) in each of the three clas-
sifications is summarized in the far right column of the statement. The sum of these
amounts equals the change in the cash balance that occurred during the period.This
change is added to the cash balance at the beginning of the year to compute the end-
ing cash balance.These beginning and ending cash amounts must, of course, corre-
spond to the cash figures appearing on the balance sheet.

The remainder of this section addresses two additional format issues: (1) the di-
rect versus the indirect approach to preparing the operating activities section and (2)
noncash investing and financing activities.

Direct Versus Indirect Approach

The operating activities section of Peak’s statement of cash flows in Exhibit 5-1 is pre-
pared based on the direct approach. Under the direct approach,a separate line item
is provided for each type of operating cash inflow and outflow. These items usually
correspond to categories on the income statement. For example, cash received from
customers corresponds to sales revenue on the income statement. Keep in mind, how-
ever, that the income statement and the statement of cash flows provide different in-
formation. For example, the income statement discloses sales made to customers dur-
ing the year, regardless of whether cash has been collected during the year. The
statement of cash flows indicates the amount of cash collected during the year from
customers for the current year’s sales, past years’ sales,and even future sales if the firm
has collected cash prior to the point of sale.

An acceptable alternative in preparing the operating activities section is the in-
direct approach. This method begins with net income and makes adjustments to it
in order to arrive at cash generated by operating activities.The indirect approach is il-
lustrated in Exhibit 5-3.

Although both the direct and indirect approaches produce the same figure for
cash provided from operating activities, the internal compositions of the statements
differ substantially.A major advantage of the direct method is that the primary sources
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EXHIBIT 5-3  Statement of Cash Flows—Indirect Approach

The Peak Company
Statement of Cash Flows
(Indirect Approach)

For the Year Ended December 31, 2000

Cash flows from operating activities:

Net income $ 5,300
Adjustments to net income
Depreciation expense 2,000
Increase in accounts receivable (500)
Decrease in inferest receivable 200
Increase in inventory (1,000)
Increase in accounts payable 3,000
Decrease in salaries payable (100)
Increase in inferest payable 200
Net cash provided from operating activities $ 9,100
Cash flows from investing activities:
Purchase of equipment (3,500)
Purchase of IBM stock (12,000)
Net cash used in investing activities (15,500)
Cash flows from financing activities:
Proceeds from issuing Eang-term debt 25,000
Proceeds from issuing common stock 5,000
Payment of short-term debt (12,000)
Net cash provided by financing activities 18,000
Net increase in cash 11,600
Cash at beginning of year 22,000
Cash at eng of year $33,600

and uses of cash are listed.As will be seen in a later section, this is highly useful infor-
mation.A major advantage of the indirect method is that the reasons for the difference
between net income and cash generated by operations is detailed. This can help re-
duce uncertainties or answer questions raised by financial statement readers.

As Exhibit 5-3 shows, under the indirect approach, depreciation expense is added
to net income. Because of this, some financial statement readers erroneously believe
that depreciation expense is a source of cash. It is not. Depreciation expense is added
to net income in arriving at cash provided from operating activities because (1) it has
already been subtracted in the computation of net income and (2) it does not involve
any cash outflow.Adding depreciation expense to net income therefore eliminates the
effect of this noncash expense.

The FASB has expressed a preference for the direct approach. In spite of that, the
indirect approach is used more frequently.This is partly due to historical convention;
the indirect approach is similar to the statement that was required prior to SFAS No.
95.Additionally, a firm using the direct approach must provide a schedule that rec-
onciles net income with cash provided by operating activities.This reconciliation es-
sentially consists of the information contained in the indirect approach.Thus, a firm
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that opts for the direct approach must really provide both methods. Some firms are
reluctant to do this, either because additional costs are involved or because they feel
that the statement will become too cluttered and, therefore, less informative. (For
brevity, the reconciliation has been omitted from Peak’s statement of cash flows ap-
pearing in Exhibit 5-1.)

Noncash Investing and Financing Activities

A firm may engage in investing and financing activities that do not involve cash. For ex-
ample, a firm might acquire property by issuing common stock.Although no cash is in-
volved, this transaction is both an investing activity (the acquisition of a noncurrent as-
set) and a financing activity (the issuance of stock). Because these transactions do not
involve cash, they do not appear in the major sections of the statement of cash flows.
However, noncash investing and financing activities are summarized in a sched-
ule that appears at the end of the statement. This provides readers of the cash flow
statement with a complete picture of a firm’s investing and financing activities.

USING CASH FLOW INFORMATION: OPERATING ACTIVITIES

Many financial statement users find the operating activities section to be quite infor-
mative. Creditors, for example, recognize that loans can only be repaid with cash and
that a firm’s operations are a likely source of cash for debt repayment.

Because the ability to generate cash determines dividends and share price, share-
holders and their advisors are interested in cash provided by operating activities.
Moreover, some analysts believe that because reported net income can be manipu-
lated by accounting ploys, cash flow from operating activities is a more reliable per-
formance measure than net income. We will subsequently discuss how managers can
also manipulate cash flow figures.

Keep in mind, however, that not all healthy firms have a large positive cash flow
from operations. Firms that experience growth in sales invariably need to expand their
accounts receivable and inventory. These asset acquisitions must be financed, and cash
generated by operations is a frequently used source.

For example, Digital Power Corp., which designs, develops, and manufactures
component parts for computers and other electronic equipment, increased its sales
from $13,835,008 in 1996 to $18,884,259 in 1997. Digital’s 36% increase in sales was
accompanied by a $1,673,340 increase in accounts receivable and inventory. So even
though net income increased 21% to $1,400,790, the increased investment in receiv-
ables and inventory resulted in a net cash outflow from operating activities of $80,252
in 1997.In Digital’s case, the cash outflow does not indicate poor operating perfor-
mance. Instead, it reflects growth. In general, however, a negative cash flow from op-
erating activities should prompt further investigation.

To illustrate the insights that can be drawn from cash flow numbers, consider Ex-
hibit 5-4, which contains Altron Incorporated’s statement of cash flows. Recall that Al-
tron’s income statement appears in Exhibit 4-1. Additional information that will be
helpful in interpreting the cash flow statement is in Exhibit 5-5.

First, note that Altron chose the indirect format for the operating section of the
cash flow statement. Because of this, the specific sources and uses of cash are not de-
tailed. We will soon show how to estimate some of these numbers.The bottom of the
operating section shows that a positive cash flow of $14,428,000 was generated by
operating activities. Keep in mind, however, that this figure does not reflect the cash
spent to replace worn-out equipment.
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EXHIBIT 5-4 Statement of Cash Flows

Aliron Incorporated
Statement of Cash Flows
For the Year Ended January 3, 1998
(Dollars in thousands)

Cash flows from operating activities:

Net income $14,667
Adjustments to reconcile net income to net cash
Depreciation and amortization 6,637
Deﬁerred taxes 2,345
Changes in current assets and liabilities:
Accounts receivable (941)
Increase in invenfory (10,072)
Other current assets (529)
Accounts payable 3,490
Accrued payroll and other employee benefits (543)
Other accrued expenses (626)
Net cash provided by operating activities $14,428
Cash flows from investing activities:
Purchases of investments (14,920)
Proceeds from sale of investments 21,577
Capital expenditures (25,944)
Net cash used in investing activities (19,287)
Cash flows from financing activities:
Proceeds from issuance of common stock 1,086
Income tax benefit of stock options 750
Net cash provided by financing activities 1,836
Net change in cash and cash equivalents (3,023)
Cash and cash equivalents at beginning of year 14,949
Cash and cash equivalents at eng of year $11,926
Supplemental disclosures:
Casﬁ paid during the year for:
Interest $ 533
Taxes 7,256
EXHIBIT 5-5  Selected Financial Information Used to lllustrate
Cash Flow Ratios
Altron Incorporated
Selected Financial Statement Information
(Dollars in Thousands)
1997 1996
Total assets $155,603 $134,561
Accounts receivable 25,781 24,840
Inventory 28,626 18,554
Investments 17,438 24,095
Property, plant, and equipment 65,311 45,727
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Ratios

This section describes several ratios that can be computed from the statement of cash
flows. Because the statement of cash flows is a relatively recent addition to GAAP, the
development of cash flow ratios is at an early stage, and there is no general consensus
about which ratios are the most informative. Also note that some of these ratios re-
quire information disclosed only by the direct approach for preparing the operating
activities section. We will illustrate ways to estimate this information from statements
of cash flows using the indirect approach.

Cash Return on Assets  The cash return on assets ratio is calculated by adding
interest payments to cash flow from operating activities (CFOA) and then dividing by
average total assets:

CFOA + Interest paid
Average total assets

Cash return on assets =

Cash return on assets measures management’s success, given the assets entrusted
to it,in generating cash from operating activities. Because CFOA is available to pay div-
idends and to finance investments, a high ratio is desirable.

Interest payments are added to CFOA in the numerator for the same reason that
interest expense was added to net income in the return on assets calculation dis-
cussed in Chapter 4. That is, cash return on assets is designed to measure manage-
ment’s success in making operating decisions. Because interest payments are deter-
mined by financing decisions, and because they have already been subtracted in
calculating CFOA, they are added back.

Altron’s 1997! cash return on assets is:

CFOA + Interest paid
Average total assets

$14,428 + $533
($155,603 + $134,561)/2

10.3%

Cash return on assets

Altron’s cash return on assets appears reasonable, but it does not compare very fa-
vorably to the prior year when operating activities generated $22,686,000 and the
cash return on assets was 18.7%.What caused the decline in cash flow? Statements of
cash flows prepared under the indirect approach show the adjustments needed to
convert net income to cash generated by operations. Altron’s largest adjustment is
$10,072,000 for inventory. That is, inventory increased by approximately $10 million
and that inventory expansion was essentially funded from operations.The advisability
of increasing inventory holdings is usually assessed by comparing the percentage in-
crease in sales to the percentage increase in inventory. Sales increased only 4.3%
[($172,428/$165,248) — 1], while inventory increased 54.3% ($28,626/$18,554 — 1).
Thus, the decline in Altron’s cash return on assets raises concerns about its inventory
management or the salability of its inventory.

'Even though Altron’s statement of cash flows is dated 1998, it is usually referred to as the 1997 statement
of cash flows, since the majority of days included in it are from 1997.
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Some analysts question the use of CFOA in cash return on assets and other ratios.
Their reservation is that CFOA makes no provision for replacing worn-out equipment.
These expenditures are necessary to maintain productive capacity and current oper-
ating levels. Because CFOA is not reduced for these expenditures, it overstates the
amount of discretionary cash flow generated from operations.

Instead of using CFOA in ratio calculations, some analysts use free cash flow.
One way to calculate free cash flow is to subtract from CFOA the cash payment nec-
essary to replace worn-out equipment. Unfortunately, firms rarely disclose this fig-
ure. Although the investing activities section of the statement of cash flows shows
total payments for the acquisition of productive assets, the amounts spent to (1) re-
place assets and (2) expand productive capacity are not detailed. Because of this, de-
preciation expense is sometimes used as an imperfect estimate of the cash expen-
diture needed to maintain productive capacity. Because depreciation expense is
based on historical cost, it probably understates the cash necessary to replace pro-
ductive assets.

Quality of Sales  The quality of sales ratio is computed by dividing cash re-
ceived from customers by sales (revenue):

Cash received from customers
Sales

Qudlity of sales =

All other things being equal, a firm is in a more advantageous position if a large
portion of its sales is collected in cash. Not only is final realization of the transaction
assured, but the investment in accounts receivable is minimized.

This ratio is particularly useful for analyzing firms that use liberal revenue
recognition policies or firms that, of necessity, employ revenue recognition policies
that require the use of judgment. In both of these situations, a deterioration of this
ratio over time might indicate that a firm is inflating earnings by the use of ques-
tionable accounting judgments. For example, some of Altron’s sales arise from firm
contracts with other businesses for the design and manufacture of custom-made
products. Although Altron records revenue at the time goods are shipped, it could
argue for using the more liberal percentage-of-completion method. Utilizing this
procedure too aggressively would likely result in recognizing significant amounts of
revenue before cash is collected and would be reflected in a low quality of sales ra-
tio.

The quality of sales ratio can also reflect a firm’s performance in making collec-
tions from customers. Suppose that a firm increases sales by the questionable strategy
of reducing the credit standards that customers must meet.These customers are likely
to be relatively tardy in making payments.This situation will be revealed to financial
statement readers by a declining quality of sales ratio.

Altron’s quality of sales ratio cannot be computed from the information shown in
Exhibit 5-4. Why not? The numerator, cash received from customers, is available only
from the cash flow statement under the direct approach. However, this figure can be
approximated by the following relationship:

Ending balance in

Cash received Beginning balance in
Accounts Receivable

from customers ~  Accounts Receivable Sales
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To understand this relationship, recognize that both the beginning balance in ac-
counts receivable and sales for the year might potentially be collected in cash during
the current year. In fact, the sum of these two amounts is collected in cash, except for
the balance that remains in accounts receivable at the end of the year.

Altron’s estimated cash collections from customers is $171,487 (in thousands).

Cash received Beginning balance Sal Ending balance in
from customers in Accounts Receivable alés = Accounts Receivable
$171,487 = $24,840 + $172,428 — $25,781

Altron’s quality of sales ratio for 1997 is 99.5%.

Cash received from customers

Quality of sales =

Sales

 $171,487
" $172,428

99.5%

This is a very high quality of sales ratio and reflects good accounts receivable man-
agement and conservative revenue recognition policies.

Reality Check 5-1 describes how the quality of sales ratio provides useful insights
into the software industry.

Quality of Income  The quality of income ratio is computed by dividing CFOA
by net income:

CFOA

Quality of income = —————
4 Net income

This ratio indicates the proportion of income that has been realized in cash.As with
quality of sales, high levels for this ratio are desirable.The quality of income ratio has
a tendency to exceed 100% because (1) depreciation expense has reduced the de-
nominator and (2) cash spent to replace productive assets has not been subtracted in
calculating the numerator. Altron’s 1997 quality of income ratio is 98.4%.

$14,428

$14,667 = 98.4%

Quality of income =

Altron’s 1997 ratio is less than 100% and does not compare favorably to its 1996 ratio
of 128%.The decline in this ratio is largely due to the growth in inventories that was
mentioned previously.

In the discussion of quality of sales, we indicated that revenue recognition may be
judgmental. The same is true with expense recognition.A variety of alternatives for ex-
pense allocations are available to firms, and firms have considerable discretion in the
selection of these alternatives.The quality of income ratio can provide an overall in-
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REALITY CHECK 5-1

Several firms in the software industry have been criticized for their revenue recognition policies. The allegations suggest
tholtl these firms have recognized revenue prematurely. Such a practice would not only overstate sales, but net income as
well.

Revenue overstatements can be achieved in various ways. Some companies were said to double-bill customers.
Other companies booked revenue when they shipped goods to their own warehouses in foreign countries. Ultimately,
such practices catch up with companies. For example, Oracle Corporation recently paid $24,000,000 to settle share-
holder lawsuits, and Cambridge Biotech Corporation was forced to file for bankruptcy.

The quality of sales ratio can help investors detect and avoid such situations. Consider the following information for
two software companies.

Cambridge Kendall
Biotech Square Research
(Dollars in thousands)
Accounts receivable

Beginning of year $ 5951 $ 804
Eng of year 10,520 2,785
Sales for year 28,981 10,066

Required

a. Estimate the cash collected from customers for each firm.
b. Compute the quality of sales ratio for each firm.
c. What do you conclude from these ratios2

Solution
a. Cambridge Kendall Square
Biotech Research
Sales $28,981 $10,066
Plus: Beginning accounts receivable 5,951 804
Less: Ending accounts receivable (10,520) (2,785)
Cash collected from customers $24,412 $ 8,085
b.  Quality of sales = $24,412 $ 8,085
28,981 $10,066
= 84% 80%

c. These ratios are considerably below 100%. This should certainly prompt financial statement readers to undertake fur-
ther investigation.

dication of how liberal a firm’s accounting judgments have been. Reality Check 5-2
provides information about quality of income ratjos in the software industry.

You should realize that cash flows can be manipulated by management. For ex-
ample, customers can be induced to remit payments early if they are provided with a
sufficiently large cash discount. Although the short-term consequences of this action
may be to increase net cash flow, large discounts might not be in the shareholders’
best long-term interest.

Cash Interest Coverage  The cash interest coverage ratio is used by creditors
to assess a firm’s ability to pay interest. It is calculated by summing CFOA, interest pay-
ments, and tax payments and then dividing by interest payments. Interest and tax pay-
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REALITY CHECK 5-2

As with the quality of sales ratio, the quality of income ratio can helF detect situations involving questionable qccountinﬁ
judgments. Reality Check 5-1 showed that the quality of sales ratios for Cambridge Biotech and Kendall Square Researc
were both below 85%. Consider the following information:

Cambridge Kendall
Biotech Square Research
(Dollars in thousands)
Cash provided by operating activities ($5,696) ($27,194)
Net income (loss) $ 348 ($21,619)

Required

a. Compute the quality of income ratio for each firm.
b. What inferences can you draw from these ratios?

Solution
a. Cambridge Kendall Square
Biotech Research
Qudlity of sales = ($5,696) ($27,194)
$ 348 ($21.619)
= —1,637% 126%

b. Cambridge’s negative quality of income ratio results from a negative numerator and a positive denominator. This in-
dicates that although Cambridge generated a positive net income, its operations resulted in a net cash outflow. The
ratio is quite large (in absolute terms), which should be rather alarming to financial statement readers.

Regarding Kendall Square, inferpreting ratios generated from negative numbers is often difficult. A ratio of 126%
usually indicates that ac}irm generated more cash than income. However, when a 126% ratio is computed from two
negative numbers, it indicates that the firm’s cash outflow exceeded its reported loss. Both the loss and the cash out-
flow from operations should concern financial statement readers.

ments are added to CFOA because they have been subtracted in the calculation of
CFOA and because those payments are available to cover interest.In particular, tax pay-
ments are added because in the unfortunate case of zero profitability, those payments
would not be made and would provide another measure of relief for the creditors. In-
terest and taxes paid are usually summarized at the bottom of the statement of cash
flows.

CFOA + Inferest paid + Taxes paid
Interest paid

Cash interest coverage =

The cash interest coverage ratio reflects how many times greater cash provided by
operations is than the interest payment itself. Creditors prefer high levels of this ratio.
Altron’s 1997 cash interest coverage ratio is 4,168% or 41.68 to 1:

Cash interest coverage = $14,428 + $533 + $7,256 = 4,168%

$533

This ratio is quite high and should provide creditors with considerable assurance that
Altron is currently generating more than enough cash to meet its interest payments.



WHAT WOULD YOU DO?

As a successful college student, you feel that you can make money by shar-
ing your secrets of success with others. Specifically, you decide to begin a
Sc?10|astic Aptitude Test (SAT) review course. The course will be tqugﬁf by
yourself and several of your friends. Classroom space can be rented at a lo-
cal community college.

Because of the costs you will incur, a minimum of 20 students is neces-
sary to generate a positive cash flow from operations. If fewer than 20 stu-
dents enroll, you intend to cancel the course.

Marketing is, of course, a key to the success of any new business. At-
tracting new students is essential. This presents you with a dilemma. On the
one hand, you cannot afford to run the course with less than 20 students. On
the other hand, potential students always ask if you are certain that the course
will be offered. Understandably, they prefer to enroll in a course that will not
be canceled. You have many competitors; students can choose from several
review courses.

Statement of Cash Flows

USING CASH FLOW
INFORMATION:
INVESTING AND
FINANCING ACTIVITIES

The investing activities section
of the statement of cash flows
summarizes the cash inflows
from disposing of investments,
and the cash outflows from pur-
chasing investments. Altron’s in-
vestments (both short-term and
long-term) consist primarily of
government and municipal
bonds. The short-term invest-
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How would you respond to the students’” questions about course cancel-
lation2 Keep in mind that being perfectly honest may result in the failure of
your business.

ments, in particular, are highly
liquid and readily available to sat-
isfy pending cash needs.In 1997,
Altron purchased investments
for $14,920,000 and liquidated
investments of $21,577,000, resulting in a net decline in investments of $6,657,000.

The investing activities section also shows that Altron spent $25,944,000 on cap-
ital expenditures. Most of this amount was for a new 100,000 square foot manufac-
turing plant. The 1996 year-end balance sheet shows a property, plant, and equipment
(PPE) figure of $45,727,000.Thus,Altron made a considerable investment in PPE dur-
ing 1997.Altron is in an industry that requires firms to stay up-to-date in terms of tech-
nology. However,Altron should not increase its investment in high technology facilities
to such an extent that its profitability and/or cash flows are ultimately compromised.
Cause for concern is further heightened by the 1996 cash flow statement, which
shows capital expenditures of $21,175,000. Summing over 1996 and 1997,Altron has
spent about $47 million on capital improvements.This amount is approximately equal
to 70% of the PPE figure on the 1997 balance sheet! Questions certainly arise regard-
ing the necessity for Altron to continue such expenditures, as well as its ability to do
so.

So far, we have learned the following about Altron’s 1997 cash flows:

Cash provided by operating activities $14,428,000
Net cash generated by liquidating investments 6,657,000
Cash poic? for capital improvements (25,944,000)
Net cash outflow (excluding financing activities) $(4,859,000)

The financing activities section shows two items. Altron issued common stock in ex-
change for approximately $1,086,000.Altron also received an income tax benefit re-
lated to its stock option plans. These two financing activities were not sufficient to
fund the $4,859,000 outflow. Consequently, the cash balance declined:

Net cash outflow (excluding financing activities) $(4,859,000)
Net cash provided by financing activities 1,836,000
Net change in cash and cash equivalents $(3,023,000)
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A $3 million decline in cash and cash equivalents is not an extremely large drop.

Moreover, Altron has a considerable investment in government securities that can be
liquidated. Also, Altron does not have much debt outstanding, and therefore would
likely have little trouble in securing additional borrowings. Nevertheless, manage-
ment’s plans for funding future capital expenditures should be examined.

SUMMARY OF LEARNING OBJECTIVES

1.

Describe the objectives of the statement of cash flows.

The statement of cash flows explains the change in cash from the beginning to
the end of a period. It provides financial statement users with information to as-
sess a firm’s ability to generate positive future net cash flows, to meet its obliga-
tions, to pay dividends, and to generate financing internally.

Explain the complementary nature of accrual earnings and cash flows.
Accrual earnings reflect a firm’s success in providing goods and services to cus-
tomers. Cash flow figures show a firm'’s solvency and its capacity to pay dividends
and interest.

Identify the three types of activities that generate and use cash.
Operating activities include providing goods and services to customers (for ex-
ample, collecting cash from customers and paying cash to suppliers). Investing ac-
tivities involve acquiring or disposing of noncurrent assets (such as property,
plant,and equipment and investments in other corporations). Financing activities
include the obtaining of funds from shareholders and returning funds to share-
holders; financing activities also include obtaining and repaying loans.

Explain the difference between the direct and indirect methods of pre-
senting a statement of cash flows.

This distinction lies in the operating section. Under the direct method, a separate
line item is provided for each major operating inflow and outflow of cash.In con-
trast, the indirect approach starts with net income and makes various adjustments
to arrive at cash generated by operating activities.Although the direct method pro-
vides the most useful information, most firms use the indirect method.

Draw inferences about the financial performance of a firm from the
statement of cash flows.

Much of the information included in the statement of cash flows can be extracted
by the use of ratios.These ratios provide insights into a firm’s ability to generate
cash in light of the assets it has, the quality of the firm'’s sales and net income, and
the ability of the firm to generate cash to meet its interest payments.

QUESTIONS

5-1

5-2

5-3

The income statement and the cash flow statement focus on various aspects of

profitability and liquidity. Distinguish between these concepts and discuss their

importance to users of financial statements.

Describe how a firm’s financial statements help meet these objectives:

a. To evaluate a firm’s ability to generate future cash flows available to pay div-
idends to shareholders.

b. To evaluate a firm'’s ability to meet its short-term obligations and its needs for
external financing.

Contrast cash and cash equivalents? Why would managers want to include both

when preparing a statement of cash flows?

KEY TERMS
Cash 154
Cash equivalents 154
Cash interest coverage ratio
163
Cash return on assets ratio
158
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Financing activities 155
160
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155
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161
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Statement of cash flows
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Operating activities
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Why are managers and creditors often more concerned about cash and cash

flows, as compared to nonmonetary assets?

Discuss three major business activities that usually produce cash inflows or out-

flows.

What information is provided in a statement of cash flows that is not disclosed

in a balance sheet or an income statement?

Identify three types of operating, financing, and investing activities. Contrast

these with several noncash investing or financing activities.

How could a firm report positive amounts of net income and negative cash

flows from operating activities? Identify specific instances where this might

occur.

Define the following cash flow concepts in your own words as you would de-

scribe them to the owner of a small business:

Cash flow from operating activities

Cash used to purchase investments

Cash obtained from bank loans

Cash collected from clients

Cash paid to vendors

Taxes paid to federal, state, and local governments

g. Loan repayments to bank (including principal and interest)

Compare and contrast the two methods of preparing cash flow statements: the

direct vs. the indirect method. What are the essential differences between these

two methods? The similarities?

Identify each of the following activities as either operating, investing, or financ-

ing activities:

Cash received from customers

Cash paid to acquire operating equipment

Cash paid as dividends to shareholders

Cash received from issuing common stock

Cash paid for income taxes

Under the indirect method of preparing the statement of cash flows, each of the

following items would be added to net income in measuring cash flows from

operating activities (CFOA). Which Gf any) of these items may be considered to

be a source of cash?

a. Depreciation expense

b. Loss on sale of plant and equipment

c. Reductions in customer accounts receivable

d. Increases in supplier accounts payable

Describe two investing and financing activities that do not involve cash receipts

or payments. Why might a financial analyst want to know about such noncash

transactions?

Evaluate the following conventions in preparing a statement of cash flows:

a. Dividend payments to shareholders are reported as a financing activity, and
interest payments on debt are reported as an operating activity.

b. Purchases of inventory are operating activities, but purchases of plant and
equipment are investing activities.

c. Accounts payable transactions are operating activities, but most other liabil-
ity transactions are treated as financing activities.
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5-15

5-16

5-17

5-18

Statement of Cash Flows

In each of the following cases, indicate whether the amount of cash inflow (or
outflow) is greater or less than the related revenue (or expense):

a. A firm’s accounts receivable balance has increased during the period.

A firm’s salaries payable balance has increased during the period.

A firm’s accumulated depreciation balance has increased during the period.
A firm’s inventory balance has increased during the period, and the supplier
accounts payable balance has also increased by a greater amount.

Discuss how cash return on assets (CROA) can be used as a measure of manage-
rial performance. Distinguish between CROA and “free cash flow”

A government agency once reported to one of the authors that it could not ex-
tend a job offer because it was “financially embarrassed.” What do you suppose
this term meant? Could a commercial company also be financially embarrassed?
What mechanisms might a firm have that a government agency would not have
to avoid financial embarrassment?

Consider the differences between owning and managing an apartment building
or a retail store. Would the owner of one prefer a cash-based measure of perfor-
mance? Would one prefer an accrual-based performance measure? Would either
have an advantage if only the income statement, or only the statement of cash
flows, were used to evaluate annual operations? Why?

goT

EXERCISES

Effects of Transactions: Cash Versus Accrual

5-19

Consider the following transactions or events:
1. Sold merchandise on account.
Sold a used computer for cash.
Paid a supplier’s overdue account.
Recorded depreciation expense on a building.
Signed a mortgage and received cash.
Purchased inventory on account.
Gave a refund after hearing a customer’s complaint.
Received payment from a customer.

9. Sold shares of IBM stock for cash and recorded a gain.
10. Recorded a loss after discarding obsolete inventory.
11. Received a personal cash gift from a friend.

12. Made an “even” swap of a used truck for another truck.
13. Paid quarterly unemployment taxes.
14. Received a tax refund after sending duplicate checks to the IRS.

PN AR RN

Required

a. Show the effects on cash of each transaction or event, using the format below:
Effects on Cash

Increase Decrease No Change
b. Show the effects of each transaction or event on net income, using a similar
format:

Effects on Net Income
Increase Decrease No Change
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Effects of Transactions: Cash Versus Accrual
5-20 Consider the following events or transactions:

—

—

o
[

12.
13.
14.

SO XA AU AN

Delivered groceries and received a personal check.

Took a taxi and paid the fare.

Gave a refund for defective merchandise.

Recorded depreciation.

Sold a building, received a note receivable in exchange, and recorded a gain.
Made a donation to the Youth Services Community Foundation.

Received proceeds of a bank loan.

Received title to a classic Corvette in settlement of a customer’s account.
Returned merchandise to a supplier for credit.

Traded in a used truck and acquired a new truck with the balance owed on
account.

. Found securities in the bottom of an old trunk in the attic that are now

worth $100,000.

Filed an insurance claim for water damage to inventory.
Recorded a loss due to water damage.

Received a refund from a supplier who had been overpaid.

Required

a.

Show the effects on cash of each transaction or event, using the format below:

Effects on Cash
Increase Decrease No Change

Show the effects of each transaction or event on revenues or expenses, using
a similar format:

Effects on Shareholders’ Equity
Revenues (Increase) Expenses (Decrease) No Change

Effects of Transactions on Cash Flows

5-21 The following transactions were reported by Colorado Company in its statement
of cash flows. Indicate whether each transaction is an operating (O), a financing
(F), an investing (D), or a transaction that has no effect on cash flows (X) activity.

[

[
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. Office supplies were purchased and paid for.
. Land was sold for cash.
. Employees’ salaries and wages were paid.

The firm made a short-term loan to its president.
A short-term bank loan was obtained.

. Interest on this loan was paid.

The maturity date on this loan was extended.

. Depreciation for the year was recorded.
. The firm’s tax return was filed with a request for a refund.
. The firm paid its unemployment taxes to the state.

Transaction Analysis

5-22 Indicate where each of the following transactions would be reported on the
statement of cash flows (operating section, investing section, financing section,
or not a cash flow item):

1.
2.

Purchased inventory on account.
Issued common stock for cash.
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Critical Thinking

4

Integration
of Concepts
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Paid loan principle.

Paid interest on the loan.

Lent money to a customer.

Received cash from sales.

Paid inventory suppliers.

Sold a building for cash.

Recorded a gain on the sale of the building in transaction
Received a dividend from short-term investments.
Recorded depreciation for the period.

Interpreting Cash Flow Concepts
5-23 Discuss the differences in the following terms:

a.
b.
C.

d.
€.

Cash received from customers versus sales revenue

Cash paid to suppliers versus cost of goods sold

Cash proceeds from the sale of equipment versus gain on the sale of equip-
ment

Cash paid to employees versus wages expense

Cash paid for equipment versus depreciation expense

Performance Evaluation, Alternative Scenarios

5-24 Evaluate the following two scenarios and identify the possible sources of infor-
mation that would be used by a union in asserting its demands to two different
bargaining units (employers).

1.

Firm 1 reported record high earnings, but also told its union representatives
that it could not afford even a small increase in wages.

Firm 2 reported huge decreases in its earnings and, at the same time, was con-
sidering accepting its union’s proposed 15% average increase in wages.

PROBLEMS

Transaction Analysis: Expanded Accounting Equation
5-25 The following transactions were recorded by May G&M Retail Stores:

1.

AN

% N

10.
. A $45,000 refund from a supplier was received unexpectedly.
12.

13.

14.

Merchandise inventory was sold on account for $120,000.

The cost of merchandise sold in transaction 1 was $62,500.
Collections from customers were $125,000.

A $900,000 long-term note payable was paid by check.

A $10,000 loan to the company’s president was due, but not yet paid.
One hundred thousand dollars was invested in short-term certificates of
deposit.

Merchandise inventory was purchased on account for $65,000.
Payments of $62,500 were made to suppliers.

Interest of $9,000 is due on a long-term note payable.

Paid half the interest (transaction 9).

Land was purchased for $95,000 cash and a $300,000 note.

Salaries and wages due at the end of the fiscal period were accrued at
$7,800.

Recorded depreciation of $4,650 on equipment.
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Required

Classify each transaction into the following balance sheet equation and, if an
item affects cash, note next to the cash item where it would appear in the state-
ment of cash flows (using the direct method).

CASH + OTHER ASSETS = LIABILITIES + SHAREHOLDER’ EQUITY

Recording Transactions and Preparing a Simple Income

Statement and Partial Cash Flow Statement
5-26 The following transactions were made by Manning, Inc.:

1.

Merchandise was purchased for $180,000 cash.

2. Sales during the year (half received in cash) were $250,000.
3.
4. Wages earned by employees was $42,000, of which $20,000 was still unpaid

Cost of goods sold in transaction 2 was $130,000.

at year-end.

Prepaid rent at the beginning of the year was $36,000.This represented rent
for 18 months.

Utilities incurred during the year totaled $8,500. Three-fourths of this was
paid by year-end.

Required

a.

b.
C.

d.

Record these transactions using the accounting equation. Set up separate
columns for assets, liabilities, and shareholders’ equity.

Prepare an income statement.

Prepare the operating activities section of the statement of cash flows (using
the direct method).

Comment on any differences in net income and cash flow from operating ac-
tivities.

Transaction Analysis
5-27 The following transactions were recorded by Macintosh Corporation:

1.

QIR N

~

Purchased a building and took on a mortgage for $150,000.

Purchased merchandise for $12,000 cash.

Collected an account receivable of $4,000.

Recorded depreciation of $20,000.

Paid dividends of $8,000 to shareholders.

Received $15,000 cash from the sale of a short-term investment, and re-
corded a loss of $2,000 on the sale.

Issued additional common stock and received $5,000.

Paid interest of $11,000 on the mortgage.
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Critical Thinking

Critical Thinking

Critical Thinking

Required

Classify these transactions in terms of the balance sheet equation given below
and indicate which transactions would be reported on the statement of cash
flows by labeling the transaction as an operating, investing, or financing activity.

CASH + OTHER ASSETS = LIABILITIES + SHAREHOLDER’ EQUITY

Converting from Cash Flows to Revenues and Expenses
5-28 Determine the amounts of revenue or expense associated with each of the fol-
lowing cash flows:

1.

Cash received from customers was $8.5 million; accounts receivable in-
creased by $1.6 million.

Paid salaries of $3 million; salaries payable decreased by $.6 million.

Paid cash of $4.5 million to suppliers; supplier accounts payable increased by
$.5 million. Inventories decreased by $1 million.

Converting from Revenues and Expenses to Cash Flows
5-29 Determine the amounts of cash flows associated with each of the following:

1.
2.
3.

Sales revenue was $20 million; accounts receivable decreased by $2 million.
Salary expense was $7.5 million; salaries payable decreased by $1 million.
Cost of goods sold was $9 million;inventories decreased by $1.2 million. Sup-
plier accounts payable increased by $1.6 million.

Effects of Asset Disposals on Cash Flows

5-30 The Shifting Sands Company reported an increase in its property (land) account
of $4 million during 1999. During 1999, the firm sold land with an initial cost of
$12 million for cash proceeds of $9 million and purchased additional land for
$16 million. Determine the effects of these transactions on the following ele-
ments of the firm’s 1999 financial statements:

a.
b.

C.

Net income (ignore income tax effects)

Adjustments to net income to compute cash flows from operations (as in the
indirect method)

Cash flows from investing activities

Preparing a Cash Flow Statement from a Listing of Transactions
5-31 Haywire Systems had the following cash receipts and payments during 2000
(dollars in millions):

1.

—
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Cash received from customers $130
Cash paid to inventory suppliers 42
Cash paid to employees as wages 38
Paid income taxes 31
Cash paid for other operating expenses 17
Cash dividends paid to shareholders 10
Cash paid to acquire equipment and vehicles 75
Cash paid to retire bank loans 25
Cash received from sale of land 8
Cash received by a company issuing common stock 85



Required
Based on the above information, using the direct method:

a.

an g

Determine cash flow from operations.

Determine cash flow from investments.

Determine cash flow from financing.

Statement of Cash Flows 175

Calculate Haywire’s net income for 2000. If this is not possible, identify addi-
tional information that would be needed to determine net income.

Computing Quality of Sales Ratios
5-32 Consider the following information for two hi-tech companies:

Accounts receivable
Beginning of year
End of year

Sales for year

Required

a. Calculate the cash collected from customers for each firm.

Oxford, LTD Kendall, LTD
(Dollars in thousands)
$ 9,915 $ 408
11,250 7,258
21,891 11,606

b. Compute the quality of sales ratio for each firm.

C.

Computing Quality of Income Ratios

What do these ratios indicate?

5-33 Consider the following information for two high-tech companies:

Cash provided by operating activities
Net income

Required
a. Compute the quality of income ratio for each firm.
b. What inferences can be drawn from these ratios?

Computing Cash-Based Ratios
5-34 Consider the following information:

Windbag International, Inc.
Selected Financial Statement Information
(Dollars in Millions)

Total assets

Total owners’ equity

Debt

Sales

Accounts receivable

Depreciation expense

Interest paid

Taxes paid

Purchases of property, plant, and equipment
Net cash outflow from investing activities
Cash flow from operating activities

Net income

Oxford, LTD Kendall, LTD
(Dollars in thousands)

$5,600 $ 7,419
$ 684 $12,916
2000 1999
$1,086 $ 996

681 660

145 201

1,256 1,199

28 27

74 69

19 22

53 42

142 117

95 107

166 147

97 79
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Required
a. Calculate the following ratios, for each year:
1. Cash return on assets (2000 only)
2. Quality of sales
3. Quality of income
4. Cash interest coverage
b. Based on your ratios, evaluate Windbag’s performance. In what areas do the
cash flow ratios indicate positive or negative performances?

Interpreting Cash Flow Statement
5-35 The following cash flow statement was prepared by the Brainard Music Com-
pany for the year ended December 31, 2000:

Cash flow from operating activities $(346,000)
Cash flow from investing activities:
Purchase of Musicbox, Ltd. $(280,000)
Purchase of property and equipment (120,000)
Total from investing activities (400,000)
Cash flow from financing activities:
Proceeds from issuance of stock 130,000
Proceeds from short-term bank loans 540,000
Payment of dividends (110,000)
Total from financing activities 560,000

Net decrease in cash $(186,000)

Critical Thinking

Required

a. Give three reasons why Brainard engaged in these investing and financing ac-
tivities.

b. Assume that Brainard received dividends from Musicbox, Ltd. Why aren’t they
reported as part of investing activities?

c. Discuss the concept of depreciation as it affects cash flows and as it affects
Brainard Music Co.

d. Do you think the future outlook for this company is optimistic? Why or why
not?

Interpreting Financial Statements: Cash Flow Effects

5-36 The following statement of cash flows has been provided by Davo’s Surf Shop of
Malibu, California:

Critical Thinking Davo’s Surf Shop

Statement of Cash Flows
For the Year Ended December 31, 2000

Cash flows from operating activities $ 225,000
Cash flows from investing activities:

Investment in Susie’s Swim-Wear, Ltd. $ (215,000)

Purchase of marketable securities (550,000)

Proceeds from sale of building 1,000,000 235,000
Cash flows from financing activities:

Proceeds from debt issuance $ 600,000

Gift from friends and family 400,000

Payment of dividends (200,000) 800,000

Net increase in cash $1,260,000
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Required

a. Explain and discuss each item that resulted in a change in cash for Davo’s
Surf Shop.

b. Based on this limited information for only one year, evaluate Davo’s future
prospects.

c. What other information would be helpful in evaluating Davo’s prospects?

Interpreting Financial Statements: Cash Flow Effects
5-37 Byte City, Inc., provided the following cash flow information in the form of

subtotals on its cash flow statements:

2000 1999
Net cash provided by operating activities $ 2,956,020 $ 587,249
Net cash used in investing activities (8,123,648) (33,942,808)
Net cash provided by financing activities 3,880,973 31,672,955
Net decrease in cash and cash equivalents $(1,286,655)  $(1,682,604)

Required

a. Did Byte City’s cash and cash equivalents increase or decrease in 1999? In
2000? Why?

b. How would you assess Byte City’s cash flows from operating activities?

c. What financing and investing strategies was Byte City apparently following in
1999? How did this strategy change in 2000?

d. If Byte City purchased other companies in 1999 for more than $47 million,
and borrowed almost $37 million, what does this new information indicate
about its financing and investing strategies.

e. If Byte City made zero payments on long-term debt in 1999, but its payments
in 2000 totaled more than $26 million, reevaluate its financing strategies?

f. What other information would be helpful in answering these types of ques-
tions?

Calculate Cash Flow Ratios
5-38 Given the following information extracted from Byte City’s financial statements,

calculate and evaluate its cash flow ratios:

2000 1999

Interest paid $ 4,186,532 $ 3,695,431

Interest received 718,574 1,218,940
Income taxes paid 150,000 1,997,600
Total assets 107,219,075 103,542,717
Long-term debt 58,742,916 62,671,335
Shareholders’ equity 42,827,531 35,912,651

Net income (loss) 7,459,828 (32,818,050)
Net revenues 129,485,952 109,948,716
Net cash provided by operations 2,956,020 587,249
Cash received from customers 118,158,941 101,879,383

Required

a. Discuss the differences between net cash provided by operations and cash
received from customers.

b. Discuss the differences between net revenues and cash received from cus-
tomers.
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c. Using the previous data, estimate Byte City’s overall cash flows or cash bal-
ances at the end of each year. Justify your conclusions.

d. Refer to the data in the previous problem (5-37). Revise your conclusions
about Byte City’s overall cash flows or cash balances at the end of each year.
Again, justify your revised answer.

e. Calculate the following ratios for each year:

1. Cash return on assets (2000 only)
2. Quality of sales

3. Quality of income

4. Cash interest coverage

f. Based on these ratios, evaluate Byte City’s performance each year. In what ar-
eas do the cash flow ratios indicate positive or negative performances?

g. What additional information would be useful in evaluating Byte City’s per-
formance?

