


E1FFIRS 08/13/2009 11:22:50 Page 6



E1FFIRS 08/13/2009 11:22:50 Page 1

Mastering
Financial Accounting

Essentials



E1FFIRS 08/13/2009 11:22:50 Page 2

Founded in 1807, John Wiley & Sons is the oldest independent publishing
company in the United States. With offices in North America, Europe,
Australia and Asia, Wiley is globally committed to developing and market-
ing print and electronic products and services for our customers’ profes-
sional and personal knowledge and understanding.

The Wiley Finance series contains books written specifically for finance
and investment professionals as well as sophisticated individual investors
and their financial advisors. Book topics range from portfolio management
to e-commerce, risk management, financial engineering, valuation and fi-
nancial instrument analysis, as well as much more.

For a list of available titles, please visit our Web site at www.
WileyFinance.com.



E1FFIRS 08/13/2009 11:22:50 Page 3

The Critical Nuts and Bolts

STUART A. MCCRARY

John Wiley & Sons, Inc.

Mastering
Financial Accounting

Essentials



E1FFIRS 08/13/2009 11:22:50 Page 4

Copyright# 2010 by Stuart McCrary. All rights reserved.

Published by JohnWiley & Sons, Inc., Hoboken, New Jersey.

Published simultaneously in Canada.

No part of this publication may be reproduced, stored in a retrieval system, or transmitted in
any form or by any means, electronic, mechanical, photocopying, recording, scanning, or

otherwise, except as permitted under Section 107 or 108 of the 1976 United States Copyright

Act, without either the prior written permission of the Publisher, or authorization through

payment of the appropriate per-copy fee to the Copyright Clearance Center, Inc., 222
Rosewood Drive, Danvers, MA 01923, (978) 750-8400, fax (978) 646-8600, or on the web at

www.copyright.com. Requests to the Publisher for permission should be addressed to the

Permissions Department, JohnWiley & Sons, Inc., 111 River Street, Hoboken, NJ 07030,
(201) 748-6011, fax (201) 748-6008, or online at http://www.wiley.com/go/permissions.

Limit of Liability/Disclaimer of Warranty: While the publisher and author have used their best

efforts in preparing this book, they make no representations or warranties with respect to the
accuracy or completeness of the contents of this book and specifically disclaim any implied

warranties of merchantability or fitness for a particular purpose. No warranty may be created

or extended by sales representatives or written sales materials. The advice and strategies

contained herein may not be suitable for your situation. You should consult with a professional
where appropriate. Neither the publisher nor author shall be liable for any loss of profit or any

other commercial damages, including but not limited to special, incidental, consequential, or

other damages.

For general information on our other products and services or for technical support, please

contact our Customer Care Department within the United States at (800) 762-2974, outside

the United States at (317) 572-3993 or fax (317) 572-4002.

Wiley also publishes its books in a variety of electronic formats. Some content that appears in

print may not be available in electronic books. For more information about Wiley products,

visit our web site at www.wiley.com.

Library of Congress Cataloging-in-Publication Data:

McCrary, Stuart A.
Mastering financial accounting essentials : the critical nuts and bolts /

Stuart A. McCrary.

p. cm. – (Wiley finance series)

Includes index.
ISBN 978-0-470-39332-1 (cloth)

1. Accounting. 2. Financial statements. I. Title.

HF5636.M42 2010

657–dc22
2009017159

Printed in the United States of America

10 9 8 7 6 5 4 3 2 1



E1FFIRS 08/13/2009 11:22:50 Page 5

To my loving wife, Nancy



E1FFIRS 08/13/2009 11:22:50 Page 6



E1FTOC 09/03/2009 15:47:57 Page 7

Contents

Preface xi

Acknowledgments xiii

CHAPTER 1
Creating Ledger Accounting 1

Count Everything 4
The Beginnings of Double-Entry Accounting 5
Double-Entry Recording of Business Transactions 7
Handling Debits and Credits 7
Keeping Track of Data 9
AMathematical Description of Double-Entry Conventions 10
Handling Income Items 11
Determining Profit in the Simple Accounting Model 11
Permanent Accounts Overview 11
Temporary Accounts Overview 12
Conclusion 12

Questions 13

CHAPTER 2
Accounting Conventions 15

Reasons Accountants Develop Conventions 15
Accounting Cycle 16
Classification 16
Comparability 16
Conservatism 16
Double-Entry 17
Full Disclosure 17
Focus on Addition 18
Generally Accepted Accounting Principles (GAAP) 18
Going-Concern Value 19
Journal Entry 19
Matching 20

vii



E1FTOC 09/03/2009 15:47:57 Page 8

Materiality 20
Recognition 20
Understandability 21
Usefulness 21
Valuation 21
Verifiability 22
Conclusion 22

Questions 23

CHAPTER 3
Balance Sheet 25

Balance Sheet Contains Permanent Accounts 25
Time Line of Cash Flows 25
Types of Balance Sheet Accounts 27
Presenting the Classified Balance Sheet 35
Conclusion 36

Question 37

CHAPTER 4
Adding an Income Statement 39

Temporary Accounts 39
Using Temporary Accounts 40
Types of Transactions Involving Temporary Accounts 42
Income Accounts 44
Single-Step Income Statement 46
Multistep Income Statement 46
Conclusion 47

Questions 49

CHAPTER 5
Timing and Accrual Accounting 51

Journaling Accounting Transactions 51
Cash Basis Accounting 51
Accrual Basis Accounting 52
Conclusion 62

Questions 63

CHAPTER 6
The Statement of Cash Flows 67

Importance of Cash 67
An Intuitive Way to Track Cash 68

viii CONTENTS



E1FTOC 09/03/2009 15:47:57 Page 9

Standard Accounting Categories on the Statement of
Cash Flows 68

Using the Indirect Method to Document Changes in the
Cash Position 70

Using the Direct Method to Document Changes in the
Cash Position 72

Producing a Statement of Cash Flows Using the
Indirect Method 76

Producing a Statement of Cash Flows Using the
Direct Method 78

Conclusion 80
Questions 81

CHAPTER 7
Ensuring Integrity 83

Internal Controls and Procedures 83
Independent Auditing 84
The Role of the User of Financial Statements 85
Conclusion 86

Questions 87

CHAPTER 8
Financial Statement Analysis 89

Restating Accounting Results 89
Ratio Analysis 89
Trend Analysis 96
Industry Analysis 97
Conclusion 98

Questions 99

Collected Questions 101

Answers 105

About the Author 149

Index 151

Contents ix



E1FTOC 09/03/2009 15:47:57 Page 10



E1FPREF 08/08/2009 14:45:29 Page 11

Preface

Most accounting textbooks are written to teach accounting to future
accountants, the creators of financial statements. This book is intended

to explain financial accounting to company managers and investors, the
users of financial statements. As a result, this book will give an intuitive
understanding of the accounting process and standard accounting reports.
This text does not focus on accounting rules and therefore is not intended to
teach accounting to future accountants.

The questions at the end of each chapter follow an extended example of
a new company being created. As the company is created and grows, new
kinds of activities require accountants to record a widening variety of
business transactions. The questions follow the topic in each chapter and
don’t necessarily appear in chronological order. However, a list of account-
ing entries sums up the year in chronological order.

The book is written as a text for an executive master’s program in busi-
ness school or part of the business curriculum in a professional degree
program (engineering, law, medicine, etc.). To respect the scarce time of the
student, the most important material will occupy the main text. Students
can read the chapters without studying the questions at the end of the
chapter, but they should work through both the chapters and questions for
a better understanding of the material.

Not every accounting student is enthusiastic about having to learn ac-
counting. Yet they attend the class because modern business makes it impor-
tant for everyone outside the accounting department to understand the
company’s accounting system.

Perhaps it would be more rewarding to start over and build a logical
accounting system from scratch. If no accounting system existed, we could
design it to meet the needs of a modern business, to be logical, and to be
understandable. But this text must describe our existing accounting system
to be useful to the reader. The reader will discover that the existing account-
ing system is logical and does meet the needs of modern business.

Traditional accounting textbooks are much easier to understand if the
reader already has a good grasp of accounting concepts. A reader without
prior knowledge may need to read a traditional accounting text twice

xi
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because material in the early chapters is clear only after the reader is familiar
with content in other parts of the book. This text will seek to present the
material in a way that explains the key features of modern accounting step
by step and will develop an intuitive understanding of accounting.

Although this text will not invent a new accounting system, it will intro-
duce the concepts of modern accounting in an orderly way that sounds a bit
like the evolution of a primitive system into our current practices. This text
will start with a limited accounting system that does not include many key
features of modern accounting. These features (such as accrual accounting,
which can make accounting numbers more useful for business decisions) are
successively added, so the reader can understand how these features work
and why they are used.

Disclaimer: Financial accounting textbooks generally do not include a
disclaimer. These textbooks are published to educate students interested in
becoming accountants or to be an authoritative source on accounting rules
and methods. As explained in the Forward, this text is not written to edu-
cate future accountants or to serve as a thorough summary of accounting
rules. Instead, the book serves to explain accounting to individuals who
interact with accountants and accounting records. This text should not be
used to determine how financial statements should be prepared.

The text begins with the assumption that the reader is not familiar with
any accounting jargon and is not familiar with double-entry accounting.
Accounting concepts are introduced along with the language accountants
use to describe the process. The name of a particular account (such as AS-
SETS or CASH) will be written in uppercase to make it clear when the text
describes that account. Gradually, the main accounting statements are
described using the previously introduced accounting vocabulary. In this
way, the reader learns about accounting without having to have a grounding
in the topic, then gets to rehearse the language used by accountants.

Later chapters describe how businesses and users can assess the useful-
ness of accounting records, reduce the opportunity for fraud, and to use
accounting information intelligently.

Each chapter presents key accounting concepts. Questions at the end of
each chapter revisit these key concepts by reviewing how accountants
handle common business transactions, with answers at the back of the
book. The descriptions are short by design and some readers may want to
read more if they need to know more about particular topics not thoroughly
covered, such as valuing intangible assets, leasing, pension fund accounting,
accounting for subsidiaries, accounting for nondollar transactions, stock
options, or partnership accounting.
April 2009 Stuart A. McCrary

xii PREFACE
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CHAPTER 1
Creating Ledger Accounting

I f we set out to create the modern system of accounting, we would start
with a goal. Our accounting system is a measuring and monitoring system,

so we set as a goal to count the things that matter to a business and report
the results in a way that is helpful to the managers. This chapter takes an
important first step in providing a systematic way to count and organize
business data.

We could start with a primitive counting system using rocks and a clay
urn. This is not a history of accounting, but this text will make reference to
how primitive record keeping can be used to account for business transac-
tions. The history of accounting is complex, and this text will not try to tell
that story. However, these early accounting tools can provide the student
with an understanding of why accounting methods evolved.

1



E1C01 09/02/2009 Page 2

Wecould use the urn to contain a count of some product our company owns.
If our retro business were importing and selling myrrh, we would add pebbles
to the urn every time a ship came in from distant lands with a supply of myrrh.
Each time we sold somemyrrh, we would remove pebbles from the urn. At every
point in time, the urnwould contain our count of the stock ofmyrrh on hand.

Of course, our business may buy and sell many different products. We
would need another urn for every product we want to count.

We could also devote an urn to the amount of debt we owe. If our cur-
rency were gold coins, we would record one pebble in the urn for each gold
coin owed to our lenders. We may need to use smaller pebbles for the debt
account, so there is room in the urn. The size of the pebble doesn’t matter
much because we really have to count the pebbles each time we want to see
how much money we owe.

Urns could help the smallest of businesses to keep track of their busi-
ness, but urns are unwieldy as the number of items we need to count grows.
In addition, we do not know the count in the urn at any previous point un-
less we write down the count somewhere else and preserve the information
outside of our counting system. Finally, when we count the pebbles and the
thing we are tracking, we have no way to distinguish theft from human
error in updating the pebbles in the urn.

We can fix all of these problems by making the count a little differently.
If we have the clay to make urns, we might want to build a clay tablet to
count our myrrh, our debt, and anything else worth counting. One system
would use soft clay tablets and a blunt-tipped stick. Each time we buy more
myrrh, we etch a ‘‘tally mark’’ into the clay.

2 MASTERING FINANCIAL ACCOUNTING ESSENTIALS
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The previous system allowed us to count decreases to our stock of
myrrh as easily as increases. Unlike the hard clay urn, this tablet does not
easily let us indicate that previous inventory has been sold. If we were using
clay urns to count our myrrh, we could pull pebbles out of the urn as we
sold myrrh to our customers. To be as useful as a clay urn, we would need
to count the number of units of myrrh we acquired and the number we sold.
The next drawing shows a representation of how the soft clay tablets can be
adapted to count both increases and decreases in the amount of myrrh on
hand.

The flat stone covering a tomb or grave is called a ledger (Ran-
dom House Unabridged Dictionary of the English Language, 1966).
Perhaps this stone lends its name to the soft clay tablets used to count
the assets and liabilities of this old world business. According to the
New York State Society of CPAs (www.nysscpa.org), assets are defined
as ‘‘an economic resource that is expected to be of benefit in the future’’
and liabilities are defined as the ‘‘DEBTS or obligations owed by one
entity (debtor) to another entity (creditor) payable in money, goods, or
services.’’

This clay tablet containing tallies has a couple advantages over rocks
and urns. We can indicate our location on the ledger at certain points in
time, such as at month-end and year-end. When we fill out a tablet, we

Creating Ledger Accounting 3
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can let it dry in the sun and preserve a record of our counting procedure.
In addition, we may be able to count our stock of goods with fewer,
more compact resources (tablets are smaller than most clay urns). Also,
we can quickly see a running total of these products in our accounting
records.

The next improvement over the clay tablet method is to record the tally
marks on paper. Today, paper is an inexpensive material and much lighter
than clay tablets. It is a small step from etching tally marks in a soft clay
tablet to inking tally marks on a piece of paper. Although less durable than
clay, we can introduce a second hugely important improvement. Instead of
counting the myrrh as one tally per unit of myrrh, we can use numbers to
represent quantities. This is important if we are willing to sell anything
other than standard units of myrrh. Relying on numbers and paper, we can
be much more precise in our counting.

The other feature that a paper ledger permits is to count the assets and
liabilities in currency units instead of physical quantities. For certain kinds
of assets and liabilities, this is not a change. The liabilities described as the
number of gold coins we owe a lender are denominated in currency. If we
count the number of oranges we hold and the number of apples, we can’t
directly compare the count because they are as different as apples and or-
anges. If we instead describe the value of the apples and the oranges instead
of the count, then we can make intelligent comparisons between the apple
count and the orange count and we can even accumulate assets into larger
subtotals with meaningful results.

Students who are new to accounting may conclude that accountants
don’t care how many apples or how many oranges we own. Of course, this
physical count can be tremendously important, but it doesn’t enter into the
primary account ledger or standard accounting reports. Modern informa-
tion systems preserve a tremendous amount of this nonledger information,
which doesn’t usually appear on published financial statements. However,
this text and most other accounting texts focus primarily on the value of the
transactions and very little on physical quantities.

COUNT EVERYTH ING

So far, it is not clear what assets and what liabilities we should count. The
short answer, of course, is that we should count all of them. This is a chal-
lenging task, and the bulk of this text describes how accountants keep track
of business transactions. It is important to count all assets and all liabilities
because we live in a world where there is considerable pressure to disclose
financial information to investors and creditors. More fundamentally, if we

4 MASTERING FINANCIAL ACCOUNTING ESSENTIALS
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have accurately counted all our assets and all our liabilities, we can net
the two to see ‘‘how we are doing.’’ If assets greatly exceed our liabilities,
we have equity (defined as the ‘‘residual interest in the assets of an entity
that remains after deducting its liabilities’’ (www.nysscpa.org/prof_library/
guide.htm#e)) or net worth in the business. If we don’t (or can’t) count
every asset and liability, we can’t really know how much the assets exceed
the liabilities (if at all).

So far, we have been counting only assets and liabilities. While it may
appear to be unnecessary to count our equity, it certainly would be possible
to do so. One way to count the equity is to realize that any increase in assets
(all other things being equal) increases our equity or makes us richer by an
equal amount. Likewise, a decrease in assets (again, all other things being
equal) decreases our equity by the same amount. Similarly, an increase in
liabilities makes us poorer (lowers our equity) and a decrease in a liability
increases an equity account. A list of some of the combinations appears in
Table 1.1.

THE BEG INN INGS OF
DOUBL E - ENTRY ACCOUNT ING

If we count all the assets and liabilities, accountants can directly measure
the benefit of a transaction. Suppose a merchant sells myrrh that costs
5 gold coins in return for 10 gold coins. The currency account increases
by 10 gold coins (an asset), so our net worth increases by the same
10 gold coins. Our inventory of myrrh decreases by 5 gold coins, so the
net worth declines by 5 gold coins. The net of the two transactions
(which actually occur simultaneously) is to increase the firm equity by
5 gold coins.

Of course, as shown in Table 1.1, the imputed matching of transac-
tions with changes in equity is frequently not an actual accounting reality
but does offer a perspective on the link among assets, liabilities, and

TABLE 1.1 Impact of Changes in Asset and Liability Values

Type of Entry Impact on Equity

Increase assets Increase equity
Decrease assets Decrease equity
Increase liabilities Decrease equity
Decrease liabilities Increase equity

Creating Ledger Accounting 5
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equity. In the preceding sales transaction, it is also useful to think of the
mismatched change in assets (decrease in the value of myrrh in inventory
by 5 gold coins versus an increase in currency of 10 gold coins). It is no
accident that the mismatched change in assets exactly matches the
change in equity.

It will soon be obvious if we commit to count everything (including an
explicit account of the equity), that every counting transaction requires
at least two entries. In addition to the types of matched transactions in
Table 1.2, several other types of transactions are possible. Chapters 3
through 5 will describe these transactions.

Table 1.2 does not contain an exhaustive list of exchanges that are pos-
sible. Also, the value of the two transactions does not always match, so
there can be a third or more entries required to describe a business transac-
tion. When the values of the transactions do not match, the increase or de-
crease in the value of the firm absorbs the difference, as with the sale of
myrrh discussed earlier.

Double-entry accounting merely recognizes that any need to count
some transaction in the business creates the need to count at least one addi-
tional offsetting transaction. Further, if all the entries are matched with
entries to equity, the offsetting equity amount not only describes the net
benefit or detriment to the firm but also quantifies the net entry required to
complete the description of the transaction.

Note that modern accounting does follow the pattern of matching each
change in asset and liability with a change in equity but in a way that will be
described in Chapters 4 and 5. After we add a few more features to our
accounting system, the receipt of 10 gold coins will be instead matched
with an equal entry called SALES, and the reduction in inventory that cost
5 gold coins will be paired with a 5-gold-coin entry called COST OF
GOODS. These are called temporary accounts that will be netted and
reclassified as equity at some point in the future.

TABLE 1.2 Some Combinations of Business Transactions

Type of Transaction Offsetting Transaction Example

Increase asset Decrease a different asset Use cash to acquire an asset
Increase asset Decrease a different asset Sell used tools for cash
Increase liability Increase asset Borrow money to buy asset
Decrease liability Decrease asset Use cash to pay off a debt
Increase liability Decrease liability Issue bond to repay bank

loan

6 MASTERING FINANCIAL ACCOUNTING ESSENTIALS
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DOUBL E - ENTRY RECORD ING O F
BUS IN ESS TRANSACT I ONS

As stated earlier, the value of the company equity can be calculated as the
excess value, if any, of the assets of a company over the value of the liabil-
ities, as in Equation 1.1.

It is convenient to rearrange Equation 1.1 to become Equation 1.2
using standard algebra:

Assets� Liabilities ¼ Equity ð1:1Þ
Assets ¼ Liabilitiesþ Equity ð1:2Þ

Equation 1.2 demonstrates that the assets of the firm are owned by two
groups. The liabilities represent lenders to the company, and the equity
holders owned the excess over the value of the liabilities. Equation 1.2 rep-
resents the accountant’s view of the ownership of the company, and double-
entry accounting is a system to count or account for that ownership.

Returning to the system of clay tablets, double-entry can be viewed as a
way of keeping track of the equity of the company. Instead of tallies, record
numbers that increase the value of equity on the right-hand side of the clay
tablet. Record the assets on the left. Record the liabilities on the right-hand
side, too, because clay tablets do not accommodate negative numbers or
subtraction very well.

Returning to Equation 1.2, the value of assets equals the value of the
liabilities and equity. Because this is true both before and after each new
transaction, it must also be true of individual transactions. This balance be-
tween assets, liabilities, and equity is one of the fundamental constraints of
double-entry accounting. While it poses a challenge to the student who is
new to accounting, it also provides a valuable cross-check to make sure: (1)
that everything has been counted and (2) that they are counted in a way to
preserve the match in Equations 1.1 and 1.2.

HANDL ING DEB I TS AND CRED I TS

Using Equation 1.2 as a model, we could set up a clay tablet accordingly.
Tallies to asset accounts (entries for assets as they are acquired) would occur
on the left column. Tallies to liabilities assumed would be placed on the
right-hand column. Similarly, tallies for equity would be placed on the
right-hand column. Furthermore, the number of tallies in the asset column
must match the number of tallies for liabilities and equity combined.

Creating Ledger Accounting 7
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Following the preceding pattern, a reduction in assets gets tallied sepa-
rately from increases in assets. So tallies for increases in assets get posted to
the left column and tallies for decreases in assets get posted to the right col-
umn. Because increases to liabilities get posted on the right, decreases to
liabilities get posted on the left column. Similarly, increases to equity get
posted on the right, so decreases get posted on the left.

In a double-entry system, transactions are generally recorded in one of
two columns. Accountants use the word debit to describe an entry on the
left column and credit to describe an entry on the right column. Just like
sailors who use port and starboard to describe left and right, the two
accounting words mean little more than left and right.

The way accountants handle the debits and credits does matter. The
paper ledger needs to convey whether a particular transaction increases or
decreases the asset, liability, or equity. Several alternatives are possible, but
accountants have developed the following rules:

& A debit entry for an asset reports an increase to that account.
& A credit entry for an asset reports a decrease to that account.
& A debit entry for a liability reports a decrease to that account.
& A credit entry for a liability reports an increase to that account.
& A debit entry for equity reports a decrease to that account.
& A credit entry for equity reports an increase to that account.

Using this list of rules, the accountant knows how to accumulate the
impact of these accounting transactions. Notice that the assumptions are
the same for liabilities and equity but opposite for assets. Assets ¼ liabilities þ
equity both before and after an individual accounting transaction is in-
cluded. It follows that any increase (debit) in an asset must be paired with
an equal decrease (credit) to another asset (e.g., buying inventory with
cash), or an increase (credit) to either a liability or equity account. The size
of the debits exactly equals the size of the credits.