Interpreting Financial Statements: Cash Flow Effects
5-39 The following summary information has been extracted from the financial state-
ments of Hi-Tech Vaporware (dollars in thousands):

2000 1999

Total net revenues $126,000 $106,000
Operating expenses (105,100) (93,500)
Interest income 700 950
Interest exFense (3,560) (3,815)
Provision for income taxes (355) (215)
Net income $17,685 $ 9,420
Total assets $131,900 $101,500
Total long-term debt 30,150 36,450
Total shareholders” equity 99,759 62,420
Cash received from customers 116,580 98,987
Cash paid to suppliers (114,371) (94,641)
Income taxes paid 4,965 (702)
Interest Eaid (1,474) (1,886)
Net cash provided by operating activities 5,700 1,758
Sale of marketable securities 716 3,873
Capital expenditures 9,608) 48,017)
Net cash used in investing activities 8,892) 44,144)
Proceeds from bank loans 11,467 40,593
Payments on bank loans (16,380) —
Proceeds from issuing common stock 13,794 1,875
Net cash provided by financing activities 8,881 42,468
Net increase in cash and cash equivalents $ 5,689 $ 82
Required

a. Discuss the differences between net cash provided by operating activities
and cash received from customers.

b. Discuss the differences between net revenues and cash received from cus-
tomers.

c. From the data above, evaluate Hi-Tech’s overall cash flows during the year.

Similarly evaluate its cash balances at the end of each year.
(Continued)
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What part of the balance sheet or cash flow statement would improve your
evaluations of Hi-Tech’s overall cash flows or cash balances at the end of ei-
ther year? Why?

Calculate the following ratios for each year:

1. Cash return on assets (2000 only)

2. Quality of sales

3. Quality of income

4. Cash interest coverage

Based on these ratios, evaluate Hi-Tech’s performance. In what areas do the
cash flow ratios represent positive or negative performances?

What additional information would be useful in evaluating Hi-Tech’s perfor-
mance?

Interpreting Financial Statements: Cash Flow Effects
5-40 United States Surgical Corporation (USSC) provided the following consolidated
statement of cash flows, as abbreviated:

Year Ended December 31,

1993 1992

Cash flows from operating activities:

Cash received from customers $1,103,300 $1,087,700

Cash paid fo suppliers and employees (941,200) (905,900)

Interest paid (18,300) (15,600)

Income taxes paid (12,800) (18,400)
Net cash provided by operating activities 131,000 147,800
Cash flows from investing activities:

Property, plant, and equipment purchases (216,400) (270,700)

Other asset purchases (31,100) (31,100)
Net cash used in investing activities (247,500) (301,800)
Cash flows from financing activities:

Long-term debt borrowings 2,614,400 1,840,800

Long-term debt repayments (2,495,900) (1,696,000)

Common stock issued 8,100 35,200

Dividends paid (13,700) (16,400)

Repurchases of common stock — (16,100)
Net cash provided by financing activities 112,900 147,500
Net decrease in cash $  (3,600) $  (6,500)

Required

a. Identify and discuss any unfamiliar terms or unusual treatments in USSC’s
cash flow statement.

b. Discuss the differences between net cash provided by operating activities
and cash received from customers.

c. From the data above, evaluate USSC’s overall cash flows or cash balances at
the end of each year.

d. What part of the balance sheet or cash flow statement would help you bet-
ter evaluate USSC’s overall cash flows or cash balances at the end of either
year? Why?

e. Given the following additional balance sheet and income statement data:

(Continued)
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1993

1992

Net sales $1,037,200 $1,197,200
Net income (loss) (138,700) 138,900
Interest expense 18,500 14,700
Income taxes 1,300 54,000
Total assets 1,170,500 1,168,000
Long-term debt 137,500 110,700
Stockholders’ equity 443,900 590,000

Calculate the following ratios, for each year:
1. cash return on assets (1993 only)
2. quality of sales
3. quality of income
4. cash interest coverage
f. Based on these ratios, evaluate USSC’s performance.In what areas do the cash
flow ratios represent positive or negative performances?
g. What additional information would be useful in evaluating USSC’s perfor-
mance?

Interpreting Financial Statements: Cash Flow Effects
5-41 StorageTek’s consolidated statement of cash flows contained the following in-
formation, as abbreviated (dollars in thousands):

Year Ended
December December
31,1993 25,1992

Operating Activities

Cash received from customers $1,532,183 $1,572,892
Cash paid to suppliers and employees (1,446,321) (1,456,835)
Inferest receivecf 54,251 67,136
Interest paid (40,519) (47,751)
Income taxes paid (12,048) (28,327)
Net cash from operating activities 87,546 107,115
Investing Activities

Short-term investments, net (15,377) 40,227
Purchase of property, plant, and equipment (67,720) (106,119)
Business acquisitions, net of cas — (51,761)
Other assets, net (6,945) (4,136)
Net cash used in investing activities (90,042) (121,789)
Financing Activities

Proceeds from preferred stock offering 166,479 —
Proceeds from nonrecourse borrowings 87,508 114,935
Repayments of nonrecourse borrowings (147 ,647) (169,005)
Proceeds from other debt 79,740 21,320
Repayments of other debt (44,144) (27,538)
Other financing activities 2,009 61,050
Net cash from financing activities 143,945 762
Effect of exchange rate changes (4,341) (4,884)
Increase (decrease) in cash $ 137,108 $ (18,796)
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Required

a. Identify and discuss any unfamiliar terms or unusual treatments in Storage-
Tek’s cash flow statement.

b. Discuss the differences between net cash provided by operating activities
and cash received from customers.

c. From the data above, evaluate StorageTek’s overall cash flows or cash bal-
ances at the end of each year.

d. What part of the balance sheet or cash flow statement would help you bet-
ter evaluate StorageTek’s overall cash flows or cash balances at the end of ei-
ther year? Why?

e. Given the following additional balance sheet and income statement data (dol-
lars in thousands):

1993 1992
Net sales $ 902,482 $1,079,130
Net income (loss) (77,796) 9,334
Interest expense 43,670 48,706
Income taxes 5,000 17,700
Total assets 1,793,009 1,739,043
Long-term debt 361,718 369,988
Stockholders’ equity 1,017,303 927,913

Calculate the following ratios for each year:
1. Cash return on assets (1993 only)
2. Quality of sales
3. Quality of income
4. Cash interest coverage

f. Based on these ratios, evaluate StorageTek’s performance. In what areas do
the cash flow ratios indicate positive or negative performances?

g. What additional information would be useful in evaluating StorageTek’s per-
formance?

h. StorageTek’s 1991 fiscal year ended on December 27.Would the difference in
the number of days or number of weeks in each fiscal year affect any of the
above analyses? Why?

Interpreting Financial Statements: Cash Flow Effects

5-42 The following (summary) statement of cash flows has been provided by Sigma
Designs, which specializes in diversified graphic systems, document imaging,
and multimedia markets.
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Sigma Designs, Inc.
Statement of Cash Flows (abbreviated)
For the Years Ended January 31, 1993 and 1992
(Dollars in Thousands)

1993 1992

Cash flows from operating activities:
Net loss $(7,166) $(3,443)
Summary of adjustments to net loss activities (659) 4,731
Net cash provic’ed by (used for) operating activities (7,825) 1,288
Cash flows from investing activities:
Purchases of marketable securities (25,367) (28,598)
Sales of marketable securities 30,518 23,189
Equipment additions (801) (702)
Software development costs (capitalized) (551) (1,070)
Other asset transactions (339) 87
Net cash provided by (used for)

investing activities 3,460 (7,094)
Cash flows from financing activities:
Common stock sold 312 329
Repayment of long-term debt (39) (35)
Other financing transactions (105) 24
Net cash provided by (used for)

financing activities 168 318
Decrease in cash and equivalents $(4,197) $(5,488)
Required
a. Explain and discuss each item that resulted in a change in cash for Sigma De-

signs.

b. Based on this information, evaluate Sigma’s future prospects.
c. Indicate whether Sigma used the direct or indirect method to calculate its
cash flows from operations. How can you tell?

Interpreting Financial Statements: Cash Flow Effects,

Trends in Cash Flow, and Net Income

5-43 The following (summary) statement of cash flows has been provided by Sigma
Designs, which specializes in diversified graphic systems, document imaging,
and multimedia markets.
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Sigma Designs, Inc.
Statement of Cash Flows (abbreviated)
For the Years Ended January 31, 1995 and 1994
(Dollars in Thousands)

1995 1994

Cash flows from operating activities:

Net loss $(1,000) $(2,145)
Summary of adjustments to net loss

activities 2,997 2,731
Net cash provided by (used for)

operating activities 1,997 586

Cash flows from investing activities:

Purchases of marketable securities (20,547) (23,288)
Sales of marketable securities 35,245 32,155
Equipment additions (625) (502)
Software development costs (capitalized) (300) (1,200)
Other asset transactions (273) 215
Net cash provided by (used for)

investing activities 13,500 7,380

Cash flows from financing activities:

Common stock sold 594 450
Repayment of long-term debt (47) (40)
Other financing transactions (252) (75)
Net cash provided by (used for)

financing activities 295 335
Decrease in Cash and Equivalents $15,792 $ 8,301

Required

a. Explain and discuss each item that resulted in a change in cash for Sigma De-
signs.

b. Based on this information, evaluate Sigma’s future prospects.

c. Did Sigma use the direct or indirect method? What evidence indicates which
method Sigma used?

d. With reference to the data in this assignment, and in the preceding assign-
ment (5-42), prepare a graph showing the trends in Sigma Designs’ cash flow
from operations. On the same graph, show Sigma’s net income (loss). Discuss
these trends, along with your estimate of Sigma’s future prospects.

e. Write a short memo to Sigma Designs’ controller regarding the effects of net

losses on operating cash flows during the period 1992 through 1995. Evalu-
ate the dramatic turnaround in Sigma’s cash balances. What factors caused
this reversal (1992-95)?

Interpreting Financial Statements: Cash Flow Effects

Critical Thinking

5-44 A condensed version of Microbyte Corporation’s consolidated statements of
cash flows for 1999 and 2000 are shown below (dollars in thousands):
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2000 1999
Cash flows from operating activities:
Cash received from customers $164,177 $82,152
Cash paid to suppliers and employees (142,336) (69,507)
Interest receiveJD 2,622 722
Interest paid (87) (224)
Income taxes paid (16,121) (5,187)
Net cash provided by operating activities 8,255 7,956
Cash flows from investing activities:
Sale (purchase) of short-term investments 600 (16,200)
Capital expenditures 9,740) (1,932)
Net cash used for investing activities 9,140) (18,132
Cash flows from financing activities:
Proceeds from issuing common stock 496 22,114
Paﬁments under capital leases (472) (347)
Other (9) 31
Net cash provided by financing activities 15 21,798
Net increase (decrease) in cash (870) 11,622
Cash balances at beginning of year 14,808 3,186
Cash balances at end of year $ 13,938 $14,808
Required
a. Is Microbyte’s statement of cash flows based on the direct or indirect

b.
C.

method? What evidence supports this view?

By how much did Microbyte’s cash flow from operations increase?

During these two years, how much did Microbyte spend to purchase mar-
ketable securities and other short-term investments? Did Microbyte buy or
sell securities each year? Show any relevant calculations.

How much did Microbyte spend on capital expenditures during the two
years? Did Microbyte purchase or sell capital assets each year? How do you
know?

During these two years, how much money did Microbyte receive by issuing
common stock? Given these proceeds, what do you suppose Microbyte did
with it? Why would Microbyte take these actions?

By how much did Microbyte’s collections from customers increase between
1999 and 2000? Does this increase represent modest or significant growth?
Is the increase in cash paid to suppliers and employees consistent with this
growth? Why?

By how much did Microbyte’s cash balances increase between the beginning
of 1999 and the end of 2000? Is this increase significant? Does it represent a
significant increase in Microbyte’s liquidity? Why?

Why do you think the amounts shown for interest payments are so low? Why
is interest received so much larger than interest payments? Under what cir-
cumstances is this a favorable relationship?

During 1999, Microbyte’s cash increased by $11,622,000. On the other hand,
during 2000 its cash decreased by $870,000.Is this trend alarming? Does it
indicate any problems for Microbyte?

How would an analyst evaluate the relationship between Microbyte’s cash
provided by operations of $8,255,000 and its cash used for investing activi-
ties of $9,140,000? How is this relationship affected by Microbyte’s financing
activities? Has Microbyte been a prudent manager of its cash during 2000?
Why? continued
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k. Compute the following ratios or amounts for Microbyte Corporation for
2000. Discuss each ratio in the context of Microbyte’s statement of cash
flows.

1.
2.
3.

4.
5.
6.

Cash flow from operating activities

Cash return on assets, assuming average total assets are $81,613,000
Cash return on stockholders’ equity, assuming average stockholders’ eq-
uity is $60,386,000

Quality of sales, assuming sales revenues are $170,290,000

Quality of income, assuming net income is $40,513,000

Cash interest coverage

1. Compute the following ratios or amounts for Microbyte Corporation for 1999
and discuss each ratio in the context of Microbyte’s statement of cash flows.

1.
2.
3.
4.

Cash flow from operating activities

Quality of sales, assuming sales revenues are $88,655,000
Quality of income, assuming net income is $17,848,000
Cash interest coverage

m. Evaluate the trends in these ratios over the two years.
n. Evaluate Microbyte’s future prospects.

Critical Thinking

Interpreting Financial Statements: Cash Flow Effects
5-45 Consider the following (summary) consolidated statements of cash flows from
Pioneer Resource, Inc., for 1999 and 2000:

Consolidated Statements of Cash Flows
Pioneer Resource, Inc.
For the years ending December 31, 2000 and 1999
(Dollars in Millions)

2000 1999
Cash flows from operating activities:
Net cash from operating activities $2,989.5 $3,125.7
Cash flows from investing activities:
Acquisitions of property, plant,
and equipment $(2,454.0) (2,111.9)
Acquisitions of new companies (796.3) (65.4)
Other investing activities, net 125.8 (185.6)
Net cash from investing activities (3,124.5) (2,362.9)
Cash flows from financing activities:
Net change in short-term debt 818.4 17.5
Issuance of long-term debt 97.5 32.9
Retirements of long-term debt (102.3) (89.2)
Dividend payments (825.4) (776.4)
Repurchase of common stock (588.1) (807.2)
Other financing activities, net 205.3 895.7
Net cash from financing activities (394.6) (726.7)
Net increase (decrease) in cash and
temporary investments $ (529.6) $ 361

Required

a. Identify and discuss each item that caused a change in Pioneer Resource’s net
cash flows for each year.

b. Using only the cash flow statement, evaluate Pioneer Resource’s cash flow
prospects for 2001. continued
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c. Describe and evaluate Pioneer Resource’s apparent strategy for financing its
acquisitions. How do its dividend payments and its repurchases of common
stock affect its financing strategies?

d. If Pioneer Resource’s net income figures for 2000 and 1999 were, respec-
tively, $1,253.8 and $1,238.2 (dollars in millions), write a short essay ex-
plaining the relationship between net income and net cash flow provided by
operating activities. Draw a simple graph to show how these amounts relate
to each other. What conclusions can be drawn from the graph?

e. Compare Pioneer Resource’s net income and cash provided by operating ac-
tivities with the net income and cash flow trends for another company. Un-
less your instructor designates another company, use the data from Sigma De-
signs’ net income (loss) and cash provided (or used) by operating activities
(see problem 5-43). Although these are two distinctly different companies,
how do your conclusions about cash flows differ? Why do you think there are
such vast differences?

Interpreting Financial Statements: Cash Flow Effects
5-46 Mitronics Corporation reported the following items (which are only partial ex-
cerpts) in its 1997 statement of cash flows (dollars in thousands).

1997 1996
Net earnings $788 $845
Increases (decreases) in current liabilities (512) 532
Cash provided by operating activities 276 1,377

In the financial review section of Mitronics’annual report, management reported
the following:
Cash provided by operations was $276,000 in 1997 compared with
$1,377,000 in 1996.The reduction was primarily due to lower earnings from
operations and a reduction in current liabilities.

Required

a. Explain in your own words what Mitronics is communicating in this note.
‘Why might Mitronics’ managers manage its cash in this manner?

b. What else would a financial analyst like to know about Mitronics’ cash flow
from operating activities?

Interpreting Financial Statements: Cash Flow Effects
5-47 SILLA, Inc., reported the following items (which are partial excerpts) in its 1999
statement of cash flows (dollars in thousands):

2000 1999
Net loss $(81,542)  $(202,144)
Interest payments, net (114,000) (132,000)
Debt repayments (214,000) (7,100)
Cash provided by operating activities 36,548 15,432

Included in management’s discussion of SILLA’s annual results was the following:
During 1999, cash flows from operating activities included $31 million relat-
ing to net reductions in operating receivables and payables relating primarily
to property sales of $35 million.Accordingly, operations provided enough cash
flow for net interest costs but did not provide substantial additional cash for
debt principal repayment or capital expenditures.
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Required

a. Has SILLA improved its cash flow in 2000 (versus the prior year)? What ac-
tions has it taken that resulted in significant changes in cash flow?

b. On what grounds would you agree, or disagree, with management’s asser-
tions about its cash flow from operating activities?

Interpreting Financial Statements: Cash Flow Effects
5-48 Woodway Company reported the following data in its 2000 statement of cash
flows (dollars in thousands):

2000 1999
Net earnings $ 1,654 $6,215
Cash provided by operating activities 26,118 1,984

Required

a. What are some likely explanations for the trend in cash provided by operat-
ing activities relative to the trend in net earnings?

b. Would you expect Woodway’s cash balance at the end of 2000 to be higher
or lower than that at the end of 1999? Why? What other information would
you need before drawing definitive conclusions in this regard?

Interpreting Financial Statements: Cash Flow Effects

5-49 The following cash flow statement from Low-Down Industries is causing con-
VA cern to its president, Ms. High-Flyer. She can’t understand why Low-Down is hav-
Writing ing trouble meeting its debt obligations on a timely basis. She is further con-
cerned about the long-term prospects of the company, especially because last
year’s net income was only $100,000.

Low-Down Industries
Statement of Cash Flows (abbreviated)
For the year ended November 30, 1999

Net cash used by operating activities $(23,000)
Proceeds from sale of building 125,000
Purchase of equipment (47,000)
Net cash provided by investing activities 78,000
Dividends paid (31,000)
Payment on long-term note payable (20,000)
Net cash used by financing activities (121,000)
Decrease in cash $(66,000)
Required
a. Write a memo to Ms. High-Flyer addressing her concerns and your recom-
mendations.

b. Assume that Low-Down Industries has no more land or buildings or other
tangible assets to sell. Suppose also that Low-Down'’s operations will not sub-
stantially change.

1. Prepare an approximate forecast of next year’s cash flows, assuming no
other major changes.

2. Identify several viable strategies for Ms. High-Flyer to consider for future
years in order to alleviate these potential cash shortages.



188 Statement of Cash Flows

Effects of Discounts on Net Income

5-50 Assume that you are the controller of a publicly held company called Spring
/ Corporation.The CEO and the CFO are quite concerned about financial analysts’
Writing assessments of Spring’s prospects. Analysts have publicized their doubts about
Spring’s ability to generate cash from operating activities.

As is common, Spring pays for all of its inventory purchases almost immedi-
ately upon receipt of the appropriate bills. Because finance charges in this in-
dustry are exorbitant, you, as controller, are careful to make all payments within
the allowable interest-free period. At year end, the CFO orders you to suspend
temporarily all payments to suppliers.The obvious reason for this suspension is
to enhance, that is to “window dress,” Spring’s CFOA in its statement of cash
flows. It is also obvious that this action will cost Spring substantial future inter-
est charges.

Required

Write a short response to the CFO’s request.

Preparing an Income Statement and a Statement of Cash Flows

&:3 5-51 Beth’s Espresso Cart, first introduced in Chapter 4,“The Income Statement,” fin-
=3 ished its second year of operations.
ﬁ b 1. Cash collections from clients $35,505
Integration 2. Payments to suppliers (beans, etc.) 17,347
of Concepts 3. Replacement of cups, pots, etc. 1,000
4. Depreciation of coffee cart 1,300
5. Withdrawals for personal use 6,000
6. Purchases of propane, electricity, etc. 510
7. Amortization of insurance (final year) 400
8. Repaid start-up loan (to her father) 4,000
9. Paid interest on loan, two years at 10% simple interest (for last year and this
year)
Required

a. Prepare an income statement and a statement of cash flows on the basis of
the data (assuming that all sales and purchases are for cash). Assume there
have been no significant inventory changes (supplies, fuel, coffee beans, etc.)
during the past year.

b. Write a short memo evaluating the year’s operating performance of Beth’s
Espresso Cart. Provide suggestions for next year.

Effects on Net Income and Cash Flows
5-52 Jane Stallings is the vice-president of operations for the Floppy Disk Computer
/ Company, which produces a wide variety of hardware and software for personal
Writing computers.This equipment is sold to other manufacturers and is also sold to busi-
ness and personal (retail) customers through specialty computer suppliers in
shopping malls and business centers throughout the United States and Europe.
Floppy Disk has been in business for about 15 years and its overall operating
results have been generally satisfactory. However, because the product life cycle
for floppy disks is reaching its end, the manufacturing of floppy disks is almost
completely conducted in the Far East due to lower labor costs, and the Floppy
Disk Division has had zero profits for the past three years, Jane Stallings has pro-
posed eliminating the Floppy Disk Division.
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Max Marcker, son of Floppy Disk’s founder and holder of 45% of the com-
pany’s shares, objected to this proposal at the last meeting of the board of di-
rectors. Max believes that a resurgence of interest in floppy disk technology will
soon occur and that such products will soon be produced at a cost of two cents
each. He suggested to the board that this division is still integral to the com-
pany’s future, that it contributes to its cash flows, and that better planning and
budgeting will improve the company’s future cash flows.

Required

a. Write a short memo to Max from Jane, explaining the difference between
cash flows and profits.

b. Each of Floppy Disk’s divisions has, in the past, been evaluated on the basis
of net income and return on shareholders’ equity. Jane Stallings has suggested
that cash flows should now be viewed as just as important a performance
measure as net income. Write a short response to Jane. Suggest some cash-
based ratios that would be more helpful and useful for annual performance
evaluation of the divisions.

c. Jane has also suggested that each division be required to use the direct
method in its cash flow statements.Again, write a short response to Jane. Ex-
plain why the direct method may be more helpful to managers in each divi-
sion, as well as for anyone who might be evaluating the divisions.

Effects on Net Income and Cash Flows

; 5-53 Write a short essay describing the advantages and disadvantages of using the in-
) A come statement and the cash flow statement as a basis for evaluating the per-
Wrifing formance of a firm. Specifically comment on the distinction between operating
performance, based on cash provided by operations and on income from con-
tinuing operating activities and “bottom line” results on either the income state-
ment or the cash flow statement.

Interpreting Financial Statements: Cash Flow Effects

Versus Effects on Net Income
5-54 Four Square Computer Company has provided the following (partial) income
statement for the year ended December 31,2001:

Revenues
Cash sales $1,600,000
Sales on account 3,335,000
Subtotal 4,935,000
Expenses
Salar expense 2,259,900
Su pﬁ/es expense 300,550
Aavertising expense 969,430
Rent 1,200,000
Miscellaneous 31,260
Subtotal $4,761,140
Required
a. Calculate income before taxes, tax expense (at 28%), and net income after
taxes.

b. About half of the sales on account have still not been collected and are ex-
pected to be collected in January of the next fiscal year. On what basis are

they included in this year’s income statement?
(Continued)



190

Statement of Cash Flows

. Given that about half of this year’s sales have not yet been collected and rep-

resent all the accounts receivable that are still outstanding, evaluate Four
Square’s profitability. On the basis of this limited information, what would
you conclude about its operating cash flows?

. Assuming that all the nonsalary expenses have been paid as incurred, and as-

suming that salaries for December have not been paid or accrued, evaluate
Four Square’s profitability and its operating cash outflows. Assume that
salaries were earned by employees evenly throughout the year.

. Now, assume that half of the advertising expense was incurred in December

for a promotional campaign that was designed to boost sales in the post-
holiday period. Should these expenses have been omitted from this year’s in-
come statement and deferred until the following year? Why? If GAAP required
that such advertising costs be expensed (that is, shown in this year’s income
statement), how might Four Square’s managers now view the results of
2001’s operations? Why?

On December 31, Four Square purchased 1,000 shares of Microcell (a com-
puter software company) at $121 per share.Why isn’t this purchase reflected
in the income statement?

. In November, Four Square purchased 100,000 disk drive units at $12 per unit.

These are very advanced disk drives that have not yet been sold. Why isn’t
this purchase shown on the income statement?

. When the outstanding accounts receivable are collected in the next year,

should those collections be shown on next year’s income statement? Why?
When the disk drives are used to manufacture computers, should their cost
be shown on the income statement for the month and year in which they are
assembled into the finished product? Or should they be shown on the in-
come statement in the month and year when the computers (and their asso-
ciated disk drives) are sold? Why?

Ethics Effects of Timing on Revenue Recognition
4 5-55 Key,Inc., manufactures key rings and “dummy” keys for football fans to shake and

rattle at opportune times during football games. These items are sold to sports
specialty shops and sidewalk vendors during the football season.The company’s

fiscal year ends December 31 each year. In 1999, just before the “bowl” season,

the company received orders and payment for $23,000 worth of keys and key
rings. The goods will be manufactured and shipped on January 1, 2000, just in
time for the major bowl games later that day.The effects these orders have in De-
cember 1999 on key’s balance sheet equation is as follows:

ASSETS = LIABILITIES + SHAREHOLDERS’ EQUITY

Cash + $23,000 Sales Revenue + $23,000

The company’s overall financial results, summarized under the accounting equa-

tion, were
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ASSETS = LIABILITIES + SHAREHOLDERS’ EQUITY

$275,000 $266,000 $9,000

Key’s summarized income statement for 1999 is as follows:

Revenues $115,000

Expenses 109,000

Net income $ 6,000
Required
a. Show how the $23,000 in December 1999 orders should have been recorded.
b. Reconstruct the income statement, showing how it might have appeared

without the inclusion of the $23,000 in December orders. For this purpose,
assume that the expenses associated with the orders were $11,000.

Show how the balance sheet would have changed if the $23,000 in orders
had been recorded correctly. Why might Key management be unhappy with
these results?

Discuss the ethical problems inherent in this situation for the company; for its
financial managers, and for its auditors.

Effects of Returns on Net Income

5-56 VaporWare II, Inc. (VWIID), had spectacularly good financial results in 1999. How-
ever, in 2000, the millenium bug, other defects, and general customer dissatis-
faction resulted in returns of $3 million.These products had originally been ex-
pensed for $1 million. It cost $5 million to satisfy VWIII’s irate customers. VWIII
chose not to report any returns in 2000, while showing the $5 million as sales
revenue in 2000.

Required

a.
b.

Show how the $3 million of returns should have been recorded.

If the defects had been properly anticipated, what impact would this have
had on VWIII's 1999 income statement?

Show how the 1999 balance sheet would have changed if the returns had
been recorded correctly. Why might VWIII’s management be unhappy with
these results?

Discuss how the 2000 financial statements will be affected by VWIII’s treat-
ment of these returns.

Discuss the ethical problems inherent in this situation, for the company, for
its financial managers, and for its auditors.

Interpreting Financial Statements: Cash Flow Effects
5-57 From Appendix D,“Wendy'’s International, Inc.,” review Wendy’s cash flow state-
ment and income statement.

Required

a.

Evaluate Wendy’s cash flow from operations. Calculate the relevant, cash-

based ratios from this chapter.
continued

191
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Critical Thinking

Writing

b.

Compare Wendy'’s cash flow from operations to “income before taxes” (alter-
natively, you could calculate its operating income from the data shown on the
income statement). Prepare a graph to help show trends in each.

Describe Wendy’s cash management strategies as revealed in the operating,
financing, and investing activities sections of its cash flow statement.

Write a short memo to a potential investor in which you critique Wendy’s
cash management strategies. Contrast predicted cash flow from operations
with predicted income before taxes. What evidence supports the view that
Wendy’s will increase its operating cash flows and its income before taxes?

Interpreting Financial Statements: Cash Flow Effects
5-58 From Appendix E,“Reebok International Ltd.,” review Reebok’s cash flow state-
ment and income statement.

Required

a.

b.

Evaluate Reebok’s cash flow from operations. Calculate the relevant cash-
based ratios from this chapter.

Compare Reebok’s cash flow from operations to its “income before income
taxes and minority interest.” Prepare a graph to help show trends in each.
Describe Reebok’s cash management strategies as revealed in the operating,
financing, and investing activities sections of its cash flow statement.

Write a short memo to a potential investor in which you critique Reebok’s
cash management strategies. Contrast predicted cash flow from operations
with predicted income before income taxes and minority interest. What evi-
dence supports the view that Reebok will increase its operating cash flows
and its income before income taxes and minority interest?

Analyzing Financial Statements of Several Companies

5-59 Obtain recent financial statements for two or three companies. If possible, these
companies should be in the same industry and they should use the same method
in reporting their cash flows from operating activities. Ideally, they will all use
the direct method, though it will be hard to identify three such companies in the
same industry who are otherwise comparable.

Required

a.

b.

C.

d.

Summarize each company’s cash flow from operations in tabular and graph-
ical formats. Calculate the relevant cash-based ratios from this chapter.
Summarize each company’s net operating income in tabular and graphical
formats.

Identify the cash flow strategies of each company by examining the operat-
ing, financing, and investing activities sections of each cash flow statement.
Write a short memo to a potential investor in which you critique the cash
flow strategies of each company. Identify which company might offer the
most favorable prospects for increasing its operating cash flows.

Cash Flow Issues

5-60 Scan recent business publications or use a business index in your library to lo-
cate an article discussing a company’s cash flow issues. Read the article and
write a short summary discussing the managerial implications of the company’s
cash flow issues.



Statement of Cash Flows 193

Cash Flow Issues

5-61 Obtain the cash flow statements for a company that has been described in a re-
cent business article as having cash flow problems. Conduct your own analysis
of the company’s cash flows, using the ratios described in this chapter. Write a
short essay, clearly showing why you agree or disagree with the article’s author
regarding the company’s cash flow problems.

Using CFO and/or NI for Performance Evaluation

5-62 Write a short memo discussing the advantages of using operating cash flows as
/ an indicator of success. Contrast the use of operating cash flows as a perfor-
Writing mance measure, with accrual-based net income measures. Indicate the circum-
stances under which managers might prefer to use both measures simultane-
ously.

Identify Underlying Reasons for Changes in CFOA
5-63 The following financial statements from SOS Staffing Services, Inc. were down-
loaded from the SEC’s EDGAR database:

Critical Thinking

SOS STAFFING SERVICES, INC.
CONSOLIDATED STATEMENTS OF CASH FLOWS

For the Fiscal Years Ended December 28, 1997, December 29, 1996 and December 31, 1995
Increase (Decrease) in Cash and Cash Equivalents

Fiscal Year (52 Weeks) Ended

CASH FLOWS FROM OPERATING ACTIVITIES:
Net income §7,526,227 $4,029,160 $2,939,942
Adjustments to reconcile net income to net
cash used in operating activities:

Depreciation and amortization 2,156,882 854,902 374,114
Deferred income taxes (596,604) (825,941) 274,352
Loss on disposition of assets 26,927 63,030 3,554
Changes in operating assets and liabilities:
Accounts receivable, net (12,448,572) (8,785,524) (10,740,788)
Workers’ compensation deposit 134,924 (6,021) 1,277,178
Prepaid expenses and other (288,556) (127,943) (128,033)
Amounts due from related parties (17,521) 54,521 (445,881)
Deposits and other assets (312,348) (84,969) 7,667
Accounts payable 371,271 391,177 29,742
Accrued payroll costs 1,456,305 529,247 685,683
Workers’ compensation reserve 1,196,488 957,338 (35,989)
Accrued liabilities (624,956) 219,439 57,650
Income taxes payable 479,885 301,961 74,576

Net cash used in operating activities (939,648) (2,429,623) (5,626,233)
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Net cash used in operating activities (939,648)

(from page 190)
CASH FLOWS FROM INVESTING ACTIVITIES:

Cash paid for acquisition of businesses (38,574,952)
Principal payment of note related to acquisition --
Purchases of property and equipment (1,829,547)
Payments on acquisition earnouts (3,955,275)
Deposits related to acquisition of certain assets --
Proceeds from sale of property and equipment 2,743

(2,429,623)

(10,162,026)
(1,450,000)
(683,889)
(239,139)

(5,626,233)

(1,340,707)

(684,092)
(29,800)
236,078

Net cash used in investing activities

CASH FLOWS FROM FINANCING ACTIVITIES:

Proceeds from issuance of common stock, net $ 59,831,875

$ 18,098,350

$ 12,629,345

Proceeds from exercise of employee stock options 142,800 39,130 --
Repayments on line of credit, net - - -- (2,530,251)
Proceeds from long-term debt 13,000,000 11,000,000 --
Principal payments on long-term debt (13,000,000) (11,105,541) (550,000)
Capital contribution from shareholders -- -- 750,000
Distributions to shareholders - - -- (750,000)
Net cash provided by financing activities 59,974,675 18,031,939 9,549,094
NET INCREASE IN CASH AND CASH EQUIVALENTS 14,677,996 3,067,262 2,104,340
CASH AND CASH EQUIVALENTS AT BEGINNING OF YEAR 5,784,651 2,717,389 613,049
CASH AND CASH EQUIVALENTS AT END OF YEAR $ 20,462,647 $ 5,784,651 $ 2,717,389
SUPPLEMENTAL CASH FLOW INFORMATION:
Cash paid during the year for:
Income taxes $ 5,168,820 $ 2,902,393 $ 1,117,214

Interest 225,776

280,018

SUPPLEMENTAL DISCLOSURES OF NONCASH INVESTING AND FINANCING ACTIVITIES:

The following information relates to the Company’s acquisitions:

Fair value of assets acquired $ 39,553,495

$ 14,980,167

134,917

$ 3,433,773

During fiscal year 1995 the Company distributed approximately $8 million of

its accounts receivable to its SOS Corporation shareholders.
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SOS STAFFING SERVICES, INC.
CONSOLIDATED BALANCE SHEETS
As of December 28, 1997 and December 29, 1996

ASSETS
1997 1996
CURRENT ASSETS:
Cash and cash equivalents 320,462,647 35,784,651
Accounts receivable, less allowances of
$678,000 and $459,000, respectively 32,982,075 19,114,117
Current portion of workers’ compensation deposit 475,549 610,473
Prepaid expenses and other 729,697 305,151
Deferred tax asset 1,238,955 661,645
Amounts due from related parties -- 406,376
Total current assets 55,888,923 26,882,413
PROPERTY AND EQUIPMENT, at cost:
Computer equipment 2,852,320 1,399,408
Office equipment 2,241,392 1,461,945
Leasehold improvements and other 1,286,134 969,208
6,379,846 3,830,561
Less accumulated depreciation and amortization (2,353,511) (1,698,080)
Total property and equipment, net 4,026,335 2,132,481
OTHER ASSETS:
Workers’ compensation deposit, less current portion 106,369 106,369
Intangible assets, less accumulated amortization
of $1,941,000 and $457,000, respectively 57,456,417 17,798,588
Deposits and other assets 811,527 372,973
Total other assets 58,374,313 18,277,930

Total assets $118,289,571 $47,292,824
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LIABILITIES AND SHAREHOLDERS’® EQUITY

1997 1996
CURRENT LIABILITIES:
Accounts payable $971,775 $600,504
Accrued payroll costs 3,566,859 2,110,554
Current portion of workers’ compensation reserve 2,537,995 1,501,669
Accrued liabilities 663,042 408,027
Income taxes payable 946,611 466,726
Accrued acquisition earnouts 4,412,658 4,782,689
Total current liabilities 13,098,940 9,870,169
LONG-TERM LIABILITIES:
Workers’ compensation reserve, less current portion 535,580 375,418
Deferred income tax liability 193,762 213,056
Deferred compensation liability 126,206 --
Total long-term liabilities 855,548 588,474
COMMITMENTS AND CONTINGENCIES (Notes 2, 3, and 5)
SHAREHOLDERS’® EQUITY:
Common stock $0.01 par value 20,000,000 shares authorized;
12,653,002 and 8,706,020 shares issued
and outstanding, respectively 126,530 87,060
Additional paid-in capital 91,152,122 31,216,917
Retained earnings 13,056,431 5,530,204
Total shareholders’ equity 104,335,083 36,834,181
Total liabilities and shareholders’ equity $118,289,571 $ 47,292,824

Required

a. Contrast SOS’s positive net income with its negative CFOA.

b. Draw a simple graph showing the trends in net income and CFOA. Evaluate these trends.

c. From the data above, what is the primary reason for SOS’s negative CFOA?

d. Use balance sheet data to verify or confirm your answer from part (c). Explain why these data are con-
firmatory.

e. Calculate the following ratios, for each year:
1. cash return on assets (1997 and 1996 only)
2. quality of income
3. cash interest coverage

f. Based on these ratios, evaluate SOS’s performance each year. In what areas, do the cash flow ratios in-
dicate positive or negative performances?

g. What additional information would be useful in evaluating SOS’s performance?



Critical Thinking
Consolidated Statements of Cash Flows
ELI LILLY AND COMPANY AND SUBSIDIARIES

(Dollars in millions)

Year Ended December 31

Statement of Cash Flows

Compare and Contrast CFOA for Two Companies
5-64 The following financial statements from Eli Lilly and Company and Pfizer INC.
were downloaded from the SEC’s EDGAR database:

Cash Flows From Operating Activities
Net income (LlOSS) .. iviii e eneeeneneeeennn

Adjustments To Reconcile Net Income (Loss) to
Cash Flows From Operating Activities
Depreciation and amortization.............
Change in deferred taxes..................
Gain on sale of DowElanco, net of tax.....
Asset impairment, net of tax..............
Net gain on disposition of discontinued

OpPErationNS . v v vttt ettt e
Other noncash income--net.................

Changes in operating assets and liabilities:
Receivables--(increase) decrease.......
Inventories--(increase) ......c.ouuuun..
Other assets--(increase)..............
Accounts payable and other

liabilities--increase (decrease)....

Net Cash From Operating Activities..........

Cash Flows From Investing Activities

Acquisitions..... .ttt e e e
Additions to property and equipment........
Disposals of property and equipment........
Additions to other assets..................
Reductions of investments..................
Additions to investments................0...

Proceeds from sale of DowElanco................

Net Cash From (Used for) Investing
Activities.... ... i e

$(385.1)

509.8
(293.0)
(303.5)

2,429.6

1,920.0

(4.7)
(65.8)
(22.2)

2,400.4

(366.3)
11.5

(34.2)
365.7

(388.5)
1,221.5

$1,523.5

1,991.4

(97.1)
(443.9)
11.2
(40.8)
396.9
(294.3)

(468.0)

$2,290.9

(921.5)
(9.8)

2,057.3

(189.3)
(22.1)
(114.5)

1,824.6

(36.8)
(551.3)
21.5
(54.1)
430.8
(372.9)

(562.8)
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Net Cash From (Used for) Investing

Activities (from page 194).............. 809.7 (468.0) (562.8)
Cash Flows From Financing Activities
Dividends paid........c.tiiiiiiiiinennnnn. (818.0) (753.2) (747.2)
Purchases of common stock and other

capital transactions.........oeeiiniennann. (351.3) (314.5) (156.0)
Issuances under stock plans................ 205.4 218.4 54.7
Proceeds from issuance of subsidiary stock. 160.0 -- --
Decrease in short-term borrowings.......... (1,146.0) (801.4) (967.7)
Additions to long-term debt................ 2.8 -- 1,019.5
Reductions of long-term debt............... (7.5) (10.4) (17.0)
Net Cash Used for Financing Activities..... (1,954.6) (1,661.1) (813.7)
Effect of exchange rate changes on cash.... (121.7) (48.1) 14.5
Net increase (decrease) in cash and

cash equivalents.......vvivivienennnnnn. 1,133.8 (185.8) 462.6
Cash and cash equivalents at beginning

of year. ... i e 813.7 999.5 536.9
Cash and cash equivalents at end of year.... $1,947.5 $ 813.7 $ 999.5
Cash payments of interest................... 243.9 292.9 271.7
Cash payments of taxes...........cooivnn... 542.0 289.0 449.0

PFIZER INC AND SUBSIDIARY COMPANIES
CONSOLIDATED STATEMENT OF CASH FLOWS

Year ended December 31

(millions of dollars)

1996

Operating Activities
Net income

$2,213

$1,929

Adjustments to reconcile net income to net cash provided by operating

activities:

Depreciation and amortization of intangibles

Deferred taxes and other

Changes in assets and liabilities, net of effect of businesses acquired and

divested:

Accounts receivable

Inventories

Prepaid and other assets

Accounts payable and accrued liabilities
Income taxes payable

Other deferred items

502
24

(503)
(375)
(138)
(26)
(127)
59

430
89

(255)

(149)

(208)
66



Net cash provided by operat

Statement of Cash Flows

ing activities

(from page 195) 1,629 2,067 1,821
Investing Activities
Purchases of property, plant, and equipment (943) (774) (696)
Purchases of short-term investments (221) (2,851) (2,611)
Proceeds from redemptions of short-term investments 29 3,490 2,185
Purchases of long-term investments (76) (820) (151)
Purchases and redemptions of short-term investments
by financial subsidiaries 45 (11) (30)
(Increase)/decrease in loans and long-term investments
by financial subsidiaries (20) 52 330
Acquisitions, net of cash acquired -- (451) (1,521)
Proceeds from the sale of businesses 21 353 --
Other investing activities 143 75 151
Net cash used in investing activities (1,022) (937) (2,343)
Financing Activities
Proceeds from issuances of long-term debt 57 636 502
Repayments of long-term debt (269) (804) (52)
Increase/ (decrease) in short-term debt 370 259 (444)
Purchases of common stock (586) (27) (108)
Cash dividends paid (881) (771) (659)
Stock option transactions 411 280 205
Other financing activities 50 45 37
Net cash used in financing activities (848) (382) (519)
Effect of exchange rate changes on cash and cash
equivalents (32) (1) (14)
Net increase/(decrease) in cash and cash equivalents (273) 747 (1,055)
Cash and cash equivalents at beginning of year 1,150 403 1,458
Cash and cash equivalents at end of year S 877 $ 1,150 $ 403
Supplemental Cash Flow Information
Cash paid during the period for:
Income taxes S 856 S 709 S 646
Interest 151 139 175

Required

a.
b.

Contrast Lilly’s CFOA with Pfizer’s CFOA.

Draw a simple graph showing these trends in CFOA. Evaluate these trends.
Which company exhibits more variability in its CFOA trends? Discuss these
trends.

How are these two company’s cash flow management strategies different?
Similar?

What other data would be helpful in evaluating cash flows for these two
companies?

Calculate the following ratios for each year:

1. Quality of income

2. Cash interest coverage

Evaluate each company’s performance, using only the information in the cash
flow statement. In what areas do the cash flow ratios indicate positive or neg-
ative performances?

What additional information would be useful in evaluating each company’s
performance?
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Internet

Internet

Internet

Identifying Cash Flows

5-65 Locate the most recent financial statements for the computer manufacturing com-
panies listed below.You may use either the 10-K available at EDGAR (www.sec.
gov/edgarhp.htm) or the annual report available at the company page on the
‘Web.The annual report is usually located in the Investor Information section.

R

)

—rEF®R oo an T

Corporation Home Page Location
Digital www.digital.com
IBM www.ibm.com
Apple www.apple.com
Compaq www.compagq.com
equired:

Identify the amount of cash flow from operating activities.
Identify the amount of cash flow from investing activities.
Identify the amount of cash flow from financing activities.
Identify the amount of net cash flow.

Identify the amount of interest paid.

Identify the amount of taxes paid.

Compute cash return on assets.

Compute quality of sales.

Compute quality of income.

Compute cash interest coverage.

Comparing Net Income with Cash Flow

5-66 The 10K for Oncogene Science, a biotechnology company, contains a thorough
description of its main products. Locate the most recent 10-K from the EDGAR
archives (www.sec.gov/edgarhp.htm).

Required

a.

b.

What are the main products of Oncogene Science?

Scroll down to the most recent set of financial statements. Using the income

statement and the statement of cash flows, answer the following questions:

1. What is the reported amount of net income?

2. How much are net cash flows from operating activities?

3. How much are net cash flows from investing activities? What is the pri-
mary component of this item?

4. How much are net cash flows from financing activities?

5. How does Oncogene Science cover its shortfall in cash flows from oper-
ating activities?

Identify Strategic Information
5-67 Locate the three 10-Q filings and the 10K for the most recently completed fis-

cal year for Cedar Fair, L.P, and H&R Block.These statements can be retrieved
from the EDGAR archives (www.sec.gov/edgarhp.htm).

Required

a.

b.

What is the main business of these two companies? What is the peak season
for each of these two companies? Which quarter do you think will reflect this
peak level of activity?

From the financial statements in the 10-K, identify the starting and ending
dates for the most recently completed fiscal year.
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Preparing a Statement of Cash Flows

INTRODUCTION

Conceptually, the statement of cash flows could be prepared by analyzing the cash
flow effects of each transaction and accumulating that information. Most accounting
systems, however, are not designed to implement such an approach. Instead, cash
flows are inferred from items on the balance sheet and income statement.

Operating Activities

This section examines the income statement and balance sheet relationships that are
relevant to determining cash flows from operating activities under the direct ap-
proach.The income statement and comparative balance sheets for the Peak Company
that appear in Exhibits 5A-1 and 5A-2, respectively, are used to illustrate these rela-
tionships and to generate the statement of cash flows that appears in Exhibit 5-1.

Collections from Customers Peak began 2000 with an accounts receivable bal-
ance of $4,000. Let us assume that Peak collected these receivables in 2000. (This is a
reasonable assumption, but our result would not be affected by changing it.) The
$4,000 is a cash inflow in 2000. Peak then made sales of $68,700 in 2000. What por-
tion of these sales was collected in cash in 2000? Because we assumed that the be-
ginning balance in accounts receivable has already been collected, the ending balance
must have been part of 2000 sales.Therefore, all of 2000 sales have been collected in
cash, except for the ending balance in accounts receivable.Accordingly, cash collected
from customers can be computed as the beginning balance in accounts receivable
plus the portion of 2000 sales that has been collected in 2000.

Ending balance in

Cash received Beginning balance in
Accounts Receivable

from customers T  Accounts Receivable
$68,200 $4,000 + $68,700 — $4,500

+ Sales —

Interest Received A similar relationship can be used for cash collected in the
form of interest on the firm’s investments.

Interest received ~ Beginning balance in Interest Ending balance in
from customers Interest Receivable Revenue ~  Interest Receivable
$1,300 = $300 + $1,100 - $100

201
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EXHIBIT 5A-1 Income Statement

The Peak Company
Income Statement
For the Year Ended December 31, 2000

Revenues:
Sales $68,700
Interest revenue 1,100
$69,800
Expenses:
Cost of goods sold 42,500
Salary expense 17,000
Depreciation expense 2,000
Interest expense 1,000
Tax expense 2,000
64,500
Net Income $ 5,300
EXHIBIT 5A-2 Balance Sheet
The Peak Company
Balance Sheet
December 31
2000 1999
Cash $33,600 $22,000
Accounts receivable 4,500 4,000
Inferest receivable 100 300
Inventory 11,000 10,000
Property, plant, and equipment (net) 31,500 30,000
Investments 12,000 0
Total assets $92,700 $66,300
Accounts payable $ 6,000 $ 3,000
Salaries payable 300 400
Interest payable 200 0
Short-term debt 0 12,000
Long-term debt 30,000 5,000
Common stock 35,000 30,000
Retained earnings 21,200 15,900
Total liabilities and shareholders’ equity §92,700 $66,300
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Payments to Employees During 2000, Peak incurred a salary expense of
$17,000. But how much cash did it actually pay to its employees in 2000? At the be-
ginning of 2000, Peak had a liability to its employees of $400. Let us make the reason-
able assumption that this amount was paid to employees in the early part of 2000, and
thus constitutes a cash outflow in that year. This implies that the ending balance in
salaries payable must have arisen from 2000’s expense and reflects that part of the ex-
pense that has not been paid at the end of 2000. Accordingly, cash payments to em-
ployees can be computed as the beginning balance in salaries payable plus the amount
paid in 2000 for 2000’s salary expense (salary expense minus the ending balance in
salaries payable).

Paymentsto Beginning balance Salary Ending balance in
employees in Salaries Payable Expense ~  Sadlaries Payable
$17,100 = $400 + $17,000 - $300

Payments to Suppliers Calculating cash paid to suppliers (for merchandise) is a
bit more complex than the preceding illustrations. First, note that cost of goods sold
is the income statement item related to cash paid to suppliers. However, the purchases
for a period are more closely related to cash outflows than is cost of goods sold. How
can purchases be computed based on the information contained in the financial state-
ments? The following equation can help:

Cost of goods sold = Beginning Inventory + Purchases — Ending Inventory

The sum of beginning inventory plus purchases reflects the cost of goods available for
sale.That is, this sum equals the cost of goods on hand during the year that could have
been sold.All of these goods will have been sold by year-end, except for those that re-
main on hand at the end of the year (ending inventory).Thus, subtracting ending in-
ventory from the sum of beginning inventory plus purchases yields the cost of goods
that have been sold during the year.

The equation can be rearranged to solve for purchases:

Cost of Ending Beginning
Purchases - Goods Sold + Inventory B Inventory
$43,500 = $42,500 + $11,000 - $10,000

Because purchases can be made on credit, they do not necessarily reflect cash
outflows.Assume that accounts payable relate solely to the acquisition of merchandise
and that the beginning balance is paid in early 2000.This represents a cash outflow in
2000. Moreover, the ending balance in accounts payable must have arisen from 2000
purchases.Thus, all the purchases made in 2000 have been paid for in that year, except
for the ending balance in accounts payable. Therefore, cash paid to suppliers equals
the beginning balance in accounts payable plus the portion of 2000’s purchases that
was paid in 2000 (purchases minus the ending balance in accounts payable).

203
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Ending balance in

Paymentsto ~ Beginning balance
suppliers = in Accounts Payable Purchases Accounts Payable
$40,500 = $3,000 + $43,500 - $6,000

Payments for Interest The previous discussions can be used to justify the fol-
lowing relationship regarding cash paid for interest:

Interest B Beginning balance Interest Ending balance in
paid ~  inInterest Payable Expense Interest Payable
$800 = $0 + $1,000 - $200

Depreciation  Although Peak’s income statement contains a $2,000 depreciation
charge, depreciation expense does not appear on the statement of cash flows pre-
pared under the direct approach.This is because depreciation expense does not in-
volve a cash outflow. Recall the analysis of depreciation:

ASSETS = LIABILITIES + SHAREHOLDERS' EQUITY
Equipment Retained earnings
—$2,000 —$2,000 (depreciation expense)

Because cash is not affected, depreciation expense has no place in the direct ap-
proach to the statement of cash flows.

Taxes Peak’s 2000 tax expense of $2,000 happens to equal the amount of taxes
paid on the statement of cash flows. Because no tax liability appears on either the be-
ginning or the ending balance sheet, this makes sense. More generally, if the related bal-
ance sheet item has the same balance at the beginning and the end of the year, the cash
flow statement amount will equal the expense reported on the income statement.

Other Items Peak’s income statement and balance sheets contain only a sampling
of the accounts that could possibly appear. For example, the income statement could
include selling expenses and the balance sheet could include prepaid expenses and
accrued liabilities. Accordingly, Peak’s situation is only an illustration of the steps
needed to adjust income statement numbers to cash flow figures.

As a general guide to preparing the operating activities section of the statement
of cash flows under the direct approach, the following steps should be taken:
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1. Ignore income statement items that are unrelated to cash flows (such as depreci-
ation expense).

2. Ignore gains and losses associated with nonoperating activities (such as extraor-
dinary gains and losses or gains and losses on disposals of noncurrent assets).

3. Adjust all the remaining income statement items by the changes in related balance
sheet accounts. Be sure to include in the adjustments all balance sheet accounts
related to operating activities.

Indirect Approach  As you know, the operating activities section can also be pre-
pared under the indirect approach.This approach starts with net income and makes
adjustments to convert net income to cash flow from operating activities. Exhibit 5-3
contains Peak’s cash flow statement using the indirect approach.The first adjustment
is depreciation expense, which has been subtracted in calculating net income.Yet it
does not result in a cash outflow. Accordingly, net income understates the cash flow
generated from operating activities. Therefore, to modify net income so that it reflects
cash flow, depreciation expense must be added back.

The next adjustment relates to accounts receivable. Recall how Peak’s sales were
converted to a cash flow figure under the direct method:

Cash received ~ Beginning balance Sales Ending balance in
from customers = in Accounts Payable Accounts Payable
$68,200 = $4,000 + $68,700 - $4,500
Rearranging the equation slightly yields:
Cash received Beginning balance in Ending balance in
from customers Soles  + Accounts Receivable ~ ~  Accounts Receivable
= $68,700 + $4,000 - $4,500
. 7
—_—
$68,200 = $68,700 —-$500

If the ending balance in accounts receivable is greater than the beginning balance,com-
bining these components results in a negative number.Thus, to convert sales to a cash
flow figure, sales must be reduced by the increase in accounts receivable. Because sales
are included in net income, net income must be reduced by the increase in accounts
receivable to compute a cash flow figure. More intuitively, an increase in accounts re-
ceivable suggests that not all the current year’s sales have been collected in cash.There-
fore, sales (or net income) must be reduced by an increase in accounts receivable.
The other adjustments in Exhibit 5-3 are handled in a similar fashion.

INVESTING AND FINANCING ACTIVITIES

Although the information for preparing the operating activities section can often be
obtained from the income statement and balance sheets, this is not usually the case for
investing activities and financing activities.A detailed analysis of the relevant accounts
is needed to identify the inflows and outflows of cash.This information is usually read-
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ily available to a firm’s accountants, because relatively few transactions are involved
and documentation (such as bank notes) is easily accessible.Also note that the invest-
ing and financing activities sections are the same under both the direct and indirect
approaches.

SUMMARY OF LEARNING OBJECTIVES

Calculate cash flow from operating activities by using relationships among
income statement and balance sheet items.

Under the direct approach, individual income statement line items are adjusted by
their related balance sheet accounts. For example, sales are adjusted by the change in
accounts receivable. Under the indirect approach, net income is adjusted for the
change in these same balance sheet accounts. Additionally, nonoperating items and
items with no cash flow consequence must also be eliminated from net income.

Using Direct Method to Calculate Cash Flow
from Operating Activities
5A-1 The following financial statements for Lucy Enterprises are provided:

Income Statement for Year Ending December 31, 1999

Sales revenues $550,000
Cost of goods sold 210,000
Gross margin $340,000
Salary expenses (115,000)
Interest expense (15,000)
Interest revenue 20,000 110,000
Net income before taxes 230,000
Tax expense 92,000
Net income $138,000
Balance Sheet at Year-End
1999 1998 1999 1998
Cash $225,000 $100,000 Accounts payable $ 30,000 $ 20,000
Accounts receivable 124,000 135,000 Salaries payable 5,000 4,000
Inventory 35,000 21,000 Interest payable 3,000 12,000
Taxes payable 2,500 3,500
384,000 256,000 40,500 39,500
Property, plant, Shareholders’
and equipment 101,000 134,000 equity 444,500 350,500
Totals $485,000 $390,000 $485,000 $390,000

Required

Prepare the cash flow from operating activities section of the statement of cash
flows, using the direct method and the indirect method.The following amounts
must first be calculated when using the direct method:

e Cash collections from customers
e Cash payments to suppliers

e Cash payments to employees

o Taxes paid

e Interest paid

e Interest collected

e Purchases
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Using Direct Method to Calculate Cash Flow

from Operating Activities

5A-2 The following condensed information (dollars in thousands) is available from
Mary’s Muffins.Assume that all sales are credit sales (accounts receivable) and all

purchases are also on credit (accounts payable).

Balance Sheet Data:
Accounts receivable
Prepaid expenses
Salaries payable
Taxes payable
Inventory
Accounts payable

Income Statement Data:
Sales revenues
Cost of goods sold
Salaries expense
Tax expense
Depreciation expense
Other expense

Required

Prepare the operating activities section of Year 2’s statement of cash flows, using

the direct method.

Preparing a Statement of Cash Flows

5A-3 The following are comparative balance sheets for the Paulino Corporation for
2000 and 1999 and the income statement for the year ended December 31,

December 31

Year 1 Year 2
$55 $ 53
13 15
22 25
17 13
32 26
27 21
$550
210
112
57
29
$ 21

2000:
Paulino Corporation
Comparative Balance Sheets
December 31
2000 1999
Assets

Cash $ 89,000 $ 60,000
Accounts receivable 65,000 50,000
Inventory 200,000 90,000
Land 100,000 225,000
Equipment, net 371,000 380,000

$825,000 $805,000

Liabilities and Shareholders’ Equity

Accounts payable 54,000 32,000
Dividends payable 15,000 0
Interest payable 6,000 8,000
Mortgage payable 130,000 305,000
Investeo? capital 280,000 280,000
Retained earnings 340,000 180,000

$825,000 $805,000

207



208 Statement of Cash Flows

Paulino Corporation
Income Statement
For the Year Ended December 31, 2000

Sales $1,200,000
Cost of goods sold (720,000)
Gross profit 480,000
Operating and other expenses
Depreciation (2,000)
Other operating expenses (275,000)
Gain on sale o?|ond 15,000
Interest expense (10,000) (279,000)
Net income $ 201,000

Additional Information:

1. Dividends declared during the year were $41,000.

2. Land at a cost of $125,000 was sold for $140,000.

3. The only change in equipment was the depreciation expense.

4. All other balance sheet account changes are from normal transactions.

Required
Use the direct method to prepare a statement of cash flows for Paulino Corpo-

ration.

Preparing a Statement of Cash Flows
5A-4 The following financial statements for Swale, LTD are provided:
Swale Limited

Income Statement
For the Year Ended December 31, 2000

Revenues:
Sales $97.800
Interest revenue 1,300
$99,100
Expenses:
Cost of goods sold 56,500
Salary expense 19,000
Depreciation expense 3,000
Interest expense 1,500
Tax expense 2,500 82,500

Net Income $ 16,600



Swale Limited
Balance Sheet

Cash
Accounts receivable
Inventory
Property, plant, and equipment (net)
Investments
Total assets

Accounts payable
Salaries payable
Short-term debt
Long-term debt
Common stock
Retained earnings
Total liabilities and shareholders’ equity

Required

Prepare a statement of cash flows.

Working from Operating Cash Flows to Net Income
5-A5 The Blunt Instrument Company reports cash flow from operations of $65 mil-
lion for 2001.You are provided the following additional information for the year:

1.

R E-SURCSIEN

Statement of Cash Flows

December 31

2000
$35,600
5,500

Customer accounts receivable increased by $6 million.

Dividends paid to common shareholders were $20 million.

Depreciation expense was $24 million.

Noncurrent debt was increased by $35 million.
Supplier accounts payable decreased by $8 million.

Inventory balances increased by $18 million.
Income tax payable increased by $9 million.

Required

Based on the above information, determine the amount of net income reported

by Blunt for 2001.

Preparing a Cash Flow Statement Using Comparative

Balance Sheets

5-A6 The Limpid Pool Company reports net income of $25 million for 2000. Balance
sheets at the beginning and end of the year are shown below.

Cash

Other current assets

Property, plant, and equipment (net)
Total assets

Current liabilities
Noncurrent liabilities
Common stock
Retained earnings
Total liabilities and shareholders’ equity

1999

December 31

1999 2000
(Dollars in millions)
$ 50 $ 70
80 145
170 135
$300 $350
$20 $15
180 195
80 110
20 30
$300 $350
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The firm did not acquire any noncurrent assets during 2000.
Required

Determine the following amounts for 2000:
. Dividends paid

b. Cash flow from operating activities

c. Cash flow from investing activities

d. Cash flow from financing activities

a8
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LEARNING OBJECTIVES

—
.

Identify the items included in cash.

Understand the need for cash planning and how firms exercise control over cash.

3. Comprehend the basic accounting for marketable securities and the limitations of
generally accepted accounting principles in this area.

4. Determine if a firm is properly managing its accounts receivable.

Assess if a firm’s allowance for uncollectible accounts is adequate.

6. Understand the various inventory cost flow assumptions and the effect that the
firm’s choice of inventory method has on its taxes, the quality of information in its
financial statements, its management compensation, its loan covenants, and its
stock price.

7. Analyze a firm’s inventory management practices.

8. Understand the nature of prepaid expenses.

Appendix: Prepare a bank reconciliation.

g

o

INTRODUCTION

This chapter examines five prominent current assets:

cash and cash equivalents,
marketable securities,
accounts receivable,
inventories, and

prepaid expenses.

MR NN

For each asset, we examine the accounting issues and the information contained in the
financial statements.

CASH AND CASH EQUIVALENTS

Cash is the most liquid asset a business can own. Most firms devote considerable ef-
fort to the management and control of cash. Because a firm’s creditors expect payment
in cash, a sufficient amount of cash must always be available to meet obligations as
they become due.This necessitates careful scheduling of cash inflows and outflows.
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Although an adequate cash balance is essential, excessive holdings of cash should
be avoided. Cash deposited in checking accounts (or even savings accounts) usually
does not earn very much, if any, interest. Cash amounts over and above those needed
to meet obligations due in the near future should be invested in assets earning higher
returns.

The liquidity of cash also makes it easily pilfered. Firms must institute internal con-
trol procedures so that cash is properly accounted for and safeguarded. Failure to do
so may tempt employees to misappropriate the firm’s cash and may also result in var-
ious accounting errors.

Composition of Cash

Cash is composed of funds that are readily available. This includes cash on hand and
cash on deposit in bank accounts that do not restrict the withdrawal of cash. Deposits
in checking accounts would qualify because those balances can be withdrawn on de-
mand. Because banks rarely enforce restrictions on withdrawals from savings ac-
counts, they are usually classified as cash. Also classified as cash are money market
funds permitting withdrawal by check, checks from customers awaiting deposit, and
foreign currency (converted to dollars). Items not classified as cash include certificates
of deposit, stamps, and postdated checks.

Large corporations may have hundreds of checking accounts. Multiple accounts are
needed because firms have numerous physical locations and each location makes ex-
penditures. Firms also find it convenient to use separate accounts for specific purposes.
Many firms use one or more checking accounts solely for payroll purposes, for example.
All checking accounts are condensed into the one cash item on the balance sheet.

Many firms keep petty cash funds on hand to pay for small, incidental expendi-
tures, such as cab fare or delivery charges.These funds are included in the cash amount
on the balance sheet. Many retailers also keep change funds. These funds enable
cashiers to make change for their customers. Change funds are also included in the
cash item on the balance sheet.

As a part of borrowing agreements with banks, firms sometimes agree to maintain
compensating balances. These are minimum amounts the firm agrees to keep on
deposit at the lending bank in accounts that pay little or no interest. As a result, the
bank is able to use these funds interest free.This provides the bank with additional
compensation for lending funds to the firm. Compensating balances are usually in-
cluded in the balance sheet cash amount and are disclosed in the notes to the finan-
cial statements.

Instead of showing a cash item on their balance sheets, some firms use the term
cash and cash equivalents.Recall from previous chapters that cash equivalents are
short-term, highly liquid investments that will mature within three months. Examples
include certificates of deposit, treasury bills, and commercial paper (short-term oblig-
ations of corporations). Because cash equivalents can readily be converted into known
amounts of cash, reporting a combined cash and cash equivalents figure is probably as
informative as reporting each figure separately.

OshKosh B’Gosh (OB) follows the practice of reporting a combined figure for
cash and cash equivalents. Exhibit 6-1 contains an excerpt from its financial statement
note describing this policy.

Control of Cash
As previously mentioned, because cash is so liquid and so easily transported, special
care must be exercised to ensure that it is properly recorded and safeguarded. Most
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EXHIBIT 6-1 Disclosure of Cash Reporting Policy

OshKosh B’Gosh, Inc.
1997 Annual Report
Note 1 (Partial)

Cash equivalents consist of highly liquid debt instruments such as money market accounts
and commercial paper with original maturities of three months or less. The Company’s pol-
icy is fo invest cash in conservative instruments as part of its cash management program
and to evaluate the credit exposure of any investment. Cash and cash equivcrents are
stated at cost, which approximates market value.

corporations follow several sound management practices that enhance their control
over cash. Employees who are permitted access to cash, for example, should not also
have access to the accounting records for cash.Access to both cash and the account-
ing records might enable an employee to misappropriate cash and to conceal the theft
by altering the records.

As an illustration, retail clerks (who have ready access to cash) should not “read”
the cash register. That is, they should not have the responsibility of ascertaining the
daily sales total from the register’s internal record and recording this amount in the
accounting records. As shown in Exhibit 6-2, clerks with such dual access could take
some cash and hide the theft by reducing the firm’s recorded cash collections.

Checking accounts with banks provide firms with several cash control advan-
tages. First, cash receipts can be deposited daily. Limiting the amount of time that cash
is on the firm’s premises reduces the possibility that it will be misappropriated.

Second, checks provide a written record of a firm’s disbursements. Such a record
would not necessarily exist if disbursements were made in currency. Moreover, most
firms require that checks be supported by underlying documentation such as pur-

EXHIBIT 6-2 Poor Control Over Cash

When you're
done with that customer,
can you work on the

Cashier Boss accounting stuff?
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chase orders, invoices, and receiving reports.This helps ensure that only valid expen-
ditures are made and provides the basis for an analysis of costs and expenses.

Third, by limiting the number of people authorized to sign checks, firms restrict ac-
cess to cash and reduce the possibility that cash will be used for unintended purposes.

Finally, bank statements provide a monthly listing of deposits and withdrawals. So
not only does the firm keep track of its cash flows, but so does the bank.Thus, the
bank statement can be used to verify the firm’s cash records.

This verification process is accomplished via a bank reconciliation, which is a
detailed comparison of the firm’s records and the bank statement. Because the bank
reconciliation may uncover errors related to cash, it should be prepared by an em-
ployee who has no other cash-related responsibilities. The preparation of a bank rec-
onciliation is illustrated in the appendix to this chapter.

Analysis of Cash

The most informative analysis of cash pertains to cash flows. Chapter 5,“Statement of
Cash Flows,” examined the statement of cash flows, which summarized the inflows
and outflows of cash.A firm’s ability to generate cash enables it to pay obligations as
they become due, replace and expand productive assets, and provide a return to in-
vestors. Chapter 5 described analyses that provide insights into this ability.

The balance sheet does not contain information about a firm’s cash flows. It sim-
ply indicates the amount of cash a firm holds on a given date. Nevertheless, some use-
ful information about cash can be obtained from the balance sheet. The amount of
cash on hand and the trend in the cash balance over time can be ascertained.Also, be-
cause most current liabilities are paid in cash, many analysts relate the cash balance to
current liabilities. This is done via the cash to current liabilities ratio:

Cash to Current Cash
liabilities ratio Current liabilities

Exhibit 6-3 contains cash-related information for OB. OB’s cash position decreased
substantially from 1996 to 1997. The cash balance declined from $31,201,000 to
$13,779,000. The cash to current liabilities ratio also decreased significantly, from
70.4% in 1996 to 28.5% in 1997.

1997 1996

$13,779 $31,201

$48,286 ~ 28.5% $44,293

Cash to Current = =70.4%

liabilities ratio

EXHIBIT 6-3 Financial Statement Information

OshKosh B’Gosh
Selected Cash-Related Information
(Dollars in thousands)

1997 1996
Cash and cash equivalents $ 13,779 $ 31,201
Current assets $131,048 $148,934

Current liabilities $ 48,286 $ 44,293



Current Assets

The decline in the cash balance and the cash to current liabilities ratio is poten-
tially worrisome. What caused this decline? OB has attempted to operate more effi-
ciently by utilizing a smaller cash balance.Recall that although firms need to maintain
a cash balance sufficient to meet their obligations, excessive cash balances are unde-
sirable because idle cash earns, at best,a modest return. Given that OB has virtually no
debt, has unused lines of credit available, and has strong cash flow from operations, the
decline in the cash balance should not cause alarm.

Note that the cash to current liabilities ratio is a severe test of liquidity.To see this,
compare OB’s 1997 cash to current liabilities ratio of 28.5% to its current ratio, which
was discussed in Chapter 3,“The Balance Sheet”

Current assets  $131,048

Current liabilities ~ $48,286 =271

Current ratio =

Both ratios contain current liabilities in the denominator. However, because the cash
to current liabilities ratio has a much smaller numerator, a lower ratio results.

Implications for Managers

Financial statements provide managers and others with historical information about
cash. Managers must ensure that sufficient cash is available on an ongoing basis to en-
able the firm to meet its commitments.As in many cases, managers must be proactive,
not reactive, and the historical information can help with decision making.

The management of cash begins with projecting the amount and timing of future
cash flows.This enables firms to forecast their cash balances over the course of a spec-
ified time period.If positive net cash flows are expected, managers must identify prof-
itable uses of that cash.Alternatively, if negative net cash flows are projected, managers
must identify additional sources of cash. Possibilities include short-term debt, long-
term debt, additional investments by owners, and the liquidation of assets. Other
strategies might include attempting to speed up cash collections from customers and
delaying payments to suppliers.

MARKETABLE SECURITIES

Many firms experience uneven cash flows during a year. Department stores, for ex-
ample, make a large portion of their sales during November and December, resulting
in significant cash inflows. In many instances, such large amounts of cash are not im-
mediately needed to fund operations. Many firms elect to put excess cash balances
into short-term investments. These investments, known as marketable securities,
typically produce higher earnings than those available from bank accounts, thus en-
abling firms to increase their earnings.

Types of Investments
Firms can choose from two general types of securities. Equity securities represent
ownership interests in other corporations. For example, General Motors (GM) can pur-
chase shares of IBM stock, which would be reflected on GM’s balance sheet as an asset.
Firms can also invest in debt securities, which result from lending transac-
tions. For example, if GM were to lend funds to IBM, IBM would probably issue a
debt security as written evidence of the indebtedness.The security might be com-
mercial paper (indicating shortterm borrowing) or a bond (indicating long-
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term borrowing). In either case, the security would appear on GM’s balance sheet
as an asset.

This chapter deals primarily with investments in equity securities that are classi-
fied as current assets.As you know, current assets are either consumed or converted
into cash within one year.Thus, we cover only investments that will be held a relatively
short period of time. Long-term investments are covered in Chapter 13,“Reporting Is-
sues for Affiliated and International Companies.”

Marketability

This chapter is also restricted to securities that are marketable. A security is mar-
ketable if it is traded on a securities exchange registered with the Securities and Ex-
change Commission (SEC) or if its price is available through the National Association
of Securities Dealers Automated Quotations systems or the National Quotation Bureau.
Securities traded on foreign exchanges may also qualify.

Securities that are not readily marketable are unlikely candidates for short-term in-
vestments of excess cash. Nonmarketable securities cannot necessarily be liquidated
when the investor desires to do so. Investments in nonmarketable securities are usu-
ally classified as long-term investments.

Basic Accounting

SFAS No. 115, Accounting for Certain Investments in Debt and Equity Securities, gov-
erns the accounting for short-term investments in marketable securities.This standard
requires that a firm classify such investments as either trading securities or avail-
able-for-sale securities. Trading securities are intended to be held for brief periods
of time to generate profits from short-term differences in price. For example, invest-
ment banks will often buy an entire stock issue from a corporation with the intent of
almost immediately selling the stock to the public.The investment bank would classify
the stock as a trading security.

Marketable equity securities not classified as trading securities are classified as
available-for-sale. Nonfinancial organizations classify most of their investments in mar-
ketable equity securities as available-for-sale. Proper classification is important because
the accounting treatment differs for the two categories. Because most corporations
classify their securities as available-for-sale, this chapter emphasizes the accounting
procedures for that classification.

Available-for-Sale Securities =~ Marketable equity securities classified as available-for-
sale should be accounted for at market value on the balance sheet date. The difference be-
tween a security’s historical cost and its market value is an unrealized gain or loss. The
term unrealized indicates that the gain or loss has not been confirmed by an actual sale.
However, because the securities are highly marketable, the value change is virtually cer-
tain, and, accordingly, the gain or loss is a valid and useful measure of a change in wealth.

Unrealized gains and losses on available-for-sale securities do not,however, appear
on the income statement. Instead, these gains and losses appear in a special section of
shareholders’ equity that is distinct from invested capital or retained earnings. Also
note that the marketable securities account continues to reflect the historical cost of
the securities. The adjustment to market value is made to a valuation account, often la-
beled allowance for unrealized gain/loss.

To illustrate, assume that on December 1, 2000, Mega Company purchased mar-
ketable securities for $1,000.This analysis is straightforward.
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ASSETS = LIABILITIES + SHAREHOLDERS’ EQUITY
Cash  Marketable
securities

Dec. 1 — $1,000 +$1,000

On December 31, the securities are still on hand and have a market value of $980.To
record the value change, reduce marketable securities by $20 via the allowance for un-
realized loss and reduce shareholders’ equity by $20.

ASSETS = LIABILITIES + SHAREHOLDERS’ EQUITY
Marketable Allowance for Unrealized loss on
securities unrealized loss marketable securities
Bal. $1,000
Dec. 31 - $20 -$20

In the asset section of the balance sheet, the $20 balance in allowance for unrealized
loss is subtracted from marketable securities to show a net asset of $980.The account
unrealized loss on marketable securities is a separate component of sharehold-
ers’ equity. Keep in mind that it is #ot an income statement account.

Assume further that the securities are sold on January 10,2001, for $990. Looking
at the purchase and sale together, a $10 loss has been incurred. Because no loss was
recognized on the income statement when the securities were revalued at the end of
2000, 2 $10 loss must now be reflected on the income statement.

The analysis is most easily completed in two steps. First, because the $20 loss is no
longer unrealized, the entry to record that loss should be reversed. Second, cash is in-
creased by $990, marketable securities are reduced by $1,000, and a $10 loss is rec-
ognized. This loss is termed realized because it has been confirmed by a cash trans-
action.This loss appears on the 2001 income statement.

ASSETS = LIABILITIES + SHAREHOLDERS' EQUITY
Cash Marketable  Allowance for Unrealized loss Retained
securities unrealized loss on marketable securities earnings
Bal. $1,000 -$20 -$20 -$10
Jan. 10 +$20 +$20 (realized
Jan. 10 +$990 —3$1,000 loss)

Trading Securities Trading securities are also accounted for at market value. One
major difference exists between the accounting for trading securities and that for se-
curities classified as available-for-sale. Unrealized gains and losses on trading securities
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are included in net income, as opposed to being reflected in a special section of share-
holders’ equity. The FASB believes that, because trading securities are purchased to gen-
erate profits on short-term price changes, all unrealized gains and losses should be im-
mediately reflected on the income statement.

Debt Securities The accounting for debt securities is a bit more complex. If a firm
intends to hold a debt security until its maturity date, the security is valued at histori-
cal cost. Debt securities not intended to be held until maturity appear on the balance
sheet at market value. However, because debt securities classified as current assets will
be liquidated within the next year, a large discrepancy between cost and market value
is unlikely. Thus, in most cases, financial statement readers can view the marketable
debt securities figure in the current asset section as a very close approximation to
market value.

Analysis of Marketable Securities

Marketable securities are reflected on the balance sheet at market value. Because these
securities can be readily converted into known amounts of cash, such a valuation rule
seems quite reasonable. Analysts evaluate the liquidity of a firm, in part, by examining
current assets. The amount of cash a marketable security can be transformed into is
likely to be much more relevant for liquidity assessment than is a security’s historical
cost.

Your accounting common sense probably suggests that all unrealized gains and
losses on marketable securities should appear on the income statement. SFAS No.
115 precludes this treatment for securities classified as available-for-sale. The FASB’s
justification for this position relates to liabilities. The FASB tried but failed to agree
on how to measure changes in the value of liabilities. Because net income might be
distorted by including asset value changes in income while excluding similar
changes for liabilities, the FASB decided to exclude changes in asset values from re-
ported income.

The FASB’s required procedures can be challenged on at least three grounds. First,
some argue that two wrongs do not make a right. Changes in the value of marketable
securities are valid gains and losses and should be included in net income, regardless
of how liabilities are treated. Not doing so reduces the usefulness of net income as a
measure of wealth changes and as an indicator of managerial performance.

Second, the FASB’s procedures provide an opportunity for profit manipulation by
management. By selecting to sell those securities that have either risen or fallen in
value, managers can dictate whether gains or losses will be reported.

Third, the FASB created a new element of shareholders’ equity (unrealized
gain/loss on marketable securities) in order to exclude changes in the value of mar-
ketable securities from net income.This element is a new (and somewhat unusual) ad-
dition to the conventional financial accounting framework. Its existence compromises
the basic notion that the change in shareholders’ equity for a period equals net income
plus the effects of direct contributions/withdrawals by the shareholders.

ACCOUNTS RECEIVABLE

Revenue transactions are usually undertaken for cash or on credit. Firms obviously pre-
fer to make sales for cash because funds are immediately available to meet obligations,
invest in productive endeavors, pay dividends, and so on. Moreover, cash sales entail no
uncertainty about collectibility.
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Credit Sales

Many firms, however, make a significant portion of their sales on credit.They do so be-
cause customers prefer deferring their payments. Credit transactions enable pur-
chasers to use their cash for a longer period of time before paying the seller. Moreover,
credit transactions permit the purchaser to inspect and actually use the goods prior to
payment. Industry practices and competitive pressures force many firms to sell on
credit,and credit sales to customers in the ordinary course of business give rise to ac-
counts receivable (trade receivables).

Before making a credit sale, the credit standing of the customer should be as-
sessed. Credit-worthiness is an important consideration in making a credit sale be-
cause it bears directly on a potential customer’s ability and willingness to ultimately
make payment.Various credit bureaus (such as Dun & Bradstreet and Equifax) provide
credit ratings and other information for this purpose.

Selling only to customers with high credit ratings, however, will not necessarily
maximize profits.Although such a policy would minimize receivables that prove to be
uncollectible, a number of potentially profitable sales might be eliminated and the
profit on these sales may well overshadow the expense of uncollectible accounts.
Thus, a firm must decide how much credit to grant and to whom credit should be of-
fered. Selecting a credit-rating cutoff in some middle range is probably optimal.

Accounting for Credit Sales
The analysis of credit sales is quite straightforward.The credit sale of merchandise for
$100 would increase accounts receivable and shareholders’ equity.

ASSETS = LIABILITIES 4+  SHAREHOLDERS' EQUITY
Accounts receivable Retained earnings
+$100 +$100 (sales)

‘When the cash is ultimately collected, the balance in cash is increased, and the ac-
counts receivable balance is decreased.

ASSETS = LIABILITIES  + SHAREHOLDERS’ EQUITY
Cash Accounts receivable
+$100 -$100

Notice that revenue is recognized when the sale is made.The collection of cash does
not result in the recognition of revenue. Rather, it merely transforms one asset (ac-
counts receivable) into another (cash).

Discounts

‘When selling on credit, many firms offer discounts for early payment. Such discounts
are offered primarily for two reasons. First, early payment by the customer enables the
seller to have access to cash sooner. Second, the sooner an account is paid, the less op-
portunity there is for nonpayment.
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Typical discount terms are 2/10, net 30.This indicates that a 2% discount will be
granted if payment is made within 10 days of sale; otherwise, full payment is due
within 30 days of sale.

These particular terms offer a significant inducement for early payment.To see
this, consider the 2% to be a finance charge assessed for extending credit from the
10th to the 30th day after sale.That is, the customer must pay 2% more than otherwise
required if payment is delayed for those 20 days. Because there are about 18 20-day pe-
riods in a year (365/20), the quoted discount implies an approximate annual interest
rate of 36% (2% X 18), which is quite high relative to other sources of financing.

Factoring Accounts Receivable

In some industries, sellers extend very generous credit terms to their customers. For
example, furniture retailers sometimes do not require any payment until six months af-
ter sale.To obtain cash more quickly, these firms sell (factor) their receivables. In most
cases, the receivables are factored to a financial institution that charges a fee as com-
pensation for the cost of collection, the delayed receipt of the cash, and potential un-
collectible accounts.

To illustrate, assume that a furniture store has previously made a credit sale for
$1,500. If the receivable is subsequently factored for $1,300, cash would increase by
$1,300, accounts receivable would decrease by $1,500,and a $200 expense would be
incurred.

ASSETS = LIABILITIES 4+  SHAREHOLDERS' EQUITY
Cash Accounts receivable Retained earnings
+$1,300 —$1,500 —$200 (financing expense)

Uncollectible Accounts

As noted earlier, revenue is recognized at the time a credit sale is made. Recognizing
revenue increases a firm’s assets and net income. However, given that some of the re-
ceivables may ultimately prove to be uncollectible, assets and net income might be
overstated.

Year-End Adjustment To avoid this possibility, firms make year-end adjustments
to recognize that some of their accounts receivable will probably not be collected. Be-
cause firms are unlikely to know which particular accounts will prove to be uncol-
lectible, the amount of the adjustment is an estimate.

To illustrate, assume that on December 31, 2000, at the end of its first year of op-
eration the Box Company estimates that $2,400 of its year-end accounts receivable bal-
ance of $100,000 will be uncollectible. Keep in mind that this is an overall estimate and
that Box is currently unable to identify which particular customers will not fulfill their
obligations. Accordingly, the adjustment does not directly reduce accounts receivable.
Instead, a negative (contra) asset, allowance for uncollectible accounts, is used.

An expense is also recorded, which is consistent with the matching principle. One
cost of generating sales is the receivables that will ultimately prove to be uncollectible.
This cost (even though it must be estimated) should be deducted from the sales rev-
enue that gave rise to those receivables.The analysis follows.
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ASSETS = LIABILITIES + SHAREHOLDERS’ EQUITY
Accounts  Allowance for Retained earnings
receivable uncollectible

accounts

(contra asset)
$100,000
—$2,400 —$2,400 (uncollectible
accounts expense)

The net difference between the balances in accounts receivable and the allowance for
uncollectible accounts is net accounts receivable, which is included in total assets on
the balance sheet.

Accounts receivable, gross ... $100,000
Less allowance for uncollectible accounts (2,400)
Accounts receivable, net . $ 97,600

Exhibit 6-4 contains OB’s partial balance sheet. It shows the balance in the al-
lowance account, as well as the net accounts receivable included in total assets.

EXHIBIT 6-4 Partial Balance Sheet

OshKosh B’Gosh
Partial Balance Sheet
(Dollars in thousands)

December 31,
1997 1996
Accounts receivable, less allowances of
$4,225in 1997 and $5,474 in 1996 $23,278 $20,504

From the information provided, gross accounts receivable on December 31,1997,
can be computed as $27,503,000:

Net receivable = Gross receivable — Allowance
$23,278,000 = Gross receivable — $4,225,000
$23,278,000 = $27,503,000 — 4,225,000

Write-Offs ~ When a firm subsequently ascertains that a particular customer will
not pay, that customer’s account is written off. This is done by reducing the balances
in accounts receivable and in the allowance for uncollectible accounts. Continuing
with the Box Company illustration, assume that on February 11, 2001, Box becomes
aware that a customer who owes $450 has just gone out of business and that collec-
tion is extremely unlikely. The balances in the accounts receivable and allowance ac-
counts would each be reduced by $450.
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ASSETS = LIABILITIES + SHAREHOLDERS' EQUITY
Accounts Allowance for
receivable uncollectible
accounts
Bal. $100,000 —$2,400
Feb. 11 -$ 450 +$ 450
$ 99,550 -$1,950

Because the balance in accounts receivable is reduced, as is the accompanying
contra asset, the write-off has no effect on total assets or expenses.This is proper, be-
cause the asset reduction and expense were previously recorded. Box’s net receivable
is $97,600, both before and after the write-off.

Before After
Accounts receivable, gross $100,000 $99,550
Less allowance 2,400 1,950
Accounts receivable, net $ 97,600 $97,600

The effect of the write-off is depicted graphically in Exhibit 6-5.

Estimation Methods Firms can estimate the year-end adjustment for uncol-
lectible accounts in several ways. One approach is the aging method. In its simplest
form, the aging method classifies the year-end accounts receivable balance into two
categories: (1) current and (2) past due. Suppose, for example, that a firm’s sales terms
are 2/10, net 30.This indicates that all accounts are due within 30 days of sale. On the
balance sheet date, accounts that have been outstanding for 30 or fewer days are clas-
sified as current.The remainder are classified as past due.

Based on a firm’s past experience, industry norms, and current trends, the firm es-
timates the percentage of each category that will not be collected.This is the step that

EXHIBIT 6-5 Effect of Write-Offs on Accounts Receivable

Before After
Write-Off Write-Off
r Allowance Allowance 1
$2,400 $1,950
A/R Gross A/R Net A/R Net A/R Gross
$100,000 $97,600 $97,600 $97,600
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requires the most judgment.Also, because older accounts are more likely not to be col-
lected, the past-due category has a higher percentage of uncollectibles than the cur-
rent category. These percentages are multiplied by each category’s balance to estimate
the allowance for uncollectible accounts.