The accountant’s primary job is to tally the impact of these individual
accounting entries for each asset, liability, and equity. However, by defining
the meaning of debits and credits according to the list above, the accountant
has a cross-check to identify whether all entries appear to have been in-
cluded in the data correctly. If the sum of the debits equals the sum of the
credits, the accounts are ‘‘in balance.’’

If the accounts are ‘‘out of balance,’’ debits do not match credits and
something is wrong. But if the accounts are in balance, the accounting
entries could still be wrong. For example, both a debit and matching credit
could be missing. Or both the debit and credit could be incorrectly included
in duplicate. Or the wrong account may have been used.

8 MASTERING FINANCIAL ACCOUNTING ESSENTIALS
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KE EP ING TRACK OF DATA

Modern accounting systems do not use clay urns, soft tablets, or even paper
ledgers. Instead, companies store accounting inputs in databases that may
bear no resemblance to urns, tablets, or ledger paper. Accounting text-
books, however, like to display accounting information in ways that resem-
ble the antiquated technologies.

The T-account chronicles what was placed on a sheet of ledger paper.
In paper-based accounting, each account (CASH, INVENTORY, etc.) has a
separate sheet of paper with columns for increases and decreases to the ac-
count. The columns resemble the earliest method of accounting with clay
urns and pebbles, except that the paper can reflect currency.

Following is an example of a merchant who begins with 15 gold coins,
buys 10 units of myrrh at 1 gold coin each, and sells 1 unit of myrrh at
2 gold coins in the marketplace. The T-accounts for these transactions are
presented in Figure 1.1.

When a computer is used to keep track of the transactions, the T-
account is unwieldy. Instead, just the transaction details are recorded. For
example, the same transactions are included in the list in Table 1.3.

A MATHEMAT ICAL DESCR I PT I ON OF
DOUBL E - ENTRY CONVENT I ONS

Students new to accounting may find it helpful to think of accounting as a
mathematical system. An alternative set of rules for recording transactions
appears in Table 1.4.

Under this system, you may post an increase to an asset such as EQUIP-
MENT together with a decrease in an asset such as CASH (i.e., the company
bought the equipment with cash). The entry to EQUIPMENT would be a
positive number and the entry to CASH would be a negative number reflect-
ing the same amount of cash. Or you may post an increase to an asset such
as EQUIPMENT together with an increase in a liability like ACCOUNTS

Cash Inventory Equity

15 15

10 10

2 1 1

FIGURE 1.1 T-Accounts of Myrrh Transactions

Creating Ledger Accounting 9
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PAYABLE. Under this coding system, the increases in the EQUIPMENT ac-
count may be entered as positive numbers, and both the decrease in CASH
and the increase in ACCOUNTS PAYABLE could be recorded as a negative.
Under this coding system, a complete set of entries describing a transaction
would always sum to zero.

In fact, accountants go to great lengths to avoid using negative numbers.
Probably bookkeeping conventions were developed so that staff did not need
to perform subtraction very often. Accounting software programs generally

TABLE 1.4 An Alternative to the Debit-Credit System for Recording Business
Transactions

Conventional Example Alternative

Record (positive) asset
amounts in the left
(debit) column.

A company receives
cash.

Record positive asset
amounts in a single
column.

Record a decrease in asset
amounts in the right
(credit) column.

The company sells some
land it had owned.

Record negative asset
amounts in a single
column.

Record (positive) liability
amounts in the right
(credit) column.

The company borrows
money from a bank.

Record negative liability
amounts in a single
column.

Record a decrease in
liability amounts in the
left (debit) column.

The company repays
money to a bank.

Record positive liability
amounts in a single
column.

Record (positive) equity
amounts in the right
(debit) column.

The company sells new
shares of stock.

Record negative equity
amounts in a single
column.

Record a decrease in
equity amounts in the
left (debit) column.

The company pays a
dividend.

Record positive equity
amounts in a single
column.

TABLE 1.3 General Journal

Account Debit Credit

Cash 15
Equity 15
Inventory 10
Cash 10
Cash 2
Inventory 1
Equity 1

10 MASTERING FINANCIAL ACCOUNTING ESSENTIALS
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do not carry debits or credits as negative values. In any case, collapsing the
debit and credit columns into one column with positive or negative numbers
would be reinventing the double-entry system. In order to understand the
way accountants think, it is therefore important to understand how account-
ants use debits and credits to avoid using negative numbers.

HANDL ING I NCOME I T EMS

The simple accounting model we have does not yet include accounts like
SALES, REVENUES, COST OF GOODS SOLD, or INTEREST EXPENSE.
Chapter 4 introduces these accounts. It is still possible to account for all
these business transactions, although the method described here would not
be acceptable to a modern business for several reasons. The rest of this
chapter will describe how this very simple system lays the foundation for a
system capable of describing a wide range of transactions. This explanation
will also highlight the advantages of adding important features present in a
modern accounting system.

We already showed how sales of myrrh could be recorded or journaled
as changes in the asset accounts (cash and myrrh inventory) along with
equity. The same method could be used for all the revenues and expenses of
a business.

DET ERM IN ING PROF I T I N THE S IMPL E
ACCOUNT ING MODEL

Modern accounting systems do have revenue and expense accounts. Our
simple system can reveal whether the company is profitable. Using the
counting method employed so far, all the revenues and expenses are instead
entered as increases or decreases in net worth or equity. To determine the
profit over a period of time such as three months or a year, compare the
equity at the beginning of the period with the equity at the end of the pe-
riod. Of course, if the business has other types of transactions affecting the
equity of the company (such as the sale of stock or payment of dividends),
the net income would equal the change in equity less the impact of these
sources and uses of equity.

PERMANENT ACCOUNTS OVERV I EW

All of the asset, liability, and equity accounts are called permanent
accounts. In our primitive accounting system and in modern accounting,

Creating Ledger Accounting 11
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the value in each account reflects the accumulation of all activity. The value
of cash in a bank account reflects a zero starting balance (perhaps starting
years ago) plus all the deposits and all the withdrawals. So the cash balance
at a particular point in time includes the net impact of all activities since the
inception of the business.

Although accountants accumulate all the transactions affecting each ac-
count, they present the results at a particular point in time. The year-end
balance sheet (described in Chapter 3) presents the asset, liability, and
equity accounts from the beginning of the company to that year-end date.

T EMPORARY ACCOUNTS OVERV I EW

The preceding method of calculating income works because it is possible to
calculate the value of permanent accounts at different points in time. The
equity as of the third quarter includes all equity entries from the inception
of the company to the end of the third quarter. Similarly, the equity as of the
fourth quarter includes all the equity entries from the inception of the com-
pany to the end of the fourth quarter. The difference between these two to-
tals equals the entries made to equity during the fourth quarter.

Business managers and investors are interested in results during a quar-
ter or year. In Chapter 4, we introduce temporary accounts that account for
revenues and expenses over an interval. These accounts are reset to zero at
the end of each accounting period, which is why they are called temporary
accounts. In addition to totaling the change in equity over a shorter period,
we will also add a number of accounts to measure the reasons for the
change in equity. The resulting income statement will provide considerably
more information about why the company made money. The revenue and
expense accounts such as SALES, INTEREST EXPENSE, RENT, and
TAXES are examples of these temporary accounts.

CONCLUS I ON

Double-entry accounting was developed to count business transactions cen-
turies ago. Accounting techniques evolved as businesses grew and became
more complicated, but the same general rules and conventions support
modern accounting. The process begins by recording business transactions
as debits and credits into a number of accounts. Then, these transactions
are combined by account to create the balance sheet and income statements.
This process and analysis of the completed statements is described in the
chapters that follow.

12 MASTERING FINANCIAL ACCOUNTING ESSENTIALS
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QUESTIONS

Note: For each of the questions that follow, show how the business transac-
tion would be handled by accountants. In each case, show the accounts that
would reflect the transactions, the dollar amount of the transactions the
accountants would record, and whether the entry is a debit or credit.

1.1. You work for Lavalier Corporation. During the past several years,
you have been working with the company to develop new communi-
cation technologies. Based primarily on your efforts, the company
has acquired several valuable patents. The company has decided that
the most attractive way of commercializing these patents is to set up a
new company and provide you with a substantial equity stake in the
business. Lavalier company lawyers have created a U.S. ‘‘C’’ corpora-
tion (the standard U.S. corporate structure) named Lavalier Commu-
nications, Inc. (LCI). Late in 20X0, the new company created a board
of directors from senior officers in Lavalier Corporation and several
independent (outside) directors. On January 2, 20X1, the board of
directors met and named you president and chief operating officer
(COO) of the new company. The board also named the corporate
treasurer of Lavalier Corporation as the chairman and chief executive
officer (CEO). The board of directors authorized 5 million shares of
common stock ($1 par value). On January 2, 20X1, Lavalier trans-
ferred $5 million to a newly established bank account at First Na-
tional Bank in return for 1 million shares of common stock (par value
$1 per share).

1.2. On January 2, 20X1, the board of LCI also granted you options to
buy 200,000 shares of stock at $5 per share expiring in five years.
The options may be exercised (i.e., you can exchange the options plus
$5 per share for common stock) at any point after three years up to
expiration in five years.

1.3. Based on prior discussions, the bank immediately moved $2 million
into a 5 percent bond maturing 12/31/X3. The remaining funds re-
main in a demand deposit account earning a floating rate of interest.

13
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1.4. On January 2, 20X1, as agreed in the December Lavalier Corpora-
tion board meeting, LCI acquires key patents from Lavalier Bermuda
PLC for $2 million.

1.5. On January 16, you lease office space for one year at a nearby office
park for $4,000 per month beginning in February. On January 16,
you make a security deposit of one month’s rent and pay the first
month’s rent. Additional rent payments are due on the first day of
each month beginning March 1. Show entries through March.

1.6. On January 19, you buy miscellaneous office equipment totaling
$45,000. Your vendor expects payment in 45 days to avoid finance
charges of 1¼ percent per month, so you pay on 2/27/X1.

1.7. On January 28, you contract with a multinational custom manufac-
turer to produce 10,000 new communication devices (NCDs) per
month. They will ship you 5,000 in June, then 10,000 per month af-
ter that for a net delivered price of $10 per unit. The manufacturer
asks you to make a one-time advance payment for the first three
months’ supply to provide them with part of the funding for setting
up the new manufacturing process.

1.8. You receive 5,000 NCDs on June 19.

1.9. You receive 10,000 NCDs on July 23.

1.10. You receive 10,000 NCDs on August 22.

1.11. You receive 10,000 NCDs on September 19. You pay the contract
manufacturer 7 days later.

1.12. You receive 10,000 NCDs on October 22. You pay the invoice
amount (at $10/unit) immediately.

1.13. You receive 10,000 NCDs on November 21. You pay the invoice
amount (at $10/unit) immediately.

1.14. You receive 10,000 NCDs on December 21. You pay the invoice
amount (at $10/unit) immediately.

14 QUESTIONS
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CHAPTER 2
Accounting Conventions

The modern accounting system follows a number of basic principles and
conventions. This chapter will interrupt the description of basic account-

ing methods to explore these principles and conventions much like an
extended glossary. The reader may wish to read this information after
reviewing later chapters on the balance sheet, income statement, and other
basic topics.

REASONS ACCOUNTANTS
DEVE LOP CONVENT I ONS

Accountants sometimes make assumptions or employ methods to make
accounting numbers more useful to the readers of financial statements. Of-
ten, the choice of assumptions or methods is beyond the control of the com-
pany. For example, the company may have no ability to decide whether to
list a particular item in the financial statements, in the footnotes, or not at
all. In many cases, standards promulgated by the Financial Accounting
Standards Board (FASB), the U.S. Securities and Exchange Commission
(SEC), the Internal Revenue Service (IRS), or the American Institute of
Certified Public Accountants (AICPA) dictate how financial statements are
prepared.

In other cases, companies have choices that can affect the published fi-
nancial results. For example, companies may decide how to value inventory
and how to handle depreciation. Chapter 3 describes the first-in, first-out
(FIFO) method and the last-in, first-out (LIFO) method. Chapter 5 describes
the straight-line method of depreciation and two alternatives.

Accounting conventions include the choices and assumptions made in
preparing the financial statements.

15
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ACCOUNT ING CYCL E

The accounting cycle is typically one year. An accounting cycle may not
equal one year for newly formed companies or companies changing the end-
ing date of their fiscal year.

The cycle begins with accounts on the income statement carrying bal-
ances of zero. At the end of the fiscal year for the company, an income state-
ment is developed, then the balances in the accounts on the income
statement are adjusted back to zero. The process of adjusting these accounts
back to zero is called ‘‘closing.’’

Companies usually produce quarterly financial statements. From these
statements, it may appear that a company has a quarterly accounting cycle,
but most companies do not close the books on these quarterly dates.

CLASS I F I CAT I ON

Classification refers to the way business transactions are entered in the
accounting records of the firm. Entries are classified as ASSET, LIABILITY,
EQUITY, REVENUE, or EXPENSE. Each of these five types of accounts
contains many specific accounts. Accountants should classify similar
accounts in a consistent way.

COMPARAB I L I TY

The way accounting statements are prepared should be similar over time.
The same accounting conventions should generally be used from one year
to the next so that differences between years reflect company transactions,
not changes in accounting assumptions.

Companies are permitted to change accounting conventions. However,
companies should document the impact of changing standards in statements
prior to the change.

CONSERVAT I SM

When a question arises, accountants argue for the alternative that shows
lower income or lower values for assets, or both. This point requires some
clarification. Often, accounting rules permit companies to choose among
two or more alternatives. Chapter 5, in particular, provides examples where
companies can make decisions that affect when expenses are included in the
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income statement. Companies are not required or even encouraged to
choose the most conservative accounting convention among permissible
alternatives.

However, when companies face an uncertain situation that arises as a
company follows a particular accounting convention, conservatism argues
for the alternative that results in lower income or lower value for the assets.
For example, suppose a company was trying to decide whether to recognize
a sale or to wait to recognize the revenue. If the decision is not clear, con-
servatism probably would argue for postponing recognition.

Conservatism does not require a company to understate income or
assets. To intentionally understate income or assets would not be useful to
readers of the financial statement. In addition, if companies were permitted
to intentionally understate accounting results, managers would be permit-
ted and possibly even encouraged to manipulate accounting results.

DOUBL E - ENTRY

Modern accounting is often described as double-entry. Once a company
commits to entering business transactions into an accounting ledger, the
company will include all the journal entries only if they include two equal
sets of entries for each transaction. For example, if a company uses cash to
buy manufacturing equipment, the accounting records are complete only if
the company includes the reduction in cash held by the company and also
lists the new asset in its records.

The double-entry system is tied to a pattern of entering trades as debits
and credits (see Chapter 1). The double-entry system requires that the debits
entered into the accounting system match the credits entered into the
accounting system.

The double-entry system provides a cross-check that may prevent some
mistakes in accounting records. For example, if an incorrect amount is deb-
ited or credited, the difference will help detect the error. The double-entry
system can help to make sure offsetting transactions are not accidentally
omitted from the accounting records.

FU L L D I SCLOSURE

Accounting records are collected to track the financial results of a company.
To be useful to users, both within the company and outside the company,
financial statements must present relevant information. Much of that infor-
mation is contained in the balance sheet, income statement, and statement of
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cash position. Other relevant information appears in additional schedules
and tables included with the financial statements. Additional relevant infor-
mation appears in footnotes and in discussion published with the statements.

Generally accepted accounting standards dictate much of the disclosure
required in financial statements. In addition to specific rules, companies
should explain the results adequately to ensure that the disclosures are not
misleading.

FOCUS ON ADD I T I ON

One uncommon trait of modern accounting is a focus on addition. If you
tell an accountant you bought more of an asset, he or she will record the
information on the debit side of a ledger. If you later sell some of the asset,
your accountant will record that information as an addition to the numbers
on the credit side of the ledger. At the end of the accounting period, the
accountant will add up all the debits and separately add up the credits.
Only at this point (and only in actually preparing accounting statements)
the accountant will net the sum of the debits against the sum of the credits.

Parents of young children may recall when their children came to un-
derstand addition. In the early stages, children don’t understand subtrac-
tion, multiplication, or division. It is tempting to think of accounting as a
primitive mathematical system because it relies so heavily on addition.

It is helpful to think back to the explanations of primitive counting sys-
tems we described in Chapter 1. When working with urns containing peb-
bles, it is easy to add or remove (i.e., subtract) pebbles. But tally marks on
a clay tablet are hard to remove. Further, once accounting results were
recorded on paper ledgers, the system permitted less skilled bookkeepers to
record business transactions and did not place high demands on their math
skills.

Modern accounting uses computers to handle the math, but the data
entry still resembles the pattern resembling a bookkeeper working on paper
ledgers.

GENERAL LY ACCEPTED ACCOUNT ING
PR INC I P L ES (GAAP )

Most companies must publish annual audited financial statements. Regis-
tered public companies and even many private investment companies are
required to publish audited statements. Most investors require similar
disclosure.
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These financial statements generally must conform to the rules set by
the FASB. The SEC generally defers to industry rule-making bodies but
nevertheless imposes additional requirements. The AICPA also promulgates
rules defining acceptable disclosure.

These rules, along with custom and practice, define generally accepted
accounting principles. Auditors check statements prior to publication and
certify compliance with GAAP.

Outside of the United States, the most widely recognized standard for
accounting procedures is the International Financial Reporting Standards
(IFRS) promulgated by the International Accounting Standards Board
(IASB). Global accounting standards have become more consistent in recent
years.

GO ING -CONCERN VALUE

Companies often invest in plant and equipment to produce manufacturing
equipment and facilities that are worth very little to other economic players.
In general, accountants value these assets using going-concern value. Going-
concern value reflects the value of assets as they are being used by the pres-
ent owner. Going-concern value usually equals historical cost rather than
the value that could be realized by selling the assets and liquidating the
company.

JOURNAL ENTRY

A journal entry is the set of information needed to document a business
transaction. The minimum information required for a complete journal
entry is the date this journal entry hits the accounting records, the account
that will be affected by the entry, whether it is a debit or a credit, and the
value of the entry.

Accounting systems generally begin as database management programs.
As a result, many additional facts are usually stored along with the mini-
mum data. For example, the posting date records the time and date that the
entry entered the database. The data record may include both an account
name and account number. The record may include information about the
currency used in the business transaction posted as well as additional audit
information, such as the source of the information, especially for automated
entries.

In addition, while the accounting entry is being created, other records
may be established. For example, if a company buys an asset that should be
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depreciated, information needed to calculate depreciation at a later date
may be recorded when the asset enters the accounting records. When invest-
ments are entered, information about future interest payments and matur-
ities may enter schedules and records outside the accounting system.

MATCH ING

Revenues are recognized according to a variety of accrual rules. These rules
are generally intended to make reported earnings more useful to readers of
financial statements. Expenses are recognized to match the time when asso-
ciated revenues are recognized.

MATER I A L I TY

Despite a variety of rules, accountants do not necessarily need to worry
about accounting records that are inaccurate or records that do not comply
with GAAP. The standard of materiality means that errors that would not
influence users of statements are nevertheless acceptable. The standard of
materiality is not a precise mathematical threshold. Errors of a particular
dollar amount or percentage may be material in one context and not in an-
other. In addition, if the impact over time or including a series of transac-
tions is material, then the individual entries are probably material.

The standard of materiality may help determine whether a company
needs to correct errors or restate prior results under different accounting
procedures. The standard of materiality may also help determine whether
an approximation or estimate may be used when precise counting is difficult
or expensive.

RECOGN I T I ON

Revenue is recognized when it is ‘‘earned.’’ This usually occurs when the
sale of a good or service is performed. Sale is usually recognized when all or
substantially all the work has been completed and there is a reasonable
chance of payment.

Some businesses follow specific patterns. Companies that work on long
contracts may recognize revenue over the life of the contract. For example,
the percentage-of-completion method allocates total revenue based on an
assessment of how much of the contract has been accomplished. Compa-
nies may recognize this revenue before or after cash payments are made by
the customer.
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A second pattern used by customers to recognize revenue is the install-
ment method. A company may contract to receive several equal or unequal
payments over the life of the contract. The installment method recognizes
the revenue as the cash is received.

Note that the installment method applies the cash basis of recognition
to a particular contract or transaction. Companies that use the installment
method may still use accrual accounting methods for other types of account-
ing transactions.

Accountants should not recognize revenue unless there is a reasonable
chance of payment. In addition, companies generally should not recognize
revenue before the service is performed. Companies that have recognized
income too early have had to restate earnings. In some instances, companies
have faced civil and criminal penalties for recognizing revenue improperly.

UNDERSTANDAB I L I TY

Accounting records are understandable if they follow GAAP, contain ade-
quate disclosures, and apply consistent methods from one year to the next.

USE FULNESS

Accounting records should be both relevant and reliable. To be relevant,
account records should be timely and should contain adequate disclosures.
To be reliable, accounting records should be accurate, should conform to
GAAP, and should be consistent.

VALUAT I ON

In general, accounting financial statements rely on actual or historical cost
to determine value for most accounting transactions. The actual transaction
amount is verifiable and often occurs as an arm’s-length transaction. Once a
record enters the accounting system at cost, accountants continue to rely on
that cost.

Inventories are generally carried on the balance sheet at the lower of
cost or market. For companies that turn over inventory frequently, the cost
and market price for inventory may not diverge much, especially if the com-
pany removes older inventory costs ahead of recently acquired inventory
(FIFO). Also, in periods of generally rising prices, market price will gener-
ally be higher than cost.
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Accounting rules require holders of financial assets to disclose the fair
market value of many of those financial assets. In some cases, the financial
statements need to include a footnote with the updated fair value. In other
cases, the impact of the change in value may enter the income and balance
sheet.

VER I F I AB I L I TY

Users of financial statements need confidence that financial statements are
truthful. Companies employ internal auditors who should be responsible
for assuring the accuracy and fairness of financial statements. Many finan-
cial statements are audited by independent CPAs. In order for internal and
independent auditors to be able to determine the accuracy and fairness of
financial statements, the company must adopt accounting methods that cre-
ate evidence that transactions were handled fairly, that the financial state-
ments reflect actual transactions, and that the financial statements reflect all
transactions.

CONCLUS I ON

Many accounting conventions are prescribed by law, regulators, or GAAP.
Companies must prepare financial statements consistent with many of the
conventions described in this chapter. Users of financial statements must
also keep in mind the impact that these conventions have on reported finan-
cial results.