Recall that Box Company estimated its allowance to be $2,400 at the end of 2000.
The aging analysis that resulted in this estimate is as follows:

Age Category Balance X Percentage = Estimated
Estimated to Be Amount

Uncollectible Uncollectible
Current $ 90,000 2% $1,800
Past due 10,000 6% 600

Total $100,000 $2,400

Although other estimation methods can yield different results on a year-to-year ba-
sis, over the long run their results will be quite similar.

Analysis of Accounts Receivable

The analysis of accounts receivable involves two issues: the relative size of accounts re-
ceivable and the adequacy of the allowance for uncollectible accounts.The financial
statements of OB are used to illustrate these issues. Exhibit 6-6 contains some basic in-
formation about OB’s receivables.

Size of Accounts Receivable Because accounts receivable earn no return after
the discount period has expired, firms should limit their investment in this asset.The
size of accounts receivable is usually assessed relative to the amount of credit sales.
This seems appropriate because credit sales give rise to accounts receivable. Most
firms do not separately disclose credit sales, so net sales are usually used. A straight-
forward analysis divides gross accounts receivable by sales:

Accounts receivable (gross)
Sales

Accounts receivable as a percentage of sales =

OB’s percentage increased from 5.8% in 1996 to 7.0% in 1997:

1997 1996
.  $27503 $25978 ..
Accounts receivable as a = $395.196 7.0% $444766 ~ 5.8%

percentage of sales

EXHIBIT 6-6 Financial Statement Information

OshKosh B’Gosh
Selected Accounts Receivable-Related Information
(Dollars in thousands)

1997 1996
Accounts receivable, gross $ 27,503 $ 25,978
Allowance for doubtful accounts $4,225 $5,474
Sales $395,196 $444,766
Accounts receivable as a percentage of sales 7.0% 5.8%
Collection period 25 days 21 days

Allowance as a percentage of accounts receivable 15.4% 21.1%
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OB’s trend is not favorable. Notice that although sales declined from 1996 to 1997,
the balance in accounts receivable actually increased. Although the unfavorable trend
might be due to less effective management of accounts receivable, it could also be due
to a changing sales pattern.If,in 1997,0B made a relatively larger proportion of its sales
near year-end, we would expect to see an increase in year-end accounts receivable.

An alternative analysis involves calculating the average length of time it takes to
collect a receivable.This is known as the collection period. It is calculated in two
steps. First, calculate the average sales per day:

Sales
365

Average sales per day =

Next, the collection period is calculated by dividing gross accounts receivable by av-
erage sales per day.

Accounts receivable (gross)
Average sales per day

Collection period =

This ratio indicates the number of days sales in accounts receivable.
OB’s collection period increased from 21 to 25 days.This is consistent with the
analysis of accounts receivable as a percentage of sales.

1997 1996
B $395,196 $444,766
Average sales per day = 365 = $1,083 365 = $1,219
o B $27,503 $25978
Collection period = $1083 25 days $1219 ~ 21 days

Exhibit 6-7 contains a comparison of OB’s ratios with Hartmarx Corporation, an-
other apparel manufacturer, and, as a point of contrast, with Albertson’s, a food store.
OB’s accounts receivable as a percentage of sales and its collection period are about one-
third as large as those of Hartmarx.At least four interpretations are possible: (1) OB is do-
ing much better than Hartmarx in quickly collecting its receivables and minimizing its
investment in this asset; (2) OB’s sales pattern during the year differs markedly from that
of Hartmarx (that is, OB makes substantially fewer sales at year-end than Hartmarx does);
(3) OB is inducing its customers to pay quickly either through strong pressure or steep
discounts; or (4) OB factors more accounts receivable than does Hartmarx.

EXHIBIT 6-7  Comparisons of Accounts Receivable Ratios

Accounts Receivable Ratios
Interfirm Comparisons

1997
OB Hartmarx Corp. Albertsons
Accounts receivable as a
percentage of sales 7.0% 20.4% .8%
Collection period 25 days 75 days 3 days

Allowance as a percentage

of accounts receivable 15.4% 6.7% 1.0%
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Also note that food stores have a much shorter collection period than apparel
manufacturers, which is due to the nature of food stores’ credit sales. Most credit sales
are made via customers’ credit cards at major banks and food stores are able to collect
these receivables from the banks very quickly. Some credit sales are made to busi-
nesses (such as restaurants and caterers), but these customers pay by check within a
reasonable period of time.

Reality Check 6-1 summarizes an accounts receivable issue that arose for Topps
Co.,Inc., the sports card producer.

REALITY CHECK 6-1

Topps Co., Inc., produces sports cards. During two consecutive quarters, Topps’ accounts receivable increased by more
than 50%, while sales declined. Such a trend might indicate that Topps is experiencing difficulty collecting from its cus-
tomers.

Topps asserts, however, that receivables have increased because of a change in its shipping schedule. It has begun
to ship 50% of its cards in the final few weeks of a quarter. Thus, many of its accounts receivable are outstanding at quar-
ter's end, and at the same time, are not yet past due.

Required

a. Does Topps’ explanation make sense?
b. Can Topps’ claim be verified with publicly available information?

Solution

a. Topps’ explanation may well make sense. Because sales and accounts receivable are recorded when goods are
shipped, making shipments closer to a quarter’s close increases the accounts receivable balance on the balance sheet
date. Topps’ explanation, however, raises the question of why its shipping schedule has changed. Some firms who
have difficulty meeting sales expectations pressure customers fo place orders toward the end o?o quarter.

b. Verifying Topps’ claim would be difficult. Firms do not publish shipping schedules or any other information that might
indicate when shipments occurred during a quarter. Perhaps the Eest source of information is Topps’ customers. They
would certainly know if shipping schedu?es have changed and the reason for any change.

Adequacy of Allowance for Uncollectible Accounts  Recall that writing off a
specific account as uncollectible has no effect on total assets or net income.Assets and
income are affected by the year-end adjustment in which uncollectible accounts are
estimated.A great deal of judgment and discretion is used by management in making
this estimate. Accordingly, analysts must carefully assess the reasonableness of the al-
lowance for uncollectible accounts.

Few firms disclose their uncollectible accounts expense, yet most firms do dis-
close the year-end balance in the allowance for uncollectible accounts.The adequacy
of this balance is usually assessed relative to the year-end accounts receivable balance.
This is done by dividing the allowance by gross accounts receivable:

Allowance for uncollectible accounts

Allowance for uncollectible accounts as

a percentage of accounts receivable Accounts receivable (gross)

OB’s percentage decreased from 21.1% in 1996 to 15.4% in 1997.

1997 1996
. B $4,225 . $5,474 .
Allowance for uncollectible accounts as = $27 503 ~ 15.4% $25978 21.1%

a percentage of accounts receivable
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The reason for such a decrease is not entirely apparent. Perhaps OB made a conscious
decision to decrease its sales to customers with dubious credit ratings. Such a change
in the customer base would allow a decrease in the allowance for uncollectible ac-
counts. Alternatively, recall from Chapter 4,“The Income Statement,” that in 1997 OB
ceased its European operations and terminated its relationship with certain domestic
distributors.These changes altered the composition of OB’s customer base and might
justify the decline in the allowance for uncollectible accounts.

Exhibit 6-6 shows that OB’s uncollectible accounts estimate is much more conser-
vative than that of its competitor Hartmarx. Most analysts view conservative account-
ing practices with favor and feel that they result in earnings numbers of high quality.

Implications for Managers

As with any asset, managers should attempt to maximize the return on accounts re-
ceivable. One way to do this is to reduce the firm’s investment in accounts receivable.
Managers can employ several strategies to do this. Sales terms can be set so that the
customer is obligated to make payment in a relatively short period of time. Managers
should closely monitor accounts receivable collections to ensure that customers are
paying within the agreed period.

Discounts for early payment can also induce customers to pay quickly. However,
discounts large enough to prompt early payment may prove to be quite expensive for
the seller.

Also keep in mind that sales terms may be constrained by industry practices.That
is,a firm must provide terms that are competitive with those offered by its rivals.In gen-
eral, sales terms are just one product attribute in a firm’s overall promotional strategy.

Managers must also decide which customers will be granted credit.As mentioned
previously, a trade-off exists between the amount of sales that can be generated and
the level of uncollectible accounts expense incurred. Managers should set minimum
credit ratings for its customers so that profitability is maximized.

INVENTORY

Inventory consists of products acquired for resale to customers. For many compa-
nies, inventory is a major asset and a significant source of revenue.

Basic Accounting
Assume that several items of inventory are acquired for a total price of $100.This trans-
action results in an increase in inventory and a decrease in cash.

ASSETS = LABILTIES + SHAREHOLDERS EQUITY

Cash Inventory

—-$100 +$100

Now assume that half the inventory is sold for $75.This transaction is analyzed in two
steps.The revenue part increases cash and shareholders’ equity by $75.The expense
part decreases inventory and shareholders’ equity by $50 (half of the $100 historical
Ccost).



Current Assets

ASSETS = LABILTIES + SHAREHOLDERS' EQUITY
Cash Inventory Refained earnings
+$75 +$75 (sales)
-$50 —$50 (cost of goods sold)

The difference between the sales price of $75 and the cost of goods sold (CGS) of
$50 is the gross profit or gross margin.

Cost Flow Assumptions

Most firms purchase inventory items on an ongoing basis. Usually, these purchases are
not made at a uniform price.This poses an accounting problem when inventory is
sold:What is the cost of the goods that were sold and what is the cost of the goods that
remain on hand?

Some firms find it advantageous to keep a record of the cost of individual in-
ventory items.These situations involve inventory units with a high dollar value and
relatively few sales. Car dealerships are good illustrations. When negotiating with a
customer over the selling price of a given car, for example, the cost of that partic-
ular car is important information for the dealer. Thus, these firms are motivated to
keep a record of each car’s cost. Moreover, a dealer’s inventory consists of perhaps
no more than 100 cars, and the dealer makes only a few sales per day. Such activity
levels do not present a significant record-keeping challenge.The specific identifi-
cation method maintains accounting records showing the cost of each inventory
item.

For most businesses, however, the number of inventory units and the volume of
purchases and sales are so large that the specific identification method would be very
costly to implement.A grocery store, for example, may sell 1,000 cereal boxes in one
day.This requires firms to use a cost flow assumption.

Consider the following summary of inventory acquisitions:

# of Units X UnitPrice = Total Cost

Beginning inventory 30 $4 $120
Purchase on February 18 10 5 50
Purchase on June 8 20 ) 120
Purchase on October 22 20 8 160
Totals 8 $450

Assume that 48 units were sold during the year and 32 units remain on hand at
year-end.To prepare the financial statements, the cost of the ending inventory and the
cost of goods sold must be determined.

Average Cost  The average-cost method calculates the weighted-average cost of
an inventory item on hand during the period and applies this cost to the units sold and
to the ending inventory.The average cost is calculated by dividing the cost of goods
available for sale by the number of units available for sale.The cost of goods avail-
able for sale equals the cost of the beginning inventory plus the cost of all purchases
during a period. It reflects the total cost of goods that were on hand at any time dur-
ing the period and that were available for sale:
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Cost of goods available for sale

Average cost = - .
9 Number of units available for sale

$450

80 $5.625

To calculate the cost of the 48 units that have been sold, multiply the average cost of
$5.625 by 48:

Cost of goods sold = $5.625 x 48 = $270

To calculate the cost of the 32 units in ending inventory, multiply the average cost of
$5.625 by 32:

Ending inventory = $5.625 x 32 = $180

Alternatively, once either cost of goods sold or ending inventory has been calcu-
lated, the following equation can be used to compute the other.

CGS = Beginning inventory + Purchases — Ending inventory

Adding beginning inventory and purchases yields the cost of goods available for sale.
Subtracting the cost of goods that have not been sold (the ending inventory) from the
cost of all goods available for sale results in CGS (the cost of the goods that have been
sold). If ending inventory is calculated first, the cost of goods sold can be computed
as follows:

CGS
$270

Beginning inventory  + Purchases —  Ending inventory
$120 + $330 - $180

On the other hand, assuming that cost of goods sold is computed first, the equa-
tion can be rearranged and ending inventory can be calculated as follows.

Ending inventory = Beginning inventory ~ +  Purchases — CGS
$180 = $120 + $330 - $270

This general equation can be used with all the inventory methods described in this
section.

First-In, First-Out  Another commonly used inventory method is the First-in, First-
out (or FIFO) method.This method assumes that inventory costs move on a first-in,
first-out basis.This implies that the cost of the beginning inventory and the cost of pur-
chases made early in the period are the first to flow out of the firm and comprise the
cost of goods sold.
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In our illustration, the cost of goods sold under the FIFO method is based on the
cost of the 48 units that were acquired first.

# of Units X UnitPricc = Total Cost

Beginning inventory 30 $4 $120
February 18 10 5 50
June 8 8 6 48
CGS 48 $218

Because the cost of goods sold under the FIFO method is based on the cost of the
earliest acquisitions, ending inventory must consist of the costs from the most recent
purchases (those made closest to the period’s end). Based on the inventory and pur-
chase data given in the last subsection, ending inventory consists of the costs associ-
ated with the 32 units acquired closest to the end of the year.This includes the 20 units
purchased on October 22 and 12 of the units purchased on June 8. Only 12 of the 20
units purchased on June 8 are included because the ending inventory consists of 32
units.

# of Units X  Unit Price = Total Cost

June 8 12 $6 $ 72
October 22 20 8 160
Ending Inventory 32 $232

Last-In, First-Out The Last-in, First-out (LIFO) inventory method assumes that
the costs associated with the purchases made closest to the period’s end comprise
the cost of goods sold. Therefore, the cost of goods sold is based on the cost of the 48
units acquired most recently.

# of Units X Unit Price = Total Cost

October 22 20 $8 $160
June 8 20 6 120
February 18 8 5 40
CGS 48 $320

Ending inventory, therefore, must be composed of the beginning inventory cost
and the cost of the period’s earliest acquisitions. Based on the preceding illustration,
ending inventory is calculated by identifying the cost of the 32 units acquired the ear-
liest.

# of Units X Unit Price = Total Cost

Beginning inventory 30 $4 $120
February 18 2 5 10
Ending Inventory 2 $130

The difference between FIFO and LIFO can be described by examining the cost of
goods available for sale. Recall that the cost of goods available for sale equals the cost
of beginning inventory plus the cost of the year’s purchases. By year end, each inven-
tory item either will have been sold or will remain on hand. FIFO assumes that the cost
of goods sold consists of the costs of the beginning inventory and the earliest pur-
chases, and that the ending inventory is comprised of the more recent costs. In con-
trast, LIFO assumes that the cost of goods sold consists of the most recent costs and
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that the costs of beginning in-
ventory and the earliest pur-
chases are included in ending in-
ventory. These partitions of cost
of goods available for sale are de-
picted in Exhibit 6-8.

Financial Statement Effects
of Inventory Method  The
choice of inventory method can
have significant effects on finan-
cial statements. In the Exhibit 6-8
illustration, the effects of inven-
tory method choice can be sum-
marized as follows:

Cost of goods sold
Ending inventory

WHAT WOULD YOU DO?

You are the sole owner of a local CPA firm. Your firm has been quite success-
ful, primarily because of your hard work.

It is December 31 and you are working on the audit of The Boot Ware-
house. Part of your audit program requires that you test count Boot's inven-
tory. You have decided that counting seven sections of Boot's warehouse
would provide sufficient assurance that the inventory is correctly stated.

There's just one problem. Because you have been so successful, and be-
cause you are so busy, you arrived at the warehouse late. Because Boot is
scheduled to make a number of large shipments soon after midnight, there is
not enough time to count the seven sections as you planned. Delaying the
shipments would be very costly. In fact, Boot's lost profits would probably be
greater than your audit fee. What would you do?

FIFO Average Cost LIFO

$218 $270 $320
$232 $180 $130

Notice that the illustration reflects a period of rising inventory costs, which is the typi-
cal situation for many firms.The conclusions drawn in this section are dependent on ris-

ing prices. Opposite conclusions

would be warranted in periods of price declines.

EXHIBIT 6-8  Partitioning Cost of Goods Available for Sale: FIFO Vs LIFO

FIFO
Beginning Purchase of Purchase of Purchase of
inventory February 18 June 8 October 22
30 x $4 10 x $5 20 x $6 20 x $8
\ - 4 - w
~ ~r
Cost of goods sold: Ending inventory:
30 x $4 = $120 12x$6=9 72
100x 5= 50 20x 8= 160
8x 6= 48 3 $232
48 $218 - -
LIFO
Beginning Purchase of Purchase of Purchase of
inventory February 18 June 8 October 22
30 x $4 10 x $5 20 x $6 20 x $8
- W g
Ending Inventory: Cost of Goods Sold:
30 x $4 = $120 20 x $8 = $160
2x 5=_10 20x 6= 120
32 $130 x 5= 40
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LIFO results in the highest cost of goods sold because (1) it assumes that the more
recent costs are the first ones sold, and (2) these most recently acquired costs are the
most expensive ones. FIFO results in the lowest cost of goods sold, and the average-
cost method yields results between LIFO and FIFO. Because LIFO reports the highest
cost of goods sold figure, it results in the lowest reported net income number.

LIFO results in the lowest ending inventory value because it assumes that the ear-
liest costs remain on hand at year-end, and these costs are the least expensive. FIFO
yields the highest inventory value, and average cost falls between the two.

The Choice of Inventory Method
FIFO, LIFO, specific identification, and average cost are all acceptable inventory meth-
ods. Firms are free to choose one of these methods and consistently apply it across pe-
riods. Interestingly, GAAP does not require that the assumed flow of costs corresponds
to the actual flow of goods. Supermarkets, for example, put their older products on the
front of shelves so that they will be sold before items acquired more recently; this
helps preserve the general freshness of the merchandise available to customers. In this
case, goods actually flow on a FIFO basis. However, supermarkets are not required to
use FIFO in the preparation of their financial statements.

This raises a question about the factors that are considered by managers in se-
lecting an inventory method. Because LIFO and FIFO yield the most dissimilar results,
the following discussion focuses on them.

Taxes The example we used to illustrate the various inventory methods was char-
acterized by a period of rising prices. Many industries have experienced decades of in-
flation in inventory costs. In such periods, LIFO assigns the higher, recently acquired
inventory costs to cost of goods sold. Of course, a higher cost of goods sold results in
lower reported income. Thus, the selection of LIFO in inflationary periods reduces
both reported pre-tax income and income taxes. Because a smaller check will be writ-
ten to the IRS, the use of LIFO actually increases a firm’s cash flow, even though re-
ported net income is lower than under FIFO.

In general, firms are not required to select the same accounting principle for fi-
nancial reporting and for taxes. Because financial statements and tax returns serve dif-
ferent purposes, this makes sense. LIFO, however, is an exception to this general rule.
If LIFO is used for tax purposes, it must be used for financial reporting. Many firms pre-
pare their tax return using LIFO to obtain the associated tax savings and are thus re-
quired to use it for their financial statements.

Implementation Costs Although we need not be concerned about the details,
simply note that LIFO is more costly to implement than FIFO or average cost, especially
for small firms.This may help explain why large firms tend to adopt LIFO more often
than small firms. Managers must balance the tax savings from LIFO with the costs of
implementation.

Quality of Financial Statement Information LIFO and FIFO result in different
financial statement numbers for inventory, cost of goods sold, and net income. Which
method results in the most useful information? The answer is not clear-cut.

FIFO’s ending inventory calculation is based on a firm’s most recent acquisition costs.
Thus, the inventory amount on the balance sheet is likely to be very close to current
value. In contrast, LIFO’s ending inventory is based on the costs of beginning inventory
and the earliest acquisitions. Keep in mind that this occurs each year and that the begin-
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ning inventory may contain components carried forward from many years ago.Thus,in a
period of rising prices, LIFO ending inventory values may be dramatically understated.

On the other hand, LIFO provides more informative income statement numbers
because it matches current inventory costs with revenues. Cost of goods sold under
LIFO consists of the costs of the most recent acquisitions. These costs approximate
amounts necessary to replace inventory as it is depleted. Because of this, LIFO is more
consistent with the matching principle. Furthermore, gross profit under LIFO is a use-
ful measure of the resources generated from inventory sales that are available to cover
other expenses and provide for net income. Managers can then view the gross profit
measure as an indicator of “spendable” resources.

LIFO and Loan Agreements As mentioned in previous chapters, many firms have
loan agreements that require them to maintain certain levels of financial ratios. The cur-
rent ratio is one example. Given that during a period of rising prices, LIFO results in a
lower inventory figure, current assets will also be lower.This results in a lower current
ratio and a greater likelihood of loan agreement violations.A number of other ratios will
be similarly affected.When adopting LIFO, managers must be confident that the use of
LIFO will not result in levels of financial ratios that violate existing loan agreements.

LIFO and Management Compensation  Because LIFO reduces reported net in-
come in a period of rising prices, LIFO may also reduce the compensation of managers
who have bonuses based on reported income.This could limit management’s motiva-
tion to adopt LIFO.

LIFO and Stock Prices  LIFO results in lower reported net income during a period
of rising prices. Some managers may fear that the stock market will react negatively to
a lower income stream.A more sophisticated view, however, recognizes that LIFO re-
sults in lower taxes, thereby increasing a firm’s cash flow.The increased cash flow ben-
efits the firm and its shareholders, and should result in higher stock prices.Research ev-
idence is ambiguous regarding the stock market reaction to LIFO adoptions.

Actual Usage of Inventory Methods  Accounting Trends and Techniques
conducts an annual survey of 600 major U.S. corporations to ascertain their financial
reporting practices. Exhibit 6-9 shows the number of firms using various inventory
methods.

FIFO is the most frequently used method, followed by LIFO, with the average-cost
method a distant third. The total number of firms exceeds the 600 that were surveyed
because many firms use multiple inventory methods. Keep in mind that the results are
for major corporations; as mentioned, because LIFO is relatively expensive to imple-
ment, smaller businesses utilize LIFO less frequently.Also, LIFO is not widely used out-
side the United States.

Valuation of Inventories at Lower of Cost or Market
GAAP requires that inventories be valued at lower of cost or market (LCM). Inven-
tory cost is determined based on one of the cost flow assumptions discussed earlier.
Market is defined as the current replacement cost, which is the amount that would be
required to replace the firm’s inventory on the balance sheet date.

The LCM rule is based on the rationale that a decline in replacement cost indicates
that the inventory’s utility to the firm has decreased. Conservatism would dictate that
this loss should be reflected immediately in the financial statements, rather than
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EXHIBIT 6-9  Inventory Method Usage

500

400

300

200

Number of Firms

100

FIFO LIFO Average Other
Cost

SOURCE: Accounting Trends and Techniques, 1997.

postponing such recognition until the time of sale. When inventory is written down
to market, the loss is sometimes disclosed separately on the income statement, but
more frequently, it is included in the cost of goods sold.

Manufacturers
The inventories of manufacturers are comprised of three broad categories. Raw mate-
rials are the basic components of the inventory items produced by the firm. Work-in-
process inventory consists of inventory items that are partially completed on the bal-
ance sheet date. Finished goods are completed inventory items that are awaiting sale.
Firms usually report just one total inventory figure on the balance sheet.The com-
position of the inventory is found in the notes to the financial statements. Exhibit 6-10
contains OB’s inventory note. It shows the breakdown of inventory into the three ba-
sic components.

Analysis of Inventories
The income statement contains information about profitability and the balance sheet
contains useful information about inventory levels.

Profitability =~ The income statement contains information about cost of goods
sold and gross profit. Gross profit is often expressed as a percentage of sales:

..o, _ Gross profit
Gross profit % = Sales

A higher gross profit percentage helps cover other expenses and contributes to net in-
come. Exhibit 6-11 contains inventory-related information for OB.The gross profit per-
centages in Exhibit 6-11 are calculated as follows:
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1997 1996
. $144381 . . $144271 .
Gross profit % = $395.196 36.5% $444766 32.4%

OB’s gross profit percentage showed a reasonable increase between 1996 and
1997.Several factors may have caused this. First, OB’s inventory costs may have fallen.
Second, competitive forces may have enabled OB to increase its selling prices. Finally,
keep in mind that OB’s different products probably have varying gross profit percent-
ages.A change in the mix of products sold can affect the gross profit percentage. OB’s
gross profit percentage compares favorably to other apparel manufacturers.

Industries differ with respect to gross profit percentage. For example, the phar-
maceutical industry’s average gross profit percentage exceeds 50%. Drug companies
incur substantial costs when researching and developing their products. Accordingly,
they must sell their goods at relatively high markups so that they can cover these costs
and remain profitable.

EXHIBIT 6-10 Financial Statement Inventory Note

OshKosh B’Gosh
Inventory Note
(Dollars in thousands)
A summary of inventories follows:

December 31,

1997 1996
Finished goods $49,400 $51,584
Work in process 14,782 10,698
Raw materials 4,044 4,517
Total $68,226 $66,799

The replacement cost of inventory exceeds the above LIFO costs by $14,138 and
$15,100 at December 31, 1997 and 1996, respectively. Partial liquidation of cer-
tain LIFO layers in 1997 and 1996 increased net income by approximately $577
and $660, respectively.

EXHIBIT 6-11 Financial Statement Information

OshKosh B’Gosh
Selected Inventory-Related Information
(Dollars in thousands)

1997 1996
Inventory $ 68,226 $ 66,799
Sales $395,196 $444,766
Cost of goods sold $250,815 $300,495
Gross profit $144,381 $144,271
Gross profit % 36.5% 32.4%

Number of days’ sales in ending inventory 99 81
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Reality Check 6-2 examines the effect on gross profit of applying the LCM inven-
tory valuation rule.

Inventory Levels The balance sheet contains information about the cost of in-
ventories remaining on hand at year-end. This provides insights into whether the
level of inventory is adequate to meet customer demands. Inadequate levels may re-
sult in lost sales and reduced profitability, while excessive levels increase carrying

REALITY CHECK 6-2

California Micro Devices Corporation (CMD) manufactures and markets integrated thin-film, silicon-based termination
and filtering components and active electronic circuitry. During the year ended March 31, 1998, CMD recorded inven-
tory write-c?owns of $900,000. The write-downs were due fo potential obsolescence and severe price competition by
Asian manufacturers. CMD reported the following results (in thousands):

For the year ended March 31, 1998

1998 1997
Revenue $33,043 $32,936
Cost of sales 24,701 21,255
Gross profit 8,342 11,681

Assume that the write-down is reflected in cost of sales.
Required

a. Calculate CMS’s gross profit percentages for 1998 and 1997.
b. Recalculate the 1998 gross profit percentage, assuming that the write-down did not occur.
c. What concerns are raised by the trend in gross profit percentages and the effect of the write-down?

Solution
a. 1998 1997
Gross profit percentage — Gross profit _ $8342 $11,681
prottp 9= " Sales $33,043 $32,936
= 25.2% 35.5%
b. Had the write-down not occurred, gross profit would have been:
Gross profit, as reported $8,342,000
Plus: Write-down 900,000
Cost of sales, adjusted $9,242,000

Based on this, an adjusted gross profit percentage can be calculated.

Gross profit B $9,242 _ 8%
Sales $33,043 )
As can be seen, the write-down reduced the 1998 gross profit percentage by almost three percentage points.

c. CMD would have experienced a significant decline in ?ross profit percentage even in the absence of the inventory
write-down. The decline in gross profit percentage, coupled with the causes for the write-down (obsolescence and pric-
ing pressures from Asian manufacturers) suggest that CMD is in a rapidly changing and competitive industry. CMD
must develop a plan to increase its profitability.

Gross profit percentage =
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costs, which also has a negative impact on profitability. Carrying costs include stor-
age, handling, insurance, and the opportunity cost of the funds invested in inven-
tory.An opportunity cost exists because cash invested in inventory that remains on
hand for several months cannot be invested in more profitable alternative oppor-
tunities.

The number of days’ sales in ending inventory (NDS) is frequently used to
measure inventory levels. It is computed in two steps. First, divide cost of goods sold
by 365.This indicates the cost of inventory sold in one day.

CGS

CGS per day = 365

Next divide ending inventory by CGS per day to obtain NDS.

Ending inventory

NDS = CGS per day

NDS reflects inventory size relative to the level of sales activity. OB’s NDS for 1997 and
1996 are calculated as follows:

1997 1996
_ $250,815 $300,495
((.:r? fhﬁﬁiqdn‘lf 365~ %7 365~ 9823
DS = % = 99 days % — 81 days

OB’s NDS increased from 81 days in 1996 to 99 days in 1997.This occurred because in-
ventory levels increased while sales (and cost of goods sold) declined. Recall that OB
ceased dealing with certain wholesalers and curtailed its European operations, which
resulted in a smaller scale of operations. OB does not seem to have fully adjusted its in-
ventory levels to this smaller scale.

It is interesting to contrast apparel manufacturers’ NDS with that of food stores,
who maintain about 40 days’ sales of inventory on hand.This reflects the perishable
nature of food stores’ inventories, coupled with their high volume of sales.

Comparing LIFO and FIFO Firms

Comparing the financial statements of firms that use different inventory methods is
troublesome. In these situations, differences in ratios might be due to the different ac-
counting methods or to the different underlying economic conditions of the firms.
Whenever possible in making interfirm comparisons, financial statement numbers
should be recast to reflect the use of a uniform accounting method.

Although firms do not usually make disclosures enabling such analyses, compa-
nies using LIFO often reveal their FIFO-based inventory values. In all likelihood, these
firms are motivated to do this because FIFO usually results in a lower CGS number than
LIFO. Regardless of the motivation, the disclosures provide the basis to generate ratios
on a FIFO basis for firms that actually use LIFO.

OB, which uses LIFO, elected to disclose the replacement cost of its inventories.
Replacement cost approximates the FIFO cost of inventories and allows the analyst to
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adjust OB’s financial ratios for purposes of comparisons to FIFO firms. Recall the cal-
culation for cost of goods sold:

CGS = Beginning inventory + Purchases — Ending inventory

Under LIFO, the calculation for 1997 was:

CGS = Beginning inventory + Purchases —  Ending inventory
$250,815000 = $66,799,000 + $252,242,000 - $68,226,000

The inventory disclosures indicate that under FIFO (or replacement cost), the begin-
ning inventory would have been higher by $15,100,000 and the ending inventory
would have been higher by $14,138,000.The only differences in the cost of goods sold
calculations relate to the valuation of beginning and ending inventory. Therefore, FIFO-
based cost of goods sold can be computed by adjusting LIFO-based cost of goods sold
by these inventory valuation differences.

CGS under LIFO $250,815,000
Plus the increase in the beginning inventory valuation under FIFO 15,100,000
Less the increase in the enging inventory valuation under FIFO (14,138,000)
CGS under FIFO $251,777,000

Notice that in this particular situation CGS under FIFO is higher than under LIFO.This
is rather unusual. Firms typically employ LIFO to capture the tax benefit of higher CGS
and lower taxable income. OB’s lower LIFO-based CGS could be due to two factors.
First, the unit cost of its inventory items might be declining. Under LIFO, these recently
acquired, lower-priced goods are the ones assumed sold. Alternatively, recall that OB
scaled back some operations. In the process, OB might have liquidated certain lines of
apparel. If these lines had been held for a number of years, their recorded LIFO cost
was likely based on rather old (and low) prices.In fact, OB’s inventory note appearing
in Exhibit 6-10 references such a situation by using the phrase “liquidation of certain
LIFO layers.”

Exhibit 6-10 provides sufficient information to recalculate OB’s ratios on a FIFO
basis. OB’s FIFO-based and LIFO-based ratios are summarized in Exhibit 6-12.As often
happens, little difference exists in the gross profit percentages generated by the two
methods. This occurs because the beginning and ending inventories are higher under
FIFO by roughly the same amount;the previous calculation of FIFO cost of goods sold
showed that these two inventory increases tend to cancel each other.

Inventory method has a more dramatic effect on NDS.The FIFO ratio indicates that
OB has more inventory on hand than suggested by the LIFO ratio. Given that many an-
alysts believe FIFO yields more relevant balance sheet numbers, OB’s inventory levels
may be more problematic than they first appeared.
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EXHIBIT 6-12 Inventory Ratio

OshKosh B’Gosh
Inventory Ratios

1997
LIFO FIFO
Gross profit % 36.5% 36.3%
Number of days’ sales in ending inventory 99 days 119 days

PREPAID EXPENSES

In many situations, firms pay for goods and services in advance.Insurance is a good ex-
ample. Quite often, firms make full payment at the inception of a policy’s term.The ac-
counting issue involves the proper treatment of assets and expenses.At the beginning
of a policy’s term, an asset has been acquired: the right to be covered by insurance for
the next year (or other time period).As the policy’s term progresses, the asset is used
up and an expense is incurred.

Prepaid expenses are recorded at their historical cost. Because prepaids usually
have a short life, their cost corresponds closely to market value, and few analysts
would object to this valuation practice.

Prepaid expenses generally constitute a very small proportion of a firm’s assets.
For example, in 1997, OB’s prepaid expenses comprised less than 1% of its assets.
Consequently, prepaids are not subjected to extensive analysis. Recall, however, that
they are included in the numerator of the current ratio. Because prepaids will be uti-
lized in the near future, most analysts feel that this is proper. Note that prepaids are
not a source of future cash inflows, but they do reflect the reduced need for future
cash outflows.
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Summary of Learning Objectives

1.

Identify the items included in cash.

Cash includes funds on hand and cash on deposit in bank accounts that do not re-
strict withdrawals. Most firms also classify as cash amounts in money market funds
on which checks can be drawn.

Understand the need for cash planning and how firms exercise control
over cash.

Firms must carefully plan their cash inflows and outflows so that sufficient cash
is available to meet obligations as they become due. At the same time, because
cash earns virtually no return, excessive balances should be avoided.Also, because
cash is easily misappropriated, management should take steps to safeguard cash
and to ensure that the accounting for cash is proper.This can be accomplished
through effective internal control procedures, including the use of checking ac-
counts and bank reconciliations.

Comprehend the basic accounting for marketable securities and the lim-
itations of generally accepted accounting principles (GAAP) in this area.
Marketable securities are shown on a balance sheet at market value. Revaluing
marketable securities from their historical cost to market value requires that un-
realized gains/losses be recorded. Most industrial firms own securities classified as
available-for-sale.The rule for these securities requires that unrealized gains/losses
not be shown on the income statement. Instead, they appear on the balance sheet
in a separate component of shareholders’ equity.This rule’s major shortcoming is
that the value change is not reflected in net income.

Determine if a firm is properly managing its accounts receivable.
Collections of accounts receivable should be made in a timely manner. This re-
duces the firm'’s investment in a nonproductive asset and reduces the opportunity
for nonpayment.A firm’s success at doing this is measured by its collection period.
Assess if a firm’s allowance for uncollectible accounts is adequate.

On the balance sheet date, an adequate allowance for uncollectible accounts
should be established.This is assessed by dividing the allowance by the ending ac-
counts receivable balance.

Understand the various inventory cost flow assumptions and the effect
that the firm’s choice of inventory method has on its taxes, the quality of
information in its financial statements, its management compensation,
its loan covenants, and its stock price.

The most commonly used inventory cost flow assumptions are average cost, FIFO,
and LIFO. FIFO (LIFO) assumes that the oldest (newest) costs are the first ones
sold.The choice of inventory method can have a significant effect on the reported
financial statement numbers. In a period of rising prices, LIFO results in the high-
est cost of goods sold and the lowest inventory value.The reverse is true for FIFO.
The average cost method yields results between LIFO and FIFO. Because LIFO has
an adverse effect on net income and financial ratios, the adoption of LIFO may re-
duce managerial compensation and increase the likelihood of loan covenant vio-
lations. However, a lower reported net income number also reduces taxes. Re-
gardless of the direction of inventory prices, LIFO results in a cost of goods sold
figure that reflects current costs, and FIFO results in an ending inventory value
that reflects current costs.
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Analyze a firm’s inventory management practices.

To be profitable, a firm must sell inventory for more than its cost.The gross profit
percentage measures a firm'’s success in doing this.A firm should also have an ad-
equate, but not excessive, supply of inventory on hand.The amount of inventory
on hand is measured by the number of days’ sales in ending inventory.
Understand the nature of prepaid expenses.

Prepaid expenses reflect payments made prior to the time that services are actu-
ally used. Prepayments often occur for insurance and rent. Prepayments are usu-
ally small in dollar amount and, accordingly, do not require detailed examination
by analysts.

ESTIONS

What does the term cash, as shown on financial statements, usually include? Dis-
cuss cash and cash equivalents separately.

Why would a business usually want to have a positive cash balance? What does
a firm usually do with cash? Describe how a firm might operate with a cash bal-
ance of zero in its accounting records.

Under what circumstances could a firm’s cash balance be negative? Why?
Describe how market valuations are applied to short-term equity investments.
Explain the relationship between inventory cost flows and the actual flow of
goods into and out of the firm’s storeroom.

Why would a firm extend credit to its customers? Identify some firms that rarely
offer credit terms. How have bank credit cards changed some of these credit
practices? Identify some industries where credit is an essential part of daily busi-
ness.

Discuss the typical relationship between inventory and accounts receivable.
How are the dollar amounts reported in inventory related to those reported as
accounts receivable? Are the dollar amounts comparable or related to each other
in any systematic manner? Under what circumstances could a firm have inven-
tory and not accounts receivable? What types of firms might have neither?
Does a firm’s recognition of revenue depend on whether the transaction is a
cash sale or a credit sale? Why?

What policies (within the firm) will help determine how quickly a firm collects
cash on its credit sales? What customer attributes will also affect cash collec-
tions?

6-10 Describe one method that can be used to estimate a firm’s uncollectible ac-

611

6-12
6-13

6-14

6-15
6-16

counts expense.

Describe two different methods of accounting for marketable securities. Why is
one method preferable?

Under what circumstances might cash not be considered a current asset?
Under what circumstances can accounts receivable be turned into cash, almost
“overnight”?

Discuss the criterion “available-for-sale” as it is used in determining how mar-
ketable securities are reported in the firm’s financial statements.

What steps can a firm take to protect cash held on its premises?

Discuss the relationships between “lower of cost or market” and the various
methods that might be used to determine inventory costs, such as FIFO and
LIFO.
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6-17 Describe how LIFO provides better matching of revenues and expenses than
FIFO.Why would such an attribute be desirable for income measurement?

6-18 Describe five general types of current assets.Why do you think managers and an-
alysts might prefer that firms generally use these categories and definitions for
current assets?

6-19 Define prepaid expenses and identify examples of two types of prepaid ex-
penses.

6-20 If a firm purchased a three-year fire insurance policy on July 1,1999,how would
this policy be shown on the firm’s balance sheet at December 31, 2000?

6-21 With regard to accounts receivable, explain how the average sales per day ratio
and collection period ratio could be used.As a company relaxes its credit poli-
cies, how would the values of these ratios usually change? Why?

6-22 Discuss how and why accountants might use the accounts receivable contra as-
set account Allowance for Uncollectible Accounts. Does such an account seem
useful for managers and analysts? Why?

6-23 Describe the circumstances under which a manager might want to change her
firm’s inventory method from FIFO to LIFO. Similarly, describe why a change
from LIFO to FIFO might be desirable.

6-24 Identify the best answer to each of the following multiple-choice questions, and
explain why it is the best answer:

1. To help achieve internal control over the assets of a company:
a. Segregate authorization and execution
b. Segregate authorization and review
c. Segregate custody and record keeping
d. Segregate custody and payment
2. Which of the following internal control statements is correct?

Internal control does not ensure that collusion will be detected.

Internal control design is the responsibility of the outside auditors.

The costs of internal control often exceed the benefits.

A strong system of internal control should be enough to show that the fi-

nancial statements “present fairly”

geooe

EXERCISES

Describing Inventory Methods

6-25 Compare and contrast each of the following methods used to value inventories:
FIFO

LIFO

Weighted average

Specific identification

Lower of cost or market

caeno R

Identifying Cash

6-26 Classify each of the following items as either a cash or a noncash item.

Savings accounts

Postage stamps

Traveler’s checks

Handwritten notes from employees promising to repay the firm for lunch
money taken from the cash register

e. Travel advances provided to employees

anoTe
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Cash in a drawer waiting to be deposited at the bank
Customers’ checks that have arrived in today’s mail
A petty cash fund of $50 that is rarely used

Foreign currency

Foreign coins

U.S. savings bonds

100 shares of IBM common stock

Interpreting Financial Statements: Inventories

6-27 Examine the financial statements for Wendy’s and Reebok in the appendices.
Read Note 1 for each firm. Identify the inventory valuation method used by each.
Do these methods seem appropriate for each firm? Why? Examine the relative
amount of inventories reported by each firm. Why would one firm have much
larger inventories than the other? Why is it reasonable to expect such differ-
ences?

Interpreting Financial Statements: Current Assets
6-28 Refer to Reebok’s financial statements in Appendix E. Review the balance sheet
to determine how and where current assets were reported.

Required

a.
b.

Read Note 1.Why does Reebok report cash and cash equivalents?

What is the gross amount of accounts receivable at the end of 1997 and
1996? Why do you suppose the allowance for doubtful accounts has in-
creased?

Discuss how “other current assets” may differ from “prepaid expenses.” In
your opinion, should they be disclosed separately? Why?

Discuss any other unusual concerns regarding Reebok’s current assets. What
other related information might an external analyst require or prefer?

Interpreting Financial Statements: Current Assets
6-29 Refer to Wendy’s financial statements in Appendix D. Review the balance sheet
to determine how and where current assets were reported.

Required

a.

b.

d.

Read Note 1.Identify and discuss any unusual terms.

Why does Wendy’s separate cash equivalents from notes receivable? Which
are reported at market value? Why?

Discuss how “inventories” may differ from “other current assets.” In your opin-
ion, should they be disclosed separately? Does the distinction seem to be sig-
nificant? Why?

Discuss any other unusual concerns regarding Wendy’s current assets.

Accounts Receivable Management : Contrast Two Firms

6-30 Firm A has an accounts receivable balance of $126,000 and a balance in its al-
lowance for uncollectible accounts of $29,000. Contrast this situation with Firm
B, which has corresponding balances of $963,000 and $865,000. Which firm is
riskier? Why? Which firm do you think is doing a better job of managing its ac-
counts receivable? Why?
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Analysis: Marketable Securities
6-31 The Amber Corporation purchased three different stocks during the year as fol-
lows:
e 100 shares of Fancy Corporation, cost $23 per share
e 250 shares of Traylor Corporation, cost $15 per share
e 180 shares of Sensor Corporation, cost $7 per share

Amber Corporation intends to sell these soon when its cash flow gets low. On
the balance sheet date, these securities had a market price as follows:

1. Fancy Corporation: $24 per share
2. Traylor Corporation: $12 per share
3. Sensor Corporation: $9 per share
Required

a. Assuming that these securities are considered available-for-sale, what would
be the effect on the financial statements of holding these securities?

b. Assuming that these securities are considered trading securities, what would
be the effect on the financial statements?

c. What if, after the balance sheet date, Amber decides to sell Traylor Corpora-
tion stock for a market price of $14 per share? What would be the effect on
the financial statements if the security is (1) available-for-sale or (2) trading?

Cash, Cash Equivalents, and Short-Term

Investment Classifications
6-32 The Simmons Corporation had the following investments at December 31:

1. 1000 shares of Hollings, Inc., purchased early in the year at $40 per share and
held as available-for-sale and with a year-end fair market value of $38 per
share
$25,000 in U.S. three-month Treasury Bills
$15,000 commercial deposit with a maturity date of April 30 of the next year
$2,500 in postage stamps
$1,600 petty cash fund
$3,000 IOU from the president of Simmons Corporation
$12,000 money market account

N A SN

Required

a. Describe where each item would be classified on the balance sheet.

b. At what amount should cash, cash equivalents, and short-term investments be
reported?

Transactions Related to Accounts Receivable: Effects on

Selected Financial Statement Items

6-33 Spit-Spot Cleaners, Inc., recognized the following events related to customer ac-
counts receivable during the firm’s first year of operation:
1. Sales on credit totaled $4,000,000 for the year.
2. The firm estimated that 2% of its credit sales would ultimately prove to be un-

collectible.

3. Cash collections of accounts receivable totaled $3,480,000 during the year.
4. The firm wrote off uncollectible accounts of $75,000.
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Required

a.

Determine the effects of each of these events on the following financial state-
ment items:

e Accounts receivable (net of allowance)
e Total assets

e Revenues

e Expenses

Determine the firm’s balance of accounts receivable (net) at December 31
(year-end).

Transactions Related to Accounts Receivable:

Effects on Selected Financial Statement Items

6-34 Shard Crockery Co. recognized the following events related to customer ac-
counts receivable during 2000.At the start of the year, the firm reported gross ac-
counts receivable of $22,000,000 and an allowance for uncollectible accounts of
$2,000,000.

1.
2.

Sales on credit totaled $60,000,000 for the year.

The company factored $18,000,000 of its receivables to a financial institution
and paid a fee of $700,000.

Uncollectible customer accounts totaling $3,200,000 were written off during
the year.

. Based on an aging of its remaining accounts receivable at year-end, the com-

pany estimates that 10% of its remaining receivables will ultimately be un-
collectible.

Required

a.

b.

Determine the balance of accounts receivable (net of allowance) to be re-
ported in Shard Crockery’s balance sheet at the end of 2000.

Determine the effects of each of the events described above on the com-
pany’s accounts receivable (net), total assets, revenues, and expenses.

How would the factoring of accounts receivable during the year affect your
calculation or interpretation of the company’s accounts receivable collection
period Gf at all)? Discuss.

Interpreting Financial Statements: Accounts Receivable
6-35 DSEis a world leader in the application of information technology. Excerpts from
its financial statements disclosed the following information (dollars in millions):

Years Ended December 31

1999 1998 1997
Total revenues $8,463.9 $8,154.3 $6,998.2
Accounts receivable $1,325.6 $1,200.5 —
Required
a. Because DSE did not separately disclose its allowance account balances, what

b.

interpretation must be given to the reported balances in accounts receivable?
What conclusions, based on the information available, can be drawn regard-
ing DSE’s management of accounts receivable?
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Ratio Calculations: Accounts Receivable
6-36 Frosty King, Inc., reported the following information in its 2000 financial state-

ments:
Years Ended November 30
2000 1999
Net sales $228,542,157 $231,845,632
Accounts receivable, net 21,402,613 19,280,407
Allowance for uncollectible accounts 650,811 1,018,416
Required

a. Calculate the adequacy of Frosty King’s allowance account for each year.
Calculate its average sales per day for each year.

Calculate its collection period for each year.

Calculate its accounts receivable as a percentage of sales for each year.
Based on your analyses, discuss Frosty King’s management of accounts re-
ceivable.

oap

Gross Profit Ratio Calculations

6-37 Calculate the gross profit percentages for each of the following situations and,
based on these results, identify which situations are most preferable:
a. Sales of $500,000, cost of goods sold of $300,000

Sales of $600,000, gross profit of $300,000

Sales of $600,000, cost of goods sold of $250,000

Sales of $500,000, cost of goods sold of $100,000

an o

Gross Profit Ratio Calculations
6-38 Calculate the gross profit percentages for each of the following situations and,
based on these results, identify which situations are most preferable:
a. Sales of $450,000, cost of goods sold of $300,000
b. Sales of $660,000, gross profit of $230,000
c. Sales of $700,000, gross profit of $330,000
d. Sales of $800,000, gross profit ratio of 25%

Turnover Ratios for Accounts Receivable and Inventory
6-39 Ken’s and Den’s Recreational Products, Inc., reports the following information in

its 2000 financial statements:
Balance (dollars in millions)
January 1, 2000 December 31, 2000

Accounts receivable (gross) $14 $12

Allowance for uncollectible accounts 1 2

Inventory 20 26

During 2000:

Sales 80

Cost of goods sold 55
Required

Determine Ken’s and Den’s accounts receivable collection period ratio and the
number of days’ sales in ending inventory during 2000.
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Inventory Valuation Error Effects on Financial Statements
6-40 Tllusory Products Co.began operations early in 1999 and reported the following
items in its financial statements at the ends of 1999 and 2000 (dollars in mil-

lions):
1999 2000
Ending inventory $18 $22
Gross margin 62 75
Retained earnings 54 66

Early in 2001, management discovered that the ending inventory for 1999 was
overstated by $7 million, and the ending inventory for 2000 was correctly mea-
sured.The company’s income tax rate in both years was 40 percent.

Required
Determine the effects, if any, of the overstatement of 1999’s ending inventory on
Illusory Products’ gross margin and retained earnings for 1999 and 2000.

PROBLEMS

Footnote Disclosures: Convert from LIFO to FIFO-Based

Measures of Cost of Goods Sold

6-41 Dolo’s Building Block Company uses LIFO costing and reports the following in-
formation in a footnote to its financial statements: “If Dolo had used FIFO cost-
ing during 2000, the beginning and ending inventories would have been higher
by $50 million and $70 million, respectively”

Required

a. Determine how much higher or lower Dolo’s cost of goods sold would be
during 2000 if the firm had used FIFO in costing its inventories.

b. Assume that all of Dolo’s income is taxed at 40%. How much higher or lower
would Dolo’s income tax expense be during 2000 if the firm had used FIFO?

c. What was Dolo’s tax savings for the year due to the use of LIFO?

d. What was Dolo’s cumulative tax savings through the end of the year 2000?

Financial Statement Effects of Inventory Costing Methods,

First Year of Operations
6-42 Tom Hanky, a financial analyst specializing in the toy industry, has provided the
following comments concerning the 1999 financial statements of Toys-U-Must:

Toys-U-Must began operations in 1999 and uses the LIFO method in costing its
inventories. Because the typical firm in the industry uses FIFO costing, it is de-
sirable to adjust the company’s financial statements “as if” FIFO costing had been
used. Footnotes to the financial statements reveal that the use of FIFO would in-
crease the company’s inventory valuation by $150 million, and that the com-
pany’s income is taxed at 40%.



Current Assets

Required

Based on Hanky’s comments, explain how each of the following items would be
adjusted in Toys-U-Must’s 1999 financial statements:

Inventory

Working capital (current assets less current liabilities)

Gross margin

Income tax expense

Net income

Retained earnings

At the end of 2000, Toys-U-Must’s financial statement footnotes reveal that the
use of FIFO costing would increase the company’s ending inventory valua-
tion by $200 million (the effects on the beginning inventory were described
above). Explain how each of the following items would be adjusted in order
to convert the company’s reported accounts “as if” the firm had used FIFO
costing during 2000:

Inventory

Working capital

Gross margin

Income tax expense

Net income

Retained earnings

® oo an T
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Ratio Calculations: LIFO and FIFO
6-43 Teddie Bower, Inc., reported the following data in its annual financial statements
(dollars in thousands):

1999 2000

Sales $333,667 $313,456
Cost of goods sold—LIFO 32,587 44,690
Cost of goods sold—FIFO 30,198 45,833
Ending inventory—LIFO 11,189 10,567
Ending inventory—FIFO 15,999 14,234
Net income—LIFO 34,000 33,500
Net income—FIFO 38,980 37,765

Required

a. Calculate the number of days’ sales in ending inventory (NDS) under both
LIFO and FIFO.

b. Calculate the gross profit percentage under both LIFO and FIFO.
c. Discuss the differences in inventory levels, income, and gross profit under
both LIFO and FIFO.

d. Discuss why a firm might prefer LIFO under these circumstances.

Income Differences: FIFO and LIFO
6-44 Jeans R’Us, Inc., reported the following data in its annual financial statements
(dollars in thousands):

2000 2001
Cost of goods sold—LIFO 31,678 44,690
Cost of goods sold—FIFO 31,089 41,656
Ending inventory—LIFO 12,298 13,365
Ending inventory—FIFO 14,888 18,989
Net income—LIFO 30,500 37,775

Net income—FIFO 37,895 40,876
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Required

a. Discuss the differences in inventory values and net income under both LIFO
and FIFO.

b. Discuss why a firm might prefer LIFO under these circumstances.

Potential LIFO Liquidation: Effect on Profits
6-45 El Puerto Company uses LIFO for its inventories. Information regarding 2000’s

beginning inventory and purchases up until December 15,2000 is shown below:

Beginning inventory (January 1, 2000) 500,000 units @ $10 $5 million
Purchases during 2000: 1,200,000 units @ an average cost of $20 $24 million

El Puerto sold 1,500,000 units up to December 15 and expects that very few, if
any, additional sales will occur before year-end. Inventory purchase costs are $25
per unit at December 15, and prices are not expected to change over the re-
mainder of 2000.The company’s income tax rate is 40%.

Required

a. Determine El Puerto Company’s ending inventory value and cost of goods
sold for 2000, assuming that (1) no additional purchases are made during
2000 and (2) an additional 400,000 units are purchased at $25 per unit before
year-end.

b. Based on these calculations, would you advise the company to purchase ad-
ditional inventory before year-end? Explain.

Comprehensive Marketable Securities,

Accounts Receivable, Inventory
6-46 Pratsky, Inc., had the following account balances:

December 31, 1999

Assets Liabilities
Cash $12,500  Accounts payable $10,000
Accounts Receivable 22,400
Allowance for Stockholders’ Equity:
uncollectible accounts (3,400)  Invested capital 20,000
Inventory 17,500 Retained earnings 19,000
Total stockholders’ equity 39,000
$49,000 $49,000

During 2000, the corporation had the following transactions:
1. Issued common stock for $40,000 cash.
2. Purchased inventory on account; 200 units @ $38, then 150 units @ $39.
Note: Beginning inventory was comprised of 500 units @ $35.
3. Purchased 200 shares of IBM for $45/share and purchased 100 shares of Mi-
crosoft for $90/share.
4. Sales at retail during 2000 were $75,000 (half received in cash, and the bal-
ance on account).
. Werite-offs of uncollectible accounts totaled $2,600.
. Received $38,000 from receivable customers.
7. Paid creditors on account, $18,000. Paid operating expenses for the current
period of $51,000.
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8. At year-end, a physical inventory equaled 225 units.The company uses the
LIFO inventory costing method.

9. Assume that marketable securities are “available-for-sale,” and the market
price at December 31, 2000, for IBM is $42/share, and for Microsoft

$102/share.

10. Based on the accounts receivable aging, management feels that the al-
lowance for uncollectible accounts should have a balance of $5,700 at year-

end.

Required

a. Set up the beginning balances in the balance sheet equation. Leave enough
room to add new columns as necessary.

Current Assets

b. Record transactions 1 through 10 using the balance sheet equation.

c. Calculate the following ratios for 1999 and 2000 and evaluate the company’s
management of its accounts receivable:
e Accounts receivable/sales (assume that sales in 1999 were $125,786)

e Sales/day
e Collection period

e Allowance as a percentage of accounts receivable

Ratio Calculations: Comprehensive Problem

Including LIFO and FIFO

6-47 Two similar companies use different inventory valuation methods. In fact, the
companies are identical except for their inventory methods. L Co. uses the LIFO

inventory valuation method, and F Co. uses FIFO.

Income Statements

Sales

Cost of goods sold

Gross profit

Selling, general, and administrative
Income before interest expense
Inferest expense (12%)

Income before taxes

Balance Sheets

Assets
Cash
Accounts receivable
Inventory
Total current assets
Fixed assets (net)
Total assets

Equities

Current liabilities

Long-term liabilities
Total liabilities

Shareholders’ equity
Total equities

L Co.

$ 30,000
(21,280)

8,720

(6,000)

- 2,720

(960)
$ 1,760

$ 4,000
5,000
2,720

11,720
30,000
$ 41,720

$ 3,200
8,000
11,200
30,520
$ 41,720
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Required

Using the financial statements from L Co.and F Co., calculate the following ratios

(assume an income tax rate of 20%):

Current ratio

Accounts receivable as a percentage of sales

Average sales per day

Collection period

Gross profit percentage

Cost of goods sold per day

Number of days sales’ in ending inventory

Operating income ratio

Return on equity (assume that average shareholders’ equity for L and F Co.

are $30,000 and $32,000, respectively)

j.-  Return on assets (assume that average total assets for L and F Co.are $41,000
and $43,000, respectively)

mER M e TR

Based on these results (a through j, above), which company represents
k. The best lending alternative? Why?

1. The best investment alternative? Why?

m. The best acquisition alternative? Why?

Ratio Calculations: Effects of FIFO and LIFO

6-48 Two similar companies use different inventory valuation methods. LL Co. uses
the LIFO inventory valuation method, and FF Co. uses FIFO. Ignore the effect of
income taxes on each company.

Income Statements LL Co. FF Co.
Sales $ 35,000 $35,000
Cost of goods sold (20,350) (18,200)
Gross profit 14,650 16,800
Selling, general, and administrative (6,000) (6,000)
Income before inferest expense 8,650 10,800
Inferest expense (12%) (960) (960)
Income before taxes $ 7,690 $ 9,840
Balance Sheets
Total current assets 10,320 12,870
Fixed assets (net) 29,000 31,000
Total assets $39,320 $43,870
Equities
Current liabilities $ 3,120 $ 3,270
Long-term liabilities 8,000 8,000
Total liabilities 11,120 11,270
Shareholders’ equity 28,200 32,600
Total equities $ 39,320 $43,870
Required
Using the financial statements from LL Co.and FF Co., calculate the following ra-
tios:

a. Current ratio
b. Average sales per day
c. Gross profit percentage
(Continued)
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Cost of goods sold per day

Operating income ratio

Return on equity (use ending shareholders’ equity in the denominator)
Return on assets (use ending total assets in the denominator)

Based on these results (above), which company seems to be better managed?
In which company would you prefer to make an equity investment? Explain.

Accounts Receivable: Effects on Allowance for Uncollectibles

6-49 Becca’s Finance and Collection Company has had a lot of trouble collecting its
receivables recently. Discuss how each of the following circumstances might be
reflected in the Allowance for Uncollectible Accounts:

1.

Dagwood Bumpstead has an “open”account that is always overdue. Dagwood
makes regular payments of $500 each month, but the balance in his account
is always about $4,000.

Blondie purchased a car using $4,000 borrowed from Becca’s. Blondie has
not made any payments for six months, and her overdue balance exceeds
$1,200.

Sad Sack has just borrowed $4,000 from Becca’s, has excellent credit refer-
ences, and after borrowing the money has sent Becca’s a change-of-address
notification showing a new address in Brazil.

Blondie paid her overdue balance.

Dagwood’s son purchased a car using $4,000 borrowed from Becca’s. He has
no credit references, other than the family connections and circumstances
discussed earlier. Becca’s is unable to get Dagwood to cosign the note!

. Blondie’s daughter purchased a new sound system for her house and car, us-

ing $4,000 borrowed from Becca’s. She has an excellent credit history, but af-
ter purchasing the sound system, it failed; she informed Becca’s that because
the seller provided no warranty, she was not going to make any payments on
the defective sound system.

Accounts Receivable: Effects on Allowance for Uncollectibles
6-50 Becca’s Finance and Collection Company had the following year-end balances in
its financial statements:

1999 2000
Accounts receivable $300,000 $500,000
Allowance for uncollectibles (50,000) (50,000)
Interest and finance revenue 150,000 300,000
Required
a. Assess the adequacy of the 2000 balance in the allowance for uncollectibles.

b.

Describe the interest and finance revenue account. What does this account
include? On which financial statement does it appear?

Calculate the accounts receivable as a percentage of revenues for each year.
Evaluate the trends in this ratio.

Assume that the credit-worthiness of Becca’s customer base significantly de-
teriorated at the end of 2000.Assess the adequacy of its allowance for uncol-
lectibles under these new circumstances.

Transaction Analysis: Accounts Receivable
6-51 S.Claus Company ended the 2000 season with an accounts receivable balance
of $375,000, less allowance for uncollectible accounts of $37,500. Use the
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accounting equation to reflect each of the following situations and calculate the

2001 season’s ending balance in accounts receivable and the allowance account.

1. Revenues in 2001 were $4,500,000, half of which were collected in cash,
with the balance on account.

2. Cash collections of accounts receivable in 2001 were $2,375,000.

3. Write-offs of delinquent accounts in 2001 were $2,000. (Most people are not
willing to offend S. Claus!)

4. S. Claus wants its allowance account, at the end of 2001, to have the same
proportionate relationship reflected at the end of 2000.

Analyzing Accounts Receivable
6-52 The Atlas Tile Company has an accounts receivable balance at December 31 of

$376,000. Its allowance for uncollectible accounts, before adjustment, has a bal-
ance of $37,000. Credit sales for Atlas, for the year just ended, were $2,700,000.
Using its credit history,Atlas decides to increase its allowance account by 3% of
credit sales.

Required

a. Calculate the allowance for uncollectible accounts as a percentage of the ac-
counts receivable ratio, both before and after the 3% adjustment was made.

b. Now assume that the firm’s auditors have conducted an aging analysis and
recommend that the allowance account balance be increased to $96,000.Re-
calculate the allowance for uncollectible accounts as a percentage of ac-
counts receivable ratio after this alternative adjustment has been made.

c. Compare and contrast these results.

Calculating Ending Inventory: FIFO, LIFO, and

Average-Cost Method
6-53 S.Claus Company makes toys and gifts.At the beginning of July, it owned 200 gal-

lons of red paint, which were recorded on the balance sheet at $4.00 per gallon.
The following events occurred in the next quarter.

1. Purchased 300 gallons on July 1 at $4.25 each.

2. Purchased 500 gallons on August 1 at $4.50 each.

3. Purchased 800 gallons during September at $4.75 each.

4. Used 1,450 gallons during July through September.

Required

a. Calculate the inventory balance at the end of September and the cost of
goods sold (given away!) during these three months, using FIFO accounting.

b. Calculate the inventory balance at the end of September and the cost of
goods sold (given away!) during these three months, using LIFO accounting.

c. Calculate the inventory balance at the end of September and the cost of
goods sold (given away!) during these three months, using the average cost
method to determine inventory balances.

d. Explain and discuss the differences shown under each method. Explain why
the total costs of goods available for sale (delivery!) must be identical under
all methods.

e. Under what circumstances would S. Claus prefer one method to the others?
Under what circumstances would S. Claus prefer one result to the others? Dis-
cuss how S. Claus might make a choice between inventory costing methods.
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Financial Statement Effects: Prepaid Insurance

6-54 Firefly Beach Cottages, Inc., purchased a three-year fire insurance policy for
$4,800.The policy was purchased on July 1, 1999, and financial statements are
prepared as of December 31 each year.

Required

a.

b.

Show the effects of this insurance policy on the balance sheets for each of
the following years during which this policy would have an effect.
Similarly, calculate the effects on the income statement in each year.

Interpreting Financial Statements: Current Assets
6-55 Refer to Reebok’s financial statements in Appendix E. Review the financial state-
ments to determine how and where current assets have been reported.

Required

a.

Calculate the following accounts receivable ratios:

e Accounts receivable as a percentage of sales

e Average sales per day

e Collection period

e Allowance for uncollectible accounts as a percentage of accounts re-
ceivable

Based on these results, what conclusions can be drawn regarding Reebok’s

accounts receivable?

Calculate the following inventory ratios:

e Gross profit percentage

e Cost of goods sold per day

e Number of days sales’ in ending inventory (NDS)

Based on these results, what conclusions can be drawn regarding Reebok’s in-

ventories and cost of goods sold?

Discuss any other unusual concerns regarding Reebok’s current assets. What

other related information might an external analyst require or prefer?

Interpreting Financial Statements: Current Assets
6-56 Refer to Wendy’s financial statements in Appendix D. Review the financial state-
ments to determine how and where current assets have been reported.

Required

a.

Did Wendy’s disclose how it calculated the allowance for uncollectible ac-
counts? Is it essential for a financial analyst to know which method has been
used? What reliance can an analyst place on the firm’s disclosure of its al-
lowances?

If the allowance amounts were not separately disclosed, discuss how they
have been included in the firm’s balance sheet.

Calculate the following accounts receivable ratios (assume that the doubtful ac-
count amounts pertaining to royalties are netted in the accounts receivable):
e Accounts receivable as a percentage of sales

e Average sales per day

e Collection period (Note: Wendy’s uses a 52/53 week year.)

e Allowance for uncollectible accounts as a percentage of accounts re-

ceivable
(Continued)
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d. Based on these results, what conclusions can be drawn regarding Wendy’s ac-
counts receivable?

e. Calculate the following inventory ratios:
e  Gross profit percentage
e Cost of goods sold per day
e Number of days’ sales in ending inventory (NDS) (use the caption “in-

ventory and other” line item for inventory)

f. Based on these results, what conclusions can be drawn regarding Wendy’s in-
ventories and cost of goods sold?

g. Discuss any other unusual concerns regarding Wendy’s current assets. What
other related information might an external analyst require or prefer?

Conceptual Discussion: Marketable Securities

6-57 Marketable securities are usually shown on the balance sheet as current assets.
Based on what you have learned, under what circumstances might they be
shown as noncurrent assets? Why do you think a firm might hold its investments
in marketable securities for more than a year?

Conceptual Discussion: Credit Management

6-58 The manager of Rob’s Shoe Store has been congratulated by her division man-
ager for almost completely eliminating all bad debts. She instituted a policy of
conducting extensive credit checks on all prospective credit customers and,
consequently, rejects most applications. The cost of each credit report is $50 and
the store’s profits have declined significantly since she adopted this policy.

Required

a. Identify the circumstances under which this might be an acceptable policy.
Under what circumstances might this be an unwise or unacceptable policy?

b. The manager of Rob’s Shoe Store is considering conducting her own credit
checks and preparing her own credit reports in order to avoid the $50 cost
of credit reports on each prospective credit customer. Why might this not be
a cost-effective practice?

c. Why would the manager of Rob’s Shoe Store want to have large inventories
on hand? Why would her division manager want to curtail these desires?
Could a firm ever have too much inventory? If so, what undesirable conse-
quences might occur?

Interpreting Financial Statements: Liquidity

6-59 Kesler Inc. is a research-based health care company whose objectives include
the application of scientific knowledge to help people enjoy longer, healthier,
and more productive lives. Its balance sheets for 2000 and 1999 show the fol-
lowing amounts (dollars in millions):

2000 1999
Cash and cash equivalents $1,295.0 $1,384.7
Short-term investments 502.4 307.6

In the Summary of Significant Accounting Policies in its Notes to Consolidated
Financial Statements, Kesler reported:
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The Company considers demand deposits, certificates of deposit, and certain
time deposits with maturities of three months or less at the date of purchase to
be cash equivalents. Certain items that meet the definition of cash equivalents
but are part of a larger pool of investments are included in Short-term invest-
ments.

Required

a. Describe, in your own words, what Kesler may have done with some of its
cash equivalents between 1999 and 2000.

b. Is Kesler’s reporting of cash and cash equivalents consistent with most com-
pany’s use of the balance sheet category “Cash and cash equivalents”? Why?

c. How do your conclusions change if you later learn that Kesler’s second cate-
gory of cash equivalents, described as “Certain items...included in Short-term
investments,” was only about $2.5 (million) each year? What if it were more
than $200 (million) each year?

d. Evaluate Kesler’s treatment of cash and cash equivalents if the following
amounts had been reported?:

2000 1999
Cash and cash equivalents $880 $ 165
Short-term investments, at cost $445 $1,257

e. Based on this hypothetical situation, what actions did Kesler probably take in
2000 to improve its cash position?

f. Given Kesler’s inclusion of some cash and cash equivalents on fwo separate
lines of its balance sheet, how should an external analyst use these data in an-
alyzing Kesler’s liquidity? In other words, what should an analyst do to com-
prehensively interpret Kesler’s liquidity?

Interpreting Financial Statements: Inventory Methods
6-60 Pioneer Resource, Inc., reported the following in its Notes to Consolidated Fi-

nancial Statements for 1999.

Material and Supplies: Inventories of new and reusable material and supplies
are stated at the lower of cost or market with cost determined on a FIFO or av-
erage cost basis. For certain large individual items, however, cost is determined
on a specific identification basis.

Required

a. Identify and explain,in your own words, all of the inventory costing methods
used by Pioneer Resource.

b. Why might Pioneer Resource use these different methods? Do these various
inventory methods enhance the internal consistency and usability of Pioneer
Resource’s financial data? Why?

c. If inventories comprised only 1% of Pioneer Resource’s assets, how would
that change your views on Pioneer’s use of these different inventory costing
methods? What if inventories were 15% of Pioneer Resource’s assets?

d. If the inventory balances reported by Pioneer Resource in 1999 and 1998
were $212.3 and $212.2 million, respectively, how would that change your
view of Pioneer Resource’s choice of reporting methods? Note that Pioneer
Resource’s 1999 total assets exceeded $22.4 billion. If in subsequent years
you found that Pioneer Resource’s inventories had increased by 300%, how
would that change your views of these diverse inventory costing methods?
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Interpreting Financial Statements: Current Assets

6-61 Entertainment Office Group is a leading producer of film (and video) entertain-
ment. Its 1999 and 1998 consolidated balance sheets reported the following as-
sets (dollars in thousands):

1999 1998

Cash and short-term investments $ 37,015 $ 38,402

Accounts receivable, net 66,241 32,659

Film costs and program rights, net 180,501 130,204

Property, plant, and equipment, net 5,231 7,124

Other assets — 14,050

Current liabilities 120,507 156,419

Required

a. Evaluate Entertainment’s liquidity on the basis of the above information.

b. Assume that Entertainment’s revenues doubled between 1998 and 1999.
Reevaluate the change in accounts receivable. If Entertainment’s revenues
were constant, reconsider your conclusions about accounts receivable.

c. What does the term “net” mean in each of the cases shown above?

d. Why might “Other assets” disappear in 1999?

e. What is meant by the term “Film costs and program rights”? Could this be
viewed as a type of inventory? If these were stocks of films and scripts, how
would the fickle nature of public opinion and personal tastes affect your eval-
uation of Entertainment’s assets and its liquidity? Why?

f. Entertainment’s Notes to Consolidated Financial Statements contained the
following item:

Program Rigbts

Advance payments to producers are recorded as program rights in the bal-
ance sheet and are stated at the lower of cost or estimated net realizable
value.

i. How does this knowledge of how program rights are created affect your
prior conclusions? Can its program rights still be viewed as inventory?
Why?

ii. If these advance payments will not be refunded by the producers, under
any circumstances, how does that change your opinion concerning the
program rights?

iii. What other information about the producers, the films, and the scripts
would you need to have before coming to a final conclusion about the
program rights?

iv. How does the relative proportion of program rights to other assets affect
your conclusions? Note that Entertainment’s total assets were between
$450 million and $475 million, each year.

v. If the program rights were less than $10,000,000 each year, would that
change your conclusions about Entertainment’s assets?

g. Assume that a further note in Entertainment’s annual report includes the fol-

lowing information:



Current Assets 257

Film Costs and Program Rights:
Film costs and program rights, net of amortization, comprised the following at
December 31 (dollars in thousands):

1999 1998
Film costs:
Released $ 68,304 $ 60,028
In process and other 8,863 13,723
Program rights 103,334 56,453

$180,501 $130,204

It is estimated that approximately half of the film cost associated with the re-
leased product will be amortized in the next three years.

In October 1999, Entertainment purchased domestic television rights from
Oroco Television, Inc. to their film library of more than 142 feature films and re-
lated receivables for approximately $45 million, plus the assumption of approx-
imately $10 million in liabilities.

i. How does this new information about program rights affect your conclu-
sions? Does the fact that a substantial portion of these amounts relates to
released films affect your conclusions? How?

ii. Explain, in your own words, what happened in October 1999. Indicate
how the Oroco purchase was recorded in Entertainment’s assets?

iii. Given this new knowledge about the Oroco purchase, what final conclu-
sions can be drawn about Entertainment’s film costs and program rights?

Conceptual Discussion: Factoring Accounts Receivable
6-62 Describe the concept of factoring accounts receivable. If necessary, conduct fur-
ther research in a finance text to determine what functions a factor performs.
Consider the following factoring issues:
Writing a. Why would a company sell its receivables to a factor?
b. If these receivables were 180 days old, why might a factor not be interested
in purchasing them?
c. Who bears the risk in factoring? How can these risks be shifted?
d. What industries might use factoring more extensively (than other indus-
tries)?
e. Why wouldn’t a convenience store or a discount store be able to factor its ac-
counts receivable, even if it had such receivables?

p

Disclosure of Compensating Balances
6-63 Discuss the implications of the following note. How will it affect the company’s
liquidity? How will it affect the company’s overall asset management policies?

&

Critical Thinking 1999 Annual Report
Note 5 (Partial)

Conry Publishing Company

At December 31, 1999, the Company has a $10,000,000 Line of Credit Agreement
(“Credit Agreement”) with a bank. The Credit Agreement provides for a short-term,
variable-rate line of credit under which the Company may borrow and repay from
time to time until maturity on May 31, 2002. The Credit Agreement requires the
Company to maintain compensating balances of $200,000 with the bank in lieu of

annual commitment fees. No borrowings were outstanding under the Credit Agree-
ment as of December 31, 1999.
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Comparisons of Accounts Receivable Ratios
6-64 Financial analysts have computed the following ratios for Firm X and several in-

dustries where Firm X has significant operations. Evaluate Firm X’s performance
relative to each industry. What factors might account for the differences ob-

served?
Accounts Receivable Ratios
Industry Comparisons

Apparel Food
Firm X Manufacturers  Stores
Accounts receivable as a
percentage of sales 7.6% 13.5% 1.4%
Collection period 28 days 48 days 5 days
Allowance as a percentage
of accounts receivable 13.4% 2.5% 0.9%

Evaluating Management’s Explanations
6-65 Topps Co., Inc., produces sports cards. During two quarters in the same year,

Topps’ accounts receivable increased by more than 50%, while sales declined.
Such a trend might indicate that Topps is experiencing difficulty collecting from
its customers.

Topps asserts, however, that receivables have increased because of a change in
its shipping schedule.It has begun to ship 50% of its cards in the final few weeks
of a quarter. Thus, many of its accounts receivable are outstanding at quarter’s
end, and at the same time, are not yet past due.

Required
a. How might Firm X’s managers react to these data?
b. What recommendations would you make to Firm X?

Inventory Write-downs
6-66 Storage Technology Corporation (StorageTek) is a manufacturer of computer

storage devices. StorageTek continually modifies its existing products and de-
velops new ones. These improvements permit larger amounts of data to be
stored and accessed more quickly.

One of StorageTek’s new products was called Iceberg.An Iceberg system com-
prised many small storage devices designed to work together. StorageTek was
quite optimistic about Iceberg’s future success.

Because Iceberg held clear advantages over other systems that StorageTek
sells, StorageTek needed to reduce the selling price of these other systems. Be-
cause of this, StorageTek must also ensure that the recorded value of its inven-
tory is not overstated. In fact, in the first quarter of 1994, shortly before Iceberg
was marketed to the public, StorageTek reduced the recorded value of its older
storage systems by $7,500,000. Write-downs such as this are rather common in
industries that experience rapid technological change.

For the first quarter in 1994, StorageTek reported the following:

Revenue $335,623,000
Cost of goods sold $234,315,000

Assume that the $7,500,000 charge was included in cost of goods sold.
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Required

a. What effect did the write-down have on
i. gross profit?
ii gross profit percentage?

b. Under these circumstances, what issues will be of concern to StorageTek’s
managers? What recommendations would you make to StorageTek? Justify
your recommendations.

Ethics Accounts Receivable Management

4 6-67 Sheila Glow sells advertising for KBOL, a local radio station. She receives a small
monthly salary plus a commission of 20% of all advertising contracts that she ne-

N gotiates and that are billed by KBOL. KBOL conducts an informal credit review

on all new clients, but relies extensively on the salesperson’s recommendations.

Because Sheila interviews the owner and chief financial officer (CFO) of all
her new clients, she feels that her credit screening should be an adequate basis
on which KBOL could reliably determine whether to accept or reject a potential
client’s credit request.

One potential new client,Atlas Tile Company, has been experiencing financial
difficulties and several letters to the editors from disgruntled customers have re-
cently appeared in the local newspaper.Although Sheila knows that Atlas needs
many new customers, her commissions have not been strong this month com-
pared to prior months.

KBOL always has the right to reject Atlas’s credit application. Sheila knows that
if the credit application contains favorable information, it is likely to be ac-
cepted. In the process of helping Atlas’ CFO complete the application, she sug-
gests that City Bank’s rejection of Atlas’ loan application for $5,000 worth of
working capital not be shown on the current application for KBOL’s credit. She
reasons that Atlas needs her help,and it is not her job to collect the bills; it is only
her job to sell radio advertising.

Required

4. What are the ethical ramifications of Sheila’s actions?

What are the likely business results of Sheila’s actions?

How does KBOL’s commission policy affect Sheila’s incentives?

How might the commission policy be changed to more closely align Sheila’s

incentives with KBOL’s goals?

e. If the radio station’s managers find that Sheila helped falsify the credit report,
what should they do? Why?

an g

Comparative Intercompany Analysis: Current Assets

and Current Liabilities
6-68 The following balance sheet segments were extracted from the SEC’s EDGAR
data base:

Critical Thinking
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Consolidated Balance Sheets
ELI LILLY AND COMPANY AND SUBSIDIARIES
(Dollars in millions)

December 31 1997

Current Assets

Cash and cash equivalents.......... .. .. S 1,947.5
Short-term investments. . ...ttt ennnnnnens 77.1
Accounts receivable, net of allowances of

$53.3 (1997) and $82.4 (1996) ... i ittt iiii i 1,544.3
Other receidvables. ...ttt ettt 338.9
Inventories (Note 1) vttt ettt 900.7
Deferred income taxes (Note 12) .. ... iiiiunnenennnnnnn 325.7
Prepaid exXpenses. ... ...ttt 186.5

Total cUrrent 8SSetS. . v vttt tnennneeeeeeeeeeennneens 5,320.7
December 31 1997

Current Liabilities

Short-term borrowings (Note 7) ... ..ttt nennenens S 227.
Accounts payable..... ... e e 985.
Employee compensation..........iiiuiiiuineenneenneeennnn 456.
Dividends payable. .. ... ..ttt it 221.
Income taxes payable (Note 12)......c.iiiiiinennnnenennnn 1,188.
Other liabilaties. .ttt ittt ittt ettt ittt 1,112.

Total current liabilities...........oiiiiiiiiiinn. 4,191.

PFIZER INC AND SUBSIDIARY COMPANIES
CONSOLIDATED BALANCE SHEET

December 31

Current Assets

Cash and cash equivalents S 877
Short-term investments 712
Accounts receivable, less allowance for doubtful accounts:
1997--$51; 1996--$858; 1995--$61 2,527
Short-term loans 115
Inventories
Finished goods 677
Work in process 852
Raw materials and supplies 244
Total inventories 1,773
Prepaid expenses, taxes, and other assets 816

Total current assets 6,820
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Current Liabilities
Short-term borrowings, including current portion of long-term debt

$ 2,255 $ 2,235 $ 2,036
Accounts payable 765 913 715
Income taxes payable 785 892 822
Accrued compensation and related items 477 436 421
Other current liabilities 1,023 1,164 1,193
Total current liabilities 5,305 5,640 5,187

Required:

a. Conduct a liquidity analysis for each company.

Identify which company is more liquid. Justify your answer.

Which company seems to manage its accounts receivable better? Why?
Which company seems to manage its inventories better? Why?

Discuss any unusual issues concerning the current assets or current liabilities
of either company.

oap

Infernet Computing Liquidity Ratios

6-69 Owens-Corning values its inventories using LIFO.This presents a problem when
comparing its current ratio against that of a company using FIFO. Locate the lat-
est financial statements for Owens-Corning at the company page (Www.owens-
corning.com) or from the 10K filed in the EDGAR archives (www.sec.gov/
edgarhp.htm).

Required

a. Compute the current ratio and the number of days’ sales (NDS) in ending in-
ventory based on numbers reported on the balance sheet.

b. Find the FIFO value of inventory reported in the Notes to the Financial State-
ments and recompute the current ratio and NDS.

c. Compare the ratios based on LIFO to those based on FIFO. How different are
they? Do you think that the observed differences are great enough to have an
impact on a decision?

Internet Evaluating Company Disclosures Regarding

Marketable Securities
6-70 Locate the latest available set of financial statements for Oncogene Science, Inc.,
from the 10-K on file in the EDGAR archives.

Required

a. In what types of short-term securities does Oncogene invest? (The informa-
tion needed to answer this question can be found in the Notes to the Finan-
cial Statements.)

b. According to SFAS No. 115, what alternatives are available to Oncogene for re-
porting its investments in short-term securities?

c. Does Oncogene classify its short-term investments as trading securities,
available-for-sale securities, or held-to-maturity securities?

d. Describe how Oncogene’s investments are reflected on the income state-
ment, balance sheet, statement of shareholders’ equity, and statement of cash
flows.
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Infernet Evaluating Industry Inventory Data

b.

C.

6-71 The Center for Inventory Management (CIM) publishes quarterly inventory ra-
tios for manufacturing industry groups.

Required

a.

How does CIM (www.inventorymanagement.com) compute its inven-
tory ratio? What shortcomings are implicit in its calculations?

How would you convert CIM’s inventory ratio to the number of days’ sales in
ending inventory described by this textbook?

Access the latest Inventory Ratio Study reported on the CIM home page
(www.inventorymanagement.com) and identify the inventory ratios for
two types of transportation equipment industries: motor vehicles and air-
craft. Why are the ratios so different?

Internet Evaluating Accounts Receivable

6-72 In the HMO industry, accounts receivable represent one of the major assets.
HMOs provide medical services to patients and then bill insurance companies
and Medicare/Medicaid agencies. Timely collection is important to maintaining
adequate liquidity. Locate the latest 10-K filings for Columbia/HCA Healthcare

and FHP International, using the EDGAR archives.

Required

a.

e o

What is the value of net accounts receivable? What percent of total assets and
current assets do they represent for each company?

What is the value of allowance for uncollectible accounts and what percent-
age of gross accounts receivable does it represent?

What are the net revenues for each HMO? Which HMO is larger?

Calculate the accounts receivable collection period for both companies.
Which company is doing a better job with its accounts receivable?
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Bank Statements and Reconciliations

An earlier part of the chapter noted that bank statements provide an accounting of
cash that is independent of the accounting undertaken by the firm. Exhibit 6A-1 con-
tains an illustration of Quick Company’s bank statement for the month of April. One
column shows withdrawals, one column reflects deposits, and the final column keeps
a running total of the account’s balance.This particular bank statement contains check
numbers, which makes comparing the bank statement and the accounting records
much easier. Notice that two withdrawals were not made by check. One withdrawal
was preauthorized, which means that Quick has previously instructed the bank to
make certain payments.A monthly loan payment is a good example.The other direct
withdrawal was the service charge assessed by the bank for processing checks, mak-
ing preauthorized payments, and so on.

As of any given date (such as April 30), the cash balance reported on the bank
statement might not agree with the balance in the firm’s accounting records (often
called the book balance).This situation can arise for three general reasons. First, some
transactions may be reflected in the accounting records, but not on the bank state-
ment. For example, after a check is written and mailed to the payee, several days (or
weeks) may elapse before the payee cashes the check and the check clears through
the banking system. Until this happens, the bank is unaware of the check. Checks that
are included in the accounting records but not shown on the bank statement are
called outstanding checks.

EXHIBIT 6A-1 Bank Statement

Quick Company
Bank Statement
April 2000

Date Description Withdrawals Deposits Balance
4-1 Balance $7,780
4-6 Check # 210 $ 180 7,600
4-10 Check # 212 500 7,100
4-13 Check # 213 1,000 6,100
4-15 Deposit $2,300 8,400
4-21 Check # 215 200 8,200
4-25 Check # 216 400 7,800
4-30 Preauthorized 140 7,660
4-30 Service charge 10 7,650
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A deposit-in-transit is another reconciling item that is recorded in the account-
ing records but not yet recorded on the bank statement. Most banks delay, by one busi-
ness day, processing deposits made after a certain time of day (say, 3 p.m.).These cash
receipts, however, are already recorded in the firm’s accounting records.Therefore, de-
posits made after 3 pM. on the last business day of a month will be included in the
month-end book balance, but not the bank balance.

The second major reason why the bank balance and the book balance might dif-
fer is that the bank statement may reflect items not yet shown in the accounting
records. For example, prior to receiving the bank statement, firms usually will not have
made entries in the accounting records for bank service charges and preauthorized
withdrawals.

Errors, either in the accounting records or on the bank statement, are the third rea-
son why the bank balance and the book balance might differ. If errors are uninten-
tional and occur infrequently, they are not a cause for alarm; they simply need to be
corrected. However, frequent or intentional errors involving cash warrant careful in-
vestigation.