Students of accounting should not conclude from this chapter that there
is a single right way to account for business transactions. Companies have
considerable discretion in the way they account for and report business
transactions. GAAP may create considerable latitude for companies to influ-
ence the reported results based on how companies decide to handle key
accounting conventions. The guidelines in this chapter serve to instruct
accountants how to account for business transactions to be useful to readers
of financial statements.
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QUESTIONS

2.1. By the end of the first quarter, March 31, 20X1, LCI has no sales or
even any saleable inventory. Shares of similar publicly traded technol-
ogy companies sell for less than book value. Should LCI write down
their equity on indications that it is worth less than $5 per share?

2.2. Suppose LCI pays $10 per unit to suppliers to buy 5,000 units of in-
ventory on 6/19/20X1 and sells 3,500 units at $26 on 6/22/20X1.
Has the company violated the matching principle because the dollar
amount of the sales ($26 � 3,500 ¼ $91,000) and the costs ($10 �
5,000 ¼ $50,000) do not match, the dates of the entries do not
match, and the number of units does not match?
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CHAPTER 3
Balance Sheet

Chapter 1 presented several accounts that appear on the balance sheet
along with how accountants link these accounts together in a highly sys-

tematic and structured way. While the chapter discussed only balance
sheet accounts, the chapter primarily described the double-entry system.
Chapter 2 reviewed some of the conventions accountants use to describe
business transactions.

This chapter will show how the double-entry system and the conven-
tions described in Chapter 2 are used to create the balance sheet, one of
three key statements described in this text (along with the income statement
and the statement of cash flows).

BALANCE SHE ET CONTA INS
PERMANENT ACCOUNTS

In Chapter 1, we introduced permanent accounts and temporary accounts.
Temporary accounts include revenues and expenses. All the remaining
accounts, including assets, liabilities, and equity, are reported on the bal-
ance sheet (also called the statement of financial position).

The chapter begins by explaining how transactions included on the bal-
ance sheet differ from other types of transactions. The chapter also shows
how the time horizon of the balance sheet affects which transactions to in-
clude. The bulk of the chapter describes the most commonly observed assets,
liabilities, and equity that businesses use and how accountants handle them.

T IME L IN E O F CASH F LOWS

A balance sheet reflects all journal entries affecting the company since in-
ception. Figure 3.1 contains a time line representing all journal transactions
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since a company was founded. This particular illustration shows a company
that was founded in 2004 and is preparing a balance sheet and income state-
ment at the end of 2008. Notice how all entries that are assembled into the
balance sheet are cumulative. That is, they reflect all debits and credits to
these accounts for the entire life of the company. These are the accounts
that are called permanent accounts.

Historical records indicate that businesses have been in continued
existence for hundreds of years in Europe and Asia. It is possible to find
businesses in the United States founded before the American Revolution.
Had these businesses used modern accounting methods, their balance
sheet would include the sum of transactions for that extended period.
Indeed, the CASH account on the balance sheet of Ford Motor Company
presumably includes the first dollar that Henry Ford ever received from a
customer.

The income statement in Figure 3.1 includes only information about
transactions that occur in the year 2008. At the beginning of the year, all
revenue and expense accounts have balances equal to zero and at the end of
the year, these accounts reflect the revenues and expenses for the year.
These accounts on the income statement are called temporary accounts and
will be discussed in Chapters 4 and 5.

2008 Balance Sheet

2008 Income Statement

Company
Founded

’05 ’06 ’07 ’08

Assets, Liabilities
and Equity Accounts
Only

Revenue and
Expense Accounts
Only

’04

FIGURE 3.1 Time Line of Journaled Transactions
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TYPES OF BALANCE SHE ET ACCOUNTS

A balance sheet includes three broad types of accounting transactions. This
statement includes a cumulative total of all transactions that affect individ-
ual asset, liability, and equity accounts. Accountants keep track of individ-
ual assets, liabilities, and equities. For example, accountants keep track of
cash in one account and inventory in one or more additional asset accounts.
Then, the individual accounts are organized and presented on the balance
sheet by type.

The three types of balance sheet accounts are described in Chapter 3.

Asse t s

In Chapter 1, assets were described as company resources that can be valu-
able to the company either directly or indirectly. Many of these assets are
familiar: CASH, ACCOUNTS RECEIVABLE, INVENTORY, INVEST-
MENTS, BUILDINGS, and LAND.

Companies may own a number of assets that may be difficult to see or
touch. Financial assets such as Treasury bills, notes, and bonds may exist as
records in a database, although the existence and description of these assets
is memorialized in sometimes lengthy documentation.

A number of assets are even less physically tangible. In some cases, legal
records document the existence and nature of these assets. Examples include
patents, leases, and derivative securities. Other intangibles such as GOOD-
WILL are created by accountants to describe certain business transactions.
These assets may not be memorialized in legal documents, board minutes,
or business communication.

Another type of asset is created by accountants to affect the timing of
revenues and expenses. These accrual entries are described in Chapter 5.
Examples of assets created by accountants to handle accrual accounting in-
clude PREPAID RENT and ALLOWANCE FOR UNCOLLECTIBLES. A
brief description of some of these assets appears later in this chapter.

A final type of asset is called a contra asset. As described in Chapter 1,
accountants record an increase in an asset by debiting the asset account and
record a decrease by crediting an asset account. Contra accounts reverse the
debits and credits—credit to increase a contra asset, and debit to reduce a
contra asset. Contra assets are used to report the decline in value of another
asset on the balance sheet. See ACCUMULATED DEPRECIATION for an
example of a contra asset.

Current Assets Current assets include all assets that could be expected to
be available as cash or can reasonably be expected to convert to cash within

Balance Sheet 27



E1C03 09/02/2009 Page 28

a year. The one-year horizon that separates current assets from long-term
assets is arbitrary and probably reflects the pattern of reporting financial
results annually. A list of current assets companies often own follows.

Cash Accountants use the word cash to include coins, paper money, and
bank accounts that do not contain major restrictions on withdrawing the
money. CASH includes most deposit accounts that are subject to few hold-
ing requirements and little or no market risk if the deposit is exchanged for
cash. Still, U.S. law and generally accepted accounting principles (GAAP)
classify some deposit-like accounts as INVESTMENTS rather than CASH.

Investments or Short-Term Investments This account and similarly named
accounts contain investments that mature (i.e., they repay principal) within
a year of the date that the balance sheet is dated. This account could include
U.S. Treasury bills and notes that mature within a year, commercial paper,
and bank certificates of deposits maturing within a year. The SHORT-
TERM INVESTMENTS account also includes investments that once had a
maturity date more than a year after the balance sheet date but have less
than one year left until maturity.

GAAP require companies to categorize investments. Some of the invest-
ments are carried at cost. Other investments are revalued on the date the
balance sheet is published. Short-term investments generally are not very
sensitive to changes in interest rates. These investments may, however, con-
tain some risk of default.

Accounts Receivable This account includes a total of money due from cus-
tomers. ACCOUNTS RECEIVABLE generally is created when a customer
buys a good or service and doesn’t pay immediately. ACCOUNTS RECEIV-
ABLE may earn interest, often after a grace period immediately following a
sale. Companies have differing success in collecting interest on unpaid
balances.

Most customers pay for goods and services within a month or two, so
companies are generally permitted to carry the value as a current asset. In
fact, if a company makes a sale to a customer expecting to receive payment
over a longer period, the unpaid amount will usually be formalized with a
note or other document more completely describing the lending terms being
offered by the manufacturer. Those longer-term trade credits are not in-
cluded in ACCOUNTS RECEIVABLE until the company expects to be paid
within a year.

Companies can ‘‘factor’’ their accounts receivable. The company trans-
fers the asset to someone who will wait for repayment. The financing com-
pany, in return, provides cash to the company that created the accounts
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receivable. Because a company can usually quickly convert accounts receiv-
ables into cash, accountants are comfortable classifying these accounts as
current assets.

Companies recognize that some of the money owed will be uncol-
lectible. Companies estimate the uncollectible amount in an account called
ALLOWANCE FOR UNCOLLECTIBLES. The ACCOUNTS RECEIV-
ABLE published on the balance sheet reduces the total amount due by the
amount in the allowance account. Chapter 5 describes how the allowance
account functions in greater detail.

Inventory Inventory is an asset because it has value that the company
expects to convert to cash at some point. Inventory is a current asset be-
cause the company usually converts the goods into cash within a year.

Inventory may be items purchased or items manufactured. The inven-
tory may include items available for sale as well as raw materials that are
required by a manufacturer. In all cases, inventory is recognized as an asset.
Companies spend cash to acquire these goods, but the company does not
recognize this cash outflow as expense. Instead, one asset, cash, is exchanged
for another item or items carried in the inventory account.

Manufacturers usually carry inventory in three separate accounts.
RAWMATERIALS inventory reflects the cost to acquire inputs to the man-
ufacturing process. WORK IN PROCESS inventory includes the cost of
goods not yet completed. FINISHED GOODS inventory includes the cost
of goods ready for sale.

Many cash payments that are commonly called expenses in everyday
English actually are included in the inventory account. For example, the FIN-
ISHED GOODS account contains the cost of labor used to convert RAW
MATERIALS into FINISHED GOODS. In fact, one of the goals of cost
accounting is to associate costs to an inventory account whenever possible.

The inventory accounts at a manufacturer accumulate costs from differ-
ent stages of the manufacturing process over time. The inventory accounts
at a retailing firm hold the costs to acquire merchandise available for sale. In
both cases, the inventory account affects when these costs enter the income
statement. Chapter 5 will deal in detail with the issue of timing.

When goods are sold, the costs that are being carried in the inventory
accounts enter the income statement. Chapter 4 describes that process. In-
ventory presents a special problem for accountants when the company has
paid different prices for identical inventory. Companies can assume that
they are selling the inventory with the oldest costs first (the first-in, first-out
or FIFO method), the most recent costs first (the last-in, first-out or LIFO
method), or a weighted average cost. Companies are free to choose any of
these three methods, but they should be consistent over time.
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The LIFO method includes current costs in the income statement so
that reported earnings will be most consistent with the profits reflecting
prevailing costs. Because older costs remain in the inventory account,
the balance sheet may not carry inventory at the current price. FIFO
removes the oldest costs so the balance sheet reflects the cost of the
most recently acquired inventory, but the income statement may include
some inventory gains and losses. The impact of price changes is small for
a company that turns over inventory several times a year. If inventory
costs generally rise over time, then LIFO will result in lower income
than FIFO, so companies can reduce taxable income using LIFO for tax
reporting.

Long-Term Assets Long-term assets are assets that either can’t be readily
turned into cash or mature more than a year in the future. Examples of
long-term assets are below.

Companies carry LAND, IMPROVEMENTS, BUILDINGS, and
EQUIPMENT in separate accounts. Differences in the way accountants
handle each type of asset are described along with each asset type.

Land Companies acquire land to create manufacturing space, build stores,
or create office space for administrative workers. LAND is generally carried
on the balance sheet at historical cost. While buildings, improvements, and
equipment wear out, accountants assume that land does not wear out, so
they do not include any of the cost of acquiring the land in the income
statement.

If land is acquired to build a mine or an oil well, the value of the land
does erode as the mineral or oil is extracted. In this case, income statement
includes an expense equal to the cost of the land plus any development nec-
essary to extract the resource minus the salvage value. This decline is called
depletion. This decrease in value builds up in an ACCUMULATED DEPLE-
TION account.

Accountants calculate the amount of depletion and estimate the total
number of units to be extracted. The cost per unit equals the value of the
depletion divided by the predicted number of units. Accountants include an
expense equal to this cost per unit times the actual units of the natural re-
source recovered in each accounting period. Chapter 5 discusses how deple-
tion expenses affect the income statement.

Improvements or Land Improvements IMPROVEMENTS include the
costs to build roads, fences, lighting, parking lots, and landscaping. Im-
provements are generally carried on the balance sheet at historical cost. The
value of the improvements erodes due to wear and tear, changing needs, and

30 MASTERING FINANCIAL ACCOUNTING ESSENTIALS



E1C03 09/02/2009 Page 31

style. The income statement includes an expense equal to the cost of the
improvements minus the salvage value. This decline is called depreciation.
This decrease in value builds up in an ACCUMULATED DEPRECIATION
account.

Accountants calculate the amount of depreciation and estimate the use-
ful life of the improvements. The cost is allocated over time using either the
straight-line method, units-of-activity method, declining-balance method,
sum-of-the-years’ digits method, or modified accelerated cost recovery sys-
tem (MACRS). The straight-line method recognizes an equal decline in
value each year. The units-of-activity method or production method allo-
cates the decline over units of production. The other methods recognize the
decline in value faster in the earlier period and a smaller decline in the later
period in which the improvements are expected to provide benefits to the
company. Chapter 5 discusses how depreciation expenses affect the income
statement.

Buildings The BUILDINGS account holds the costs to build structures
used for manufacturing, retailing, and office workers. Buildings are gener-
ally carried on the balance sheet at historical cost. The value of the buildings
erodes due to wear and tear, changing needs, and style. The income state-
ment includes an expense equal to the cost of the buildings minus the sal-
vage value. This decline is also called depreciation. This decrease in
value builds up in an ACCUMULATED DEPRECIATION account.
Accountants calculate depreciation on buildings the same way as they do
for improvements.

Equipment EQUIPMENT includes tools, manufacturing equipment, and
office equipment. Equipment is generally carried on the balance sheet at his-
torical cost. The value of the equipment erodes due to wear and tear, chang-
ing needs, and style. The income statement includes an expense equal to the
cost of the equipment minus the salvage value. This decline is also called
depreciation. This decrease in value also builds up in an ACCUMULATED
DEPRECIATION account. Accountants calculate depreciation on equip-
ment the same way as they do for improvements.

Patent A PATENT grants exclusive right to use an idea for many years.
The cost of internally obtaining a patent is generally not included on the
balance sheet. However, if the company buys a patent from another party,
the cost is included initially at the historical cost. The value of this patent
erodes due to the passage of time, changing needs, and new technologies.
The income statement includes an expense equal to the cost of the patent.
This decline is called amortization. Unlike depreciation, this decrease in
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value reduces the value of the patent in the accounting records and on the
balance sheet.

Goodwill When a company buys another company and pays more than
book value, the increment enters the balance sheet as GOODWILL.
GOODWILL acknowledges that the excess over book value is real and per-
sistent, reflecting value for managerial skill, the value of assets above their
historical cost, and general market conditions. GOODWILL is not amor-
tized. However, companies must assess the value of GOODWILL and lower
the value if necessary.

Research-and-Development Costs Research-and-development costs are
not included on the balance sheet. Companies may argue that these costs
provide benefits to the company over time. Nevertheless, GAAP do not per-
mit companies to hold costs as an asset on the balance sheet. Instead, these
journal entries enter the income statement as the costs are incurred.

L i a b i l i t i e s

The assets of the company are financed by liabilities and equity.

Current Liabilities Current liabilities are obligations the company expects
to pay within one year. Several types of current liabilities are listed below
with a brief description of the liability.

Accounts Payable ACCOUNTS PAYABLE is the unpaid obligations to
suppliers. Generally, the obligation to pay is documented only by a sales
invoice. No formal lending agreement exists, but the amount due may be
subject to interest if payment is delayed.

Notes Payable When a written document exists defining the terms of a
lending agreement, accountants generally record the liability in NOTES
PAYABLE, rather than in ACCOUNTS PAYABLE. The note may be due to
a bank or other lender, or it could be an agreement with the supplier that is
formalized into a note.

Interest Payable Interest is payable on the maturity of a note or bond and
periodically during the life of the note or bond. At the end of an accounting
period, many of the notes and bonds have earned interest equal to a portion
of the periodic payment. The interest is a legal obligation, but the company
would not expect to pay interest for this fractional period until the interest
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payment date. INTEREST PAYABLE documents the interest already
earned on these loan agreements.

Salary Payable Pay periods may not correspond exactly with the dates
used to publish financial statements. Companies may owe salary for a frac-
tional pay period. The company may have other similar accounts for
employment taxes.

Income Tax Payable Companies file quarterly income tax forms, but most
companies make regular corporate income tax payments during the quarter.
The INCOME TAX PAYABLE handles the mismatch between the cash
payments and the tax obligations.

Advances from Customers Some businesses require advanced payment
from customers. Companies that produce customized products may de-
mand partial or complete payment before beginning production. Compa-
nies that sell goods that take months or years to manufacture may receive
partial payment during the period in which the order is being completed.

Estimated Warranty Liability If a company has substantial expenses for
warranty claims, it may recognize that responsibility by creating an ESTI-
MATED WARRANTY LIABILITY. Companies recognize an estimated
warranty expense at the time of sale (a debit) and a credit to this liability.
Chapter 5 will discuss the issue of timing of expenses.

Long-Term Liabilities Long-term liabilities are obligations due more than a
year in the future. Companies may have several types of long-term liabil-
ities. The most common long-term liabilities are described next.

Bonds Companies issue bonds to raise money to carry on and expand the
business. Bonds are formal lending agreements. Investors lend money to the
company and receive regular interest and repayment at maturity.

Companies may have many bond issues that they account for sepa-
rately. Nevertheless, companies generally carry this liability approximately
at historical cost. However, if the company issued bonds at a discount, the
company must create a schedule to revalue the bonds so that the carrying
cost equals the face amount of debt at maturity.

Capital Leases Leases create an obligation to make periodic payments in
return for use of equipment or buildings. Operating leases do not appear
on the balance sheet because the benefit provided roughly matches the
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payment. The payments are included on the income statement as they are
paid to the lessor.

Capital leases resemble the outright purchase of an asset along with the
issuance of debt. If certain conditions are true, a company needs to value the
asset and the liability and include both on the balance sheet.

Pensions Companies do not list pension plan assets or liabilities on the bal-
ance sheet. Companies must, however, report the difference on the balance
sheet. If plan assets exceed liabilities, that difference is reported as an asset.
If plan liabilities exceed plan assets, the difference is reported as a liability.

E qu i t y

The owners of a company own equity in the company. The most common
form of ownership is common stock, but accountants accumulate this own-
ership in a number of accounts, including the par amount of common, the
additional amount paid above the par value of the common, and retained
earnings. Companies may have more than one class of common stock.
Companies may have preferred stock, treasury stock, and other accounts.
Partnerships have different categories of ownership. The most common
types of equity are listed next.

Common Stock The value of common stock issued is carried on the balance
sheet at historical cost. If the common shares have a par value or stated
value, the common stock is included as that par value or stated value times
the number of shares issued. If the stock was issued for more than the par or
stated value, the excess is recorded in a separate account as additional paid-
in capital.

Retained Earnings At the end of a year, the temporary accounts (revenues
and expenses) are used to create the income statement. Then, the values in
each of these accounts are set to zero and the net income or loss enters the
balance sheet as RETAINED EARNINGS.

Dividends are paid out of RETAINED EARNINGS. As long as the
company has enough cash to repay debt and redeem preferred stock, the
common shareholders own the RETAINED EARNINGS and it is part of
the equity of the firm.

Treasury Stock Treasury stock is common stock that has been reacquired
by the company. It is carried on the balance sheet at historical cost. This
account is a contra-equity account. The treasury stock reduces the amount
of equity outstanding.
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Preferred Stock The value of preferred stock is carried on the balance
sheet at historical cost. If the preferred stock has a par value, then the value
in the PREFERRED STOCK account is the par amount per share times the
number of preferred shares issued. If the preferred stock was issued for
more or less than the par value, the difference is carried in an account with
a name like ADDITIONAL PAID-IN CAPITAL IN EXCESS OF PAR
VALUE—PREFERRED STOCK.

PRESENT ING THE CLASS I F I E D BALANCE SHE ET

Table 3.1 shows a classified balance sheet for Lavaliere Industries.
The balance sheet first shows current assets, followed by long-term

assets, current liabilities, long-term liabilities, and equity. In this case, the
most recent results are presented as well as results from the previous year,
along with a comparison.

TABLE 3.1 Balance Sheet: Lavaliere Industries, December 31, 20X2 ($000)

20X2 20X1 Difference

ASSETS

CASH $133,000 $ 66,000 $67,000
ACCOUNTS RECEIVABLE 70,000 60,000 10,000
MERCHANDISE INVENTORY 30,000 20,000 10,000
PREPAID EXPENSES 5,000 2,000 3,000
LAND 200,000 100,000 100,000
BUILDINGS 320,000 130,000 190,000
ACCUMULATED DEPRECIATION—
BLDG

(22,000) (10,000) (12,000)

EQUIPMENT 54,000 20,000 34,000
ACCUMULATED DEPRECIATION—
EQUIPMENT

(6,000) (2,000) (4,000)

TOTAL ASSETS $784,000 $386,000

LIABILITIES AND SHAREHOLDERS’ EQUITY
ACCOUNTS PAYABLE 56,000 24,000 32,000
INCOME TAX PAYABLE 12,000 16,000 (4,000)
BONDS PAYABLE 160,000 125,000 35,000
COMMON STOCK 180,000 125,000 55,000
RETAINED EARNINGS 376,000 96,000 280,000

TOTAL LIABILITIES AND SHAREHOLDERS’ EQUITY

$784,000 $386,000
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CONCLUS I ON

The balance sheet reports on the value of the assets, liabilities, and equity
for the firm. These accounts are called permanent accounts, so the balance
sheet reflects all the journal entries that have affected these accounts since
the company began recording business transactions in the accounting
system.
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QUESTION

3.1. Following is a list of all the balance sheet accounts that have been
used in the questions in this book. Next to each account is the sum of
all the debits to that account and the sum of all credits to that ac-
count. Note that these totals reflect all the debits and credits to each
account in all chapters of the text, not just the previous two chapters.
Use the information to construct a balance sheet for LCI.

Account Debits Credits

CASH $6,490,001 $5,433,450
SECURITY DEPOSITS 4,000 0
ADVANCES TO SUPPLIERS 250,000 250,000
ACCOUNTS RECEIVABLE 932,500 641,000
ALLOWANCE FOR
UNCOLLECTIBLES

25,564 59,029

FINISHED GOODS INVENTORY 650,000 645,000
PREPAID RENT 4,000 4,000
INVESTMENT IN BONDS 2,000,000 0
EQUIPMENT 45,000 0
ACCUMULATED DEPRECIATION 0 11,250
PATENTS 2,000,000 200,000
ACCOUNTS PAYABLE 215,450 315,450
PAYROLL TAXES PAYABLE 120,000 120,000
COMMON STOCK 0 1,000,000
PAID-IN CAPITAL IN EXCESS

OF PAR
0 $4,000,000
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CHAPTER 4
Adding an Income Statement

We have seen that it is possible to process many common business trans-
actions without using an income statement (also called statement of

earnings). Generally accepted accounting principles (GAAP) require com-
panies to produce both a balance sheet and an income statement, along
with a variety of additional reports, schedules, and footnotes. This chapter
will show how the income statement is a major extension to the way we
posted transactions such as SALES, INTEREST EXPENSE, and COST OF
GOODS SOLD.