Exhibit 6A-2 contains Quick Company’s April accounting records for cash,and Ex-
hibit 6A-3 illustrates Quick’s April 30 bank reconciliation. Several valid approaches ex-
ist for preparing a bank reconciliation.The approach in Exhibit 6A-3 modifies both the
bank and the book balances to obtain a corrected balance.The goal of the reconcilia-
tion is for the two corrected balances to agree. If this is accomplished, all the differ-
ences between the two sets of records have been identified, and the firm can have in-
creased confidence that the accounting for cash is proper.

To prepare a reconciliation, compare the bank statement and the accounting
records to identify those items appearing on one but not the other.These items result
in differences between the book and the bank balances and must be included in the
reconciliation.

Exhibit 6A-2 shows that Quick received $1,000 on April 30.That amount does not
appear on the bank statement. Evidently, it was deposited after the close of business
on April 30.This deposit-in-transit must be added to the bank balance.

EXHIBIT 6A-2  Accounting Records for Cash

Quick Company
Internal Cash Records

Date Description Amount
4-1 Balance $7,780
4-2 Check # 210 - 180
4-3 Check # 211 — 750
4-5 Check # 212 — 500
4-8 Check # 213 — 1,000
4-12 Check # 214 — 300
4-14 Deposit 2,300
4-17 Check # 215 — 200
4-22 Check # 216 — 400
4-26 Check # 217 - 50
4-28 Check # 218 — 250
4-30 Deposit 1,000
4-30 Bcfzxnce $7,450
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EXHIBIT 6A-3 Bank Reconciliation

Quick Company
Bank Reconciliation
April 30, 2000

Bank Balance $7,650
Plus: Deposit-in-transit 1,000
$8,650
Less: Outstanding checks
#211 $750
#214 300
#217 50
#218 250
(1,350)
Corrected balance $7,300
Book balance $7,450
Less: Preauthorized withdrawal (140)
Service charge (10)
Corrected balance $7.,300

Exhibit 6A-2 also shows that Quick wrote nine checks during April. However,
checks 211,214,217,and 218 do not appear on the bank statement.Accordingly, these
outstanding checks are subtracted from the bank balance.

Quick’s bank statement (refer to Exhibit 6A-1) contains two entries that do not ap-
pear in the accounting records: the preauthorized withdrawal and the service charge.
The book balance should be reduced by these amounts.Also note that when Quick re-
ceives the bank statement and discovers the preauthorized withdrawal and the service
charge, the accounting records should be adjusted accordingly.

At this point in the reconciliation, the book balance and the bank balance have
been adjusted and show the same corrected balance.This indicates that the reconcil-
iation is complete.

One final point must be made about the Quick Company illustration. All the rec-
onciling items for the April 30 reconciliation arose during the month of April. This is
not always the case. For example, Quick could have written a check in March that did
not clear the bank by the end of April. This check would be outstanding at the end of
April and would need to appear on the April 30 reconciliation. In general, items from
the immediately preceding reconciliation should be reviewed to ascertain if they
should be carried forward to the current month’s reconciliation.

SUMMARY OF LEARNING OBJECTIVE

Prepare a bank reconciliation.

A bank reconciliation explains why a firm’s bank statement balance differs from its
book balance. Differences arise for three general reasons: (1) transactions were
recorded in the accounting records but not the bank statement; (2) transactions were
recorded on the bank statement but not the accounting records; and (3) errors.
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Bank Statement Reconciliation
6A-1 Theraux Corporation received its bank statement for the month ended October
31, 1999. Contained in the bank statement were the following items:

Check # $ Amount
Checks cleared: 1140 $100
1156 400
1159 250
1161 500
1162 183
1163 175
1165 194
Date $ Amount
Deposits cleared: 10/3/99 $1,250
10/5/99 480
10/16/99 1,595
10/25/99 942
10/28/99 2,106
Other ltems:
(NSF) from J. Strauss $ 275
Bank charges 80
Note receivable collected 640
Interest on note receivable 15
Beginning bank balance 5,300
Ending bank balance 10,171

Theraux’s check register showed the following during October:

Check # $ Amount
Checks written: 1140 $100
1155 65
1156 400
1157 320
1158 82
1159 520
1160 125
1161 500
1162 183
1163 175
1164 104
1165 194
1166 220
Date $ Amount
Deposits: 10/3 1,250
10/5 480
10/12 1,190
10/16 1,595
10/20 1,800
10/25 942
10/28 2,106

10/31 745



Current Assets

Other Items:
e Outstanding check from September’s bank reconciliation: #1142 for
$195.
e Beginning checking balance: $5,105
e Ending checking balance: $12,225

Required

a. Prepare a bank reconciliation for October, 1999. (Be aware of transposition
€rrors.)

b. What adjustment to the accounting equation is necessary for October?
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Noncurrent Assets

LEARNING OBJECTIVES

1 Identify three major types of noncurrent assets: (1) property, plant, and
equipment; (2) intangible assets; and (3) natural resources.

Explain how to account for the acquisition of these assets.

Describe the procedures for depreciation, amortization, and depletion.

List the factors affecting managers’ selection of a depreciation method.
Determine which postacquisition expenditures should be expensed and which
should be capitalized.

Explain the accounting issues associated with asset write-downs and disposals.
Interpret financial statement disclosures about noncurrent assets.

oD

No

INTRODUCTION

Recall from the previous chapter that current assets will be converted into cash or
used in operations within a year or the firm’s operating cycle, whichever is longer.
Noncurrent assets are not expected to be fully consumed within that period; thus,
they are long-lived assets.

This chapter examines three noncurrent assets: 1) property, plant and equipment,
2) intangible assets, and 3) natural resources.

PROPERTY, PLANT, AND EQUIPMENT

Property, plant and equipment (PPE) are tangible, long-lived assets used by a firm.
Tangible assets derive value from their physical substance. These assets include land,
land improvements (such as parking lots and roads), office buildings, office equip-
ment, manufacturing facilities (factories), and factory equipment. These assets are
sometimes referred to as fixed assets.

Initial Valuation

Property, plant, and equipment are initially valued at their historical cost, which in-
cludes all costs incurred to acquire an asset, place it in its desired location, and make
it operational. Costs include invoice amounts (less any discounts), sales taxes, trans-
portation charges, installation costs, costs of trial runs to adjust equipment, and costs
to refurbish equipment purchased in a used condition.
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As an example, assume that a machine was purchased at an invoice price of
$5,000. The sales tax was 7% and transportation charges were $145. The machine re-
quired a concrete base, which cost $80 for materials and $120 for labor. The machine’s
total cost is calculated as follows:

Invoice cost $5,000
Sales tax ($5,000 x .07) 350
Transportation 145
Concrete base ($80 + $120) 200
Total cost $5,695

To record the purchase, increase the asset machine and decrease the asset cash.

ASSETS = LIABILITIES +  SHAREHOLDERS' EQUITY

Cash Machine
—$5,695 +$5,695

Initially valuing property, plant, and equipment at historical cost is quite reason-
able. Because a firm’s managers have paid this amount, they certainly expect at least
this level of benefit; otherwise, the asset would not have been acquired. Moreover, his-
torical cost is an objective valuation basis, meaning it can easily be verified by exam-
ining invoices and canceled checks.

Sometimes, however, the proper accounting for asset acquisition and develop-
ment is not obvious. Let’s examine Chambers Development, Inc., a business that de-
velops landfill sites for waste disposal. In developing its sites, Chambers incurs public
relations and legal costs, as well as costs to pay its executives who work on various
projects. Conceptually, two accounting alternatives are possible for these costs. One
option is to expense them immediately. The analysis involves a decrease in cash and a
decrease in shareholders’ equity via an expense.

ASSETS = LIABILITIES +  SHAREHOLDERS' EQUITY
Cash Retained earnings
— $xxx — $xxx (various expenses)

Because net income and shareholders’ equity are reduced, this approach is quite con-
servative.

The second option views these expenditures as part of the cost of the asset, “land-
fill sites.” Accordingly, these costs are capitalized; that is, the asset, landfill sites, is in-
creased as these costs are incurred. The analysis decreases cash and increases landfill
sites. Note that this is a much less conservative, perhaps even an aggressive, approach.

ASSETS = LIABILITIES +  SHAREHOLDERS' EQUITY
Cash Landfill sites

— $xxx + $xxx




GAAP requires that costs be
capitalized only when they re-
flect future economic benefits.
Thus, one must ask, how closely
tied are these expenditures to fu-
ture economic benefits? At one
time, Chambers capitalized these
costs. Subsequently, however,
the business began expensing
those costs and restated prior
years’ financial statements to re-
flect the more conservative ac-
counting alternative. Such ac-
counting issues can have serious
consequences, and Chambers’
accounting practices were the
subject of an SEC probe and a
criminal investigation by the U.S.
Attorney General’s Office.

Noncurrent Assets

WHAT WOULD YOU DO?

As chief accountant for the Craig Manufacturing Company (CMC), you over-
see all accounting functions. Both you and Mr. Craig are very concerne
about this year’s financial statements. CMC will pro%qbb/ viqute its loan
covenant dealing with the debt to assets ratio. CMC's loan agreement speci-
fies that CMC must maintain a ratio of .4 or lower. Failure to do so will result
in a renegotiation of the loan’s terms. Inferest rates have risen since the loan
was obtained, and there is every reason to believe that the bank would re-
quire a higher interest rate. This additional cash drain could force CMC to lay
off up to 100 workers.

CMC, like most corporations, has an accounting policy regarding the
capitalization of fixed assets. All fixed assets costin g] 00 or more are cap-
itq\oized and depreciated. Fixed assefs costing less <ﬁmn $100 are expensed
immediately. The materiality principle justifies CMC’s policy. This principle
states that items that are sufficiently small in dollar value need not be treated
in strict accordance with GAAP. Most accountants feel that the clerical costs
of capitalizing modest expenditures, developing depreciation schedules, and
making annual depreciation adjustments outweigh the benefits of small in-
creases in the precision of the financial statements.

Mr. Craig has just suggested that CMC change its capitalization policy.
He wants CMC to capitalize all fixed asset acquisitions. Mr. Craig states that
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this policy is not forbidden by the materiality principle and that more accurate
financial statements would result.
Why do you think that Mr. Craig really wants to change this policy?

Depreciation What are the ethical implications of a policy change?

Many fixed assets have extended
but limited lives. Because these
assets help generate revenues throughout their useful lives, their costs must be re-
flected as expenses during that time. Depreciation is the process of allocating the
cost of a fixed asset as an expense in the years when the asset helps generate revenue.
Depreciation is an application of the matching principle. Because land has an unlim-
ited life, it is not depreciated.

GAAP permits the use of any depreciation method that is systematic and rational.
Methods differ in the timing of expense recognition during an asset’s life, yet over the
course of an asset’s entire life, total depreciation expense will be the same under all
methods. Three commonly used methods are illustrated here: straight-line, sum-of-the-
years’ digits, and declining-balance.

Straight-Line Method The straight-line (SL) method allocates an equal
amount of depreciation expense to each year in an asset’s life. This method is based on
the rationale that each year benefits equally from the asset’s services.

To illustrate, assume that a machine has a cost of $4,900, an economic life of five
years, and an estimated residual value of $400. Residual value (or salvage value) is
the amount the firm expects to receive from selling the asset at the end of its useful
economic life.

Useful economic lives and residual values are estimates. Both are affected by the
physical deterioration an asset is expected to undergo and by technological obso-
lescence. The latter effect is well illustrated by computers. Computers can physi-
cally perform their tasks for extended periods of time (perhaps a decade or more),
but due to rapid advances in the computer industry, computers frequently become
outdated. This affects both the length of time a firm expects to use a computer (its
economic life) and the estimated residual value when the computer is taken out of
service.
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Annual straight-line depreciation expense is calculated by first subtracting the
residual value from the cost. This difference is the depreciable basis. Next divide the
depreciable basis by the number of years in the asset’s estimated useful life:

Historical cost — Residual value
Number of years

Annual depreciation expense =

_ $4900 — $400
5 years

= $900 per year

To record depreciation expense, the asset is decreased and shareholders’ equity is
decreased by an expense. Although Chapter 2, “The Basic Concepts of Financial
Accounting,” suggested that the asset account should be decreased, actual practice
uses a contra-asset account called accumulated depreciation.

ASSETS = LIABILITIES +  SHAREHOLDERS' EQUITY

Equipment Accumulated Retained earnings
depreciation

Bal. $4,900
—$900 — $900 (depreciation expense)

On the balance sheet, accumulated depreciation is deducted from the cost of
property, plant, and equipment, and the difference, called the book value (or prop-
erty, plant, and equipment, net), is included in total assets. After the preceding analy-
sis, for example, the book value is $4,000:

Historical cost $4,900
Less accumulated depreciation —900
Book value $4,000

Depreciation expense, accumulated depreciation, and book value over the five
years can be summarized as follows:

Date Depreciation Expense  Accumulated Depreciation ~ Book Value
At acquisition $ 0 $ 0 $4,900
End o(? year 1 900 900 4,000
End of year 2 900 1,800 3,100
End of year 3 900 2,700 2,200
End of year 4 900 3,600 1,300
End of year 5 900 4,500 400

Sum-of-the-Years’-Digits Method The sum-of-the-years’-digits (SYD)
method is one of several accelerated methods. Such methods result in relatively
large depreciation charges in the early years of an asset’s life. This pattern can be jus-
tified by the notion that some assets are more efficient in the earlier years of their life



and therefore render greater services. In other words, they help generate more rev-
enue. To properly match costs with revenues, expenses should be larger in those
early years.

SYD annual depreciation expense is calculated by multiplying an asset’s depre-
ciable basis by a fraction that varies from year to year. The denominator is always the
sum of the years’ digits in the useful life of the asset. For an asset with a five-year life,
the denominator wouldbe 5 + 4 + 3 + 2 + 1 = 15.The sum of the years’ digits can
be computed with the following formula:

- N X (N + 1

Sum of the years’ digits = #

in which N equals the number of years in the asset’s life. For an asset with a five-year
life, the computation is

S5x 5+ 1)

Sum of the years' digits = 5

=15

The fraction’s numerator is the number of years remaining in the asset’s useful life
at the beginning of the year for which depreciation is being calculated. Therefore, de-
preciation expense for years 1 and 2 would be $1,500 and $1,200, respectively.

Year 1 Year 2
Depreciation expense = $4,500 X % = $1,500 $4,500 x % = $1,200

Under the sum-of-the-years’ digits method, depreciation expense declines each
year. At the end of the fifth year, the entire depreciable basis of $4,500 will be depre-
ciated.

Date Depreciation Expense ~ Accumulated Depreciation ~ Book Value
At acquisition $ 0 $ 0 $4,900
End ocl! year 1 1,500 1,500 3,400
End of year 2 1,200 2,700 2,200
End of year 3 900 3,600 1,300
End of year 4 600 4,200 700
End of year 5 300 4,500 400

To make sure you understand this concept, verify the calculation of year 5’s depreci-
ation expense of $300.

Declining-Balance Methods Declining-balance (DB) methods also result in
accelerated depreciation charges. Annual depreciation expense is calculated by multi-
plying an asset’s book value (cost minus accumulated depreciation) at the beginning of
the year by a percentage. The percentage equals a multiple of the straight-line rate. Fre-
quently used multiples are 200% and 150%. Residual values are not used in the initial
determination of declining-balance depreciation rates or depreciation expense.
Because the asset in our illustration has a five-year life, the straight-line rate is 20%
(1/5 = 20%). Using a multiple of 200% (200% = 2.0) results in a declining-balance
rate of 40% (20% X 2.0). A multiple of 200% is referred to as the double-declining-

Noncurrent Assets
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balance method (DDB). Depreciation charges for the first two years are $1,960 and
$1,176, respectively:

Depreciation expense year 1 = (Cost — Accumulated Depreciation) X .4
— ($4,900 — $0) x .4
= $1,960

Depreciation expense year 2 = (Cost — Accumulated Depreciation) X .4
($4,900 — $1,960) x .4
$1,176

A depreciation schedule for the five years is:

Date Depreciation Expense ~ Accumulated Depreciation ~ Book Value
At acquisition $ 0 $ 0 $4,900
End o? year 1 1,960 1,960 2,940
End of year 2 1,176 3,136 1,764
End of year 3 706 3,842 1,058
End of year 4 423 4,265 635
End of year 5 235 4,500 400

To be sure that you understand declining-balance depreciation, verify the calculation
of year 3’s depreciation expense of $706.

Depreciation expense in the fifth year is not calculated in the typical way. The
conventional calculation multiplies the book value at the end of year 4 ($635) by 40%.
This yields an expense of $254. However, that expense would result in total accumu-
lated depreciation of $4,519 ($4,265 + $254) and a book value of $381. Because an
asset should not be depreciated to an amount below its residual value, depreciation in
year 5 is limited to $235 (the amount that would leave a book value of $400).

Residual value is not utilized in the original determination of declining-balance de-
preciation because the computations themselves include an implicit residual value. By
setting depreciation expense equal to a percentage of book value, a book value will al-
ways remain. Thus, there is no need to consider residual value explicitly until the end
of an asset’s depreciation schedule; residual value must then be considered so that an
asset’s book value is not depreciated below its residual value.

Exhibit 7-1 summarizes the results of the three depreciation methods discussed in
this section.

Tax Depreciation  Tax law requires firms to use the Modified Accelerated Cost Re-
covery System (MACRS). This system specifies the useful lives to be assigned to differ-
ent types of assets and also indicates the depreciation method to be used. For exam-
ple, cars are assigned a five-year life and double-declining-balance depreciation is
required. Therefore, cars are depreciated at a 40% declining-balance rate. As another
example, land improvements, such as sidewalks and fences, are assigned a 15-year life
and a 150% declining-balance rate is used. Sidewalks and fences would then be de-
preciated at a 10% rate (1/15 X 150% = 10%).

The details of tax depreciation and financial reporting depreciation differ because
their objectives differ. Financial reporting is designed to provide useful information for
financial statement readers. Therefore, utilizing reasonable estimates of useful lives, for



EXHIBIT7-1  Summary of Depreciation Methods

Assumptions

Cost  $4,900
Residual value  $ 400
Estimated life 5 years

Noncurrent Assets

Summary
SL SYD DDB

Endof Deprec.  Accum.  Book Deprec.  Accum. Book  Deprec.  Accum. Book

Year Expense  Deprec.  Value Expense  Deprec. Value Expense  Deprec. Valve
0 $ 0 $ 0 $4900 $ 0 $ O $4900 $ 0 $§ O $4900
1 900 900 4,000 1,500 1,500 3,400 1,960 1,960 2,940
2 900 1,800 3,100 1,200 2,700 2,200 1,176 3,136 1,764
3 900 2,700 2,200 900 3,600 1,300 706 3,842 1,058
4 900 3,600 1,300 600 4,200 700 423 4,265 635
8 900 4,500 400 300 4,500 400 235* 4,500 400

*Assets should not be depreciated below their residual value.

NOTE: Total deFreciation expense over the five years combined is the same under all methods. The methods differ only
depreciation charges. Also note that because total depreciation expense is the same across the five

in the timing o
years, fotal net income over the five years will also be the same.

example, is desirable. In contrast, one purpose of our tax laws is to spur economic
growth. Using extremely short estimated lives and highly accelerated methods pro-
vides firms with tax benefits more quickly. As a consequence, firms are more inclined
to acquire fixed assets, helping to fulfill the objective of economic growth.

Selection of Depreciation Method Several factors influence managers’ selection
of a depreciation method for financial reporting. Managers might wish to provide fi-
nancial statement readers with useful information. This would prompt them to select
a depreciation method that best reflects the pattern of benefit usage. For example, if
an asset is uniformly productive throughout its life, the straight-line method would be
chosen.

Additionally, however, some economic issues may influence their decisions. If
managers’ compensation is tied to reported accounting earnings, managers are likely
to prefer the straight-line method because it initially results in lower depreciation
charges and higher reported income. Lending agreements may also play a role. For ex-
ample, some agreements require the firm to keep its debt to assets ratio below a spec-
ified value. This ratio contains total assets in the denominator. Because recorded asset
values decline more quickly under accelerated depreciation methods, managers can
reduce the likelihood of violating such agreements by selecting the straight-line
method.

Firms do not generally use the same depreciation method for both financial re-
porting and tax purposes. MACRS is required for tax purposes but is not always ac-
ceptable for financial reporting. This is partially due to the permissive nature of
MACRS. For example, under MACRS, cars are given a five-year life and a zero residual
value. These may not be realistic assumptions for many firms and might yield mis-
leading financial statements. Also, as mentioned earlier, firms frequently wish to report
the lower depreciation expense associated with the straight-line method on their fi-
nancial statements. In fact, as Exhibit 7-2 shows, the vast majority of publicly held
companies uses the straight-line method for financial reporting.

275



276

Noncurrent Assets

EXHIBIT7-2  Selection of Depreciation Methods

400 575
500
400
300

200

Number of Firms

100

0
Straight-line Accelerated Other

SOURCE: Accounting Trends and Techniques, 1997.

Some Misconceptions About Depreciation Two misconceptions frequently
arise regarding depreciation. First, some people believe that depreciation is a valua-
tion procedure. That is, they believe the book value that results from depreciation re-
flects an asset’s market value. It does not. Book value results from the application of
a rather mechanical depreciation method. No attempt is made to estimate the current
market value of an asset by surveying recent transactions.

Second, depreciation expense is alleged to be a source of cash. This misconcep-
tion is due to the format of the statement of cash flows. Recall that under the indirect
approach, depreciation expense is added to net income in calculating cash provided
by operating activities. Depreciation expense is added, not because it is a source of
cash, but because (1) it was previously subtracted in determining net income and (2)
it does not involve a cash outflow. Be especially careful not to fall into this “cash flow
trap.” Depreciation, by itself, does not generate cash.

Expenditures After Acquisition

Firms often make expenditures during a fixed asset’s life. Frequently, the expenditures
are for routine repairs and maintenance. Because these expenditures merely maintain
the economic benefit already contained in the asset, they do not enhance the asset’s
value. Accordingly, these expenditures are immediately expensed. Usually, cash is de-
creased and shareholders’ equity is decreased by an expense.

Some expenditures, however, do enhance an asset’s value. For example, North-
west Airlines renovated 40 of its DC-9 twin jets. The renovations included engine mod-
ifications to reduce jet noise, new seats, and new carpeting. These changes extended
each jet’s life by 15 years. Other expenditures can expand an asset or make it more ef-
ficient and productive. As another example, a personal computer’s hard drive can be



replaced with a larger one, and new chips can be installed that enable the computer
to perform tasks more quickly. Because all of these expenditures increase an asset’s
value, they should be capitalized. In other words, the asset’s recorded value should be
increased. Note that a change in an asset’s book value or remaining estimated life will
necessitate a change in the periodic depreciation charge.

Disposals

Firms frequently sell fixed assets when needs change or when assets age or become
obsolete due to technological advances. To illustrate the accounting for a disposal, as-
sume that the machine described in the previous section was depreciated for two
years, using the straight-line method. At that point, the machine’s book value is $3,100
(4,900 — $1,800). Also assume that the asset was sold at the beginning of year 3 for
$2,500. Because an asset with a book value of $3,100 was sold for $2,500, the firm in-
curred a $600 loss. The analysis increases cash by $2,500, reduces the asset machine
by $4,900, eliminates accumulated depreciation of $1,800, and decreases sharehold-
ers’ equity via a $600 loss.

Noncurrent Assets

ASSETS = LABILTIES + SHAREHOLDERS' EQUITY
Cash Machine Accumulated Retained earnings
depreciation
Beginning Balance $4,900 —$1,800
+$2,500 —$4,900 +$1,800 —$600 (loss on sale)
Ending Balance $ O $ 0

Gains and losses on sales of property, plant, and equipment are included in the in-
come statement. If material, they are separately disclosed; otherwise, they are com-
bined with other items. These gains and losses must be interpreted carefully. First,
note that the loss just illustrated is associated with a cash inflow. Therefore, the firm’s
overall cash position has improved, even though a loss is reported on the income
statement.

Second, gains and losses on fixed asset disposals do not necessarily reflect good
or poor managerial performance in the year of the disposal. They may be more a func-
tion of poorly estimated depreciation charges. Finally, managers have considerable dis-
cretion over the timing of these transactions. Therefore, whenever gains or losses ap-
pear on the income statement, the reader must always assess the possible reasons
behind such gains or losses.

Write-Downs

As discussed earlier, most firms value property, plant, and equipment at depreciated
historical cost. However, when a fixed asset’s utility drops below its book value, the
asset should be written down. The purpose of this principle is to avoid overstating as-
set values. A fixed asset’s value to a firm can decline for a variety of reasons. Firms in
the computer and electronics industry must have state-of-the-art facilities, for instance;
the PPE of these firms are particularly susceptible to loss in value due to technologi-
cal obsolescence. Other facilities can lose value if the firm terminates the production
of certain inventory items and the facilities are of little use for other purposes.
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To illustrate the accounting for a write-down, consider General Motors Corpora-
tion (GM). GM wrote down assets by $6.4 billion in 1997. The analysis of this write-
down is:

ASSETS = LIABILITIES +  SHAREHOLDERS' EQUITY
Fixed assets Refained earnings
—$6.4 billion —$6.4 billion

(loss on write-down)

Most analysts applaud the conservative nature of write-downs; however, their im-
plementation involves significant ambiguities. For example, GAAP requires a write-
down when the estimated future cash flows from using an asset are less than the as-
set’s book value.! Estimating cash flows is a difficult task and involves numerous
judgments. Because of this, managers enjoy a great deal of discretion and are accord-
ingly provided with a tool for earnings manipulation. When it is in their best interest,
managers can often successfully argue with their auditors to delay a write-down. Al-
ternatively, managers sometimes engage in a big bath, which was discussed in Chap-
ter 4, “The Income Statement.” Recall that a big bath involves recording large charges
to income in a single year. Managers do this to relieve future years’ income of these
charges and to pave the way for reporting improved financial performance.

Financial Statement Presentation

Most balance sheets contain only one line item for property, plant, and equipment.
This line shows the book value of all fixed assets. Notes to the financial statements
contain more detailed information.

Exhibit 7-3 contains a partial balance sheet for OshKosh B’Gosh, Inc. (OB), which
contains the conventional one-line presentation. Exhibit 7-3 also contains excerpts
from OB’s notes. Note 1 indicates that OB uses straight-line depreciation and also dis-
closes OB’s estimates of its assets’ useful lives. By comparing these estimates to indus-
try norms, analysts can ascertain if a firm is overstating its earnings by selecting use-
ful life estimates that are unduly long. Such estimates understate depreciation expense
and overstate net income.

A breakdown of OB’s property, plant, and equipment is provided in Exhibit 7-3. It
discloses the cost of the major types of fixed assets as well as accumulated deprecia-
tion. Notice that the differences between cost and accumulated depreciation agrees
with the amounts appearing on the balance sheet.

Analysis

The analysis of property, plant, and equipment deals with two issues. First, is PPE ef-
fectively utilized? Second, what is the age of the assets? That is, is the firm replacing
its productive capacity in a timely manner?

In cases where a write-down is indicated, the asset should be written down to the present value of its cash
flows. Present value techniques are discussed in Appendix C.



EXHIBIT 7-3 Partial Balance Sheet and Related Notes

OshKosh B’Gosh, Inc.
Selected Financial Statement Information
(dollars in thousands)

December 31
1997 1996
Property, plant and equipment, net $32,955 $41,782

Related Notes
Note 1. Property, plant and equipment

Property, plant, and equipment are carried at cost or at management’s estimate of fair
market value if considered impaired under the provisions of Statement of Financial Ac-
counting Standards (SFAS) No. 121. Depreciation and amortization for financial report-
ing purposes is calculated using the straight line method based on the following useful

ives:
Years

Land improvements 10t0 15
Buildings 10 to 40
Leasehold improvements 51010
Machinery and equipment 3t0 10

Note 4. Property, plant and equipment

A summary of property, plant and equipment follows:

December 31
1997 1996

Land and improvements $ 3,667 $ 3,910
Buildings 15,035 17,999
Leasehold improvements 14,036 15,231
Machinery and equipment 27,630 30,607
Construction in progress 1,814 —
Total 62,192 67,747
Less: Accumulated depreciation and amortization 29,237 25,965
Property, plant and equipment, net $32,955 $41,782

Utilization Utilization is measured by fixed asset turnover. To calculate fixed as-
set turnover, divide sales by the average book value of property, plant, and equipment.
In 1997, OB’s sales were $395,196,000. Recall that book value equals historical cost
less accumulated depreciation; it is also referred to as PPE — net. The average is cal-

culated by adding beginning and ending PPE — net and dividing by two.

Fixed asset turnover reflects the number of sales dollars generated by a $1 in-

vestment in PPE. OB’s 1997 fixed asset turnover was 10.6:

Net sales

Fixed asset furnover =
> urnov Average PPE — net

Net sales

(Beginning + Ending PPE — net)/2

$395,196
($32,955 + $41,782)/2

10.6

Noncurrent Assets
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Firms generally prefer a higher turnover. A low fixed asset turnover might suggest
that property, plant, and equipment is being underutilized and that the firm might
have excess capacity. On the other hand, a firm might elect the strategy of relying
heavily on new, efficient, and costly equipment in the hope of reducing labor and
other costs. This would reduce turnover and increase depreciation expense, but other
cost savings will be realized. The extent to which a firm relies on leased assets can also
affect turnover. Because some leased assets might not appear on balance sheets, firms
using leased assets might have a smaller denominator and a correspondingly higher
turnover.

Some additional factors might also affect fixed asset turnover. Accelerated depre-
ciation methods reduce PPE — net more quickly than straight-line depreciation and re-
sult in a higher turnover ratio. Price changes and the maturity of a firm might also af-
fect fixed asset turnover. As an example, let’s assume that fixed asset prices are
increasing over time. New entrants into an industry will be forced to acquire their pro-
ductive capacity at higher costs than firms that are already established. New entrants,
therefore, would have a higher PPE — net and a lower turnover. In summary, although
fixed asset turnover is intended to measure asset utilization, other factors such as
those just described can also affect it.

Exhibit 7-4 summarizes selected ratios for OB, Garan Inc. (one of OB’s competi-
tors in the apparel industry), and, as a point of contrast, Birmingham Steel Corp. OB’s
fixed asset turnover is nearly identical to that of its industry rival, Garan, suggesting
that OB and Garan are equally successful in generating sales dollars from their invest-
ment in PPE. Also notice from Exhibit 7-4 that the steel industry has a relatively low
fixed asset turnover. This is because the steel industry is capital intensive. Greater
amounts of property, plant, and equipment are needed to manufacture steel than to
produce clothing.

Percentage of PPE Depreciated (Age) Financial statements contain information
about the original cost of property, plant, and equipment, as well as the depreciation
that has been taken since the assets’ acquisition. This permits an assessment of the rel-
ative age of a firm’s assets. The calculation involves dividing accumulated depreciation
by PPE — gross. PPE — gross is simply the assets’ historical cost. Older assets have
larger proportions of PPE — gross that have already been depreciated. OB’s ratio for
1997 is 47%:

Accumulated depreciation

Percentage of PPE depreciated = PPE — gross

$29,237
T $62,192
47%

EXHIBIT 7-4 Selected Ratios

OshKosh B’Gosh Inc.
Selected Ratios and Inter-firm Comparisons

OB Garan Inc.  Birmingham Steel Corp.
Fixed asset turnover 10.6 10.8 1.5
Percentage of PPE depreciated 47% 58% 19%



This is considerably below Garan’s percentage that appears in Exhibit 7-4 and suggests
that OB replaces its equipment more quickly than its competitor. That is, OB might have
depreciated a lower percentage of its total property, plant, and equipment because it
recently acquired fixed assets that have not yet generated much depreciation. Another
interpretation might be that OB is a relatively young entrant into the apparel industry;
an examination of OB’s history, however, indicates that this is not the case.

Evaluation of the Accounting for Property, Plant, and Equipment  GAAP re-
quires the use of depreciated historical cost. As previously mentioned, this valuation does
not reflect current market value. Accordingly, care must be taken when using this infor-
mation. Lending institutions, for example, sometimes require loan applicants to pledge as-
sets as collateral. In evaluating the adequacy of the pledged assets, historical cost is not
particularly relevant; the loan officer is more interested in current market value.
Although the financial statements of U.S. companies do not disclose the market
value of fixed assets, a few countries do permit the use of market value. Exhibit 7-5
contains a note from the annual report of an Australian company. The note shows that
Monroe revalued its land, building, and improvements in 2001. In this particular case,
market value significantly exceeds historical cost. Because such differences can

EXHIBIT 7-5  Australian Firms Write Up Fixed Assets

Monroe Limited
Property, Plant and Equipment Note

Noncurrent Assets

2001 2000
Note 14—Property, Plant, and Equipment
Freehold land
At cost $ 412 $ 3,182
At independent valuation 2001 11,173 =
11,585 3,182
Buildings and improvements
At cost 526 2,973
Accumulated depreciation (73) (217)
453 2,756
At independent valuation 2001 9,691 =
10,144 2,756
Leasehold improvements, at cost 136 106
Accumulated amortisation (28) (1)
108 105
Plant and equipment, at cost 4,091 1,956
Accumulated depreciation (543) (356)
3,548 1,600
Plant and equipment under lease 722 1,021
Accumulated amortisation (247) (249)
475 772
Capital works in progress, at cost = 7,801
$25,860 $16,216

a) The stud pro‘:)ergl (including fixed improvements), the winerr/, and vineyards were in-
e

dependently valu
2001.

by Murdoch International Property Consultants Pty. Limited in June,
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dramatically affect a number of ratios, care must be taken when comparing the finan-
cial statements of firms from different countries.

INTANGIBLE ASSETS

Intangible assets are long-lived assets whose values do not depend on their physical
substance. Rather, their value is based on the legal rights they convey. Various intan-
gible assets are described in this section.

Patents, granted by the federal government, convey the exclusive right to use a
product or process for a period of 20 years. Patents are intended to promote innova-
tion by ensuring that the firm that discovers and applies new knowledge reaps the
benefits of its efforts.

Copyrights, also granted by the federal government, convey the exclusive right
to use artistic or literary works for a period of 70 years beyond the author’s death.
Common examples of works that can be copyrighted include books, songs, and
movies. The economic life of a copyright may be considerably shorter than its legal life.

Trademarks are words, symbols, or other distinctive elements used to identify a
particular firm’s products. You are probably familiar with Kleenex tissue. Kleenex is a
registered trademark of the Kimberly-Clark Corporation. McDonald’s Golden Arches
and MGM’s Lion are well-known symbols established and protected by their corpora-
tions as trademarks. Trademarks have unlimited legal lives, but their economic lives
may be limited.

Franchises and licenses are rights to market a particular product or service or
to engage in a particular activity. For example, Pizza Hut sells franchises to various in-
dividuals and businesses. A franchise permits the holder to operate a Pizza Hut restau-
rant at a specified location. This right has economic value to the holder and would be
reflected as an asset. As another example, some pharmaceutical companies acquire the
right to sell the products of other companies. This right also has value and would be
shown as an asset (see the following discussion on research and development costs).

For accounting purposes, the intangible asset goodwill can only arise in one sit-
uation: acquiring an ongoing business. In many such acquisitions, the purchase price
exceeds the total fair value of the separately identifiable assets. The higher purchase
price reflects the willingness of the buyer to pay for loyal customers, trained workers,
and the like, which many ongoing businesses possess. Goodwill equals the excess of
the purchase price over the total fair value of all specifically identifiable assets ac-
quired. As an illustration, Storage Technology Corporation (StorageTek) acquired Edata
Scandinavia AB for $75,000,000 and recorded $44,700,000 of goodwill. In other
words, more than half of the purchase price was recorded as goodwill.

Acquisition

Intangible assets acquired from others are initially recorded at their historical cost. For
example, if a company acquires a patent for $300,000, cash would decrease and
patents would increase by $300,000.

ASSETS = LIABILITIES +  SHAREHOLDERS' EQUITY

Cash Patents
—$300,0000 +$300,000




Because the patent has already been developed, future economic benefits seem prob-
able and recording an asset is proper.

As another illustration, StorageTek’s purchase of Edata is recorded as follows (in
thousands):

ASSETS = LABILTIES + SHAREHOLDERS’ EQUITY

Cash  Various assets  Goodwill
—$75,000 +$30,300 +$44,700

Intangible assets can also be developed internally. In most cases, costs incurred to
develop separately identifiable intangible assets are capitalized. Costs incurred to pro-
tect these assets (such as legal costs incurred to protect intangible assets from in-
fringement) can also be capitalized. Nike’s trademarks, such as its swoosh, have a bal-
ance sheet value of $221 million and Nike considers its trademarks to be its “most
valuable assets” However, Nike’s balance sheet shows total assets of $5.4 billion. How
can trademarks be Nike’s most valuable asset yet represent such a small percentage of
its total assets? The answer, of course, is that balance sheets show many assets at their
historical cost, which may understate their economic value.

Research and Development Costs  Many firms internally develop new prod-
ucts, as opposed to purchasing patents from others. Because large expenditures can
be made without the assurance of ultimate success, this strategy is more risky. Sub-
stantial uncertainty exists regarding future economic benefits and, because of this,
GAAP requires that all research and development costs be expensed immediately. Re-
search and development costs are those incurred to generate new knowledge or
to translate knowledge into a new product or process. Most countries follow the prac-
tice of immediately expensing these costs.

The divergence in the accounting rules for externally acquired versus internally
developed patents can reduce the inter-firm comparability of financial statements, par-
ticularly in research-intensive industries such as pharmaceuticals. As shown in Exhibit
7-6, Roberts Pharmaceutical Corporation’s intangible asset, property rights acquired
(from others), increased from $204,611,000 in 1996 to $217,919,000 in 1997.
Roberts’ strategy is to acquire already-established pharmaceutical products from other
companies. These rights are obtained in one of two ways: (1) the direct purchase of a
patent from the holder or (2) a licensing agreement with the holder of the patent. The
acquisition cost of those rights is capitalized as assets.

In contrast, Merck, Inc., internally develops its pharmaceutical products. Accord-
ingly, the nearly $1.8 billion Merck spent to develop new products in 1997 was expensed
immediately, even though some of those products proved successful and resulted in
patents. As this situation illustrates, the economic value of patents (and other intangible
assets) can be significantly different from the value assigned for accounting purposes.

Special accounting rules exist for software development costs. For a given proj-
ect, these costs are expensed until technological feasibility is demonstrated, and
costs incurred after that point are capitalized. To some extent, these rules are incon-
sistent with the general procedures for research and development. Exhibit 7-7 con-
tains a note from StorageTek’s financial statements that describes StorageTek’s ac-
counting for software development costs.

Noncurrent Assets
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EXHIBIT 7-6  Intangible Assets

Roberts Pharmaceutical Corporation
Excerpts from Financial Statement Notes

Note 1 {parﬁal)

Intangible assets are stated at cost less accumulated amortization. Amortization is deter-
mineg using the straight-line method over the estimated useful lives of the related assets that
are estimated to range from 10 to 40 years.

Note 4 (partial) Intangible Assets

Intangible assets consist of the following (dollars in thousands):

December 31

1996 1997
Product rights acquired $204,611 $217,919
Less: Accumulcteg amortization 21,032 27,195

$183,579  $190,724

EXHIBIT 7-7  Software Development Costs

Storage Technology Corporation
Excerpt from Financial Statement Notes

Capitalized Software Costs

StorageTek capitalized costs associated with acquiring and developing software products
to be marketed to customers of $616,000 in 1997, $510,000 in 1996, and $25,463,000
in 1995. Other assets as shown on the Consolidated Balance Sheet include unamortized
software costs of $13,907,000 as of December 26, 1997, and $33,988,000 as of De-
cember 27, 1996. Amortization expense is recognized over the estimated useful lives of
the related [:)roducfs, generally four years. Amortization expense and write-offs associated

with capitalized software costs were $20,697,000 in 1997, $20,556,000 in 1996, and
$26,627,000 in 1995. The company evaluates the realizability of the carrying value of the
capitalized software based on estimates of the associated future revenue.

Amortization
Like many fixed assets, intangible assets have limited useful lives. Accordingly, the cost
of these assets must be allocated as an expense to the years when they help generate
revenue. With fixed assets, this expense was labeled “depreciation.” Amortization ex-
pense is the term used for intangible assets. It is usually calculated on a straight-line
basis and the maximum amortization period is 40 years.

Suppose, for example, the patent acquired above for $300,000 was estimated to
have a six-year life. Amortization expense in the amount of $50,000 ($300,000/6)
would be recorded each year.
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ASSETS = LIABILITIES +  SHAREHOLDERS' EQUITY
Patents Retained earnings
—$50,000 —$50,000

(amoritization expense)

Unlike fixed assets, no contra asset account is used and the asset account patents is
reduced directly. Reality Check 7-1 addresses the issues of capitalization and amorti-
zation.

NATURAL RESOURCES

Natural resources are assets such as mines containing gold, silver, copper, or other
minerals; wells containing oil or gas; and timberlands. Natural resources (also called
wasting assets) are important assets of firms in the extractive industries.

Initial Valuation
Natural resources acquired from others are valued at their historical cost, but many
firms self-explore and develop natural resource sites. The accounting for this type of

REALITY CHECK 7-1

As described in Exhibit 7-7, StorageTek capitalizes certain software development costs. Because firms outside of the com-
uter industry expense all their research and development costs, StorageTek’s financial statements may not be compara-

Ele to those of firms in other industries. In 1997, StorageTek reported ie following results (dollars in thousands):

Income before taxes $316,117
Provision for income taxes 84,300
Net income $231,817

Required

ing of all software development costs.

Solution
(dollars in thousands)
Income before taxes as reported $316,117
Less: Costs capitalized (616)
Plus: Amortization of previously capitalized costs 20,697
Income before taxes, adjusted 336,198
Provision for income taxes* (90,773)
Income, adjusted $245,425

ceeds reported income.
$84,300
$316,117

Provision for income taxes = $336,198 x .27 = $90,773

*Using StorageTek’s approximate effective tax rate = 27

Based on the information contained in Exhibit 7-7, recalculate StorageTek’s net income to reflect the immediate expens-

Because StorageTek has capitalized less software development costs in recent years, the amortization of prior years’ cap-
italized costs exceeds the capitalized value of the current year’s costs. The net result is that adjusted income actually ex-
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REALITY CHECK 7-2

Newmont Mining Corporation
Excerpt from Financial Statement Notes
Mineral exploration costs are expensed as incurred. When it has been determined that a mineral property can be eco-
nomically developed, the costs incurred to develop such property are capitalized, including costs to further delineate the
ore body and remove overburden to initially expose the ore body. Such costs, and estimated future development costs,
are amortized using a units-of-production method over the estimated life of the ore body. Ongoing development expen-
ditures to maintain production are generally charged to operations as incurred.