In Chapter 1, we introduced a number of accounts (represented as sepa-
rate urns or clay tablets) to count myrrh, currency, and other assets, a num-
ber of liabilities, and equity. These accounts are called permanent accounts
because they are not reset at the beginning of each new accounting period.
For example, if you were using an urn to count cash, you would begin a new
year with the same count of cash with which you ended the year.

Permanent accounts accumulate all the debits and credits that have ever
been applied to each account since the beginning of the business. The values
accumulated in a centuries-old business include any and all business trans-
actions that have affected each account for those many years.

Management and investors frequently look at how these permanent
accounts change over time. For example, a lender may look at cash and
money market investments over time to spot trends in the company’s ability
to handle cash flow needs.

T EMPORARY ACCOUNTS

The company’s net worth warrants much attention from preparers and
readers of financial statements. The retained earnings of a company con-
tains a total of all the business transactions that affect the wealth of the
owners. This is, of course, another permanent account, but accountants
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have produced another type of account—the temporary account—to track
the company’s success in building wealth for the owners.

Retained earnings measures the value of the owners’ interest that stems
from profits and losses. It is possible to track the value of this equity account
over time to get an insight on the profitability and financial health of a com-
pany. For example, you might note the size of retained earnings at the end
of each quarter. That method provides information only as frequently as
each reporting period (usually quarterly). And the analysis does not docu-
ment why the equity of the company rises or falls.

Accountants developed an income statement to document the annual
and quarterly changes in company equity. All of these accounts are called
temporary accounts because they are reset to zero at the beginning of each
fiscal year. Therefore, temporary accounts reflect only business transactions
in the current period (generally a quarter or year).

In addition, many different temporary accounts are created to expand
the understanding of changes to the equity accounts. In fact, these tempo-
rary accounts appear on the income statement, and the balance sheet is
made up of permanent accounts.

The results of the income statement are included on the balance sheet as
an adjustment to equity. During the year, the income is included as
RESULTS OF CURRENT OPERATIONS or a similarly named account.
On published year-end statements, the income from the entire year is usu-
ally included in an equity account called RETAINED EARNINGS. Because
income is included as equity, the balance sheet will match the balance sheet
produced by the simplified accounting methods described in Chapter 1.

Figure 4.1 reproduces the time line in Figure 3.1 that represents the tim-
ing of all accounting transactions since a business was formed. As can be
seen from the figure, the permanent accounts on the balance sheet include
all debits and credits to permanent accounts since inception. Temporary
accounts include only the entries to income statement accounts during a sin-
gle accounting period (e.g., one year).

As indicated in Chapter 1, revenues and expenses reflect increases in the
equity of the company. The impact of 2008 income is included on the bal-
ance sheet as an equity account called RETAINED EARNINGS.
RETAINED EARNINGS would include the net income for 2004 through
2007 as well.

US ING TEMPORARY ACCOUNTS

Temporary accounts include revenue accounts and expense accounts.
Revenues include SALES and INTEREST INCOME. Expenses include
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COST OF GOODS SOLD, INTEREST EXPENSE, PAYROLL, and
RENT.

Using the methods in Chapter 1, it is easy to see the sale of a good
delivered from inventory as an exchange of the item in inventory for cur-
rency. In Chapter 1, we saw the reduction of the asset (INVENTORY)
roughly offset the increase in the asset (CASH). As explained earlier,
accountants would generally remove the inventory at cost and post the ac-
tual cash received. The net difference would represent an increase in net
worth (i.e., an equity account).

For example, if we sold an item that cost $50 for a retail price of $80,
we could, using the primitive accounting in Chapter 1, simply remove the
asset from our books (using cost), reflect the inflow of cash for the sale, and
account for the difference as an increase in net worth:

Account Debit Credit

CASH $80
INVENTORY $50
EQUITY $30

In fact, accountants follow a much more complicated procedure:

2008 Balance Sheet

2008 Income Statement

Assets, Liabilities
and Equity Accounts
Only

Revenue and
Expense Accounts
Only

Company
Founded

’05’04 ’06 ’07 ’08

FIGURE 4.1 Time Line of Journaled Transactions
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Account Debit Credit

CASH $80
SALES $80
COST OF GOODS SOLD $50
INVENTORY $50

The SALES and COST OF GOODS SOLD accounts are temporary
accounts, and the CASH and INVENTORY accounts are permanent accounts.
The temporary accounts get reset to zero at the end of each accounting period.
Later, these temporary accountswill bemerged into equity.

In the first method, net worth or equity grows by the net profit on the
trade or $30. In the second example, the entire value of the cash received is
counted as an increase in equity (in the form of the temporary account
SALES). Likewise, the entire amount of the reduction in inventory is
counted as a loss in equity. While the $80 increase and the $50 decrease net
to the same $30 profit, this income statement preserves the individual con-
tributions toward that profit. In summary, the credit of $80 to SALES and
the debit of $50 to COST OF GOODS SOLD will eventually become a
credit and debit to EQUITY (specifically, RETAINED EARNINGS).

It is tempting to say that the modern method exaggerates the impact of
individual transactions on firm equity by failing to acknowledge that the
$80 revenue is possible only when it accompanies a transfer of $50 in inven-
tory to the customer. In fact, the modern income statement goes a step fur-
ther in separating the components. Instead of including only the markup on
the trade of $30, the entire sale is booked as if it represented an increase in
equity of $80. The amount is temporarily (i.e., for the rest of the accounting
period) held in the temporary account SALES, but this temporary account
represents an increase in net worth by the same amount. The reduction of
inventory shows up without offset as a reduction in net worth (through the
use of a temporary account called COST OF GOODS SOLD).

Finally, these gross (not net) impacts on net worth are carried around
for the rest of the accounting period, or to the end of the fiscal year. The
gross amount of sales accumulates, as does the cost of goods sold, along
with a variety of temporary accounts. These temporary accounts provide a
wealth of information.

TYPES OF TRANSACT I ONS INVOLV ING
TEMPORARY ACCOUNTS

Entries to temporary accounts are frequently paired with entries to permanent
accounts. For example, revenues are matched to assets in the examples below:
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Account Debit Credit

CASH $80
SALES $80

The preceding transaction reflects the actual receipt of cash (a perma-
nent account). At least with this pair of entries, the company wealth in-
creases by an amount temporarily subtotaled in the category SALES.

Notice, too, that the preceding transactions do not pair the temporary
account SALES with an offsetting COST OF GOODS SOLD, another tem-
porary account. Under most cases, the two are not equal, unless the sale is
made at break-even levels. Likewise, the impact on the balance sheet is gen-
erally not equal. A decrease in the asset account INVENTORY is less than
the increase in the CASH account. The net profit is carried in the temporary
accounts until the end of the fiscal year.

In the following set of transactions, $100 of interest income, a tempo-
rary account, is received as cash, a permanent account. The increase in net
worth is temporarily held in the revenue account INTEREST INCOME.
Later in the accounting year, the balance in the INTEREST INCOME ac-
count would be closed out and replaced by an increase in a balance sheet
such as RETAINED EARNINGS.

Account Debit Credit

CASH $100
INTEREST INCOME $100

Note that accountants may not wait for the actual receipt of cash to
recognize some of the income. Suppose the total interest payment will be
$100, reflecting interest of $50 earned in each of two accounting periods. In
the following example, half of the interest is recorded in the current state-
ment period and half will be recorded in the next month (not shown here).

Account Debit Credit

ACCRUED INTEREST $50
INTEREST INCOME $50

In this example, INTEREST INCOME recognizes income that has not
yet been received. Because the word interest appears in both account names,
it is important to distinguish the asset (ACCRUED INTEREST) from the
revenue account (INTEREST INCOME). Here, the temporary account
(and ultimately the equity account, too) recognizes this income somewhat
independently of the actual flow of cash. This recognition of accounting
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entries is somewhat independent of the timing of the receipt of cash. This is
an example of accrual accounting and will be discussed in greater detail in
the next chapter.

Frequently, expense accounts are paired with balance sheet accounts,
too.

Account Debit Credit

INTEREST EXPENSE $100
CASH $100

In this transaction, cash is used to pay owners of company bonds. As
with the preceding example, where interest income matches the actual pay-
ments made, it is also possible for the company to book income whether or
not cash has been received:

Account Debit Credit

INTEREST EXPENSE $50
INTEREST PAYABLE $50

Here, the company recognizes that it owes money before the money is
payable to investors. In this example, $50 of the interest expense for the
loan for the two-month period enters the company accounts after one month
and affects the profitability of the company before the payment occurs. The
expense is recognized by the company before the amount must be paid.

I NCOME ACCOUNTS

Accountants have, of course, adopted the income statement and all the tem-
porary accounts on the income statement. A list of common income state-
ment items appears below. This list is not complete, however. Chapter 5
introduces additional revenue and expense accounts and the concept of ac-
crual accounting.

Revenues

Sales The SALES account reflects the price times the quantity of a pur-
chase by a customer. SALES may be reported as NET SALES where returns
and discounts significantly impact sales.
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Service Revenue Service companies may classify sales revenue as SERVICE
REVENUE to emphasize that the customers are not buying merchandise.

Interest Income INTEREST INCOME is nonoperating income for most
businesses. This revenue is not included in gross revenue or operating
revenue.

Gain on Sale of Equipment Gains are nonrecurring items. They are not in-
cluded in gross profit or operating profit.

E xpenses

Cost of Goods Sold The COST OF GOODS SOLD is the largest expense for
many companies. When a company sells merchandise from inventory, the
assets of the firm decline by the historical cost of the inventory (a credit).
The matching debit is the COST OF GOODS SOLD expense account.

By holding costs in an account called INVENTORY, the company post-
pones entering these costs on the income statement. When the merchandise
is sold, the cost is transferred from the balance sheet as inventory onto the
income statement as COST OF GOODS SOLD.

Salaries When salaries appear on the income statement, they are not asso-
ciated with manufacturing. Wages and salaries of workers creating mer-
chandise are held in inventory accounts until the goods are sold. The cost of
employee wages and salaries involved in manufacturing enter the income
statement as COST OF GOODS SOLD.

Administrative Expenses ADMINISTRATIVE EXPENSES may include a
large number and different kinds of costs, including salaries, office supplies,
postage, and telephone charges for people involved in support functions,
not involved in manufacture or delivery of services. Administrative costs
are operating expenses.

Selling Expenses SELLING EXPENSES are operating expenses associated
with the sale or marketing of the company’s products.

Rent If rent appears on an income statement, it is probably an operating
expense. Although it is possible to rent manufacturing facilities, that cost
should be included in the cost of INVENTORY and eventually in the
COST OF GOODS SOLD.

Adding an Income Statement 45



E1C04 09/02/2009 Page 46

Interest Expense Interest expense is an operating expense. Although the in-
terest may be attributable to bonds issued to build manufacturing facilities,
the use of debt is a financing decision, and this cost will not be included in
COST OF GOODS SOLD.

Loss on Sale of Discontinued Operations Losses have the same impact on
equity as expenses. This loss is a nonrecurring item that would not be in-
cluded when calculating operating income.

S INGL E - S T EP I NCOME STATEMENT

The single-step income statement is organized like the income statement in
Table 4.1. The single-step income statement lists all revenues, then all
expenses, followed by net income:

MULT I ST EP INCOME STATEMENT

The multistep income statement subtracts COST OF GOODS SOLD from
SALES to get gross profit. Then, operating expenses are subtracted from
gross profit to display operating profit. Finally, nonoperating and non-
recurring revenues and expenses are netted from operating profit to get net
income (see Table 4.2).

TABLE 4.1 Income Statement: Lavaliere Industries for the Year Ending 20X2 ($000)

Revenues

NET SALES $1,014,000
INTEREST INCOME $ 24,000
Total Revenues 1,038,000
Expenses
COST OF GOODS SOLD 300,000
OPERATING EXPENSES (includes $18,000
DEPRECIATION)

240,000

INTEREST EXPENSE 84,000
INCOME TAX EXPENSE 94,000
LOSS ON SALE OF EQUIPMENT 6,000
Total Expenses 724,000
Net Income $314,000
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CONCLUS I ON

The income statement contains only items that can affect the retained earn-
ings (revenues, expenses, gains, and losses). Accountants start each financial
period with no accumulated results in any of these income accounts so that
the income statement reflects the results for that fiscal period only. In con-
trast, the balance sheet reflects all business transactions since inception that
affect those balance sheet accounts.

Users of the income statement look for results for a particular period.
The income statement can provide valuable insights into the factors that
contribute to the financial success of a company during that period.

TABLE 4.2 Income Statement: Dayton Drilling Co. for the Year Ending 20X2

Sales Revenues
SALES $425,000
SALES RETURNS 21,250
SALES DISCOUNTS 42,500
NET SALES 361,250
COST OF GOODS SOLD 234,318
Gross Profit 126,438
Operating Expenses

SELLING EXPENSE 5,419
ADMINISTRATIVE EXPENSE 9,031
Total Operating Expenses 14,450
Operating Income 111,988
Other Revenues and Gains
INTEREST INCOME 2,800
Gain on Sale of Equipment 1,500 9,700
Other Expenses and Losses
INTEREST EXPENSE 2,800
CASUALTY LOSS 822 3,622
Net Income $118,066
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QUESTIONS

4.1. Rent payments are due on the first day of each month beginning
March 1. Show entries through year-end.

4.2. You decide to lease additional patents from the company. On March
31, you make the first quarterly payment of $30,000 to license addi-
tional patents from Lavalier Bermuda PLC.

4.3. You ship 3,500 NCDs on June 22 to OEM Communications for a
gross price of $26 per unit to be paid within 30 days.

4.4. On June 30, you receive semiannual interest on the bond. You leave
the June 30 payment in your bank account.

4.5. You receive payment in full on July 18 for the June sales to OEM
Communications.

4.6. Oops. It is early January 20X2. Although LCI received monthly state-
ments from the bank, they haven’t booked the interest income total-
ing $31,125.66 for 20X1. LCI accountants discuss the matter
with LCI’s auditor, who suggests they enter the total in one entry on
12/31/20X1 since LCI has not closed the books yet.

4.7. Following is a list of all the income statement accounts that have been
used in the questions in this book. Next to each account is the sum of
all the debits to that account and the sum of all credits to that
account. Note that these totals reflect all the debits and credits to
each account in all chapters of the text, not just the previous three
chapters.
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Use the information to construct an income statement for LCI.

Account Debits Credits

SALES REVENUE $ 0 $1,697,125
INTEREST REVENUE 0 131,126
COST OF GOODS SOLD 645,000 0
SALARY EXPENSE 480,000 0
COMMISSION EXPENSE 70,450 0
PAYROLL TAX EXPENSE 120,000 0
RENT EXPENSE 44,000 0
UNCOLLECTIBLE

ACCOUNT EXPENSE
80,215 0

DEPRECIATION
EXPENSE—EQUIPMENT

11,250 0

AMORTIZATION
EXPENSE—PATENTS

200,000 0

PATENT LICENSE EXPENSE $120,000 $ 0
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CHAPTER 5
Timing and Accrual Accounting

We have now created the two major accounting statements—the balance
sheet and the income statement. We need to introduce accrual account-

ing before all the basic foundations of financial accounting are in place.

JOURNAL ING ACCOUNT ING TRANSACT I ONS

Chapter 1 used T-accounts to describe a small number of myrrh transac-
tions in a small street market. Chapter 4 used a journal of debits and credits
to introduce the income statement. The journal imitates earlier paper
accounting systems and provides an organized way to input data to com-
puter-based accounting systems. Chapter 5 relies on lists of journals because
they concisely describe how accountants view business transactions. They
document which accounts are affected by the business transactions, the size
of the transactions, and when the transactions occur.

To the student who is comfortable with double-entry accounting but
not familiar with how it is used to account for modern business transac-
tions, journal entries help to describe how accountants view business trans-
actions. In the examples that follow, pay attention to what account or
accounts contain the debit entry and what account or accounts contain the
credit entry.

CASH BAS IS ACCOUNT ING

Up to now, we have presented cash basis accounting, although we did not
identify it as such. Cash basis accounting uses the timing of the receipt of
cash to determine when accounting expenses and income are included in
the financial records.

Individuals file their tax returns using cash basis accounting. Few of us
bother to create double-entry transactions, but we could do so. The IRS
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doesn’t care much about the assets and liabilities. The only entries we need
to include in our tax reporting are income and expenses. But our reports to
the IRS are the same as if we did create a general ledger system, and we
really don’t have to post all of these trades. We need to keep track of a few
facts about our stock investments and other assets, but they really concern
the IRS only if we sell them and generate gains or losses.

Individuals and companies on the cash basis report revenues (salary, inter-
est income, book royalties) and expenses (state income taxes, property taxes,
interest expenses on a house) when the cash is paid or received. If you pay a little
bit more state income tax in December, you include that expense (although the
IRS instead calls it a deduction) in the tax form for that year. Postpone a bonus
until January, and that income gets included in the tax year it is paid.

Some businesses can use cash basis accounting (along with double-entry
bookkeeping). Sole proprietorships include their income on the individual
tax forms of the owners. Not surprisingly, those businesses follow the same
basis as the individual owner.

Cash basis accounting has a verifiable standard that determines when
revenues and expenses must be included in the income statement. Account-
ants understand that some of these revenues and expenses may be known to
the company or at least could be accurately anticipated. However, the pre-
cise point when these income accounts enter the income statement is called
the point of recognition.

As objective as cash basis accounting is, the method is subject to manip-
ulation. Companies can and do time cash flows for the benefit of individual
taxpayers. While the IRS permits a bit of latitude on individual tax returns,
they do not grant much flexibility.

ACCRUAL BAS I S ACCOUNT ING

A business organized as a C corporation is not permitted to use cash basis
accounting. Instead, these companies must use accrual accounting. Accrual
accounting includes income and expenses in the income statement in an or-
ganized and systematic way to try to get a more accurate view on the timing
and size of revenues and expenses.

Accountants will recognize and incorporate revenues and expenses
based on a number of rules described in this chapter.

Speed Up Recogn i z i n g E xpenses

The accounts payable department of any company receives piles of bills
for goods and services already provided to a company. If the company
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is on the cash basis, expenses that are paid 60 or 90 days later would
enter the accounting records only when the cash is paid. This delay
means that the expense may be recognized well after the benefits have
been realized.

To better match the timing of the expense to the benefit derived from
the service, accrual accounting will post the expense when the benefit is
realized.

For example, if a company hires outside contractors to provide man-
ufacturing or administrative support, and if the contractor invoices the
company in the middle of the following month, an accountant might cre-
ate the following entries to recognize the expense before the contractor is
paid:

12/31/X1 PROFESSIONAL EXPENSE $10,000
ACCOUNTS PAYABLE $10,000

Later, the company receives an invoice and pays it:

1/18/X2 ACCOUNTS PAYABLE $10,000
CASH $10,000

Notice that, in this case, the company recognizes the expense in the
month the service was provided, even though the contractor receives the
money in the next calendar year.

When a company using accrual accounting receives a service or good
that should be recognized as an expense, the company should recognize the
expense when the benefit is realized. It may be difficult to identify a precise
date when the expense should be realized. In fact, it may be impossible to
identify a single day when the benefits are enjoyed. Accountants make rea-
sonable decisions, and the statements reflect many such choices. The state-
ments will be useful if the company takes reasonable care to recognize the
expenses reasonably.

Few companies are tempted to recognize expenses early. However,
there are cases, following a reorganization or in a period when the com-
pany is expecting to report poor accounting results anyway, a company
may be tempted to frontload or otherwise overstate expenses. These
companies may think that a larger loss may not matter much to inves-
tors, and front-loading expenses sets the stage for a recovery in net in-
come. Companies have been found guilty of arbitrarily accelerating
expenses to manipulate future results. Following is a list of some accrued
expenses:
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Accrued Expenses

SALARY

INTEREST EXPENSE

DEPRECIATION

DEPLETION

AMORTIZATION

WARRANTY EXPENSE

Speed Up Recogn i z i n g I ncome

Most business managers would like to recognize revenue as soon as possible.
When a business provides a service to a customer, it is customary to recog-
nize the revenue before the customer has paid the cash for the service. As
long as the business is on the accrual basis, the accountants are willing to
recognize the revenue as soon as the service has been provided if there is a
reasonably good chance that the revenue will be collected from the customer.

The following transactions recognize income for a service provided a
month before the customer pays for the service:

1/14/X2 PROFESSIONAL SERVICE INCOME $12,000
ACCOUNTS RECEIVABLE $12,000

2/13/X2 ACCOUNTS RECEIVABLE $12,000
CASH $12,000

Managers of companies are frequently compensated based on account-
ing results. These managers may benefit from compensation plans that
exceed certain financial milestones. Following is a list of some accrued reve-
nues, or revenues on contract using percentage completion:

Accrued Revenues

INTEREST INCOME

SUBSCRIPTION REVENUE

De l ay Recogn i z i ng I ncome

Some businesses demand payment at the point a transaction is made, with
the actual delivery of goods occurring later. Suppose, for example, that a
company wants to shift production of a product to a contract manufacturer.
A contract manufacturer may accept a contract only if the customer makes
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a substantial prepayment in advance. The contract manufacturer uses the
payment to buy materials and pay other expenses during the production
processes. Still, the manufacturer may delay recognizing the income until
the goods are finished and shipped to the customer:

1/15/X2 CASH $100,000
UNEARNED SALES REVENUE $100,000

This pair of transactions reflects the payment of cash on the books of
the contract manufacturer. The offsetting transaction is not SALES because
the company has not yet manufactured the goods. The liability account UN-
EARNED SALES REVENUE reflects the deposit made at the start of the
manufacturing period. Following is a list of deferred income:

Deferred Income

Prepaid phone revenue

Subscriptions

Professional retainers

Access to pipeline

Legal retainers

Broadband capacity

In each case, a company has been paid for benefits it has not provided.
Holding the amount equal to the cash payment as a liability allows the com-
pany to postpone recognizing revenue before the company has earned the
revenue.

De l ay Recogn i z i n g Expenses

When we created balance sheets early in the text, we made an effort to in-
clude all business transaction directly on the balance sheet. Any outflow of
cash was either a purchase of an asset, which had no effect on the net worth
of the company, or something we later called expenses, which lowers the
equity of the company. In addition, there are a variety of transactions that
are a bit less clear. These are examples of deferred expenses, and two are
listed here:

Deferred Expenses

Inventories

Investment in equipment
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Accountants so universally use inventory to match the timing of costs to
revenues that it is easy to forget that the technique postpones recognition of
expenses. In fact, a company may be able to hold costs in inventory
accounts even if the company is on a cash basis instead of accrual.