Significant payments related to the acquisition of exploration interests are also capitalized. If a mineable ore bod
is discovered, such costs are amortized using a units-of-production method. If no mineable ore body is discovered, SUCK
costs are expensed in the period in which it is determined the property has no future economic value.

Required

Does Newmont use the full cost or the successful efforts method2 Why?

Solution

Newmont uses the successful efforts method, indicated by two aspects:

1. Exploration costs are expensed as incurred. No costs are capitalized until it is probable that a property has valuable
reserves.

2. Costs incurred fo acquire exploration interests are capitalized. If no reserves are found, however, the costs are ex-
pensed immediately.

situation is somewhat controversial. The issue involves the treatment of exploration
costs associated with unsuccessful sites.

One approach, the full cost method, capitalizes the exploration costs of both
successful and unsuccessful sites as an asset. This approach recognizes that a firm can-
not expect success every time it attempts to locate valuable resources. Accordingly,
the expenditures associated with both successful and unsuccessful sites are viewed as
costs incurred to obtain successful sites.

The successful efforts method immediately expenses the cost of unsuccessful
sites. Only the costs directly associated with locating and developing successful sites
are capitalized. Because assets are recorded at lower amounts and expenses are rec-
ognized more quickly, successful efforts is the more conservative method. Reality
Check 7-2 describes how the Newmont Mining Corporation accounts for its explo-
ration costs.

GAAP permits the use of either method. Large firms such as Exxon tend to use
successful efforts, while small firms tend to use full cost because higher net income
and larger asset values make them appear more profitable in the short term. The
higher net income and larger asset values under the full cost method also reduce the
likelihood of violating loan covenants based on accounting ratios. Large, established
firms are in much less danger of violating loan covenants. They select the conservative
successful efforts method because the lower reported net income helps reduce the
political costs of the very visible oil industry. That is, lower net income numbers help
the oil industry to argue that it is not unduly profiting at the public’s expense.
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Depletion
Depletion is quite similar to depreciation and amortization. As with all long-lived as-
sets, natural resources help generate revenue over their useful lives. Accordingly, the
cost of those resources must be matched as an expense to that revenue.

As an illustration, assume that an oil well was acquired for $255,000. The analysis
increases the asset oil well and decreases cash.

ASSETS = LIABILITIES +  SHAREHOLDERS' EQUITY

Cash Oil well
—$255,000 +$255,000

Further assume that the well is estimated to contain 45,000 barrels of oil, and that the
property can probably be sold for $30,000 after all the oil is extracted. Depletion is
calculated on a per-unit basis. Subtract the residual value from the historical cost and
then divide by the estimated number of barrels in the well:

_ Historical cost — Residual value

Deplefi barrel .
epietion per barre Estimated number of barrels

~$255,000 — $30,000 $5
h 45,000 B

The depletion charge per barrel is $5. If during the first year of operation 8,000
barrels were extracted and sold, the depletion charge would be $40,000 ($5 X
8,000). The analysis would decrease the recorded value of the oil well; shareholders’
equity would be reduced via depletion expense.

ASSETS = LIABILITIES +  SHAREHOLDERS' EQUITY
Oil well Retained earnings
—$40,000 —$40,000

(depletion expense)
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KEY TERMS
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268

Amortization expense 280
Book value 268
Capitalize 266
Copyrights 278
Declining-balance methods
(DB) 269

Depletion 281
Depreciable basis 267
267
Double-declining-balance
method (DDB) 269
265
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275
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278

Full cost method 281
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Materiality principle 269
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278
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Property, plant, and
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Patents

equipment

SUMMARY OF LEARNING OBJECTIVES

4.

Identify three major types of noncurrent assets: (1) property, plant, and
equipment, (2) intangible assets, and (3) natural resources.

Property, plant, and equipment (fixed assets) are tangible, long-lived assets. These
assets consist of land, land improvements, buildings, factories, furniture, and
equipment. Intangible assets have no physical substance. Rather, their value de-
rives from the legal rights they convey to firms. Intangible assets include patents,
copyrights, and franchises. Natural resources are important assets to firms in the
extractive industries. They include oil and gas wells, timberlands, and mines con-
taining gold, copper, and other minerals.

Explain how to account for the acquisition of these assets.

All fixed assets and the intangible assets acquired from others are initially valued
at their historical cost. The accounting for intangible assets developed internally
is more problematic. Given that intangible assets have no physical substance, it is
sometimes difficult to verify that expenditures made to develop them really re-
flect future economic benefits. Because of this, the FASB provides specific guid-
ance in certain situations. For example, all research and development expendi-
tures must be expensed immediately.

Natural resources acquired from others are recorded at their historical cost.
Two methods are available to account for natural resources obtained through self-
exploration: the full cost method and the successful efforts method. The success-
ful efforts method is the more conservative one because assets are valued at lower
amounts and expenses are recognized more quickly.

Describe the procedures for depreciation, amortization, and depletion.
Many fixed assets have limited useful lives and help generate revenue during only
those years. Accordingly, the matching principle requires that these assets (except
land) be depreciated. That is, the cost of fixed assets must be allocated as an ex-
pense over their useful lives. Managers are also free to choose from a number of
generally accepted depreciation methods. Because intangible assets have limited
lives, they are amortized. This is a procedure very similar to depreciation. Amor-
tization is usually calculated on a straight-line basis over a maximum period of 40
years. Natural resources are subject to depletion charges because they are con-
sumed over their useful lives. Depletion charges are calculated on a per-unit (ton,
barrel, and so on) basis.

List the factors affecting managers’ selection of a depreciation method.
Managers might want to provide financial statement users with useful informa-
tion. If so, they would select the depreciation method that best reflects the expi-
ration of benefits contained in the firm’s assets. Because the choice of deprecia-
tion method affects reported net income, some managers might be motivated to
select the straight-line method, which initially results in the lowest depreciation
expense and the highest net income. This tends to increase managers’ bonuses
and decrease the chances of violating loan covenants.

Determine which postacquisition expenditures should be expensed and
which should be capitalized.

Expenditures that extend an asset’s life, enlarge the asset, or make the asset more
efficient are capitalized. Expenditures that merely maintain the asset or the asset’s
productivity are expensed.
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7-12

Explain the accounting issues associated with asset write-downs and dis-
posals.

Asset write-downs are needed when an asset’s utility falls below its book value,
and the associated loss appears on the income statement. Asset disposals often
give rise to gains and losses that do not necessarily reflect the performance of
management in the year in which the gain or loss is recorded. Rather, they more
frequently reflect faulty estimates used in previous depreciation calculations. Be-
cause managers can influence the timing (and perhaps the amount) of gains and
losses recognized from write-downs and disposals, these items must be carefully
evaluated.

Interpret financial statement disclosures about noncurrent assets.
Analyses of noncurrent assets provide insights into how effectively these assets
are being used; firms naturally want to generate as many sales as possible with a
given fixed asset base. A firm’s success in doing this is measured by fixed asset
turnover. Financial statements also provide information about assets’ ages. This is
measured by the percentage of PPE depreciated. Firms with older assets will find
it difficult to compete with firms that have newer, more efficient assets.

ESTIONS

Define the following terms related to non-current assets:

Depreciation expense

Intangibles

Amortization

Straight-line method versus sum-of-the-years’-digits method

‘Wasting assets

Depletion

Discuss the differences between depreciation and amortization.

Identify key differences between property, plant, and equipment (PPE) and in-
tangible assets.

How are current assets different from noncurrent assets?

Current assets, such as inventory, are not depreciated. Why should noncurrent
assets be depreciated, amortized, or depleted?

Discuss the differences between the full cost method and the successful efforts
methods when accounting for natural resources. Why might large firms prefer
one method and small firms the other?

Discuss the term accumulated depreciation. How does this differ from depre-
ciation expense? Why is accumulated depreciation treated as a contra asset? Why
is this often called a “negative” asset?

Under what circumstances could the sum-of-the-years’-digits depreciation
method produce the same pattern of total annual expenses as would the
straight-line method?

Discuss two different types of noncurrent assets that may be found on a typical
balance sheet.

Discuss three different types of intangible assets, indicating what types of firms
might hold such assets.

Why do accountants write off, or reduce, a noncurrent asset? Why might such
write-offs be confusing? How could these possibly confusing effects be reduced?
How does a “big bath” relate to such write-offs?

Refute the assertion that “depreciation is a source of cash.”

mean o
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7-16

7-17

7-18

7-19

7-20

7-21

7-22

7-23

7-24

7-25

Refute the assertion that “balance sheets reflect ‘true’ values (market values) of
noncurrent assets.”

When depreciation expense is shown in a firm'’s financial statements, how and
why is it often shown as a source of cash? How does depreciation expense affect
cash flows?

5 When accumulated depreciation is shown on a balance sheet, how do changes

in accumulated depreciation affect cash flows? What events result in changes to
accumulated depreciation? Which have an effect on cash flows?

Identify the only transactions involving noncurrent assets that have an effect on
cash flows.

How does depletion of natural resources affect cash flows? When does cash
change as a result of transactions involving natural resources?

How does amortization of an intangible asset affect cash flows? When does cash
change as a result of transactions involving intangibles?

Discuss the following proposition: Intangible assets have no substance; there-
fore, they have no value and should not be shown on the firm’s balance sheet.
Discuss the following proposition: Intangible assets reflect so much uncertainty
that they should not be shown on the firm’s balance sheet.

Discuss the following proposition: Intangible assets may last one year, or they
may last indefinitely; therefore, no one can determine the proper amortization
schedule until the asset is exhausted or retired.

Identify key differences between three depreciation methods: straight-line, sum-
of-the-years’-digits, and declining-balance.

Why would a firm choose one depreciation method over another?

Discuss the following proposition: GAAP should only include one depreciation
method: options give managers too much flexibility and too many opportunities
to manipulate net income.

Discuss the following proposition: GAAP should permit managers the flexibility
to choose from among several depreciation methods; each firm is unique and
may require the flexibility to match its depreciation method to its own unique
circumstances.

EXERCISES

Classifying and Capitalizing Costs

7-26

Identify the following costs that could be capitalized on the firm’s balance sheet.
Identify costs that should be included in property, plant, and equipment (PPE).
New windshield wiper blades on the company’s truck

New sidewalks in front of the firm’s factory

Freight expenses for new equipment installed in the factory

Installation costs for the new equipment

Realtor’s fees associated with land purchase

Minor engine repair on the truck

Engine replacement on the truck

Razing or demolishing a building on newly acquired land

Design costs for a new building

mER M A TR



Classifying and Capitalizing R&D Costs

7-27 Firm A purchased a patent from another firm at a cost of $1 million. Firm B spent
the same amount in developing a patent through its own internal research and
development (R&D) efforts.

Required

a. Describe the accounting treatment for each firm. Show the balance sheet
and income statement effects for each firm.

b. Why might a firm prefer one method over the other?

Calculating Property, Plant, and Equipment Cost

7-28 A firm purchased machinery on account with an invoice price of $15,000. The
terms of payment were 2/10, net 30. In addition, transportation of $250, instal-
lation of $420, and sales tax of $1,000 were paid in cash. While installing the ma-
chinery, an employee’s negligence caused $150 worth of damage to the ma-
chine, which was repaired and the repair bill paid in cash.

Required
a. Calculate the total cost of the machinery.
b. How should managers view the damage to the equipment?

Calculating Property, Plant, and Equipment Cost

7-29 A firm purchased land for $150,000. Broker commissions of $3,000 and other
closing costs of $1,800 were paid in acquiring the land. An old building that was
on the land was demolished. The demolition costs were $4,500, but some of the
demolished building scrap parts were sold for $2,200. In addition, there were
delinquent real estate taxes of $800 owing on the land, which the firm had to
pay to acquire the land.

Required

a. Calculate the total cost of the land.

b. Provide several reasons for not recording the land purchase at its nominal
price of $150,000.

Calculating Depletion Expense

7-30 A firm purchased an oil well costing $2,600,000, which is expected to produce
five million barrels of oil. The well can probably be sold for $100,000 after all the
oil is extracted. If 500,000 barrels of oil were extracted and sold this year, what
is the depletion expense?

Income Statement Effects of Capitalizing Installation Costs

7-31 A firm acquired a machine for $150,000 and spent $50,000 to install it. The ma-
chine has a five-year life and a zero residual value. The firm is considering the
possible effects on net income if it chooses to capitalize or expense the installa-
tion costs. Calculate the effect on net income each year if the firm uses straight-
line depreciation.

Noncurrent Assets
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PROBLEMS

Three Methods of Calculating Depreciation Expense

7-32 A firm purchased computer-aided drafting and machining equipment at the be-
ginning of the year for $420,000. The machine has an expected useful life of six
years and a $38,000 residual value.

Required

a.

b.

Calculate the annual depreciation expense for the first four years of the
equipment’s life using the straight-line method.

Calculate the annual depreciation expense for the first four years of the
equipment’s life using the double-declining-balance method.

Calculate the annual depreciation expense for the first four years of the
equipment’s life, using the sum-of-the-years’-digits method.

Comment on the differences in your results. Which method would managers
prefer if they are trying to maximize their net income? Which method is pre-
ferred if the objective is to minimize income taxes? Why?

Using double-declining-balance depreciation, calculate depreciation expense
through the sixth year. What adjustment to depreciation should be made in
the sixth year?

Transaction Analysis: Disposal of Fixed Assets

7-33 A firm acquired a $650,000 fixed asset that has a four-year life and a residual
value of $50,000. Show the effects on the balance sheet equation of the asset’s
disposal at the end of the fourth year, assuming the following separate circum-
stances:

a.

The asset is sold for its estimated residual value.

b. The asset is sold for $75,000.
C.
d. The asset is scrapped (junked) and disposal costs are $10,000.

The asset is sold for $35,000.

Transaction Analysis: Sum-of-the-Years’-Digits Depreciation

7-34 A firm acquired a $24,000 truck that has a three-year life and an estimated resid-
ual value of $6,000. Using the balance sheet equation, record the truck’s pur-
chase and depreciation using sum-of-the-years’-digits depreciation. Show the ef-
fects in each year, and be sure to include separate columns for accumulated
depreciation and retained earnings in your equation.

Transaction Analysis: Double-Declining-Balance Depreciation

7-35 A firm acquired a $20,000 computer, along with $14,000 of related ancillary
equipment that can only be used on this machine. The computer and the related
equipment have an estimated life of five years and a residual value of $2,000.

Required

a.

Using the balance sheet equation, record the computer’s purchase and de-
preciation using the double-declining-balance method. Show the effects in
each year, and be sure to include separate columns for accumulated depre-
ciation and retained earnings in your equation.

Show the effects on the balance sheet equation of disposing of the computer
and the related equipment under each of the following separate circum-
stances:
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i. At the end of the fifth year, sold for $2,000.
ii. At the end of the fifth year, sold for $6,000.
iii. At the end of the fourth year, sold for $8,000.

Financial Statement Effects: Recognizing Patents
7-36 A firm acquired a patent for $125,000 and expected its economic useful life to
be 15 years.

Required

a. What useful life should be used to amortize the patent?

b. Show the balance sheet effects of holding the patent for three years.

c. What if the firm had to defend its patent in a lawsuit at the beginning of year
4? Assume that the firm spent $5,000 on legal fees and lost the lawsuit.

Financial Statement Effects: Depletion

7-37 A firm spent $1,500,000 for an oil well that is expected to produce 3,000,000
barrels of oil. During the first year, no oil is extracted. During the second year,
1,000,000 barrels are extracted and sold.

Required

a. Show the effects on the balance sheet equation of the oil well acquisition and
depletion during these two years.

b. Discuss the impact on both the income statement and the balance sheet dur-
ing each year.

Financial Statement Effects: Depletion

7-38 A firm acquired a $4.5 million gold mine that is expected to yield 500,000
ounces of gold. During each of the first two years, 100,000 ounces of gold are
mined and sold.

Required

a. Show the effects on the balance sheet equation from the mine acquisition
and depletion for each of these two years.

b. Discuss the impact on the income statement and balance sheet at acquisition
and at the end of each year.

c. What would the depletion be during each of the first two years if the firm es-
timated it would cost $200,000 to clean up the mine at the end of its pro-
ductive life? (Note that the mine has a negative residual value.)

d. Assume that the mine is sold for $5 million at the end of the second year.
Show the effects on the firm’s income statement and the balance sheet.

€. Assume that the mine is fully exhausted and declared worthless at the end of
the third year. Show the effects on the firm’s income statement and the bal-
ance sheet.

Balance Sheet Effects of Alternative Depreciation Methods

7-39 A firm purchased a computer-controlled drill press at the beginning of 2000 for
$360,000. The drill press has an expected useful life of 10 years and a $40,000
residual value. Assume that the firm begins the year prior to the purchase of the
drill press with the following balance sheet totals:

Plant and equipment $3,500,000
Less: Accumulated depreciation (1,235,000)
Plant and equipment, net $2,265,000
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Required

a. Determine the ending balances in each of these balance sheet accounts, af-
ter including the annual straight-line depreciation for the first three years of
the drill press’s life. Ignore depreciation on the existing plant and equipment.

b. Determine the ending balances in each of these accounts, after including the
annual double-declining-balance depreciation for the first three years of the
drill press’s life. Ignore depreciation on the existing plant and equipment.

c. Calculate the effects on net income if the firm used double-declining-balance
depreciation, instead of straight-line depreciation. Calculate these differences
for each of the first three years for the drill press and for the same three years
combined. Ignore depreciation on the existing plant and equipment.

d. Comment on the net income differences. Do they seem significant each year
or in total?

e. After the firm has owned the drill press for 10 years, what effects will any of
these depreciation methods have on the firm’s net income? Why?

f. Using double-declining-balance depreciation, calculate depreciation expense
through the tenth year. What adjustment to depreciation is necessary in the
tenth year?

Calculating Depreciation Expense Using The Double

Declining Balance Method
7-40 A firm purchased computer-aided drafting and machining (CAD-CAM) equip-

ment at the beginning of 1998 for $420,000. The machine has an expected use-
ful life of six years and a $38,000 residual value. Assume that the firm begins the
year (before purchasing the CAD-CAM equipment) with the following balance
sheet totals:

Plant and equipment $6,250,000

Less: Accumulated depreciation (1,145,000)

Plant and equipment, net $5,105,000
Required

a. Calculate the ending balances in each of these accounts after including the
annual double-declining-balance depreciation for the first four years of the
equipment’s life. Ignore depreciation on the existing plant and equipment.

b. After the firm has owned the CAD-CAM machine for six years, what effects
would the use of straight-line depreciation versus double-declining-balance
depreciation have on the firm’s net income? Why?

Two Methods of Calculating Depreciation Expense
7-41 A firm purchased a computer-controlled drill press for $480,000 at the begin-

ning of 2000. The drill press has an expected useful life of 10 years and zero
residual value. Assume that the firm begins the year with the following balance
sheet accounts, ignoring depreciation on the existing plant and equipment:

Cash and other assets $8,115,000
Plant and equipment $3,500,000
Less: Accumulated depreciation (1,040,000)
Plant and equipment, net $2,460,000
Liabilities $1,000,000

Shareholders’ equity $9,575,000
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Required

a. Show the effects of the drill press purchase on the firm’s balance sheet equa-
tion. Assume that the firm borrowed money to purchase the drill press.

b. Show the effects of straight-line depreciation on the balance sheet equation
for the first two years of the drill press’s life.

c. Show the effects of double-declining-balance depreciation on the balance
sheet equation for the first two years of the drill press’s life.

d. Comment on these differences. Is the firm'’s balance sheet stronger under ei-
ther method? Why?

Gain or Loss on Disposal of Fixed Assets

7-42 Swen and Jerry are twins who each own an ice cream company. Four years ago,
they each purchased an ice cream mixer. Each mixer was identical in all re-
spects, including the cost of $35,000. Each had an estimated useful life of five
years and an estimated residual value of $5,000.

The only difference between the two mixers was in the depreciation method
chosen. Swen chose the straight-line method, whereas Jerry chose the double-
declining-balance method.

Because of the intense competition in the ice cream business and the result-
ing rapid changes in technology and mixing methods, Swen and Jerry each de-
cided to replace their mixers on the same day at the end of the fourth year. They
sold their old mixers to twins Haskin and Dobbins for exactly the same price,
$10,000.

Later, at a family reunion, Swen mentioned that he had sold his mixer at a loss
of $1,000. Jerry, while smiling under his beard, said that he had done better than
that, and that Swen should check with his accountant because Jerry had realized
a gain on the sale of his mixer.

Required

Explain how Swen could have had a loss on the sale of the same mixer on which
Jerry had a gain. Show the relevant calculations that will convince Swen and
Jerry of the accuracy of your analysis.

Gain or Loss on Disposal of Fixed Assets

7-43 Warhol Enterprises purchased a spray painter at the beginning of 1999 at a cost
of $150,000. Warhol estimated that the spray painter would last five years and
have a residual value of $30,000. The company decided to use straight-line de-
preciation. Two years later, at the end of 2000, Warhol sold the spray painter for
$100,000.

Required

a. Calculate the book value of the spray painter at the end of 1999 and the end
of 2000, prior to its sale.

b. Calculate the gain or loss on the sale of the spray painter.

c. Calculate the income statement effect, assuming that Warhol decided to give
the spray painter to a charitable foundation.
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Gain or Loss on Disposal of Fixed Assets

7-44 Johns Inc. purchased a canvas stretcher at a cost of $16,000 at the beginning of
1999. Johns estimated that the canvas stretcher would last four years and have
no residual value. Johns decided to use straight-line depreciation. Three years
later, at the end of 2001, Johns sold the canvas stretcher for $10,000.

Required

a.

b.
C.

Calculate the book value of the canvas stretcher at the end of 1999 and the
end of 2001, prior to its sale.

Calculate the gain or loss on the sale of the canvas stretcher.

Calculate the income statement effects, assuming that Johns decided to give
the canvas stretcher to a charitable foundation.

Calculate the gain or loss on the sale of the canvas stretcher, if Johns had orig-
inally decided to use the sum-of-the-years’-digits depreciation method.
Assume that Johns originally thought that the stretcher would have only a
three-year life, but that its residual value would be $10,000. In other words,
Johns made perfect predictions in 1999 about the life and value of the can-
vas stretcher at the end of 2001. Compute the gain or loss and compare it
with your answer in part d.

Assume an alternate scenario for the donation of the canvas stretcher to a
charitable foundation. What if, through this gift, Johns would realize signifi-
cant tax benefits, especially by claiming that the market value of the canvas
stretcher was actually $50,000? This high value could presumably be justified
because of its collectible value, having been used by such a popular artist.
Comment on the ethical implications of the disposal decision and of the val-
uation decision.

Property, Plant, and Equipment Ratio Analysis

7-45 The following financial statement information is from BRN, Inc. BRN is a global
company specializing in high-tech components for the automotive, space, and
computer industries.

Property, plant, and equipment on the basis of cost (in millions)

1999 1998

Land $ 104 $ 104

Buildings 1,527 1,461

Machinery and equipment 3,925 3,555

5,556 5,120

Less: Accumulated depreciation 3,067 2,793

Total property, plant, and equipment 2,489 2,327
Other Information

Sales revenue $9,087 $7,948

Required

a.
b.

Comment on the changes in the property, plant, and equipment accounts.
Calculate fixed asset turnover (1999 only) and the percentage of PPE depre-
ciated (both years).

Comment on these results. Identify any managerial implications associated
with these results.



Amortization of Intangibles
7-46 Bishop Corporation had the following intangible assets on December 31, 1999:

1.

A patent was acquired from another company on January 1, 1999, for
$25,000. The patent had been registered with the U.S. Patent Office on Jan-
uary 1, 1993. Assume that the legal life is the useful life.

. OnApril 2, 1999, the company was successful in obtaining a patent. The le-

gal fees paid to an outside law firm were $8,400. The development costs paid
to engineers who were employees of Bishop were $75,000. The patent’s es-
timated useful life is its legal life.

On July 1, 1999, Bishop acquired all the assets net of the liabilities of Fargo
Company. The identifiable net assets’ market values at the time of purchase
totaled $100,000. Bishop acknowledged the superior earnings and loyal cus-
tomer following of Fargo Company. Therefore, Bishop and Fargo agreed on a
total purchase price of $145,000. Any goodwill arising from the purchase is
to be amortized over 40 years.

On December 31, 1999, Bishop paid a consulting firm $17,000 to develop a
trademark. In addition, legal fees paid in connection with the trademark
were $3,000. Assume a useful life of 20 years.

Required

a.
b.

Determine the amortization expense for 1999.
Determine the book value of each of the intangible assets listed above.

Interpreting Financial Statements: Fixed Assets

7-47 Refer to Reebok’s financial statements in Appendix E. Review the balance sheet
to determine how and where fixed assets and the associated accumulated de-
preciation were reported.

Required

a.

Read Notes 1 and 4. Identify and discuss any unusual terms. Trace any nu-
merical disclosures of fixed asset costs in the notes to corresponding disclo-
sures in the financial statements.

Determine whether Reebok has any unusual fixed assets. If so, discuss how
they might be interpreted by financial analysts. Discuss how Reebok’s man-
agers might view such assets.

Identify Reebok’s accumulated depreciation balances at the end of each year.
If these items are not disclosed, what effects will this have on your analysis
of the financial statements?

Calculate the following ratios for Reebok:

e Fixed asset turnover

e Percentage of PPE depreciated

Based on your answers above, how effectively is Reebok managing its long-
term assets?

Noncurrent Assets
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Interpreting Financial Statements: Fixed Assets
7-48 Refer to Wendy’s financial statements in Appendix D. Review the balance sheet

to determine how and where fixed assets and the associated accumulated de-
preciation were reported.

Required

a. Read all notes concerning fixed assets. Identify and discuss any unusual
terms. Trace numerical disclosures of fixed asset costs in the notes to corre-
sponding disclosures in the financial statements.

b. Determine whether Wendy’s has any unusual fixed assets. If so, discuss how
they might be interpreted by financial analysts. Discuss how Wendy’s man-
agers might view such assets.

c. Identify Wendy’s accumulated depreciation balances at the end of each year.
If these items are not disclosed, what effects will this have on your analysis
of the financial statements?

d. Calculate the following ratios for Wendy’s:

e Fixed asset turnover
e Percentage of PPE depreciated

e. Based on your answers above, how effectively is Wendy’s managing its long-

term assets?

Interpreting Financial Statements: Disposal of Fixed Assets
7-49 Refer to Wendy’s financial statements in Appendix D. Review the financial state-

ments to determine how and where any disposals of fixed assets were reported.
Also identify how and where any gains or losses on disposals of fixed assets were
reported.

Required

a. Were the gains or losses on disposals of fixed assets clearly reported?

b. How much of Wendy’s income before income taxes can be attributed to the
disposal of fixed assets?

c. Refer to the statement of cash flows. How much cash was received from
restaurant dispositions? How much cash was spent on capital expenditures?

Financial Statement Effects: Amortizing Intangible Assets
7-50 Assume that you are the manager of a small firm that has an intangible asset val-

ued at $10 million. You believe that the firm’s earnings prospects are quite fa-
vorable during the next five years. You also learn that you have a choice in se-
lecting the amortization period for this intangible, which can range from five
years to 40 years in length.

Required

a. Choose an amortization period of either five or 40 years, and defend your
choice.

b. Suppose that the firm’s earnings prospects for the next five years are very un-
favorable. In fact, you discover that the amortization period of five years for
this intangible will certainly result in a net loss (negative net income) over
the next five years. Again choose an amortization period of either five or 40
years and defend your choice.

c. Discuss any other viable options. What option might be preferable? Why?
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Conceptual Discussion: Recognizing Gain or Loss on Disposal

7-51 Discuss the concept of recognizing a gain or loss at the time an asset is sold. Is
such a gain or loss a function of good management, or is it a function of im-
proper estimates of residual values? Why do you think that such gains or losses
should be shown on the income statement? How do they affect your evaluation
of the current year’s net income?

Conceptual Discussion: Choosing a Depreciation Method

7-52 A firm acquired a $26,000 computer, including software, with an estimated use-
ful life of four years and an estimated residual value of $6,000. The firm’s fin-
ancial vice president (CFO) is trying to choose between using straight-line de-
preciation and double-declining-balance depreciation. It is rumored that the
computer will be obsolete at the end of the second year. She also believes that
the firm will have relatively high profits during the next two years.

Required

a. Provide advice to the CFO regarding your recommendation about the pre-
ferred depreciation method.

b. Calculate the effects on the balance sheet equation for the first two years, us-
ing each depreciation method. Be sure to include separate accounts for ac-
cumulated depreciation and retained earnings in your balance sheet equa-
tion.

c. Assume that the computer is sold on the first day of the third year for $4,000
because it is obsolete and no longer useful for any purpose in this firm.

i. Calculate the effect on net income from the computer’s disposal, using
each depreciation method.

ii. Assuming that these experiences are typical for most computers, what
advice would you now give the CFO regarding depreciation methods that
should be used for computers?

iii. Under what circumstances might the controller still want to use straight-
line depreciation for computer equipment?

Graphing Depreciation Cost Flows

7-53 Draw a freehand graph with dollars on the vertical axis and time (years) on the
horizontal axis, showing the pattern of depreciation expenses that would be ex-
pected under each of the following depreciation methods:
a. Straight-line depreciation
b. Double-declining-balance depreciation
c. Sum-of-the-years’-digits depreciation

Financial Statement Effects: Land Ownership
7-54 Answer the following questions:
a. How would land owned by a manufacturer be shown on its balance sheet?
b. Would land owned by a real estate investment company perhaps have a dif-
ferent purpose than land occupied by a factory? Contrast the balance sheet
presentation of land as a fixed asset and as some other type of asset.
c. Create a numerical example showing two ways a firm may report land on its
balance sheet, depending on the proposed use of the land. How much dis-
cretion do you suppose that managers might have in making this choice?
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Conceptual Discussion: Recognizing Estimated Residual Value

7-55 Estimating an asset’s residual value incorporates significant uncertainties into
the financial statements. Discuss the proposition that residual values should be
ignored when an asset is depreciated.

Conceptual Discussion: Recognizing Asset Write-Downs

7-56 Discuss the concept of write-downs, that is, writing down the value of noncur-
rent assets on the firm’s balance sheet. Why do write-downs provide managers
with flexibility to manipulate earnings?

Conceptual Discussion: Recognizing Asset Write-Downs

7-57 Defend the statement that write-downs are an essential part of the conservative
nature of accounting. Defend the notion that write-downs should be permitted
whenever the firm or its accountants believe that an asset’s value has been per-
manently impaired.

Conceptual Discussion: Recognizing Asset Write-Ups

7-58 Asset write-ups are permitted in Australia. That is, when managers of an Aus-
tralian firm believe that an asset’s market value has increased, they are permitted
to increase the asset’s reported value on the balance sheet. Defend or refute as-
set write-ups.

Comprehensive Analysis: Fixed Assets
7-59 Pfizzel Inc. reported the following information in its property, plant, and equip-
ment note to the 1999 financial statements (dollars in millions):

1999 1998 1997

Land $ 852 $ 818 $ 717
Buildings 1,218.6 1,093.8 953.9
Machinery and equipment 2,108.4 1,897.8 1,706.9
Furniture, fixtures, and other 940.2 812.8 698.3
Construction in progress 640.5 414.5 385.6
Total PPE 4,992.9 4,300.7 3,816.4
Less accumulated depreciation 1,919.7 1,668.2 1,511.3
Book value PPE $3,073.2 $2,632.5 $2,305.1

Required

Part1

a. Identify and describe each term in this note.

b. During which year(s) did Pfizzel acquire substantial fixed assets? How can
you tell?

c. During which year(s) did Pfizzel sell some fixed assets? How can you tell?

d. Did Pfizzel’s construction change markedly during these three years? What
evidence supports your conclusion?

e. Calculate the percentage of PPE depreciated for each year. Discuss the mean-
ing and implications of your results.

(Continued)
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Part II
Given the following additional information from Pfizzel’s 1999 annual report
(dollars in millions):

1999 1998 1997
Net sales $8,281.3 $7,477.7 $7,230.2
Income from operations 1,972.5 913.3 1,553.9

f. Calculate fixed asset turnover for 1999 and 1998.

g. Evaluate and discuss your results.

Part II1

h. If you now learn that the average fixed asset turnover is 1.4 for firms similar
to Pfizzel, reevaluate and discuss your earlier results.

Part IV

Pfizzel Inc. reported the following summary of significant accounting policies in

its 1999 annual report:

Property, plant, and equipment are recorded at cost. Significant improvements

are capitalized. In general, the straight-line method of depreciation is used for fi-

nancial reporting purposes and accelerated methods are used for U.S. and cer-

tain foreign tax reporting purposes.

i. Discuss each part of this note, indicating how it relates to the concepts de-
scribed in this chapter.

j. Identify and discuss areas where managers have some discretion to choose
between alternative accounting policies or methods.

k. Similarly, identify areas where substantial judgment and subjectivity may be
used.

l. 'What opportunities may Pfizzel use to adjust or to manipulate net income?
Are they significant? Why?

Comprehensive Analysis: Fixed Assets
7-60 Spelling Entertainment, which produces films and videos and other entertain-
ment media, lists the following items in its 1994 annual report (dollars in thou-

sands):
1994 1993 1992 1991

Property, plant, and equipment

net $ 16161 $ 4770 $ 4834 § 6,331
Other assets 19,678 4,562 6,512 13,879
Net assets held for disposition 0 0 0 16,475
Intangibles, net of accumulated

amortization of $17,671,

$10,527, $6,713 and

$2,626 400,751 1,549,983 159,291 154,946
Revenues $599,839 § 274,899 $257,546 $122,748
Operating income 50,743 39,727 25,315 13,987
Required
Part 1

a. Describe each of Spelling’s non-current assets.
b. Identify any unusual trends or unusual terms.
c. Calculate fixed asset turnover for 1993 and 1994. Use property, plant, and
equipment, net.
(Continued)

301



302

Noncurrent Assets

Part 11

d.

How does Spelling seem to be managing its fixed assets? What evidence sup-
ports your conclusion?

e. Why are intangibles Spelling’s largest noncurrent asset? What problems might
this create, especially if these intangibles represent copyrights and trade-
marks that are no longer fashionable?

Part II1

f. What additional information is needed before you can calculate Spelling’s
percentage of PPE depreciated?

g. Where might you find such information?

h. Upon carefully reading the notes to Spelling’s 1994 financial statements, you
do not find the requisite information. What would you do next to find this in-
formation?

Part IV

Further review of Spelling’s notes reveals the following additional information
about its asset disposal strategy or the effects thereof.

Net assets (liabilities) held for disposition consisted of the following at Decem-
ber 31, (dollars in thousands):

1994 1993 1992 1991

Receivables, net $ 608 $ 2,714 $ 7,445 $40,282
Investments 0 0 0 2,600
Property, plant, and equipment,

net 3,161 4,467 4,572 23,050
Other assets 0 0 247 5,280
Accounts payable and other

accruals (1749)  (1,780)  (4,023) (16,681)
Notes payable 0 0 0 (19,500)
Other ﬁqgﬂities 0 0 (1,090) (4,707)

$ 2020 § 5,401 $ 7,151  $30,324

Less allowance for estimated

p—t

estimated losses on
disposal of segment (20,368) (29,621)  (15,058) (13,849)
$(18,348)  $(24,220) $(7,907) $16,475

Describe each item in the above note. Note that only one of the above subto-
tals was reported in Spelling’s balance sheet (see above, Part I). Where were
the other subtotals reported? Why?
Discuss the implications of this note. What does this note imply about the val-
uations of Spelling’s other assets? Why?
How have Spelling’s perceptions regarding its asset disposal activities
changed over the years? Why?
Would an external analyst view Spelling’s note as optimistic or worse? Why?

. If Spelling completes its disposition program in 1995, what is the likely effect

on 1995’s net income? Why?
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Comprehensive Analysis: Noncurrent and Intangible Assets
7-61 Boudreaux Group is an international biochemical and pharmaceutical firm,

headquartered in Switzerland. Its 1999 annual report includes the following
(Swiss francs in millions):

1999 1998 1997

Property, plant, and equipment,

net FF 7,010 FF 6,319 FF 5,815
Intangible assets 1,895 2,050 2,200
Other long-term assets 1,583 1,313 1,064
Total long-term assets FF 10,488 FF 9,682 FF 9,079
Sales FF 13,576 FF 12,702 FF 11,840
Gross profit 8,145 7,139 6,295
Gross (original) cost PPE 13,077 11,950 10,905

Intangible assets

Intangible assets comprise acquired intellectual property (including patents,
technology, and know-how), trademarks, licenses, and other similarly identified
rights. They are recorded at their acquisition cost and are amortized over the
lower of their legal or estimated economic lives up to a maximum of 10 years.
Costs associated with internally developed intangible assets are expensed as in-
curred.

Required

a. Describe each of Boudreaux’s disclosures related to noncurrent assets.

For 1998 and 1999, calculate the fixed asset turnover.

For 1998 and 1999, calculate the percentage of PPE depreciated.

Discuss and interpret the results of these ratio computations.

With regard to intangibles, how has Boudreaux constrained some of the dis-
cretion and subjectivity that it might have had otherwise?

What impact does the term know-how have on your analysis of Boudreaux’s
noncurrent assets?

bap o

=

Financial Statement Interpretation: R&D Costs
7-62 Beaubox, one of Europe’s leading packaging manufacturers, is headquartered in

Paris. Its 1997 annual report contains the following note.

Research and Development Expenditure

Such expenditure is charged to the profit and loss account in the year in which
it is incurred. Tangible assets related to research and development are depreci-
ated over the expected useful lives of the assets.

Required

a. Discuss the meaning and possible interpretation of this note.

b. Rewrite this note to clarify its meaning.

c. Does this treatment of R&D seem consistent with U.S. GAAP? In what ways?
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Financial Statement Interpretation:

Depreciation and Depletion
7-63 Inco Limited, headquartered in Toronto, is one of the world’s premier mining
and metals companies. Its 1994 annual report contains the following note:

Critical Thinking
Depreciation and Depletion
Depreciation is calculated using the straight-line method and, for the nickel op-
erations in Indonesia, the units-of-production method, based on the estimated
economic lives of property, plant, and equipment. Such lives are generally lim-
ited to a maximum of 20 years and are subject to annual review. Depletion is cal-
culated by a method that allocates mine development costs ratably to the tons
of ore mined.

Upon further study, you learn that the units-of-production depreciation method
is very similar to the methods described in this chapter to determine depletion
allowances.

Required

a. Identify and discuss each unusual term in this note.

b. Why would a company want to use more than one depreciation method?

c. Does the 20-year limitation on useful lives result in more conservative, or less
conservative, measures of net income? What other information would you
need to better assess this issue?

d. What choices does Inco Limited have during its annual review of useful lives?
What would be the most likely balance sheet and income statement effects
of such a review? Why?

s,’}{%s Financial Statement Interpretation: Cash Flow Effects
ﬁ N 7-64 Sigma Designs is a diversified graphic systems corporation. Its statement of cash
flows is summarized as follows:
Integration

of Concepts Sigma Designs, Inc.
Statement of Cash Flows
For the Years Ended January 31, 1995 and 1994
1995 1994
(Dollars in thousands)
Cash Flows from Operating Activities
Net loss $(8,773) $(29,546)
Adjustments to reconcile net loss to net cash
provided by operating activities

(summary of all net adjustments) (110) 15,885
Net cash provided by (used for) operating activities (8,883) (13,661)
Cash Flows from Investing Activities
Purchases of marketable securities (25,350) (22,542)
Sales of marketable securities 22,296 33,355
Equipment additions (721) (612)
Software development costs (capitalized) (1,255) (494)
Other asset transactions 0 183
Net cash provided (used for) investing activities (5,030) 9,890
Cash Flows from Financing Activities
Common stock sold 13,201 493
Repayment of long-term obligations 1,710 0
Other financing transactions (1,925) 0

Net cash provided (used for) financing activities 493

12,986
Decrease in cash and equivalents $ (927) $ (3,278)
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Required

a.

What does the category of cash flows shown as “Software development costs
(capitalized)”represent? Who has received these cash payments?

b. Do these “Software development costs” payments seem material, relative to

Critical Thinking

the size of Sigma Designs? How would your views change if the cash pay-
ment was $3,000,000 each year?

Conceptual Discussion: Loss of Fixed Assets

7-65 Becky’s Courier Service is a one-person, one-bicycle operation. Becky’s only cap-
ital equipment is a highly specialized, custom-designed mountain bike that can
be used throughout the urban jungle.

Required

a.

b.
C.

Assume that Becky’s mountain bike broke, what accounting recognition
should be given to this tragedy?

How would your answer change if the bike had been stolen? Why?

Assume that Becky’s mountain bike was destroyed in a fire while chained in
a bike rack at a client’s site. The client’s insurance company provided Becky
with a check for the replacement cost of the bicycle, which was twice its
original price. What accounting recognition should be given to this event?

Ethics Capitalizing or Expensing Decisions
T 7-66 The president of your company clearly wants to report as large a net income
ﬂ» number as possible. Part of your responsibility as the controller is to determine
§ if certain expenditures should be expensed or capitalized. Knowing the presi-
dent’s wishes, which of the following expenditures would you capitalize? Sup-
port each choice with proper accounting reasons and ethical behavior.

anoe

€.