When a company buys equipment that will be used for many years, it
does not recognize the purchase price as an expense. Instead, accrual ac-
counting posts the equipment as an asset at the purchase price. Then, over
time, accountants create other entries to reflect the wear and tear over the
useful life of the equipment. These types of accrual transactions will be de-
scribed later in this chapter.

Prepa i d Expenses

Companies may pay for services in advance for a number of reasons. It is
common to pay subscriptions for a year or more in advance. Rental agree-
ments may require the renter to pay one or more months of rent in advance.
Contracts to use pipeline capacity or telecommunications bandwidth may
require advance payments. Companies that use accrual accounting are able
to postpone recognizing expenses.

Suppose, for example, that the company pays $120,000 rent up front
for a year of access to a property. The cash in the company bank account is
immediately lower, but the net worth of the company is not lower because
the company has to access the facility. During the year, the company uses
that access to the property to carry on business operations. At the end of
the year, the company has no remaining right of future access, so that value
is gone, and the company net worth is lower by $120,000 (all else being
equal).

Under the cash basis of accounting, the company would post an
expense of $120,000 when the payment is made:

RENT EXPENSE $120,000
CASH $120,000

This method places a lump-sum expense at the beginning of the rental
period and no expenses later. The balance sheet reflects no value for the pre-
paid use of the rental property.

In contrast, the accrual method recognizes that the cash payment repre-
sents an exchange of one asset (cash) for another (future use of the prop-
erty). The transaction may be posted as:

PREPAID RENT $120,000
CASH $120,000
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The account PREPAID RENT is an asset that reflects the value of the
future use of the rental property. Using the standard assumption of histori-
cal cost, the value of that access is equal to the price actually paid. The bal-
ance sheet will reflect this future value, and the income statement will not
immediately show an expense for the rent. Accountants say that the expense
has been deferred or capitalized. In everyday English we can say that the
impact of the rental expense has been delayed.

Each month of the rental period, the company recognizes a portion of
the $120,000 prepayment as a rental expense and reduces the value of the
PREPAID RENT asset by an equal amount:

RENT EXPENSE $10,000
PREPAID RENT $10,000

Using the accrual method to spread the $120,000 payment out over
the life of the lease, the income statement avoids the swings in profit-
ability caused by the timing of this rental payment. For a going concern
that can make good use of the property, the accrual of the rental
expense makes the income statement more meaningful. The balance
sheet includes a declining value of the future use of the property, which
makes the balance sheet a better measure of the financial position of the
company.

It is, admittedly, more typical for a landlord to charge monthly rent. As
it turns out, the accrual accounting creates a pattern of expenses that match
traditional monthly rent. It is, however, not important to match this more
typical cash flow pattern. Rather, the account seeks to match the re-
cognition of the expense to the benefits received.

A company may capitalize (that is, postpone recognizing expense and
instead include on the balance sheet as an asset) a number of expenses. Fol-
lowing is a partial list of deferrable expenses:

Some Expenses that May Get Deferred

Prepaid rent

Prepaid insurance

Drilling/mineral rights

Access to pipeline

Professional retainers

Broadband capacity
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The Downs i de t o De f err i n g Expenses

In the preceding example, postponing the prepayment of rental expense
probably makes both the income statement and balance sheet more useful
to most readers of the financial statements. In this example, the accrual
method better matches the expense to the production of revenue for the
company. As a fringe benefit, the financial results of this company will be
more comparable to the results of a company that has a lease with monthly
payments.

Companies have improperly deferred expenses that should have been rec-
ognized as a way to overstate the net income of a company. If a company
deferred or capitalized expenses in cases where there is no future service or
other value to enjoy, then the company would understate current expenses and
therefore overstate current income. The abuse of expense deferral would also
overstate later expenses, which should have been recognized in a prior period.

Deprec i a t i on , Dep l e t i on , a nd Amor t i z a t i o n :
A D i f f e ren t K i nd o f De f erred Expense

Suppose XYZ Corporation bought an asset for $300,000. The asset should
last 10 years. If the asset is a machine, XYZ will depreciate the machine.
If the asset is a natural resource, XYZ will deplete the resource. If the
asset is intangible, XYZ will amortize the value. These alternatives are de-
scribed next.

The Asset Is a Machine In Chapter 1, we saw that it is simple to account for
the exchange of one asset for another (purchase with cash) or to acquire a
new asset and assume a liability for future repayment.

Entries for the acquisition of the asset may look like the following:
A cash basis company might debit an expense account such as COST

OF GOODS SOLD even though the machinery has an expected useful life
of 10 years. They would recognize the entire purchase price as an expense:

COST OF GOODS SOLD $10,000
CASH $10,000

Alternatively, an accrual-based customer may decide to treat the pur-
chase of the machinery as an acquisition of an asset (machinery) in return
for another asset (cash).

MACHINERY $10,000
CASH $10,000
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This method postpones recognizing income indefinitely. Perhaps when
the equipment wears out, the accrual accountants might recognize an
expense or loss on the equipment:

LOSS ON EQUIPMENT $10,000
MACHINERY $10,000

If the equipment has some salvage value, the amounts to post may be a
little more complicated but would follow the preceding patterns. Each of
the methods postpones recognizing expenses for a time, then recognizes
expenses on disposition of the equipment. None of the preceding methods
meets the basic requirements of modern accounting because the timing of
the revenues for the company is not matched to the expenses for the
company.

Accountants use a method called depreciation to better match the reve-
nues and expenses incurred to earn the revenue. Suppose the money spent to
buy the equipment was spread out over the 10-year expected life of the
equipment. The company needs to record the reduction in cash when the
equipment is purchased. The company also creates an asset of equal value
as presented in the entries above. In addition, the company recognizes
$1,000 of expense in the form of wear and tear on the equipment each year.
So, each year, the value of the equipment decreases and some of that value
gets included in the income statement as an expense. After 10 years, the
$10,000 has been included in the income statement, and the balance sheet
reflects the decline in value of the machinery.

The actual entries to accomplish the preceding sequence do not follow
the simplest and most intuitive pattern. Generally, the initial acquisition of
the equipment looks logical enough:

1/2/20X1 MACHINERY $10,000
1/2/20X1 CASH $10,000

Then, at the end of one year, one tenth of the value is removed from the
MACHINERY account and included as an expense. These entries do not
follow the most obvious pattern:

12/31/20X1 DEPRECIATION EXPENSE $1,000
12/31/20X1 ACCUMULATED DEPRECIATION $1,000

The expense category DEPRECIATION EXPENSE is a place to hold
the expenses that represent the loss in value over time and with use. As an
expense, it represents a temporary account that will eventually reduce the
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net worth of the company. This expense reduces the income for each of the
10 years the company anticipates using the equipment.

The expense approximately matches the decline in value of the machin-
ery. As seen earlier, however, the MACHINERY account is not altered. In-
stead, an ‘‘accumulation’’ account is created. Note that the $1,000 is a
credit to this accumulation account instead of a credit to the MACHINERY
account. At year-end, the MACHINERY account will still carry the ma-
chinery at cost ($10,000 as a debit) but will also contain a credit for
$1,000. The ACCUMULATED DEPRECIATION account is a subtotal of
the wear and tear on the machinery.

The ACCUMULATED DEPRECIATION account is an example of a
‘‘contra account.’’ In this case, the account is an asset account, except that
it acts as a way to reduce or cancel out other assets.

At the end of the year, the accounting records will still carry MA-
CHINERY at $10,000 as a debit and also carry ACCUMULATED DE-
PRECIATION as a credit of $1,000. The balance sheet will probably net
the two values and include the difference on the statement. Therefore,
the balance sheet, which sums the value of assets and liabilities, will not
be significantly impacted by the preceding accounting treatment. How-
ever, this method provides additional information that may be of use to
some analysts.

Accountants use several methods to allocate the decline in value to dif-
ferent years. The simplest method is called the straight-line method, which
allocates an equal amount of expense to each year.

To calculate the annual expense, the accountant needs to determine
the useful life of the asset and the value at the end of that useful life. The
value at the end of the useful life is called residual value or salvage value.
The straight-line method allocates the decline from cost to the salvage value
over the expected life.

Fractional periods are allocated in an intuitive manner. For example, if
an asset is acquired halfway through the year, a fractional portion of a full
year’s expense is included in both the first and last years of the expected life.

If an asset is still productive after the passage of the original expected
useful life, no additional expense is included for the bonus years. The value
of the asset remains on the books, but the ACCUMULATED DEPRECIA-
TION reduces the value to the assumed salvage value.

A second method that has historically been used by accountants is
called the double-declining-balance method. The accountant again esti-
mates the expected life of the asset. Then, a percentage decline is calculated
solely from the expected life. For example, if the asset is expected to last
10 years, one tenth or 10 percent is the assumed decline in value in each
year. For double-declining-balance, however, twice this amount is used. So,
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for an asset with an expected life of 10 years, depreciation equals 2� 10 per-
cent, or 20 percent of the depreciated value of the asset.

In using the double-declining-balance method, the salvage value of the
asset is not used to determine the percentage. The depreciation is repeatedly
applied to the shrinking asset value. At the point where the depreciated
value of the asset would fall below the salvage value, depreciation is limited,
so the value of the asset stops at the salvage value.

Double-declining-balance depreciation accelerates the recognition of
DEPRECIATION EXPENSE. Recognizing expenses faster may provide tax
benefits over lower deprecation methods. Although this accelerated method
produces lower taxable income, at least in the earlier years, it does not nec-
essarily produce lower financial profits on the company income statement.
In fact, companies can use one method for financial reporting and another
for tax reporting.

A third traditional way to account for the decline in value of a company
asset is called sum of the years’ digits. Suppose an asset is expected to last
5 years. Add up the numbers 1, 2, 3, 4, and 5. These numbers sum to 15. In
the first year, 5/15 or 33 percent of the original asset value gets reported as
depreciation. In the second year, 4/15 of the original cost gets reported as
depreciation. And so forth. Accountants must be sure to avoid depreciating
assets below their salvage value.

The most recently created commonly used accounting method is called
the modified accelerated cost recovery system (MACRS). This accelerated
path of depreciation is a series of depreciation schedules published by the
Internal Revenue Service. Companies generally use MACRS depreciation
for producing depreciation on their tax documents. Companies using
MACRS for tax reporting often use straight-line depreciation for financial
reporting.

The Asset Is a Natural Resource Accountants follow the same philosophy
when accounting for mineral rights or drilling rights, but the accounting
entries are somewhat different than assets subject to depreciation.

In general, the depletion expense is calculated in the same way that depre-
ciation is calculated. Companies frequently apply the straight-line method
based on the total predicted amount of natural resources to be extracted.

Also, like depreciating assets, the value of the natural resource remains
at the historical cost in the accounting records. Also like depreciating assets,
an accumulation account is used to hold the decline in value that the
accountants assume in preparing the income statement:

12/31/20X1 DEPLETION EXPENSE $1,000
12/31/20X1 ACCUMULATED DEPLETION $1,000
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The Asset Is an Intangible Asset Intangible assets may be subject to amorti-
zation rather than depreciation or depletion. Accountants handle intangible
assets a bit differently. For example, as described in Chapter 3, goodwill is
not amortized at all. Instead, the value of the goodwill remains unchanged
unless the company determines that the value of the goodwill has declined,
at which time the goodwill is revalued to the new amount.

Other intangible assets, such as patent and trademarks, are amortized
over their useful life. Unlike depreciation expense and depletion expense,
the amount of the amortization is not collected in an accumulation account.
Instead, the expense reduces the value of the intangible asset:

12/31/20X1 AMORTIZATION EXPENSE $1,000
12/31/20X1 PATENT $1,000

CONCLUS I ON

Accrual accounting permits accountants to determine the proper time to
recognize revenues and expenses. The intention of accrual accounting is to
make financial statements more meaningful. To be meaningful, accountants
need to make reasonable assumptions that affect the timing of the revenues
and expenses.
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QUESTIONS

5.1. Revisit the June 22 transaction described in Question 4.3. Now, two
additional provisions have been added—a commission and an allow-
ance for nonpayment. You ship 3,500 NCDs on June 22 to OEM
Communications for a gross price of $26 per unit to be paid within
30 days. A commission of 20 percent is payable to Lavalier Sales and
Marketing (Channel Islands). Based on the prior experience of Lavalier
Corporation, you predict that 3 percent of sales will be uncollectible.

5.2. Revisit the July 18 transaction described in Question 4.5. Now, the
July 18 transaction must include the additional information provided
in Question 5.1. You receive payment in full on July 18 for the June
sales to OEM Communications. You pay the sales commission to
Lavalier Sales and Marketing (Channel Islands) and keep the balance
of the cash in your demand deposit account.

5.3. Recall in Question 1.6, you bought $45,000 of equipment on January
19. Your auditing firm advises you to use a four-year-life, zero resid-
ual value and suggests you use the straight-line method of deprecia-
tion. Your auditor believes it is acceptable to treat the current year as
a full year for depreciation purposes. Enter the depreciation entries
for 20X1 as a once-a-year entry on December 31.

5.4. On January 4, you hire four employees (including yourself) for sala-
ries totaling $600,000 per year, payable monthly. However, 20 per-
cent of the salaries are withheld for payroll taxes.

5.5. On each quarter-end (March 31, June 30, September 30, and Decem-
ber 31), the company files payroll tax forms and pays the withheld
taxes to the federal government (for simplicity, assume there is no
state tax or company portion of payroll taxes).

5.6. (Note: This question is presented out of sequence because the remain-
ing questions are repetitious and hence presented in the section be-
low.) You learn that Acme Electronics is in financial trouble. Acme
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owes you $288,750 for a sale on August 26. You agree to accept
$242,000, which arrives on 10/15/X1. Currently, you carry $25,564
in the ALLOWANCE FOR UNCOLLECTIBLES account.

5.7. To complete the year, you calculate the amortization on the patents
acquired on January 19 for $2 million. You decide that the patents
had 10 years of useful life remaining when acquired.

5.8. Oops. It is early January 20X2. Although LCI received monthly state-
ments from the bank, they haven’t booked the interest income total-
ing $31,125.66 for 20X1. LCI accountants discuss the matter with
LCI’s auditor, who suggests they enter the total in one entry on
12/31/20X1 since LCI has not closed the books yet.

Note: The remaining questions and answers in this chapter reflect activ-
ities needed to describe sales that occur for the rest of the year. These ques-
tions and answers resemble transactions documented above.

5.9. You sell 9,500 NCDs on July 25 to Excellent Acoustics for $25.75
against a cash payment in full. Lavalier Sales and Marketing (Chan-
nel Islands) was not involved in the transaction, so no commission is
payable. Despite the advance payment, you decide to expense for
uncollectibles anyway.

5.10. You sell 11,000 NCDs on August 26 to Acme Electronics for $26.25
for payment in 30 days. Lavalier Sales and Marketing (Channel Is-
lands) was not involved in the transaction, so no commission is pay-
able. You maintain a 3 percent allowance for uncollectibles.

5.11. You ship 9,500 NCDs on September 22 to OEM Communications
for a gross price of $27.50 per unit to be paid within 30 days. A com-
mission of 20 percent is payable to Lavalier Sales and Marketing
(Channel Islands). Based on the prior experience of Lavalier Corpora-
tion, you predict that 3 percent of the sale is uncollectible.

5.12. You sell 10,000 NCDs on October 25 to Excellent Acoustics for $26
against a cash payment in full. Lavalier Sales and Marketing (Chan-
nel Islands) was not involved in the transaction, so no commission is
payable. Despite the advance payment, you decide to expense for
uncollectibles anyway. You decide to reserve 4 percent of sales as un-
collectible from now on.

5.13. You sell 10,000 NCDs on November 25 to Excellent Acoustics for
$26 against a cash payment in full. Lavalier Sales and Marketing
(Channel Islands) was not involved in the transaction, so no
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commission is payable. Despite the advance payment, you decide
to expense for uncollectibles anyway. You reserve 4 percent of
sales as uncollectible.

5.14. You sell 11,000 NCDs on December 28 to Zebutronics Communica-
tions for $26.50 with payment due in 30 days. No commission is
payable.

5.15. On December 31, you receive the semiannual interest payment on the
bond investment. You do not reinvest the interest from the December
31 payment in a new investment.
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CHAPTER 6
The Statement of Cash Flows

A ll the journal entries are used to create either the balance sheet or the
income statement. That is, every journal entry affects either the balance

sheet or the income statement. The statement of cash flow (also called
the statement of cash position) relies on the same financial accounting infor-
mation to document changes in the cash position over the most recent
accounting period. The statement of cash flows measures the sources and
uses of cash.

IMPORTANCE OF CASH

Companies must manage cash to stay in business, to be able to pay bills on
time, to satisfy present and future lenders, and to maximize the price of the
common shares of the company.

Companies need cash to satisfy the short-term and longer-term needs of
the business. Over the short term, companies must buy an array of goods
and services to run their business properly. The company must buy materi-
als, labor, and capital equipment. Companies can delay paying for these
goods and services for a time but must pay in cash soon enough.

Young businesses may fail because they run out of cash. A company can
experience a shortage of cash. Any business can experience financial chal-
lenges if it does not have the ability to generate sufficient cash to continue
operating.

The securities markets and the banking industry can assist companies in
managing their cash, including borrowing or investing cash to match the
company’s immediate needs. The financial markets can also assist the com-
pany to get through periods when a company’s cash is inadequate. Both
lenders and investors prefer a company that can generate cash needed for
current operations and expansion.
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AN INTU I T I V E WAY TO TRACK CASH

Accountants could reanalyze journal entries to learn about what parts of the
business are producing cash and what parts of the business are using cash.
In a sense, such an analysis is not necessary. All the debits and credits al-
ready are included in the income statement and balance sheet, so the analy-
sis of cash position is a supplemental report created to provide additional
information.

Computers make it possible to review all the journal entries with an eye
toward understanding the cash inflows and outflows. For example, it would
be possible to identify all the sales entries (credit) for which the offsetting
debit is an increase in cash. Likewise, the sales that are originally paired
with accounts receivable require a different treatment. The computer would
need to follow each sale to track how and when the customer ultimately
paid the sales invoice.

Likewise, a cash management study could identify any purchase of raw
materials, labor, or capital equipment paid immediately from cash. The to-
tal of all these transactions documents some of the ways a company spends
cash. As with credit sales, the computer that reviewed the transactions
would also need to track similar purchases of materials, labor, and capital
offset by credits to a payable account, being aware of which transactions do
and which do not affect cash.

The process could be described as follows: Identify and discard all pairs
of debits and credits that do not affect cash at the time of the transaction or
later. This leaves transactions that immediately involve cash flows and
transactions involving receivables or payables where a future cash flow is
anticipated.

We can see from Figure 6.1 that if we look at both the 2007 and 2008
balance sheets, accountants do not need to take a second pass through the
data. All the data have been accumulated into either the income statement
or the balance sheet. In fact, accountants use the income statement and the
balance sheet to produce the statement of cash flows, rather than reanalyz-
ing the data.

STANDARD ACCOUNT ING CATEGOR I ES ON THE
STATEMENT OF CASH F LOWS

The statement of cash flows includes three sections. The first section is gen-
erally described as results from operations in the current period. This sec-
tion reflects changes in cash flow caused by the operation of the business.
The second section reflects changes in the investments (including both
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financial assets and firm production resources) the company makes. The fi-
nal section reflects changes in the way the company finances the assets
(through short-term and long-term debt and several kinds of equity).

The first section, the operations section, resembles the net income. It is
tempting to believe that cash should rise by the profit the firm makes. Many
factors complicate the relationship and those factors are the primary topic
of this chapter. We have learned that companies have reasons to accelerate
or slow down the recognition of revenues and expenses. The operating sec-
tion of the statement of cash position essentially restates the income state-
ment on a cash basis rather than an accrual basis adjusted for changes in a
couple current assets on the balance sheet.

The second section, the investing section, documents the ways a com-
pany invests and divests. As a result, it accumulates the cash used to pur-
chase new plant and equipment used in conducting business operations.
This section also lists investments in longer term bonds and stock of other
companies. Because the statement tracks sources and uses, this section also
tracks sources of cash from sale of plant and equipment and cash invested in
the securities of other companies, including bonds and stock.

The third section, the financing section, documents changes in owner-
ship of the company, including both stock outstanding and bond borrow-
ing. Sources include issuance of additional common stock, preferred stock,

2008 Balance Sheet

2008 Income Statement

Company
Founded

’05’04 ’06 ’07 ’08

2008 Income Statement

FIGURE 6.1 Time Line of Journaled Transactions Including Inputs to the Statement
of Cash Flows
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bonds, or warrants. Uses of cash include the repurchase of the company’s
stock, retiring preferred stock, or closing out warrants through expiration
or exercise. The company also uses cash reported in the financing section
when it pays dividends.

Companies may produce a statement of cash flows using either the in-
direct or direct method. Either method should result in identically the same
sources and uses of cash within the operating, investing, and financing sec-
tions of the statement of cash flows.

US ING THE IND I R ECT METHOD TO DOCUMENT
CHANGES IN THE CASH POS I T I ON

The statement of cash flows contains three sections documenting how cash
was generated or used in the operation of the company, how cash was gen-
erated or used in investments made by the company, and how cash was gen-
erated or used in financing the company. Both the indirect method
(presented immediately below) and the direct method (presented later in
this chapter) document the sources and uses of cash within these three areas.

Opera t i n g

The indirect method is commonly used by corporations. This method begins
with net income from the income statement. This method takes net income
as a starting estimate for changes in cash position and makes adjustment to
incorporate reasons why net income does not correspond to cash flow.

The first adjustment adds back expenses that reduced net income but
did not require cash. For most companies, the largest expense added back
to income is depreciation. Depreciation is an expense created by accrual
accounting that does not correspond to a draw on cash at the firm. As de-
scribed in Chapter 5, depreciation approximates the erosion or wear and
tear on manufacturing equipment, buildings, or other productive assets. Al-
though the company often pays cash to acquire those assets, the assets may
be acquired in a prior period and have no impact on cash flow in the current
year. If the assets are acquired in the current period, the purchase of these
assets is handled in the investing section described later in this chapter.

Depletion is similar to depreciation, except that it applies to mineral
rights and similar land use contracts. Like depreciation, depletion is a non-
cash expense created by accountants to roughly match the erosion in value
of the natural resources over the year. Although the company often pays
cash to acquire those assets, the assets may be acquired in a prior period
and have no impact on cash flow in the current year. If the assets are
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acquired in the current period, the purchase of these assets is handled in the
investing section described later in this chapter.

Amortization is also similar to depreciation, except it applies to in-
tangible assets. Like depreciation, amortization is a noncash expense cre-
ated by accountants to roughly match the erosion in value of intangible
assets over the year. Although the company often pays cash to acquire those
assets, the assets may be acquired in a prior period and have no impact on
cash flow in the current year. If the assets are acquired in the current period,
the purchase of these assets is handled in the investing section described
later in this chapter.

Companies may have additional noncash expenses that must be added
back to net income in this section of the statement of cash flows. For exam-
ple, when the company accrues bad debt expense or recognizes warranty
expenses, accountants add back these expenses.

In addition, the indirect method accounts for changes on the balance
sheet to document cash flows. For example, if our accounts receivables ac-
count increases from one year to the next, we are net lending more money
to customers. The cash flow predicted from adjusted net income is further
reduced by the increase in these trade credits.

Conversely, if a company owes additional money to suppliers from one
year to the next, the company is, in effect, borrowing from suppliers. This
trade credit is generally included in the operating section of the statement.

If the company increases (decreases) its investment in operating assets
such as INVENTORY, the use (source) of cash is recorded in the operating
section of the statement of cash flows.

I n ves t i n g

The investing section includes transactions to buy assets such as equipment,
land, and manufacturing facilities. Net new investment in INVENTORY or
raw materials is included in the operating section.

The investing section also includes investments in longer-term fixed income
and equity instruments of other companies. So, if a company invests in the bonds
of another company, it is recorded as a use of cash in the investing section.

Likewise, a sale of plant and equipment shows up as a source of cash in
the investing section. In addition, the sale of investments in the stock or
bonds of other companies is a source of cash that is included in the invest-
ment section of the statement of cash flows.

F i nanc i ng

In general, transactions involving the debt or equity of the company are in-
cluded in the financing section of the statement of cash flows. If a company
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issues common stock, preferred stock, or bonds, the cash proceeds are re-
corded as a source of cash in the financing section.

Similarly, if the company buys back shares of stock, buys and retires
bonds, or repays bonds at maturity, the cash outflow is recorded as a use of
cash in the financing section of the statement of cash flows.

Dividends are cash payments made by companies to shareholders out of
retained earnings. For this reason, dividend payments are recorded as a use
of cash in the financing section of the statement of cash flows. Material non-
cash transactions should be disclosed in footnotes to the statement of cash
flows.

Noncash Transac t i o ns

Some transactions do not involve cash. For example, if a company exchanges
common stock to acquire land, neither the debit to land nor the credit to
common equity affect cash. These types of transactions are not common for
a modern cash-based business. Still, when these transactions occur, they are
generally omitted from the statement of cash flows. Material non-cash trans-
actions should be disclosed in footnotes to the statement of cash flows.

US ING THE D I R ECT METHOD TO DOCUMENT
CHANGES IN THE CASH POS I T I ON

The direct method is often considered more descriptive and potentially a
more useful source of information about the cash flow of a company than
the indirect method. Only the operating section of the statement of cash
flows differs between the direct method and the indirect method.

Opera t i n g

The two major sections of the operating section of the statement of cash
flow are CASH RECEIPTS and CASH PAYMENTS. As with the indirect
method described above, the direct method measures the cash flow from the
business.

The major receipts are payments received from customers. The starting
amount for the cash received is generally SALES (revenues). In fact, reve-
nues must be reduced by the increase in accounts receivables, bad debt
expense, and the increase in bad debit, allowance.

Of course, customers may immediately pay cash, but many companies
record a sale before the cash is received. Most of the accounts receivable is
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paid during the year, so it is necessary to add (subtract) only a small adjust-
ment to account for the increase (decrease) in accounts receivable. The in-
crease or decrease in the ACCOUNTS RECEIVABLE account equals
the change in the amount carried on the balance sheet from one year to
the next.

The company must also reduce the sales receipts for write-offs of uncol-
lectable accounts receivable. Companies estimate and accrue bad debt
expense. The income statement reports the accrued expenses during the pe-
riod, but the cash receipts are overstated by the actual write-offs. The actual
loss on the accounts receivable equals accrued expense less (plus) the in-
crease (decrease) in the allowance for uncollectable. The increase or de-
crease in the ALLOWANCE FOR UNCOLLECTIBLE account equals
the change in the amount carried on the balance sheet from one year to
the next.

A second cash receipt includes interest and dividends received. Be-
cause most companies accrue income, it may be necessary to adjust the
INTEREST INCOME account on the income statement downward
(upward) by the increase (decrease) in ACCRUED INTEREST appearing
on the balance sheet at the end of the year compared to the beginning of
the year.

Dividends do not accrue over time, but it is possible that the company
recognized dividends declared but not yet paid. In practice, companies
do not tend to pay dividends near the end of the year, so dividends pro-
bably require no adjustment for companies with fiscal years that end on
December 31.

Cash receipts are summarized in Equation 6.1:

CASHRECEIPTS ¼ REVENUES
þ ACCOUNTS RECEIVABLE
� UNCOLLECTIBLE EXPENSE
þ ALLOWANCE FORUNCOLLECTIBLES
þ INTEREST andDIVIDENDS received

ð6:1Þ

In addition to receipts, the operating section of the statement of cash
flows calculated using the direct method must account for payments. For
most businesses, the major payments are made to supplies. The statement
of cash flows for companies using the direct method lists these just after
receipts.

The direct method begins with COST OF GOODS SOLD expense from
the income statement. Most of the cash actually paid to suppliers is first
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recorded as INVENTORY (including raw materials and finished goods), so
the actual amount is not recognized on the income statement directly. Dur-
ing the year, the company sells and replenishes the INVENTORY, so the
statement of cash flows adds (subtracts) the increase (decrease) in INVEN-
TORY. This net change in INVENTORY requires cash payments not in-
cluded in the COST OF GOODS SOLD.

The direct method must also adjust the payments for ACCOUNTS
PAYABLE. The company may pay cash immediately to some of its suppli-
ers. Other purchases are matched to credits to ACCOUNTS PAYABLE in-
stead of CASH. The company pays many of those bills over the year, so the
impact on cash is the change in ACCOUNTS PAYABLE. The direct method
subtracts (adds) the increase (decrease) in ACCOUNTS PAYABLE.

The direct method includes several adjustments for payments to general
and administrative employees and the payment of income tax. Obviously,
labor costs included in the COST OF GOODS SOLD are not included again
here. Also, the income statement reports the accrued payments for adminis-
trative employees and accrued income taxes, not the actual cash amounts
paid.

The direct method also accounts for interest paid (but not dividends
paid). The INTEREST EXPENSE on the income statement is adjusted
downward (upward) for changes in ACCRUED INTEREST PAYABLE.

Cash payments are summarized in Equations 6.2 through 6.4:

Cash Payments to Suppliers ¼ COSTOFGOODS SOLD
þ INVENTORY
� ACCOUNTS PAYABLE

ð6:2Þ

Cash Payments for Operating Expenses ¼ OPERATING EXPENSES
þ PREPAID EXPENSES
� ACCRUED EXPENSES

PAYABLE

ð6:3Þ

Cash Payments for Income Taxes ¼
þ INCOMETAX EXPENSE
� INCOMETAX PAYABLE

ð6:4Þ

where D {account} represents the change in a balance sheet account during
the year.
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I n ves t i n g

The transactions described in the indirect method involving the investing
section of the statement of cash flows are handled the same way under the
direct method.

F i nanc i ng

The transactions described in the indirect method involving the financing
section of the statement of cash flows are handled the same way under the
direct method.

Table 6.1 reprints the balance sheet introduced in Chapter 3 as
Table 3.1 and Table 6.2 reprints the income statement introduced in Chap-
ter 4 as Table 4.1 for Lavaliere Industries. The balance sheet amounts,
changes in the balance sheet amounts, and values off the income statement

TABLE 6.1 Balance Sheet: Lavaliere Industries, December 31, 20X2 ($000)

ASSETS 20X1 20X2 Difference

20X1 20X2 Difference
CASH $133,000 $ 66,000 $67,000
ACCOUNTS RECEIVABLE 70,000 60,000 10,000
MERCHANDISE INVENTORY 30,000 20,000 10,000
PREPAID EXPENSES 5,000 2,000 3,000
LAND 200,000 100,000 100,000
BUILDINGS 320,000 130,000 190,000
ACCUMULATED DEPRECIATION—
BLDG

(22,000) (10,000) (12,000)

EQUIPMENT 54,000 20,000 34,000
ACCUMULATED DEPRECIATION—
EQUIPMENT

(6,000) (2,000) (4,000)

TOTAL ASSETS $784,000 $386,000

LIABILITIES AND SHAREHOLDERS’
EQUITY

ACCOUNTS PAYABLE 56,000 24,000 32,000
INCOME TAX PAYABLE 12,000 16,000 (4,000)
BONDS PAYABLE 160,000 125,000 35,000
COMMON STOCK 180,000 125,000 55,000
RETAINED EARNINGS 376,000 96,000 280,000
TOTAL LIABILITIES AND
SHAREHOLDERS’ EQUITY

$784,000 $386,000
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will be used to generate a statement of cash flows using both the indirect
method and the direct method.

PRODUC ING A STATEMENT OF CASH F LOWS
US ING THE IND I R ECT METHOD

The indirect method begins with NET INCOME and makes adjustments for
noncash items on the income statement. Then, changes in balance sheet
accounts will explain other changes in the operating section. Changes in bal-
ance sheet accounts will be used to measure cash in the investing and financing
sections. A line-by-line explanation of the calculations follows Table 6.3.

The indirect method begins with NET INCOME of $314,000. This
value comes directly off the bottom line of the Lavaliere income statement.
Next, noncash expenses are added back. Depreciation of $18 million is
identified on the Lavaliere income statement. Other noncash accrued
expenses, such as accrued write-offs held in ALLOWANCE FOR UNCOL-
LECTIBLES (not indicated on these statements) would also be added back.

The statement next adds back losses that were recognized on the in-
come statement because they reduce reported income but not cash. The
company reported a loss of $6 million on the sale of equipment. Similarly,
gains that might appear on the income statement would be subtracted be-
cause they do increase reported income but produce no cash.

Next, a series of changes in operating assets and liabilities are included.
Lavaliere reduced the amount it owed suppliers by $10 million (comparing
ACCOUNTS PAYABLES in 20X2 versus 20X1), which required $10 mil-
lion in cash not included in the income statement. According to its balance
sheet, Lavaliere also increased MERCHANDISE INVENTORY. The

TABLE 6.2 Income Statement: Lavaliere Industries for the Year Ending
20X2 ($000)

REVENUES $1,014,000
INTEREST INCOME 24,000
COST OF GOODS SOLD 300,000
OPERATING EXPENSES (includes $18,000
DEPRECIATION)

240,000

INTEREST EXPENSE 84,000
LOSS ON SALE OF EQUIPMENT 6,000 630,000
INCOME BEFORE INCOME TAXES 408,000
INCOME TAX EXPENSE 94,000
NET INCOME $ 314,000
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statement subtracts the $10 million paid to purchase additional inventory.
For example, PREPAID EXPENSES on the balance sheet rose by $3 million,
from $2 million to $5 million. The increase required $3 million in cash and
is subtracted from the adjusted cash balance. Lavaliere increased the
amount of money owed to suppliers (ACCOUNTS PAYABLE) by $32 mil-
lion, from $24 million to $56 million as reported on the Lavaliere balance
sheet. Finally, the company reduced the stated liability for taxes on its bal-
ance sheet by $4 million (from $16 million to $12 million) presumably by
paying $4 million more in cash than income tax expenses reported on the
income statement.

The impact of operating activities on cash equals NET INCOME of
$314 million plus $18 million noncash DEPRECIATION EXPENSE plus
an additional $29 million in CASH generated by changes in operating assets
and liabilities, for a net contribution of $343 million CASH.

TABLE 6.3 Statement of Cash Flows (Indirect Method): Lavaliere Industries for the
Year Ending 20X1 ($000)

Cash Flow from Operating Activities
NET INCOME $314,000
Adjustments:
DEPRECIATION EXPENSES 18,000
Loss on Sale of Equipment 6,000
Decrease in ACCOUNTS RECEIVABLES (10,000)
Increase in MERCHANDISE INVENTORY (10,000)
Increase in PREPAID EXPENSES (3,000)
Increase in ACCOUNTS PAYABLE 32,000
Decrease in INCOME TAX PAYABLE (4,000) 29,000
Net Cash Provided by Operating Activities $343,000
Cash Flows from Investing Activities
Purchase of Building (190,000)
Purchase of Equipment (50,000)
Sale of Equipment 8,000
Purchase of Land (100,000)
Net Cash Used by Investing Activities (332,000)
Cash Flows from Financing Activities
Issuance of Common Stock $ 55,000
Issuance of Debt 35,000
Payment of Cash Dividends (34,000)
Net Cash Used by Financing Activities 56,000
Net Increase in Cash 67,000
Cash at the Beginning of the Period 66,000
Cash at the End of the Period $133,000
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The second section of the indirect statement of cash flows lists investing
activity for Lavaliere Industries. The company used $190 million to pur-
chase a new building or buildings. The balance sheet shows the investment
because the amount in the BUILDINGS account rose from $130 million
to $320 million. The company also spent $50 million on EQUIPMENT,
although the value of EQUIPMENT on the balance sheet rose by only
$34 million from $20 million to $54 million because of other EQUIPMENT
sold and retired. Likewise, we rely on other information to know that the
sale of other equipment generated $8 million. Finally, the balance sheet doc-
uments the purchase of LAND costing $100 million because the company
carried $100 million in land in 20X1 and $200 million in land in 20X2.

The financing section documents that Lavaliere issued $55 million in
common stock, as the balance sheet amount of paid-in common rose
from $125 million to $180 million. The cash produced is included as a
source of cash. The company also issued debt for proceeds of $35 million
($125 million in debt on the balance sheet for 20X1 rose to $160 million
for 20X2). The company must have paid $34 million in dividends because
the RETAINED EARNINGS rose from $96 million to $376 million,
$34 million less than the NET INCOME of $314 million.

The balance sheet CASH balance increased by $67 million, from $66 mil-
llion at year-end 20X1 to $133 million at year-end 20X2. The net CASH pro-
vided by operations ($343 million) plus the net cash used by investing activities
($332 million) plus net cash flow from investing also totaled $67 million.

PRODUC ING A STATEMENT OF CASH F LOWS
US ING THE D I R ECT METHOD

The direct statement of cash flows begins with REVENUES and subtracts
off COST OF GOODS SOLD. Although this sounds similar to the indirect
method, the direct method combines information from individual income
and balance sheet items to construct sources and uses of cash. A line-by-line
explanation of the calculations follows Table 6.4.

The largest source of cash for most companies is SALES or SERVICE
REVENUE. Lavaliere produces $1.004 billion receipts from customers.
The company recognized $1.014 billion of revenue on the income state-
ment. However, the company’s ACCOUNTS RECEIVABLE rose by $10
million, indicating that the company actually collected $1,004 billion.

Lavaliere also received INTEREST INCOME of $24 million. Perhaps
the company earned ACCRUED INCOME that differed slightly from ac-
tual interest paid. However, the company shows no interest accruals, so the
accrued interest is apparently not material.
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Lavaliere paid suppliers $278 million. The direct method begins with
the COST OF GOODS SOLD of $300 million from the income statement
and subtracts the $32 million increase in ACCOUNTS PAYABLE shown
on the balance sheet and adds the additional $10 million in MERCHAN-
DISE INVENTORY also documented on the balance sheet.

A second use of cash on the direct statement is a category that begins
with operating expenses of $240 million, as reported on the Lavaliere in-
come statement. Those operating expenses include $18 million of deprecia-
tion expense. The noncash depreciation expense is subtracted from the
$240 million reported number. Lavaliere also prepaid $3 million in
expenses as the balance in prepaid expenses rose from $2 million in 20X1
to $5 million in 20X2. The direct statement of cash flows includes this use
of cash in this section of payments for operating expenses.

The next use of cash on the operating section of the direct statement of cash
flows is interest expense. The income statement reports $84 million of interest

TABLE 6.4 Statement of Cash Flows (Direct Method): Lavaliere Industries for the
Year Ending 20X1 ($000)

Cash Flow from Operating Activities
Sources of Cash:
Cash Receipts from Customers $1,004,000
Interest Received 24,000 1,028,000
Uses of Cash:
To Suppliers 278,000
For Operating Expenses 225,000
For Interest 84,000
For Income Taxes 98,000 685,000
Net Cash Provided by Operating Activities 343,000
Cash Flows from Investing Activities
Purchase of Building (190,000)
Purchase of Equipment (50,000)
Sale of Equipment 8,000
Purchase of Land (100,000)
Net Cash Used by Investing Activities (332,000)
Cash Flows from Financing Activities
Issuance of Common Stock $ 55,000
Issuance of Debt 35,000
Payment of Cash Dividends (34,000)
Net Cash Used by Financing Activities 56,000
Net Increase in Cash 67,000
Cash at the Beginning of the Period 66,000
Cash at the End of the Period $ 133,000
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expense. No information is available about interest accrued but not paid. If the
company accrued a material amount of interest expense, the cash payment
would be reduced by the change in the accrual carried on the balance sheet.

The final use of cash in the operating section of the direct statement of
cash flows is income tax expense. The income statement reported income
tax expense of $94 million. However, the balance sheet reveals that income
tax payable declined by $4 million from $16 million in 20X1 to $12 million
in 20X2. Therefore, the company used $98 million for income taxes in the
year 20X2.

The cash flow from operations equals $343 million. Table 6.4 shows
that the company received $1.028 billion in cash payments from customers
and made $685 million payments. The cash flow from operations section
using the indirect method in Table 6.3 and the direct method in Table 6.4
document the same $343 million cash supplied by operations.

The section documenting cash flows from investing activities and the
section documenting cash flows from financing activities are identical to the
investing and financing sections using the indirect method. Those sections
are printed in Table 6.3 and repeated in Table 6.4. The calculations are de-
scribed for Table 6.3.

Likewise, the reconciliation of beginning cash to ending cash and the
cash reported on the balance sheet is identical on both the direct method in
Table 6.4 and the indirect method in Table 6.3 because the cash docu-
mented in each of the three sections is equal.

CONCLUS I ON

All of the accounting entries made by a company enter either the income
statement or the balance sheet. Because these two financial statements al-
ready tally up all the transactions that affect cash, accountants rely on val-
ues published in these two financial statements to document cash flows in
the statement of cash flows. The statement of cash flows documents how
cash is generated and how it is used for current operations, because of in-
vestments made or redeemed or because of financing activities.
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QUESTIONS

6.1. Produce a statement of cash flows for Lavalier Communications,
Inc. using the indirect method and the account totals from the trial
balance below.

6.2. Produce a statement of cash flows for Lavalier Communications,
Inc. using the direct method and the account totals from the trial
balance below.

Genera l Journa l

Note: The account totals below were separately provided in Question 3.1 in
Chapter 3 and Question 4.7 in Chapter 4.

Account Debits Credits

CASH $6,490,001 $5,433,450
SECURITY DEPOSITS 4,000 0
ADVANCES TO SUPPLIERS 250,000 250,000
ACCOUNTS RECEIVABLE 932,500 641,000
ALLOWANCE FOR UNCOLLECTIBLES 25,564 59,029
FINISHED GOODS INVENTORY 650,000 645,000
PREPAID RENT 4,000 4,000
INVESTMENT IN BONDS 2,000,000 0
EQUIPMENT 45,000 0
ACCUMULATED DEPRECIATION 0 11,250
PATENTS 2,000,000 200,000
ACCOUNTS PAYABLE 215,450 315,450
PAYROLL TAXES PAYABLE 120,000 120,000
COMMON STOCK 0 1,000,000
PAID-IN CAPITAL IN EXCESS OF PAR 0 4,000,000
SALES REVENUE 0 1,697,125
INTEREST REVENUE $ 0 $ 131,126

(Continued )

81



E1C06 09/02/2009 Page 82

COST OF GOODS SOLD 645,000 0
SALARY EXPENSE 480,000 0
COMMISSION EXPENSE 70,450 0
PAYROLL TAX EXPENSE 120,000 0
RENT EXPENSE 44,000 0
UNCOLLECTIBLE ACCOUNT EXPENSE 80,215 0
DEPRECIATION EXPENSE—EQUIPMENT 11,250 0
AMORTIZATION EXPENSE—PATENTS 200,000 0
PATENT LICENSE EXPENSE $ 120,000 $ 0

Account Debits Credits
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CHAPTER 7
Ensuring Integrity

Companies go through many steps to ensure that financial statements are
accurate, complete, and fair. Users of financial statements should also

take steps to have a basis for relying on financial statements.

I N T ERNAL CONTROLS AND PROCEDURES

Companies take steps internally to ensure the integrity of their accounting
records. Most companies are committed to growing their business honestly.
Dishonest or incompetent employees pose a threat to the success of the
company.

Articles in the financial press make clear that some companies would
manipulate financial statements. In the absence of pressure from indepen-
dent auditors, readers of financial statements, or regulatory organiza-
tions, some companies might be tempted to publish inaccurate or
misleading financial statements. If a company failed to create a legitimate
internal audit, they would find it difficult to produce audited financial
statements.

Most of the recent disputes about the accuracy of financial records in-
volve the way that business transactions are recorded. Bernard Madoff
pleaded guilty to charges of fraud for creating false accounting records.
Satyam Computer Systems announced that its founder, Ramalinga Raju,
had also created fraudulent accounting records.

However, internal controls can usually make it difficult to create
fraudulent entries. More commonly, accounting numbers are challenged
by investors or regulators that argue that actual business transactions
were included in the accounting records in an unfair or misleading
manner.
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Remov i ng Oppor t un i t i e s f o r Fraud

As companies grow, managers should divide responsibilities to remove im-
proper incentives. For example, people with the authority to withdraw cash
should not be in charge of accounting for those withdrawals.

Companies also seek to automate record keeping. By automating the
process of accounting for activity in the business, businesses can create
more accurate inputs at lower cost that are less vulnerable to manipulation.

Crea t e an Aud i t T ra i l

One of the most important things that internal control can do is to make
sure there is documentation for the entries in the accounting records. A trail
that independent auditors can follow to verify the accounting entries greatly
improves the chances that improper accounting can be detected. By improv-
ing the chance of detection, internal procedures should also discourage
attempts to create fraudulent entries.

I ND EPENDENT AUD I T I NG

Independent auditors can reduce the chance that a company’s financial re-
cords are unfair or misleading. Audits look for evidence that the company
has entered all relevant financial transactions into accounting records, that
the entries represent real business transactions, and that the financial re-
cords comply with generally accepted accounting principles (GAAP).