Painting costs (part of the factory and office building are painted each year)
Costs to repair cracks in the parking lot

Cost of tree pruning on corporate grounds

Cost to produce brochures that will be given to prospective customers next
year

Costs to replace an engine in a company truck

Income Statements Effects of Amortizing Intangibles

Critical Thinking

7-67 The following income statements for SOS Staffing Services, Inc. were extracted
from the SEC’s EDGAR database (see next page).
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SOS Staffing Services, Inc.
Consolidated Statements of Income
Fiscal Years Ended December 28, 1997, December 29, 1996 and December 31, 1995
Fiscal Year (52 Weeks) Ended

1997 1996 1995
SERVICE REVENUES $ 209,250,847 $ 136,163,973 $ 87,532,903
DIRECT COST OF SERVICES 162,539,859 108,589,322 69,353,212
Gross profit 46,710,988 27,574,651 18,179,691
OPERATING EXPENSES:
Selling, general and administrative 32,867,550 20,397,240 13,826,034
Intangibles and amortization 1,492,637 470,119 32,566
Total operating expenses 34,360,187 20,867,359 13,858,600
INCOME FROM OPERATIONS 12,350,801 6,707,292 4,321,091
OTHER INCOME (EXPENSE):
Interest expense (368,145) (301,207) (145,646)
Interest income 497,661 90,793 109,684
Other, net 145,386 13,695 120,604
Total, net 274,902 (196,719) 84,642
INCOME BEFORE PROVISION
FOR INCOME TAXES 12,625,703 6,510,573 4,405,733
PROVISION FOR INCOME TAXES
(including pro forma for 1995) (5,099,476) (2,481,413) (1,728,653)
NET INCOME $ 7,526,277 $ 4,029,160 $ 2,677,080
NET INCOME PER COMMON SHARE:
Basic S 0.78 S 0.59 S 0.54
Diluted S 0.77 S 0.59 S 0.43
WEIGHTED AVERAGE COMMON SHARES:
Basic 9,654,204 6,780,400 4,984,616

Diluted 9,780,505 6,838,479 6,229,021
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Required

a.

Conduct a horizontal and vertical analysis of SOS’s income statements for all
three years.

b. Identify any unusual terms, along with any unusual trends in SOS’s income
statements.
c. Identify the most likely reasons for such trends.
d. What business events resulted in SOS’s huge increase in “Intangibles and
amortization”?
e. Write a short memo to a prospective investor, evaluating SOS’s future
prospects.
Inter-Company Analysis of Noncurrent Assets
&:3 7-68 The following data for Pfizer and Eli Lilly have been excerpted from the SEC’s
iﬁ}ﬁ EDGAR database:
Integration
ofiggnce:pls
Pfizer (excerpts from balance sheet and income statement) 1997 1996 1995

Pfizer Inc. and Subsidiary Companies
Long-term loans and investments 1,340 1,163 545
Property, plant and equipment, less accumulated depreciation

4,137 3,850 3,473

Goodwill, less accumulated amortization:
1997--$152; 1996--$115; 1995--379 1,294 1,424 1,243
Other assets, deferred taxes and deferred charges 1,745 1,762 1,316
Total assets $15,336 $14,667 $12,729
(millions, except per share data) 1997 1996 1995

Net sales
Alliance revenue

Total revenues

12,504 11,306 10,021

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
1 Significant Accounting Policies
A -- Consolidation and Basis of Presentation
The consolidated financial statements include the parent company and all

significant subsidiaries,

including those operating outside the U.S. Balance

sheet amounts for the foreign operations are as of November 30 of each year and
income statement amounts are for the full year periods ending on the same date.
All significant transactions among our businesses have been eliminated.

In preparing the financial statements, management must use some estimates
and assumptions that may affect reported amounts and disclosures. Estimates are
used when accounting for long-term contracts, depreciation, amortization,
employee benefits and asset valuation allowances. We are also subject to risks
and uncertainties that may cause actual results to differ from estimated
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results, such as changes in the health care environment, competition, foreign
exchange and legislation. "Forward-Looking Information and Factors That May
Affect Future Results" beginning on page 36, discusses these and other
uncertainties.

D -- Long-Lived Assets

Long-lived assets include:

* property, plant and equipment--These assets are recorded at original cost
and the cost of any significant improvements after purchase is added. We
depreciate the cost evenly over the assets' useful lives. For tax purposes,
accelerated depreciation methods are used as allowed by tax laws.

* goodwill--Goodwill represents the difference between the purchase price of
acquired businesses and the fair value of their net assets when accounted
for by the purchase method of accounting. We amortize goodwill evenly over
periods not exceeding 40 years.

* other intangible assets--Other intangible assets are included in "Other
assets, deferred taxes and deferred charges" in the Balance Sheet. We
amortize these assets evenly over their estimated useful lives.

We review long-lived assets for impairment when events or changes in
business conditions indicate that their full carrying value may not be
recovered. We consider assets to be impaired and write them down to fair value
if expected associated cash flows are less than the carrying amounts. Fair value
is the present value of the expected associated cash flows.

4 Business Alliances

We have entered into agreements related to two new pharmaceutical products
developed by other companies:

* Lipitor, a cholesterol-lowering medication, developed by the Parke-Davis
Research Division of Warner-Lambert Company

* Aricept, a medication to treat symptoms of Alzheimer's disease, developed by
Eisai Co., Ltd.

Under copromotion agreements, these products are marketed and copromoted
with alliance partners. We provide funds, staff and other resources to sell,
market, promote and further develop these medications. In the Statement of

Income, "Alliance revenue" represents revenues earned under the copromotion
agreements (a percentage of net sales adjusted, in some cases, for certain
specific costs). "Selling, informational and administrative expenses" in the

Statement of Income include other expenses for selling, marketing and further
developing these products.

5 Financial Instruments

Most of our financial instruments are recorded in the Balance Sheet. Several
"derivative" financial instruments are "off-balance-sheet" items.
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A -- Investments in Debt and Equity Securities
Information about our investments follows:

(millions of dollars) 1997 1996 1995

Amortized cost and fair value of
held-to-maturity debt securities:*

Corporate debt $ 626 $§ 602 $ 682
Certificates of deposit 655 657 350
Municipals 56 29 222
Other 104 81 186
Total held-to-maturity debt securities 1,441 1,369 1,440

Cost and fair value of available-for-sale
debt securities 686 636 --

Cost of available-for-sale equity

securities 81 81 68
Gross unrealized gains 106 73 50
Gross unrealized losses (4) (8) (8)

Fair value of available-for-sale equity
securities 183 146 110

Total investments $2,310 $2,151 $1,550

*Gross unrealized gains and losses are immaterial.

These investments are in the following captions in the Balance Sheet:

(millions of dollars) 1997 1996 1995
Cash and cash equivalents S 636 $ 640 $ 153
Short-term investments 712 487 1,109
Long-term loans and investments 962 1,024 288

Total investments $2,310 $2,151 $1,550
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The contractual maturities of the held-to-maturity and available-for-sale
debt securities as of December 31, 1997 were as follows:
Years
Over 1 Over 5
(millions of dollars) Within 1 to 5 to 10 Over 10 Total

Held-to-maturity debt securities:

Corporate debt S 567 S 54 S 4 $18S8 626
Certificates of deposit 646 9 -- -- 655
Municipals 56 -- -- -- 56
Other 79 -- 15 10 104
Available-for-sale debt securities:

Certificates of deposit -- 256 189 -- 445
Corporate debt -- 91 150 -- 241
Total debt securities $1,348 $410 3358 S11 2,127
Available-for-sale

equity securities 183
Total investments $2,310
E -- Fair Value

The following methods and assumptions were used to estimate the fair value of
derivative and other financial instruments at the balance sheet date:

* short-term financial instruments (cash equivalents, accounts receivable and
payable, forward-exchange contracts, short-term investments and
borrowings) --cost approximates fair value because of the short maturity
period

* loans--cost approximates fair value because of the short interest reset
period

* long-term investments, long-term debt, forward-exchange contracts
and purchased currency options--fair value is based on market or dealer
quotes

* interest rate and currency swap agreements--fair value is based on estimated
cost to terminate the agreements (taking into account broker quotes, current
interest rates and the counterparties' creditworthiness)

The differences between fair and carrying values were not material at
December 31, 1997, 1996 or 1995.

Note 6: Property, Plant and Equipment

The major categories of property, plant and equipment follow:
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(millions of dollars) 1997 1996 1995
Land $ 142 $ 119 $ 95
Buildings 1,682 1,597 1,406
Machinery and equipment 2,719 2,511 2,345
Furniture, fixtures and other 1,385 1,291 1,100
Construction in progress 530 487 517

Total property, plant and equipment $4,137 $3,850 $3,473

Management's Report

The Company's management has designed a system of internal control to
safeguard its assets, ensure that transactions are properly authorized and
provide reasonable assurance, at reasonable cost, as to the integrity,
objectivity and reliability of financial information. Even an effective internal
control system, regardless of how well designed, has inherent limitations and,
therefore, can provide only reasonable assurance with respect to financial
statement preparation. The system is built on a business ethics policy that
requires all employees to maintain the highest ethical standards in conducting
Company affairs. The system of internal control includes careful selection,
training and development of financial managers, an organizational structure that
segregates responsibilities and a communications program which ensures that
Company policies and procedures are well understood throughout the organization.
The Company also has an extensive program of internal audits, with prompt
follow-up, including reviews of separate Company operations and functions around
the world.

Eli Lilly (excerpts from balance sheet and income statement)
Consolidated Balance Sheets
ELI LILLY AND COMPANY AND SUBSIDIARIES

(Dollars in millions)

Other Assets

Prepaid retiremMen T s o e e e et e et e e et e e e 579.1 512.9
Investments (NOte B) v v i ittt ittt ettt e e e ettt ieee e 465.6 443 .5

Goodwill and other intangibles, net of
allowances for amortization of $119.3 (1997)

and $311.0 (1996) (NOte 2) .t ittt ettt eeieeenn.. 1,550.5 4,028.2

SR o X 5 559.8 1,124.3
3,155.0 6,108.9

Property and Equipment (Note 1) .....itviminenenennnnenenns 4,101.7 4,307.0

Total Assets $12,577 .4 $14,307.2
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Consolidated Statements of Income
ELI LILLY AND COMPANY AND SUBSIDIARIES
(Dollars in millions, except per-share data)

Year Ended December 31 1997 1996

| =S o == T Y=Y = 1 $8,517.6 $7.,346.6 $6,7

Notes to Consolidated Financial Statements
ELI LILLY AND COMPANY AND SUBSIDIARIES
(Dollars in millions, except per-share data)

Note 1: Summary of Significant Accounting Policies (excertped)

Basis of Presentation: The accounts of all wholly owned and majority-owned
subsidiaries are included in the consolidated financial statements. All
intercompany balances and transactions have been eliminated. The preparation of
financial statements in conformity with generally accepted accounting principles
requires management to make estimates and assumptions that affect the reported
amounts of assets, liabilities, revenues, expenses and related disclosures at
the date of the financial statements and during the reporting period. Actual
results could differ from those estimates.

Investments: All short-term debt securities are classified as held-to-maturity
because the company has the positive intent and ability to hold the securities
to maturity. Held-to-maturity securities are stated at amortized cost, adjusted
for amortization of premiums and accretion of discounts to maturity.
Substantially all long-term debt and marketable equity securities are classified
as available-for-sale at December 31, 1997. Available-for-sale securities are
carried at fair value, with the unrealized gains and losses, net of tax,
reported in a separate component of shareholders' equity. The company owns no
investments that are considered to be trading securities.

Intangible Assets: Intangible assets arising from acquisitions and research
alliances are amortized over their estimated useful lives, ranging from five to
40 years, using the straight-line method. Impairments are recognized in
operating results if impairment indicators are present and the fair value of the
related assets is less than their carrying amounts.

Property and Equipment: Property and equipment is stated on the basis of cost.
Provisions for depreciation of buildings and equipment are computed generally by
the straight-line method at rates based on their estimated useful lives. At
December 31, property and equipment consisted of the following:
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1997 1996
Land. oot e e e e e e e e e $ 130.6 $ 143.9
Buildings. o v ittt e e e e 2,057.1 2,103.5
Equipment. ... ..ttt e e e e 4,373.8 4,247.0
Construction in progress..........c.uueeeieennnnn. 473 .4 602.0
7,034.9 7,096.4
Less allowances for depreciation................. 2,933.2 2,789.4
$4,101.7 $4,307.0

Depreciation expense related to continuing operations for 1997, 1996 and 1995
was $397.5 million, $394.9 million and $371.4 million, respectively.
Approximately $20.4 million, $35.8 million and $38.3 million of interest costs
were capitalized as part of property and equipment in 1997, 1996 and 1995,
respectively. Total rental expense for all leases related to continuing
operations, including contingent rentals (not material), amounted to
approximately $126.1 million for 1997, $119.6 million for 1996 and $106.8
million for 1995. Capital leases included in property and equipment in the
consolidated balance sheets and future minimum rental commitments are not
material. However, the company entered into capital lease obligations
aggregating $8.8 million in 1997 and $27.4 million in 1996.

Note 2: Asset Impairment

In November 1994, the company purchased PCS Health Systems, Inc. (PCS), McKesson
Corporation's pharmaceutical-benefits-management business, for approximately
$4.1 billion. Substantially all the purchase price was allocated to goodwill.

Subsequently, pursuant to SFAS No. 121, "Accounting for the Impairment of
Long-Lived Assets and for Long-Lived Assets to Be Disposed Of," the company
evaluated the recoverability of the long-lived assets, including intangibles, of
its PCS health-care-management businesses. While revenues and profits are
growing and new capabilities are being developed at PCS, the rapidly changing,
competitive and highly regulated environment in which PCS operates has prevented
the company from significantly increasing PCS' operating profits from levels
that existed prior to the acquisition. In addition, since the acquisition, the
health-care-industry trend toward highly managed care has been slower than
originally expected and the possibility of selling a portion of PCS' equity to a
strategic partner has not been realized. In the second quarter of 1997,
concurrent with PCS' annual planning process, the company determined that PCS'
estimated future undiscounted cash flows were below the carrying value of PCS'
long-lived assets. Accordingly, during the second quarter of 1997, the company
adjusted the carrying value of PCS' long-lived assets, primarily goodwill, to
their estimated fair value of approximately $1.5 billion, resulting in a noncash
impairment loss of approximately $2.4 billion ($2.21 per share). The estimated
fair value was based on anticipated future cash flows discounted at a rate
commensurate with the risk involved.

313



314 Noncurrent Assets

Note 3: Restructuring and Special Charges

In both 1993 and 1992, the company announced major actions designed to enhance
the company's competitiveness in the changing health care environment, reduce
expenses and improve efficiencies. During 1997 and 1996, the company continued
to take steps to complete these actions.

Significant components of these charges and their status at December 31, 1996
and 1997, respectively, are summarized as follows:

Original
Charges 1996 1997

1993
Work force reductions.....o..uuiiiiinnnnnnn. $ 534.5 S 24.7 S
Manufacturing consolidations

and other closings.........cooiiiiiinnen.. 204.3 91.8 48.1
Pharmaceutical streamlining................. 35.3 - -
Asset write-downs, legal

accruals and other........ ... ... . . L. 258.5 4.4 4.8
Total - continuing operations............. $1,032.6 $120.9 $ 52.9
1992
Global manufacturing strategy.............. $ 218.9 $ 59.1 S 38.6
Legal, environmental, asbestos

abatement and other..................... 185.5 61.3 54.0
Total - continuing operations............. $ 404.4 $120.4 $ 92.6

The 1993 restructuring actions consisted primarily of early-retirement and other
severance programs associated with work force reductions as well as streamlining
core pharmaceutical operations. In addition, restructuring actions in both 1993
and 1992 have resulted or will result in a consolidation of certain
manufacturing operations and changes in the nature and/or location of certain
manufacturing operations. Asset write-downs reflected changes in pharmaceutical
markets. Special charges were established for patent and product liability
matters in both 1993 and 1992.

Note 6: Financial Instruments
Risk-Management Instruments and Off-Balance-Sheet Risk

Financial instruments that potentially subject the company to credit risk
consist principally of trade receivables and interest-bearing investments.
Wholesale distributors of life-sciences products and managed care organizations
account for a substantial portion of trade receivables; collateral is generally
not required. The risk associated with this concentration is limited due to the
company's ongoing credit review procedures. The company places substantially all
its interest-bearing investments with major financial institutions, in U.S.
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Government securities or with top-rated corporate issuers. In accordance with
documented corporate policies, the company limits the amount of credit exposure
to any one financial institution.

Fair Value of Financial Instruments
A summary of the company's outstanding financial instruments at December 31

follows. As summarized, "cost" relates to investments while "carrying amount"
relates to long-term debt.

1997 1996
Cost/Carrying Fair Cost/Carrying Fair
Amount Value Amount Value
Short-term investments:
Debt securities........... S 77 .1 S 76.9 $ 141.4 $ 144.5
Noncurrent investments:
Marketable equity......... 77.7 86.0 72.0 91.4
Debt securities........... 93.0 93.3 56.9 57.0
Nonmarketable equity...... 34.2 33.7 20.3 19.0
Long-term debt................. 2,266.4 2,426.5 2,465.5 2,511.6

The company determines fair values based on quoted market values where available
or discounted cash flow analyses (principally long-term debt). The fair values
of nonmarketable equity securities, which represent either equity investments in
start-up technology companies or partnerships that invest in start-up technology
companies, are estimated based on the fair value

information provided by these ventures. The fair value and carrying amount of
risk-management instruments were not material at December 31, 1997 or 1996.

At December 31, 1997 and 1996, the gross unrealized holding gains on
available-for-sale securities were $19.1 million and $27.5 million,
respectively, and the gross unrealized holding losses were $13.8 million and
$9.4 million, respectively. Substantially all these gains and losses are
associated with the marketable equity securities. The proceeds from sales of
available-for-sale securities totaled $39.7 million and $102.1 million in 1997
and 1996, respectively. Realized gains and losses were $6.6 million and $25.3
million, respectively, in 1997. Purchases of available-for-sale securities were
not significant in 1997 and 1996. The net adjustment to unrealized gains and
losses on available-for-sale securities reduced shareholders' equity by $7.7
million and $39.0 million in 1997 and 1996, respectively.

The company is a limited partner in certain affordable housing investments that
generate benefits in the form of tax credits. The determination of fair value of
these investments is not practicable. The carrying value of such investments was
$253.2 million and $276.3 million as of December 31, 1997 and 1996,
respectively.
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Responsibility for Financial Statements

The company maintains internal accounting control systems that are designed to
provide reasonable assurance that assets are safeguarded, that transactions are
executed in accordance with management's authorization and are properly
recorded, and that accounting records are adequate for preparation of financial
statements and other financial information. The design, monitoring and revision
of internal accounting control systems involve, among other things, management's
judgments with respect to the relative cost and expected benefits of specific
control measures. A staff of internal auditors regularly monitors, on a

worldwide basis, the adequacy and effectiveness of internal accounting controls.

In addition to the system of internal accounting controls, the company maintains
guidelines of company policy emphasizing proper overall business conduct,
possible conflicts of interest, compliance with laws and confidentiality of
proprietary information. The guidelines are reviewed on a periodic basis with

employees worldwide.

Required

a.
b.

Describe each of Pfizer’s and Lilly’s noncurrent assets.

Identify any unusual trends or unusual items. Use the notes to gain further in-
sight on each item in the financial statement excerpts.

Calculate fixed asset turnover for each year.

How does each company seem to be managing its fixed assets? What evi-
dence supports your conclusion?

Discuss the implications of each note. How does each note change your
opinions about the valuations of each company’s noncurrent assets?

What is the impact of Lilly’s special charges?

g. Would an external analyst view Lilly’s or Pfizer’s notes as optimistic or worse?

Why?

Discuss the managerial implications of each company’s disclosures related to
its noncurrent assets.

Review each company’s management report. Identify any unusual items.
How does the information in this report change any of your earlier opinions?

Internet Evaluating Fixed Assets

7-69 Locate the most recent set of financial statements for the computer manu-
facturers listed below. You may use either the 10-K available at EDGAR
(www.sec.gov/edaux/searches.htm) or the annual report available at the

company page on the Web.

Corporation Home Page Location
Compaq www.compag.com (under “Contents”)
Gateway www.gw2k.com (under “Tell Me About Gateway”)
IBM www.ibm.com/ibm/
Dell www.dell.com
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Required

a.

b.

What is the total value of the property, plant, and equipment owned by each
corporation? What percentage of total assets do they represent?

What is the composition of the property, plant, and equipment account (in
other words, what percentage is land and so on)? What is the method of de-
preciation used for each fixed asset class?

Calculate the fixed asset turnover and the percentage of PPE depreciated for
each company.

Compare and evaluate each company’s results.

Identify whether any of these companies experienced sudden changes in
fixed asset composition or depreciation method. Discuss any such changes.

Infernet Evaluating Intangible Assets

7-70 For each of the following companies, locate the most recent 10-K available us-
ing the EDGAR database (www.sec.gov/edaux/searches.htm): Walt Disney
Corp., Schering Plough, Oncogene Science, Chicago Tribune, John Wiley & Co.,
RJR Nabisco, and Macromedia Inc.

Required

a.

Identify a unique intangible asset owned by each company.

b. For each intangible asset, identify (1) its value in both dollars and as a per-
centage of total assets and (2) the method of amortization used. (Hint: You
will find useful and relevant information in the Notes to the Financial State-
ments.)

c. Compare and contrast the different types of intangible assets reported by
each company.

d. Identify any instances where one of these firms tried to “manage” its earnings
by changing its method of amortizing intangible assets.

Internet Evaluating Noncurrent Assets

7-71 Companies in different industries naturally use different assets in daily opera-
tions. The differences are reflected in both type and amount of long-term tangi-
ble assets. Locate, from 10-Ks on file with EDGAR (www.gov.sec/edaux/
searches.htm), the latest balance sheet and Notes to the Financial Statements

for the following companies:

e Ameritech (telecommunications)

e Bank One (banking)

e Boeing (airplane manufacturing)

e Dole (food products)

e Southwest Airlines (air transportation)

Required

a.

b.

Before looking at the 10-Ks, list the types of long-term tangible assets that
would normally be included on each company’s balance sheet.

Identify the primary long-term tangible assets for each company and deter-
mine the percent of total assets it represents.

Comment on any observed differences across these various industries.
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Accounts Payable, Commitments,
Contingencies, and Risks

LEARNING OBJECTIVES

1. Recognize the types of current liabilities reported on the balance sheets of most
business firms.

2. Understand the types of business transactions and events that create current
liabilities.

3. Appreciate how liability reporting often depends on estimates and judgments.

4. Be dlert to a variety of other potential liabilities and risks that are not presently
reported in the balance sheet.

INTRODUCTION

Chapters 6, “Current Assets,” and 7, “Noncurrent Assets,” discussed accounting and re-
porting for assets. Our focus now shifts to the sources of the funds that are invested
in assets. The balance sheet equation indicates that the firm’s economic resources or
assets are obtained from two sources: creditors and investors.

ASSETS = LIABILITIES +  SHAREHOLDERS' EQUITY

This chapter and Chapter 9, “Noncurrent Liabilities,” examine liability accounting
and reporting issues. Chapter 10, “Shareholders’ Equity,” discusses shareholders’ equity.

Liabilities or “borrowed capital” constitute a major source of funds for business
firms. In fact, the average corporation relies on debt for more than half the funds it has
invested in assets. The extent to which firms rely on debt financing depends upon the
relative costs of issuing debt or equity securities. These relative costs differ across in-
dustries, and consequently the typical percentages of debt financing also vary across
industries. In some industries (such as public utilities and financial institutions), debt
financing can exceed 90 percent of total assets. Financial statement users pay careful
attention to the sources of financing because the success of a firm depends as much
on the effective management of its liabilities and shareholders’ equity as it does on the
efficient utilization of its assets. The firm’s liability management also affects the risks
and the returns available to the firm’s creditors and shareholders.
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TYPES OF CURRENT LIABILITIES

Exhibit 8-1 shows the current liabilities section of a recent balance sheet for Ersatz In-
ternational Corporation, a firm doing business in the electronics, aerospace, and au-
tomotive components industries. The items and amounts shown in the exhibit are typ-
ical of those reported by business firms. The next section discusses the accounting
and reporting issues associated with each major current liability shown on Ersatz In-
ternational’s balance sheet.

EXHIBIT 8-1 Current Liabilities

Ersatz International Corporation
Current Liabilities at September 30, 2000
(Dollars in millions)

Current Liabilities

Accounts payable-trade $ 85938
Short-term dzbt 166.4
Accrued compensation and benefits 710.1
Current portion of long-term debt 7.4
Advance payments from customers 362.7
Accrued product warranties 165.6
Accrued income taxes 94.1
Accrued restructuring costs 62.1
Other 562.7

Total current liabilities $2,990.9

Current liabilities are short-term obligations that usually must be paid from
current assets within a year. These liabilities are a critical link in the operating cy-
cles of most firms. In the course of day-to-day operations, firms incur short-term
obligations to suppliers, employees, and other entities. The cash received from
sales of goods and services to customers is then used to pay these obligations as
they are due.

Current liabilities can be of several types: (1) obligations to pay cash to other en-
tities, such as accounts payable, notes payable, and accrued liabilities; (2) obligations
to provide other entities with goods or services for which payment has already been
received, such as revenues received in advance; and (3) obligations to honor product
warranties (guarantees). Examples of each are discussed next.

Accounts Payable

The largest single item listed among Ersatz’s current liabilities is accounts payable-
trade. Accounts payable represent debts that the firm incurs in purchasing inventories
and supplies, as well as amounts that the firm owes for other services used in its op-
erations, such as rentals, utilities, insurance, and so on. Most business transactions
with suppliers involve short-term credit, for which payments are due within a desig-
nated period, such as 30 or 60 days. To illustrate, assume that a firm purchased inven-
tory for $100,000 to be paid within 30 days. The purchase of inventory would increase
inventory and accounts payable.
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At the date of purchase:

ASSETS = LIABILITIES +  SHAREHOLDERS' EQUITY
Inventory Accounts payable
+$100,000 +$100,000

The $100,000 payment to the supplier would decrease cash and eliminate the ac-
counts payable.
At the date of payment:

ASSETS = LIABILITIES +  SHAREHOLDERS' EQUITY
Cash Accounts payable
+$100,000 +$100,000
Discounts

Suppliers frequently offer discounts for early payment and the discount rates are usu-
ally high enough to induce customers to pay promptly. If the buyer intends to pay
within the discount period, then the inventory is usually recorded at its cost, net of
the discount. In the preceding example, if the supplier offered a 2% discount for early
payment and the purchaser intends to pay within the discount period, then the in-
ventory would be recorded initially at a cost of $98,000 ($100,000 invoice price, mi-
nus a $2,000 discount).
At the date of purchase:

ASSETS = LIABILITIES +  SHAREHOLDERS’ EQUITY
Inventory Accounts payable
+$98,000 +$98,000

If the account subsequently is paid after the discount period has expired, then the
purchaser would incur an interest expense of $2,000 ($100,000 — $98,000).
At the date of payment:

ASSETS = LIABILITIES +  SHAREHOLDERS' EQUITY
Cash Accounts payable Retained earnings
—$100,000 —$98,000 —$2,000 (interest expense)

In times of low liquidity, some managers are tempted to “stretch out” their pay-
ments to suppliers and thereby forgo the available purchase discounts. Such a tactic
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represents a very high cost of borrowing and should be avoided. For example, recall
from Chapter 6 that discount terms of 2/10, net 30 imply an annual interest rate of
about 36%. Firms can usually borrow from other sources at rates much lower than
this. Consequently, most firms pay their accounts within the discount period and rely
instead on other, less costly sources of borrowed capital.

Reality Check 8-1 evaluates a major firm’s changes in the amounts of accounts
payable between two consecutive balance sheet dates.

Notes Payable

Ersatz’s current liabilities include $166.4 million of short-term debt, which consists
mainly of notes payable to financial institutions. Business firms frequently borrow
funds from banks or other lenders by signing a formal note payable with a fixed re-
payment date, and notes payable may be either interest-bearing or discounted. To il-
lustrate the accounting for an interest-bearing note, assume that a firm borrows
$200,000 from a bank to be repaid in six months at an interest rate of 12% per year.
Interest rates are usually stated on a yearly basis, even if the loan is for a shorter time
period. This transaction increases cash and notes payable by $200,000.

At the date of borrowing;:

ASSETS = LIABILITIES +  SHAREHOLDERS' EQUITY
Cash Notes payable
+$200,000 +$200,000

REALITY CHECK 8-1

The fiscal 1996 report of Apple Computer, Inc. shows the following current liabilities:

(Dollars in millions)

1996 1995
Current liabilities:
Notes payable to banks $ 186 $ 461
Accounts payable 791 1,165
Accrued liabilities 675 422
Other current liabilities 351 277
Total current liabilities $2,003 $2,325

Required:

Provide some plausible reasons for the substantial decline in Apple’s accounts payable between 1995 and 1996.

Solution

The substantial decline in Apple’s accounts payable could be due to several factors. First, Apple’s production levels
may have declined during 1996. If so, the firm may have reduced its purchases of goods and services from suppliers.
Alternatively, Apple may?wve decided to pay its accounts payable in a shorter time period in order to take better ad-
vantage of supplier cash discounts. It is also possible that the firm's suppliers have become more reluctant to extend trade
credit to Appr; due to changes in the market for Apple’s products.
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Recall that the principal amount (P), the interest rate (¥), and the time period (#)
of the loan are used to determine the interest expense () in the following way:

Interest Principal X Rate X Time

; P X r Xt
= $200,000 x 12% X 1/2yec|r=$]2,000

When the note is repaid with interest, cash is reduced by $212,000, the notes payable
balance is eliminated, and the firm incurs interest expense of $12,000.
At the date of payment:

ASSETS = LIABILITIES  +  SHAREHOLDERS' EQUITY
Cash Notes payable Retained earnings
—$212,000 —$200,000 —$12,000 (interest expense)

To illustrate the accounting for a discounted note, assume that the firm signs a note
promising to pay the bank $200,000 in six months. The bank discounts the note by de-
ducting the interest charge in advance. Assuming the interest rate is 12%, the bank
deducts interest of $12,000 ($200,000 X 12% X .5 (half year) = $12,000) in advance.
The amount paid to the borrower upon signing the note is then $188,000 ($200,000
— $12,000 = $188,000). This transaction increases cash and notes payable by
$188,000.
At the date of borrowing:

ASSETS = LIABILITIES +  SHAREHOLDERS' EQUITY
Cash Notess payable
+$188,000 +$188,000

When the note is repaid, cash is reduced by $200,000 (the face amount of the note),

the note payable balance is eliminated, and the firm incurs interest expense of
$12,000.

At the date of payment:

ASSETS = LIABILITIES +  SHAREHOLDERS' EQUITY
Cash Notes payable Retained earnings
—$200,000 —$188,000 —$12,000 (interest expense)

Note in this case that the note was discounted at a nominal rate of 12%. The ac-
tual rate of interest is greater than 12%, however, because the firm only received
$188,000 from the lender and paid $12,000 in interest expense for six months. The
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interest expense is thus 6.38% ($12,000/$188,000 = 6.38%) for six months, or
12.76% per year (2 X 6.38% = 12.76%).

Accrued Compensation and Benefits

Ersatz International’s current liabilities listed in Exhibit 8-1 include $710.1 million in
accrued compensation and benefits. Accrued liabilities represent expenses that
have been incurred prior to the balance sheet date but have not been paid nor in-
cluded with liabilities as of the balance sheet date. An adjustment must be made to rec-
ognize the expense and the related obligation at the balance sheet date.

Ersatz’s accrued compensation benefits consist primarily of (1) wages and salaries
earned, though unpaid, at the balance sheet date and (2) vacation and holiday pay. To
illustrate an adjustment to recognize accrued wages and salaries, assume that Ersatz
has a weekly payroll of $400 million, and that Ersatz’s balance sheet date of Septem-
ber 30, 2000, falls on a Tuesday. In such a situation, Ersatz’s employees have earned
two days’ pay, or $160 million (2 days / 5 days = 40%; $400 million weekly payroll X
40% = $160 million) as of the balance sheet date. If so, it is necessary for Ersatz to ac-
crue the expense and liability as of September 30, 2000:

ASSETS = LIABILITIES + SHAREHOLDERS' EQUITY
Accrued compensation Retained earnings
+$160 million —$160 million

(compensation expense)

As a result, $160 million of compensation expense would be recognized in 2000, and
the current liabilities reported at September 30, 2000, would include an accrued lia-
bility for this amount. When the weekly payroll ($400 million) is paid to the employ-
ees on October 3, 2000, the following balance sheet effects occur:

ASSETS = LIABILITIES + SHAREHOLDERS’ EQUITY
Cash Accrued compensation Retained earnings
— $400 million —$160 million — $240 million

(compensation expense)

Note that this accrual of compensation expense is used to achieve the objective of
matching costs and benefits that was discussed earlier (especially in Chapter 2, “The
Basic Concepts of Financial Accounting,” and Chapter 4, “The Income Statement”). The
total compensation expense of $400 million has been appropriately divided between
the fiscal years ending on September 30 of 2000 and 2001 in proportion to the bene-
fits obtained each year.

To illustrate the accrual of vacation benefits, assume that Ersatz’s employees earn
vacation benefits evenly over the period July 1 through June 30, and the firm incurs to-
tal vacation expenses each year of $2 billion. In this case, at the balance sheet date of
September 30, 2000, Ersatz’s employees would have earned three months (July, August,
and September) of vacation benefits, or $500 million (3 months / 12 months = 25%;
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$2 billion annual expense X 25% = $500 million). For this reason, Ersatz’s 2000 in-
come statement would include an expense and the balance sheet at September 30,
2000, would include a current liability for accrued employee benefits of $500 million.

Current Maturities of Long-Term Debt

A variety of long-term borrowing arrangements will be discussed in Chapter 9, “Non-
current Liabilities,” but for the present, bear in mind that as time goes by long-term
debts become short-term debts. For this reason, the current liabilities of many firms
include the portion of long-term debt that matures within the coming year. Note in Ex-
hibit 8-1 that Ersatz International reports $7.4 million among its current liabilities, de-
scribed as the current portion of long-term debt. On the balance sheets of previous
years, this amount was included in Ersatz’s long-term debts because it was not due
within a year of the balance sheet date. During 2000, however, the amount was re-
classified from long-term debt to a current liability. This amount is a claim against the
company’s current assets in the coming year.

Accrued Income Taxes

Ersatz’s current liabilities shown in Exhibit 8-1 include accrued income taxes in the
amount of $94.1 million. Business corporations are taxable entities and must file tax
returns with the federal and state governments. In fiscal 2000, Ersatz reported income
before taxes of $904.1 million, and was assessed $343.4 million in income taxes. Of
this amount, $94.1 million remains unpaid at September 30, 2000. The remaining
$249.3 million ($343.4 million tax expense less $94.1 million remaining tax liability)
was paid before the balance sheet date.

Accrued Restructuring Costs

Ersatz’s current liabilities shown in Exhibit 8-1 include $62.1 million in accrued re-
structuring costs. During the difficult economic climate of the early 1990s, many ma-
jor corporations decided to restructure, or to downsize and refocus their operations.
Corporate downsizing often entails the retraining, layoff, or termination of many em-
ployees, and the associated costs to the firms may be substantial. Corporations that re-
focus their operations may discontinue various lines of business, often at considerable
losses, and the process of restructuring a firm may take several years.

‘When a firm decides to restructure, the total estimated costs of restructuring are
expensed in the current year. For example, Ersatz embarked on a restructuring pro-
gram in fiscal 1998 and in that year reported an expense and an accrual of restructur-
ing costs of $271.5 million.

During fiscal 1998:

ASSETS = LIABILITIES + SHAREHOLDERS' EQUITY
Accrued restructuring costs Retained earnings
+$271.5 million —$271.5 million

During fiscal 1999 and 2000, the firm made expenditures of $209.4 million in its at-
tempts to downsize and refocus operations.
During fiscal 1999 and 2000:
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ASSETS = LIABILITIES + SHAREHOLDERS' EQUITY
Various assets Accrued restructuring costs
—$209.4 million —$209.4 million

As a result, the remaining obligation for restructuring costs is $62.1 million
($271.5 — $209.4 = $62.1) at the end of fiscal 2000. Bear in mind that this amount
is based on estimates made in 1998 when the restructuring program was undertaken.
If the actual restructuring costs incurred (in the future) differ from this estimated
amount, Ersatz will need to make adjustments to income reported in future periods.

Accounting for restructuring costs is a controversial issue in financial reporting
because the dollar amounts are often material and require difficult estimates of costs
to be incurred over several years in the future. Moreover, in many cases, the costs are
related to actions that are planned by management in future periods, rather than be-
ing based on completed agreements or transactions. Some investors and analysts sug-
gest that current accounting practices in reporting restructuring costs give managers
too much discretion in shaping the numbers that will appear on the present and fu-
ture income statements. Reality Check 8-2 shows footnote disclosures of restructuring
charges reported by a major corporation.

Advance Payments from Customers

In many industries, customers pay in advance for goods and services to be provided
at future dates. Education, transportation, magazine publishing, advertising, and con-
struction are all examples of industries where advance customer payments are often
required. The current liabilities of Ersatz International at the end of 2000, for instance,
include an obligation of $362.7 million, described as advance payments from cus-
tomers.

To illustrate the accounting for such advance customer payments, assume that
during 2000 Ersatz received $800 million as advance payments from customers. As-
sume also that $437.3 million of this amount is earned by September 30, 2000, and the
remainder is earned in the following fiscal year; these events are recognized in each
year.

In 2000, on receiving the customers’ deposits, the entire $800 million is un-
earned, and the company has an obligation to perform future services.

Upon receipt of customer deposits:

ASSETS = LIABILITIES + SHAREHOLDERS’ EQUITY
Cash Advance payments
+ $800 million from customers

+ $800 million
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REALITY CHECK 8-2

The fiscal 1997 annual report of Rockwell International Company, a global electronics firm, included a footnote con-
taining the following explanation of the effects of restructuring costs on the firm's financial statements:

During 1996, the Company recorded restructuring charges of $76 million ($47
million after-tax, or 22 cents per share). The restructuring charges relate to a
decision to exit non-strategic product lines of continuing operations as well as
the costs associated with staff reductions in the Automation and Avionics &
Communications businesses.

The provision includes asset impairments of $51 million, severance and other
employee costs of $9 million, and contractual commitments and other costs of $16
million. These actions were substantially completed by the end of 1997.

Required

a. Why do firms accrue restructuring costs before such costs are actually incurred2 Do such costs satisfy the definition of
liabilities that was presented in Chapter 3, “The Balance Sheet”2

b. Based on the footnote information, Rockwell has recognized restructuring costs of $76 million in 1996 and no sig-
nificant additional charges in 1997. How will these charges affect the amounts of income reported by the firm in fu-
ture years2 How would these charges influence your comparison of the firm'’s profit trend between 1996 and 19972

Solution

a. Firms accrue restructuring costs because it has become apparent to management that the related assets have become
less beneficial fo the firm. Conservatism in financial accounting requires that such impairments in value be recognized
currently. Because the decision to restructure operations is moge in the current period, all the estimated associated ex-

enses are recognized in the current period. It can be argued that such costs meet the definition of current liabilities
Eecouse (1) the firm is presently obliged to make the future transfers, (2) the obligation is unavoidable, and (3) the
event causing the liability has already occurred.

b. Because these costs have already been recognized as expenses by Rockwell in 1996, they will not result in expenses
in future periods. Income in future years will be higher as a result. The income reported in 1996 is lower by the of-
ter-tax amount of the restructuring costs recorded in that year, and income reported in 1997 and subsequent years
will be higher. Analysts may find it useful to adjust the reported income numbers to reflect earnings before the impact
of the restructuring charges is taken into account.

Because $437.3 million of the payments has been earned by the end of fiscal 2000,
this amount is recognized as revenue in 2000.

ASSETS = LIABILITIES + SHAREHOLDERS’ EQUITY
Advanced payments Retained earnings
from customers
—$437.3 million +$437.3 million (revenue)

Because $800 million was received in advance from customers and $437.3 million
has been earned during 2000, the balance sheet at September 30, 2000, would show
a remaining obligation of $362.7 million. When these amounts are earned in the fol-
lowing year, the remaining obligation will be eliminated, and revenues of $362.7 mil-
lion will be recognized.
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As revenues are earned in 2001:

ASSETS = LIABILITIES + SHAREHOLDERS’ EQUITY
Advanced payments Retained earnings
from customers
—$362.7 million +$362.7 million (revenue)

Notice in this case that although Ersatz’s balance sheet at the end of 2000 reports
a $362.7 million obligation for advance payments, this does not represent a dollar
amount that the company must pay to outside entities. Rather, it represents resources
that Ersatz has received from customers but has not yet earned. Ersatz must earn these
payments in future periods, and the resulting revenues (together with any related ex-
penses) will be recognized in these future periods. If Ersatz does not fulfill this oblig-
ation, the advances would be returnable and then would be a liability payable in cash.
Reality Check 8-3 shows how a major airline reports obligations to provide trans-
portation services to its customers, for which payment has been received in advance.

Obligations for Warranties

It is common business practice for companies to stand behind the quality of their
products by offering assurances of repairs, replacements, and/or refunds in the event
of product failures or customer dissatisfaction. The eventual costs of such obligations
for warranties cannot be known with certainty at the date of sale, although most
companies can make reasonable estimates; these costs are associated with current
sales revenues. For revenues and expenses to be properly matched, the future costs of
warranties and guarantees associated with the current period revenues must be esti-
mated and recorded in the current period. Also, the related obligations must be re-
ported on the balance sheet.

As an example, Ersatz International provides warranties on many of its sales. Ex-
hibit 8-1 shows that Ersatz reports among its current liabilities an obligation for prod-
uct warranties in the amount of $165.6 million. This implies that Ersatz’s managers es-
timate that the company will eventually make expenditures of about $165.6 million
related to merchandise sold prior to the balance sheet date. If we assume that the en-
tire obligation relates to 2000 sales and no costs have yet been incurred for warranties
on 2000 sales, the company must have recognized the following event in 2000:

ASSETS = LIABILITIES + SHAREHOLDERS' EQUITY
Warranty obligation Retained earnings
+$165.6 million —$165.6 million

(warranty expense)

In subsequent years, the firm will spend cash or use other resources to perform war-
ranty repairs. As the warranty repairs occur in subsequent periods, the liability will be
eliminated.
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REALITY CHECK 8-3

Delta Air Lines is one of the world’s largest airlines and provides scheduled pcssenger service, air freight, mail, and other
related aviation services. Delta’s current liabilities at the end of fiscal 1997 include over $1.4 billion in obligations for
air traffic liabilities and a frequent flyer program. Accompanying footnotes provide the following explanations:

FREQUENT FLYER PROGRAM - The Company accrues the estimated incremental cost of
providing free travel awards earned under its SkyMiles(R) frequent flyer program
when free travel award levels are achieved.

PASSENGER AND CARGO REVENUES - Passenger ticket sales are recorded as air traffic
liability in the company’s consolidated balance sheets. Passenger and cargo
revenues are recognized when the transportation is provided, reducing the air
traffic liability.

Required

a. Contrast the ways that Delta measure