Ver i f y i ng En t r i e s

Auditors use a number of techniques to verify that the company has created
a complete and accurate set of journal entries. Auditors can check for com-
pleteness and accuracy by comparing accounting records to physical docu-
ments such as invoices and shipping records. Auditors can also spot check
reported transactions by confirming a sampling of transactions with cus-
tomers and suppliers.

Ver i f y i ng Accoun t i n g Procedures

Independent auditors review the procedures and assumptions used by the
company to complete financial reports. The auditors are responsible for
confirming that the company has complied with GAAP.

Independent auditors should also detect situations where accounting
procedures were not followed consistently. The auditors will determine that
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changes in accounting procedures do not create financial statements that are
misleading.

THE RO L E OF THE USER OF
F I NANC IA L STATEMENTS

Users of financial statements have some responsibility to review the statements
carefully. Users should actually read the statements, footnotes, comments
from management, and additional supplemental disclosures if that informa-
tion is important to them. In other words, users should not assume that the
contents of financial statements are benign just because they are audited.

Users of financial statements should be mindful of who prepared the
financial statements and who audited them. There are a number of firms
that are qualified to audit financial statements. The largest accounting firms
instill confidence. Medium-sized firms may be especially skilled at account-
ing for particular industries. Smaller firms may also have special skills that
argue for relying on them. However, the smaller firms have fewer financial
resources if they are found negligent in conducting their audit. If a small,
unknown firm acts as auditor, users of financial statements should deter-
mine if the auditor was chosen because of special skills or because they
were willing to accept a company’s questionable accounting procedures.

Following is a list of things a user of financial statements should con-
sider. In each case, the user is encouraged to consider how accounting
assumptions may have affected the financial results.

Accrua l Assump t i o ns

A company can comply with GAAP and still have some opportunity to ma-
nipulate financial results. The company will disclose many facts about how
they compiled their financial results. If the financial statements are audited,
it is reasonable to assume that the published statements comply with GAAP
rules and that an audit did not reveal any material errors.

Nevertheless, the company can make many decisions that can affect the
timing of revenues and expenses. These choices create the opportunity to
manipulate financial results.

Acce l era t i n g Revenues

Changes in accounting methods to recognize revenues sooner will lead to
higher reported earnings over the near term followed by lower earnings
later. Companies adopt new accounting methods to hide deteriorating
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results. Companies have some flexibility to pick accounting methods that
show the company in a favorable light. But if the change reflects an effort to
cover up unfavorable results, then readers of financial statements should be
cautious.

Acce l e ra t i ng Expenses

Changing accounting methods to recognize expenses sooner will lead to
lower reported earnings over the near term and higher earnings later. Com-
panies may adopt new accounting methods in good times to build a cushion
for later periods. Companies already showing poor results may also want to
make things look as bad as possible so they can report positive results later.

De f err i n g Revenues

Much like accelerating expenses, changing accounting methods to defer rev-
enues will lead to lower reported earnings over the near term and higher
earnings later. Companies may adopt new accounting methods in good
times to build a cushion for later periods. Companies already showing poor
results may also want to make things look as bad as possible so they can
report positive results later.

De f err i n g Expenses

Changes in accounting methods to defer expenses will lead to higher
reported earnings over the near term followed by lower earnings later.

Companies adopt new accounting methods to hide deteriorating results.
Companies have some flexibility to pick accounting methods that show the
company in a favorable light. But if the change reflects an effort to cover up
unfavorable results, then readers of financial statements should be cautious.

CONCLUS I ON

From time to time, newspapers report examples of companies that have de-
frauded investors or lenders by producing fraudulent or misleading financial
statements. Of course, the newspapers do not report the countless instances
where companies report fair and accurate financial results. When internal
procedures are properly designed, when financial statements are thoroughly
audited by independent auditors, and when readers of the financial state-
ments review the published results critically, the chance to succeed is greatly
reduced.
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QUESTIONS

7.1. Suppose LCI accountants have made several mistakes in entering
some accounting transactions. The company determines that they
entered a particular debit twice in January, entered a debit as a credit
in March, and failed to enter anything for a business transaction
in May. Should the company edit and correct the entries in the
database?

7.2. The financial statements of two companies reveal that one com-
pany has made many accounting assumptions that have the effect of
raising profitability. In contrast, the second company does not seem
to have adopted accounting conventions that lead to higher profit-
ability. How can you compare the financial statements of the two
companies?

7.3. How can a company ensure the integrity of their records if automated
data entry has removed the ‘‘paper trail’’?
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CHAPTER 8
Financial Statement Analysis

This overview of financial analysis demonstrates how financial informa-
tion is used and why it is valuable. This introduction will seek to moti-

vate the reader to study financial statements more carefully and to begin
to focus on information that may be drawn from the statements that go
beyond the mechanical production of accounting results.

RESTAT ING ACCOUNT ING RESULTS

Companies can make many choices when creating these financial records
that may materially affect the balance sheet, income statement, and finan-
cial ratios. In addition, companies will have nonrecurring items that also
affect one company’s results in a particular year. To make comparisons be-
tween companies meaningful, financial statement analysis may begin by
restating the results of all the companies to be consistent. To make the com-
parisons over time, financial analysts need to remove nonrecurring items
from the adjusted financial results.

The footnotes provide a considerable amount of detail that can be used
to restate financial results. Additional material may be found in other fil-
ings, news releases, or by asking the company for additional details.

Many of these adjustments require a detailed review of the accounting
methods used by the individual companies. The adjustments may involve
aspects of accounting not covered in this text, such as accounting for leases,
pensions, minority interests, consolidated operations, and currency and
other international issues.

RAT I O ANALYS I S

One of the techniques used by analysts to study financial statements begins
by constructing a number of ratios. Analysts combine numbers from income
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statements, balance sheets, and other disclosures to create measures of per-
formance. An organized collection of ratios with formulas and a short de-
scription of each ratio follow.

L i q u i d i t y Ra t i o s

The current ratio divides the current assets (assets that are likely to be con-
sumed or converted to cash within a year) by the current liabilities (debt
that is likely to be repaid or refinanced within a year). Both the current
assets and current liabilities appear on the balance sheet.

The current ratio:

Current Ratio ¼ Current Assets

Current Liabilities
ð8:1Þ

If current assets equal current liabilities, then the current ratio equals 1.
The timing of the cash requirements of the current liabilities may not
exactly match the timing of the assets available. Nevertheless, a current ra-
tio of 1 has been viewed as typical and prudent.

The amount of liquidity necessary differs from company to company.
Companies with seasonal or unpredictable cash flow may want to carry
more current assets than a company that consistently generates positive
cash flows.

Companies faced unanticipated demands for liquidity in 2008 and
2009 when many companies experienced sharply deteriorating cash flows
and challenges in rolling over existing debt.

The quick ratio or acid test ratio:

Quick Ratio ¼ Cashþ Short-Term Investmentsþ Accounts Receivables

Current Liabilities

ð8:2Þ
The quick ratio excludes inventories and prepaid expenses from the nu-

merator. For this reason, the quick ratio will generally be lower than 1. In
most market conditions, accounts receivable can be sold or financed readily.
The quick ratio is a more conservative measure of short-term liquidity than
the current ratio.

In 2008–2009, the asset-backed market was disrupted by turmoil in the
mortgage market and by losses in the banking and broker-dealer commu-
nity. At times, companies may have had little ability to generate cash from
accounts receivable. In addition, some short-term assets became illiquid.
Some short-term investments declined significantly in value. In these market
conditions, the quick ratio may not represent an acid test.
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The accounts receivable turnover ratio:

Accounts Receivable Turnover ¼ Net Credit Sales

Average Net Accounts Receivable
ð8:3Þ

The accounts receivable turnover ratio measures how effectively a com-
pany generates sales relative to the credit extended to customers. The net
credit sales in the numerator excludes cash sales and may be adjusted for
returns and discounts. The accounts receivable in the denominator may be
reduced by accrued losses due to collection problems. The accounts receiv-
able is often an average of the beginning and ending accounts receivable
balance. Where companies have large seasonal patterns in their accounts
receivable, another way to average the accounts receivable may be desirable
if the data needed to calculate the average is available.

A higher ratio is desirable because the accounts receivable generally
doesn’t earn interest, so there is a cost to carrying receivables. However,
credit sales may be profitable sales even if the customers are slow to pay, so
accepting a lower accounts receivable turnover ratio may be necessary to
make profitable sales.

A low ratio may also indicate that the company has not been successful
in getting paid by customers. A declining ratio may indicate general weak-
ness in the economy or poor management of collection.

Days’ sales in receivables:

Days’ Sales in Receivables ¼ Average Net Accounts Receivable

One Day’s Sales
ð8:4Þ

The days’ sales in receivables ratio is similar to the accounts receivable
turnover ratio. The accounts receivable turnover ratio puts SALES in the
numerator and ACCOUNTS RECEIVABLE in the denominator. The days’
sales in receivables puts ACCOUNTS RECEIVABLE in the numerator and
SALES in the denominator. Annual sales are divided by 365, so the ratio
roughly measures the average time to collect after a sale.

A low number of days is desirable. A high number may indicate that the
company is not being effective in collecting from customers. However, prof-
itable sales may require a company to accept delayed payment, so a higher
ratio may not be a sign of poor collection efforts.

The inventory turnover ratio:

Inventory Turnover ¼ Cost of Goods Sold

Average Inventory
ð8:5Þ
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The inventory turnover ratio divides cost of goods sold by inventory.
The inventory used in the denominator is often the average of beginning
and ending inventory. If the company is growing rapidly, using average in-
ventory in the denominator may provide more meaningful results. Where
companies have large seasonal patterns in their inventory, another way to
average the inventory may be desirable if the data needed to calculate the
average is available.

When a company makes a sale, it debits COST OF GOODS SOLD and
credits INVENTORY. The company replaces the inventory and (hopefully)
sells the inventory again and again. A higher ratio indicates that the com-
pany has been successful in selling inventory quickly.

Pro f i t a b i l i t y Ra t i os

The return-on-assets ratio measures the profitability of the assets deployed
by the firm. The total assets in the denominator are frequently the average
of the beginning total assets and the ending total assets. Because the total
assets are financed with either debt or equity, the denominator can be
viewed as the investment base. The numerator includes net income, which
is the profit available to the equity owners after expenses, including interest
expense, have been paid. The sum of net income and interest expense is the
combined return that the debt and equity holders earned.

The return-on-assets ratio:

Return on Assets ¼ Net Incomeþ Interest Expense

Average Total Assets
ð8:6Þ

The return on assets measures the profitability of the assets before the
impact of leverage (borrowing). A higher return on assets is always desir-
able, but some businesses are in industries with higher return on assets and
other businesses are in industries with lower return on assets.

The return-on-equity ratio:

Return on Equity ¼ Net Income� Preferred Dividends

Average Equity
ð8:7Þ

The return-on-equity ratio divides the net income available to common
shareholders by the average equity. If a company has preferred stock, the
dividend must be paid on the preferred shares before the company can pay
a dividend to common shareholders. The denominator may average the be-
ginning equity and the ending equity. Generally, the equity is the book value
of equity on the financial statements, not the market value of the shares.
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A higher return on equity is always desirable. Investors look for consist-
ency in the return as well. Companies with more volatile earnings may have
a higher return-on-equity ratio over time, so investors may have to trade off
the more desirable high return against the higher risk.

The gross profit ratio or gross profit percentage:

Gross Profit Percentage ¼ Gross Profit

Net Sales Revenue
ð8:8Þ

The gross profit percentage divides the gross profit by net sales revenue.
Sales revenue may be reduced by returns and allowances in industries that
experience significant returns.

The gross profit percentage measures the percent of net sales that is
available to cover administrative costs and overhead. A high gross profit
percentage means that, as volume increases to more than cover these fixed
costs, net income should rise rapidly as volume advances.

Companies with high gross profit may have patent protection, a techno-
logical advantage over competitors, or be operating in a sector experiencing
rapid growth. Often, companies that earn a high gross profit percentage
have a short product life cycle, so they must make a return on product de-
sign costs rapidly.

The profit margin or return-on-sales ratio:

Profit Margin ¼ Return on Sales ¼ Net Income

Net Sales
ð8:9Þ

The profit margin resembles the gross profit percentage except that net
income is substituted in the numerator for gross profit. Net income sub-
tracts operating expenses, interest, and income taxes from gross profit. Net
income will be sensitive to volume compared to gross profit percentage.

The asset turnover ratio:

Asset Turnover ¼ Net Sales

Average Total Assets
ð8:10Þ

Asset turnover divides net sales by average total assets. As above, sales
may be reduced by returns and allowances if that adjustment is material.
The total assets in the denominator average the total assets at the beginning
of the period with total assets at the end.

The asset turnover ratio in combination with the gross profit percentage
for profit margin can provide an indication of the profitability of the busi-
ness. The asset turnover ratio measures the extent the company is deploying
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its assets effectively to produce sales while the gross profit percentage and
the profit margin measure how profitable those sales are to the company.

Earnings per share (EPS):

EPS ¼ Net Income� Preferred Dividends

Weighted Average Shares Outstanding
ð8:11Þ

Earnings per share equals the net income available for distribution to
common shareholders divided by the number of shares outstanding. The
net income available to common shareholders begins with net income and
subtracts the dividends due to preferred stock shareholders. The weighted
average number of shares outstanding takes into account changes in the
number of shares outstanding during the year.

Fully diluted earnings per share:

Fully Diluted EPS ¼ Net Income� Preferred Dividends

Total Shares Potentially Outstanding
ð8:12Þ

The fully diluted earnings per share is similar to the earnings-per-share
calculation listed in Equation 8.11. Fully diluted earnings per share divides
the net income in excess of preferred dividends by the number of shares that
would be outstanding if all stock options and warrants outstanding were
exercised and converted into common stock.

So l vency Ra t i o s

The debt ratio, also called the debt-to-total-assets ratio, divides the debt by
total assets. Since total assets also equals debt plus equity, it is convenient to
think of the debt ratio as the percentage of the company financed by debt.

The debt ratio:

Debt Ratio ¼ Debt to Total Assets ¼ Total Liabilities

Total Assets
ð8:13Þ

Companies with a high debt ratio effectively leverage the equity
holders’ interest in the assets of the firm. Having a large amount of debt
increases the risk that the net income will not be adequate to pay the
interest expense on the debt. However, if the company earns enough to
pay the interest, the equity holders benefit rapidly from additional in-
creases in profit, as shareholders keep a higher percentage of the increase
in profit.
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The debt-to-equity ratio:

Debt to Equity ¼ Total Debt

Total Equity
ð8:14Þ

The debt-to-equity ratio divides the total debt of the firm by total
equity. The debt-to-equity ratio is similar to the debt ratio in Equation 8.13.
When the debt ratio is 50 percent (i.e., half of the capital structure of the
firm is debt), then the debt-to-equity ratio is 1. While the debt ratio ranges
from 0 percent to 100 percent, the debt to equity ranges from zero if a com-
pany has no debt (and the numerator is zero) to a very large number up to
infinity if equity is at or near zero (and the denominator is at or near zero).

Times interest earned ratio:

Times Interest Earned ¼ Operating Income

Interest Expense
ð8:15Þ

Operating income is the net income of the firm before interest and
taxes. Operating income also excludes income from subsidiaries. Times in-
terest earned equals operating income divided by interest expense.

A company with a high times interest earned ratio is likely to earn
enough to pay interest from current period earnings.

O t her Ra t i o s or Formu l as

Book value (per share) begins with total equity or shareholders’ equity.
Shareholders’ equity includes paid-in common stock, retained earnings,
and preferred stock. To calculate the book value of common stock, subtract
the value of preferred stock and divide by the number of common shares
outstanding.

Book value:

Book Value ¼ Shareholders’ Equity � Preferred Equity

Common Shares Outstanding
ð8:16Þ

Publicly traded common stock can trade significantly above book value.
Book value, however, reflects the cost of the stock in the accounting records.

The price-earnings (P/E) ratio:

P=E ¼ Market Price per Share

EPS
ð8:17Þ
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The P/E ratio divides the prevailing market price of the stock by annual
earnings per share. The earnings may be the most recent four quarters of
earnings, rather than the most recent calendar year. Other times, people use
a forecast of the next four quarters of earnings.

The P/E ratio provides a measure of value. Companies with a high P/E
ratio cost more relative to a given amount of earnings as compared to com-
panies with a low P/E ratio. However, companies with high growth poten-
tial tend to have higher P/E ratios. The combination of growth and value
pricing (i.e., P/E ratio) determine whether a company’s shares are an attrac-
tive investment.

The dividend yield:

Dividend Yield ¼ Dividend per Share

Market Price per Share
ð8:18Þ

The dividend yield on a stock equals the annual dividend divided by the
market price of the stock. The dividend yield plus gains or losses determine
the return to the investor on a common stock.

The payout ratio:

Payout Ratio ¼ Cash Dividends

Net Income
ð8:19Þ

The payout ratio for a company is the cash dividend divided by net in-
come. The payout ratio equals the percentage of net income actually paid to
shareholders.

The payout ratio affects the growth rate of the company. Companies
that pay out a higher percentage of net income tend to grow more slowly
than companies with low payout ratio. This difference in growth rate occurs
because the net income not distributed begins to earn a return, adding to the
growth rate for earnings.

TREND ANALYS IS

Analysts review financial results over time. The analysis may involve
amounts changes in individual items from the income statement or balance
sheet. Analysts are interested in observing the average growth rate over time
as well as trends in annual rates of growth.

An important component of any trend analysis is a review of revenues.
Analysts may study the growth in unit sales and prices to better understand
the reasons for the observed growth in sales revenues. Analysts may look at
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different business lines or geographic locations to see what factors best
explain the recent sales results.

The analyst may calculate the growth rate of expenses such as operating
expenses such as COST OF GOODS SOLD, operating expenses, DEPRECI-
ATION, or INTEREST EXPENSE. As a company grows, expenses grow
along with sales. Trend analysis of expenses may reveal information about
the cost structure (fixed versus variable costs) and sensitivity to commodity
prices.

The financial analysis may include a review of the growth rate in vari-
ous measures of profit such as gross profit; earnings before interest, taxes,
depreciation, and amortization (EBITDA); or net income. Faster growth
justifies a higher stock price. The growth rate observed may be used as an
input into a valuation model.

The analysis may calculate growth rates from the balance sheet, such as
total assets, INVENTORY, or RETAINED EARNINGS. Finally, the
growth analysis may review financial results appearing on the statement of
cash flows such as cash flow from operations, net cash flow, or free cash
flow (cash flow from operations adjusted downward by capital investment).

Trends in ratios can reveal important information about a company.
The ratios described above provide measures of liquidity, solvency, and
profitability. Changes in these ratios can identify problems with a company
being able to turn over inventory as rapidly, reflecting the skill of manage-
ment, the actions of competitors, or indications of product obsolescence.
Liquidity ratios and solvency ratios are especially important to lenders,
who are primarily interested in the company’s ability to repay debt. Inves-
tors closely watch changes in profitability because stock prices respond
more to changes in profitability than to the absolute level of profits.

I NDUSTRY ANALYS I S

Analysts compare the growth rates of companies in the same industry.
Companies that excel in marketing, have introduced new products, have
made improvements to existing products, or are pricing aggressively may
have faster sales growth. Companies that control cost by redesigning prod-
ucts, investing in capital to lower variable costs, outsourcing, or improving
manufacturing efficiency should have lower costs and lower growth in costs
than peer companies. Companies with greater pricing control due to patent
protection, branding, and trademarks may be able to grow profits more rap-
idly than competitors.

Many of the ratios in this chapter vary significantly from company to
company. Analysts compare the ratios of one company to other companies
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in the same industry. In many cases, companies in the same industry have
similar financial ratios, reflecting business conditions in that sector. Compa-
nies with higher profitability ratios, higher liquidity ratios, and lower debt
tend to enjoy higher stock prices than peer companies that are less profit-
able, less liquid, or less solvent.

CONCLUS I ON

Financial statement analysis can review important information about a
company by providing a measure of liquidity, profitability, and solvency.
Financial statement analysis can identify trends and quantifying growth of
key factors of business success. Financial analysis can also compare a com-
pany to other companies in the same industry by comparing the financial
results, ratios, and growth patterns of the individual companies.
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QUESTIONS

For each of the following financial ratios, determine if you have enough in-
formation to calculate the ratio. Then calculate the ratio where possible and
comment on conclusions that may be reached about Lavalier Communica-
tions, Inc. using this ratio.

8.1. Current ratio

8.2. Acid test or quick ratio

8.3. Accounts receivable turnover

8.4. Days’ sales in receivables

8.5. Inventory turnover

8.6. Return on assets

8.7. Return on equity

8.8. Gross profit percentage

8.9. Profit margin

8.10. Asset turnover

8.11. Earnings per share

8.12. Fully diluted EPS

8.13. Debt ratio

8.14. Debt-to-equity ratio

8.15. Times interest earned

8.16. Book value per share

8.17. Price-earnings ratio

8.18. Dividend yield

8.19. Payout ratio
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COLLECTED QUESTIONS

1. You work for Lavalier Corporation. During the past several years, you
have been working with the company to develop new communication
technologies. Based primarily on your efforts, the company has ac-
quired several valuable patents. The company has decided that the
most attractive way of commercializing these patents is to set up a new
company and provide you with a substantial equity stake in the busi-
ness. Lavalier company lawyers have created a U.S. ‘‘C’’ corporation
(the standard U.S. corporate structure) named Lavalier Communica-
tions, Inc.(LCI). Late in 20X0, the new company created a board of di-
rectors from senior officers in Lavalier Corporation and several
independent (outside) directors. On January 2, 20X1, the board of di-
rectors met and named you president and chief operating officer (COO)
of the new company. The board also named the corporate treasurer of
Lavalier Corporation as the chairman and chief executive officer
(CEO). The board of directors authorized 5 million shares of common
stock ($1 par value). On January 2, 20X1, Lavalier transferred $5 mil-
lion to a newly established bank account at First National Bank in re-
turn for 1 million shares of common stock (par value $1 per share).

2. On January 2, 20X1, the board of LCI also granted you options to buy
200,000 shares of stock at $5 per share expiring in 5 years. The options
may be exercised (i.e., you can exchange the options plus $5 per share
of common stock) at any point after 3 years up to expiration in five
years.

3. Based on prior discussions, the bank immediately moved $2 million
into a 5 percent bond maturing 12/31/X3. The remaining funds remain
in a demand deposit account earning a floating rate of interest.

4. On January 2, 20X1, as agreed in the December Lavalier Corporation
board meeting, LCI acquires key patents from Lavalier Bermuda PLC
for $2 million.
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5. On January 4, you hire four employees (including yourself) for salaries
totaling $600,000 per year, payable monthly. However, 20 percent of
the salaries are withheld for payroll taxes.

6. On each quarter end (March 31, June 30, September 30, andDecember 31),
the company files payroll tax forms and pays the withheld taxes to the fed-
eral government (for simplicity, assume there is no state tax or company
portion of payroll taxes). (Posting onlyMarch 31 entries)

7. On January 16, you lease office space for three years at a nearby office
park for $4,000 per month beginning in February. On January 16, you
make a security deposit of one month’s rent and pay the first month’s
rent. Additional rent payments are due on the first day of each month
beginning March 1. (Show entries through March.)

8. On January 19, you buy miscellaneous office equipment totaling
$45,000. Your auditing firm advises you to use a 4-year life, zero resid-
ual value and suggests you use the straight-line method of depreciation.
Your auditor believes it is acceptable to treat the current year as a full
year for depreciation purposes. Your vendor expects payment in
45 days to avoid finance charges of 1¼% per month, so you pay on 2/
27/X1.

9. On January 28, you contract with a multinational custom manufacturer
to produce 10,000 new communication devices (NCDs) per month.
They will ship you 5,000 in June, then 10,000 per month after that for
a net (delivered) price of $10 per unit. The manufacturer asks you to
make a one-time advance payment for the first three months’ supply to
provide them with part of the funding for setting up the new manufac-
turing process.

10. You decide to lease additional patents from the company. On March
31, you make the first quarterly payment of $30,000 to license addi-
tional patents from Lavalier Bermuda PLC.

11. You receive 5,000 NCDs on June 19.

12. You ship 3,500 NCDs on June 22 to OEM Communications for a
gross price of $26 per unit to be paid within 30 days. A commission
of 20 percent is payable to Lavalier Sales and Marketing (Channel
Islands). Based on the prior experience of Lavalier Corporation, you
predict that 3 percent of sales is uncollectible.

13. On June 30, you receive semiannual interest on the bond. You do not
reinvest the interest from the June 30 payment in any investment.
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14. You receive payment in full on July 18 for the June sales to OEM Com-
munications. You pay the sales commission to Lavalier Sales and Mar-
keting (Channel Islands) and keep the balance of the cash in your
demand deposit account.

15. You receive 10,000 NCDs on July 23.

16. You sell 9,500 NCDs on July 25 to Excellent Acoustics for $25.75
against a cash payment in full. Lavalier Sales and Marketing (Channel
Islands) was not involved in the transaction, so no commission is pay-
able. Despite the advance payment, you decide to expense for uncollec-
tibles anyway.

17. You receive 10,000 NCDs on August 22.

18. You sell 11,000 NCDs on August 26 to Acme Electronics for $26.25
for payment in 30 days. Lavalier Sales and Marketing (Channel Islands)
was not involved in the transaction, so no commission is payable. You
maintain a 3 percent allowance for uncollectibles.

19. You receive 10,000 NCDs on September 19. You pay the contract man-
ufacturer seven days later.

20. You ship 9,500 NCDs on September 22 to OEM Communications for a
gross price of $27.50 per unit to be paid within 30 days. A commission
of 20 percent is payable to Lavalier Sales and Marketing (Channel Is-
lands). Based on the prior experience of Lavalier Corporation, you pre-
dict that 3 percent of the sale is uncollectible.

21. You learn that Acme Electronics is in financial trouble. Acme asks you
for relief on the payment of $288,750. You agree to accept $242,000,
which arrives on 10/15/X1.

22. You receive payment from OEM Communications for the September
22 sale.

23. You receive 10,000 NCDs on October 22. You pay the invoice amount
(at $10/unit) immediately.

24. You sell 10,000 NCDs on October 25 to Excellent Acoustics for $26
against a cash payment in full. Lavalier Sales and Marketing (Channel
Islands) was not involved in the transaction, so no commission is pay-
able. Despite the advance payment, you decide to expense for uncollec-
tibles anyway. You decide to reserve 4 percent of sales as uncollectible
from now on.
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25. You receive 10,000 NCDs on November 21. You pay the invoice
amount (at $10/unit) immediately.

26. You sell 10,000 NCDs on November 25 to Excellent Acoustics for $26
against a cash payment in full. Lavalier Sales and Marketing (Channel
Islands) was not involved in the transaction, so no commission is pay-
able. Despite the advance payment, you decide to expense for uncollec-
tibles anyway. You decide to reserve 4 percent of sales as uncollectible
from now on.

27. You receive 10,000 NCDs on December 21. You pay the invoice
amount (at $10/unit) January 11, 20X0.

28. You sell 11,000 NCDs on December 28 to Zebutronics Communica-
tions for $26.50 with payment due in 30 days. No commission is
payable.

29. On December 31, you receive the semiannual interest payment on
the bond investment. You do not reinvest the interest from the
December 31 payment in a new investment.

30. To complete the year, you calculate the amortization on the patents ac-
quired on January 19 for $2 million. You decide that the patents had
10 years of useful life remaining when acquired.

31. Oops. Although you received monthly statements from the bank, you
realize you haven’t booked the interest income totaling $31,125.66.
You discuss the matter with your auditor, who suggests you enter
the total in one entry on 12/31/20X1 since you haven’t closed the
books yet.
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ANSWERS

CHAPTER 1

1.1. You work for Lavalier Corporation. During the past several years,
you have been working with the company to develop new communi-
cation technologies. Based primarily on your efforts, the company
has acquired several valuable patents. The company has decided that
the most attractive way of commercializing these patents is to set up a
new company and provide you with a substantial equity stake in the
business. Lavalier company lawyers have created a U.S. ‘‘C’’ corpora-
tion (the standard U.S. corporate structure) named Lavalier Commu-
nications, Inc. (LCI). Late in 20X0, the new company created a board
of directors from senior officers in Lavalier Corporation and several
independent (outside) directors. On January 2, 20X1, the board of
directors met and named you president and chief operating officer
(COO) of the new company. The board also named the corporate
treasurer of Lavalier Corporation as the chairman and chief executive
officer (CEO). The board of directors authorized 5 million shares of
common stock ($1 par value). On January 2, 20X1, Lavalier trans-
ferred $5 million to a newly established bank account at First Na-
tional Bank in return for 1 million shares of common stock (par value
$1 per share).

01/02/X1 CASH $5,000,000
01/02/X1 COMMON STOCK $1,000,000
01/02/X1 PAID-IN CAPITAL

IN EXCESS OF PAR
$4,000,000

The debit entry for cash follows the most basic rule of double-
entry accounting. Cash is an asset, and the cash received from Lava-
lier Corporation is the first asset owned by the new company LCI.
Companies usually have more than one bank account, and the name
of the asset does not suggest a particular bank account. LCI would
establish a separate asset account or subaccount for each account so
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that the accounting records can reflect the cash balances in each bank
account. For some types of assets, it is common to not create a large
number of accounts but instead keep track of such details separately.

The credit entry to common stock for $1 million may not be obvi-
ous. The entry is a credit because increases to capital are entered as
credits. But it is tempting to enter the entire $5 million as COMMON
STOCK, reflecting the historical cost of the transaction. In most cases,
accountants use transaction prices to determine the cost of items in the
accounting records. The credits above do follow that convention,
except that the historical cost is divided between two equity accounts.

The question stated that the common stock was created with a
par value of $1 per share. Here, the entries reflect that par amount (1
million shares at $1 per share). The additional amount of $4 per
share above the $1 par is carried in another account usually titled
something like ‘‘ADDITIONAL PAID-IN CAPITAL IN EXCESS OF
PAR.’’ The capital was created by an investment in LCI, not from
profits. Accountants preserve that detail by accounting for profits
held as capital in another equity account introduced later called RE-
TAINED EARNINGS.

Accounting records do not reflect the 5 million shares authorized
by the company. LCI has been granted permission to issue 5 million
shares but has issued only 1 million. Having the authority to sell addi-
tional shares permits the company to raise capital from new inves-
tors, including venture capitalists and employees, and through a
public offering. The company can also grant shares or options to buy
shares to employees as incentive compensation.

1.2. On January 2, 20X1, the board of LCI also granted you options to
buy 200,000 shares of stock at $5 per share expiring in five years.
The options may be exercised (i.e., you can exchange the options plus
$5 per share of common stock) at any point after three years up to
expiration in five years.

No entries are required at this time.
This is clearly a ‘‘trick’’ question because it requires the reader to

know some particular details about how accountants handle certain
types of transactions. The purpose of the question is to introduce the
ideas outside of the chapter, so that students are free to explore the
ideas in more detail.

Accountants could record the fair value of the options, but they
are not required to record anything in this case. Most companies in
this situation choose to enter nothing and even design their option
awards so that they can enter nothing.
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If the price you had to pay on exercise (the strike price) was be-
low the value of the stock on the day the option was awarded, the
company would have to enter that difference as a debit to an equity
account (probably in an account labeled EMPLOYEE STOCK OP-
TIONS or OPTIONS GRANTED UNDER LONG-TERM INCEN-
TIVE PLAN.

Current accounting rules also require LCI to value and disclose
the value of these options in the footnotes of the financial statements.
The value would reflect the updated price of LCI common shares, the
remaining time until expiration, and other market inputs, including
interest rates and volatility. This text will not discuss these inputs or
the valuation methods. Further, these footnoted valuations will not
affect the financial statements.

Had the board of LCI granted shares of common stock instead of
options, the accountants would need to decide how to handle the
grant. The company may be able to avoid any accounting of the grant
by not delivering shares but instead promising to do so at a future
time contingent on results or other milestones.

If LCI granted shares at the time the company was organi-
zed, the accountants would probably value the grant at the same
$5 per share that the company paid. This value would add to the
amount of capital the company shows in its accounting records at
$5 per share for the total shares granted (a credit entry). The off-
setting debit would be an asset. Probably, the accountants would
use an asset account like ORGANIZATIONAL COSTS. This asset
would reflect the future benefit the company would gain from
those receiving grants of stock. Chapter 5 describes how these
assets can affect how and when items are recognized as expenses
by the company.

The existence of organizational costs can affect all the financial
statements of the company. Of course, the balance sheet would im-
mediately show more capital and assets. Accounting rules require
that these organizational assets be removed from the balance sheet
quickly (currently in one year). As the assets are removed, the net in-
come will be reduced by the amount of the organizational costs. As a
result, the grant can affect the company’s income statement, the bal-
ance sheet, and a variety of financial ratios.

1.3. Based on prior discussions, the bank immediately moved $2 mil-
lion into a 5 percent bond maturing 12/31/X3. The remaining
funds remain in a demand deposit account earning a floating rate
of interest.
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01/02/X1 Investment in Bonds $2,000,000
01/02/X1 Cash $2,000,000

Of course, cash goes down by $2 million, which accountants rep-
resent as a credit of $2 million. Earlier, the accountants posted a debit
to CASH for $5 million. After the withdrawal in Question 1.3, the
account will carry $3 million (the net of debits less credits to CASH).

The cash, an asset, is exchanged for another asset, the bonds. To
show an increase in this new investment, accountants post a debit to a
new account. Because this bond matures more than one year in the
future, accountants need to use an investment account that reflects
the longer life of that asset. This asset will be a long-term asset. Chap-
ter 3 will show how different types of assets are classified on the bal-
ance sheet. Chapter 8 (Financial Statement Analysis) will explore
how that classification can be used to analyze a company’s financial
position.

1.4. On January 2, 20X1, as agreed in the December Lavalier Corporation
board meeting, LCI acquires key patents from Lavalier Bermuda PLC
for $2 million.

01/02/01 PATENTS $2,000,000
01/02/01 CASH $2,000,000

As above, $2 million is withdrawn from the bank and account-
ants reflect this transaction, just as in Question 1.3, as credit to
CASH. The CASH account has now received a debit (increase) of $5
million and two credits (decreases) of $2 million each. Accountants
net the debits and credits ($5 million – $2 million – $2 million) and
can determine that the company now carries $1 million in the bank
account.

As in Question 1.3, a new asset account called PATENTS is cre-
ated. The accountants accept that the $2 million paid for the patents
is the best measure of the value to use on the financial statements, so
they debit the account for $2 million.

Patents don’t last forever and may lose their value before the
company loses their legal rights. LCI must account for the loss in
value over time, but this will appear as a question in a later chapter.

There is reason to question the $2 million valuation. Faced with
internal transfers, prices may not reflect fair value. Lavalier Bermuda
PLC appears to be another subsidiary of Lavalier Corporation.
Bermuda has favorable tax treatment. Likewise, the $2 million paid
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for the patents can become a deductible cost on the U.S. corporate
income tax return for LCI. The companies involved may need to
establish that $2 million is a fair value both to outside auditors and
to tax authorities.

Note that the description in Question 1.1 suggests that these are
internally developed patents and, in general, a company cannot include
the cost of developing patents on their balance sheet. However, the
out-of-pocket costs paid by Lavalier Corporation are deductions that
lower taxable income. If LCI had bought the patents from Lavalier
Corporation, the corporation would have a taxable gain. All this sug-
gests that the Lavalier Corporation is aware of tax considerations, but
it is not apparent that LCI is doing anything wrong as long as account-
ants can establish that the transfer occurred at fair market value.

1.5. On January 16, you lease office space for one year at a nearby office
park for $4,000 per month beginning in February. On January 16,
you make a security deposit of one month’s rent and pay the first
month’s rent. Additional rent payments are due on the first day of
each month beginning March 1. Show entries through March.

1/16/20X1 SECURITY DEPOSIT $4,000
1/16/20X1 PREPAID RENT $4,000
1/16/20X1 CASH $8,000

Question 1.5 shows another withdrawal of cash, in this case, to
make payments to a new landlord. The withdrawal shows up again as
a credit to cash. The cash balance will be reduced again, reflected in the
net of the initial debit of $5 million and all of the credits in the account.

Part of the payment is a security deposit that the landlord will
hold during the lease. This deposit could be used at some future time
to pay for damages to the property or to offset unpaid rent. Or, if
there are no charges for damages and if LCI pays all the future rents,
they can expect to receive the deposit back. In all cases, the deposit
represents future benefits to the company, so it is an asset. The entry
to the SECURITY DEPOSIT asset account is a debit, which is how we
have been increasing the value of all other asset accounts so far.

Because these transactions are posted on January 16, it is too early
to reflect the rental charges in the company accounts. The account called
PREPAID RENT is not an expense (at least not yet). Chapter 4 intro-
duces the idea of expenses, and accountants will at that point create an
expense account to handle the rent transactions. As mentioned above,
Chapter 5 will explain other ways that asset accounts can be used to
affect the timing of accounting transactions in the financial statements.
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1.6. On January 19, you buy miscellaneous office equipment totaling
$45,000. Your vendor expects payment in 45 days to avoid finance
charges of 1 percent per month so you pay on 2/27/X9.

1/19/20X1 EQUIPMENT $45,000
1/19/20X1 ACCOUNTS PAYABLE $45,000
2/27/20X1 ACCOUNTS PAYABLE $45,000
2/27/20X1 CASH $45,000

As before, accountants use a new account. In this case, the asset
EQUIPMENT is used to account for the office equipment. As with all
assets, the value of the equipment purchased shows up as a debit to
EQUIPMENT, reflecting the increase in value for this asset. The value
used for the asset is the value paid to the merchant for the equipment.
This arm’s-length price or historical cost is an objective measure of value.

Unlike previous examples, LCI did not immediately pay for the
equipment. Instead, the company incurred a liability or future obliga-
tion. This trade credit is posted to an account called ACCOUNTS
PAYABLE. The value used for the liability is also the value paid to
the merchant for the equipment. As a result, the debit and the credit
match.

When LCI pays for the equipment on February 27, cash declines
by $45,000. The cash payment is again posted as a credit, and the
CASH account will reflect the updated cash balance on February 27.
Until then, the cash balance will not show the $45,000 decline. In
particular, the balance sheet at month-end (January 31) will show the
higher cash balance and a liability of $45,000.

Also on February 27, the liability is repaid. To reduce the balance
in ACCOUNTS PAYABLE by $45,000, accountants debit the ac-
count. After the payment has been posted, the ACCOUNTS PAY-
ABLE account reflects a credit of $45,000 offset by a $45,000 debit.
The account now shows a zero balance on the accounting records.

To recap, assets go up on January 19, when the EQUIPMENT
account first reflects the new equipment. At the same time, a new lia-
bility account also goes up. In this way, the purchase of the equipment
does not affect the equity of the company. Then on February 19, the
liability is repaid, but another asset—cash—declines by a like amount.
On February 27, the equity of the company remains unchanged.

Equipment does not last forever, and the company will need to
reflect this wear and tear in the accounting records. Questions follow-
ing Chapter 5 will show how accountants handle the use of the equip-
ment over time.

110 ANSWERS



E1BOTH02 09/02/2009 15:54:41 Page 111

1.7. On January 28, you contract with a multinational custom manufac-
turer to produce 10,000 New Communication Devices (NCDs) per
month. They will ship you 5,000 in June, then 10,000 per month af-
ter that, for a net delivered price of $10 per unit. The manufacturer
asks you to make a one-time advance payment for the first three
months’ supply to provide them with part of the funding for setting
up the new manufacturing process.

1/28/20X1 ADVANCES TO SUPPLIERS $250,000
1/28/20X1 CASH $250,000

The transactions follow a familiar pattern. In this case, yet an-
other asset account is used to reflect the future value of inventory the
company will eventually receive. LCI is paying for 25,000 units
(5,000 in the first month, then 10,000 per month) at $10 in advance.
This type of trade financing is common in some industries. To in-
crease the balance in the ADVANCES TO SUPPLIERS account,
accountants debit the account for an amount equal to the amount ad-
vanced to the supplier.

It would be possible to use an account called INVENTORY as
the asset account to record this transaction. The company has not
yet used an INVENTORY account but it will shortly, and the ac-
count could be used to reflect inventory that the company has paid
for but not received. However, the advanced payment is more of a
financing trade than purchase of goods at this point. The risks
to LCI are different than the risks of holding delivered inventory.
Further, if LCI accounts for the future value as inventory, then
accounting records would not be able to reflect the eventual receipt
of physical inventory.

The credit to CASH follows the preceding pattern. A credit equal
to $250,000 updates the CASH account to the new cash balance. As
before, the exchange of one asset (cash) for another asset (viewed
as either a loan to suppliers or inventory) does not affect the equity
of LCI.

1.8. You receive 5,000 NCDs on June 19.

6/19/20X1 INVENTORY $50,000
6/19/20X1 ADVANCES TO SUPPLIERS $50,000

If the company instead debited INVENTORY in Question 1.7,
accountants would need to make no entry at this time. If LCI created
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an account reflecting the advance to suppliers, then it would be neces-
sary to reflect the receipt of the first shipment of inventory.

The debit puts the value of the 5,000 units (at $10 each) into the
new asset account INVENTORY. As the accountants have done be-
fore, the value of the inventory is the actual amount paid for the
inventory.

The credit to ADVANCES TO SUPPLIERS reduces the amount
held in that asset account. The reduction to this account reflects that
the supplier has satisfied part of its obligation and LCI now carries
some inventory and a reduced amount for future benefits (i.e., the
merchandise they expect to receive).

1.9. You receive 10,000 NCDs on July 23. Question 1.9 follows the pat-
tern in Question 1.8 but reflects the value of 10,000 units instead of
5,000.

7/23/20X1 Finished Goods Inventory $100,000
7/23/20X1 Advances to suppliers $100,000

1.10. You receive 10,000 NCDs on August 22. Question 1.10 follows the
pattern in Questions 1.8 and 1.9.

1.11. You receive 10,000 NCDs on September 19. You pay the contract
manufacturer seven days later.

9/19/20X1 Finished Goods Inventory $100,000
9/19/20X1 Accounts Payable $100,000
9/26/20X1 Accounts Payable $100,000
9/26/20X1 Cash $100,000

Now that the manufacturer has shipped 25,000 units, LCI must
pay for inventory it receives. The transactions between LCI and the
contract manufacturer now follow a common pattern. LCI receives
10,000 units of inventory on September 19 and debits the asset IN-
VENTORY to reflect that receipt. Because the company does not im-
mediately pay the invoice, the accountants credit a liability for
$100,000, equal to the value of the inventory in the company
accounts. On September 19, an increase to an asset is matched with
an equal increase of a liability.

On September 26, the company pays the invoice. To show the
decrease in the liability, accountants debit ACCOUNTS PAYABLE.
The credit to CASH reduces an asset. Because of the credit and subse-
quent debit to ACCOUNTS PAYABLE, accountants can reflect the
one-week difference between the receipt of the goods and payment.
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1.12. You receive 10,000 NCDs on October 22. You pay the invoice
amount (at $10/unit) immediately.

10/22/20X1 Finished Goods Inventory $100,000
10/22/20X1 Cash $100,000

This pattern may not be typical of corporate buying and remit-
tance but it simplifies the accounting entries for this question and an-
swer. These entries are included so that there are a complete set of
debits and credits to use later for preparing financial statements for
the year.

1.13. You receive 10,000 NCDs on November 21. You pay the invoice
amount (at $10/unit) immediately. Same as Question 1.12.

11/21/20X1 Finished Goods Inventory $100,000
11/21/20X1 Cash $100,000

1.14. You receive 10,000 NCDs on December 21. You pay the invoice
amount (at $10/unit) immediately. Same as Questions 1.12 and 1.13.

11/21/20X1 Finished Goods Inventory $100,000
11/21/20X1 Cash $100,000

CHAPTER 2

2.1. By the end of the first quarter, March 31, 20X1, LCI has no sales or
even any saleable inventory. Shares of similar publicly traded technol-
ogy companies sell for less than book value. Should LCI write down
their equity on indications that it is worth less than $5 per share?

Currently, the book value of the liabilities and equity equal the
book value of LCI assets. The accounting records are based on histor-
ical cost. The individual assets may become worth more or less over
time, but accountants in general do not adjust the value, so there is no
reason to adjust the value of equity.

In fact, book value and market value can differ significantly, and
the size of the difference is not a factor in the decision on how to
value items on the balance sheet.

A company that acquires assets, especially custom-built equip-
ment, may never be able to resell the assets at the price paid. Just like
a new car, these assets may lose market value. But accountants of
going concerns will generally leave values at historical cost.
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Accounting records contain some assets that are not necessar-
ily carried at book value. For example, goodwill (usually created
when one company pays more than book value to buy another
company) remains at historical cost. But companies must regularly
review goodwill to determine whether the value has decreased.
Other assets, such as equipment, are reduced by depreciation.
Likewise, natural resources are reduced by depletion, and in-
tangible assets are reduced by amortization. Chapter 5 explains
the ways these assets are revalued.

2.2. Suppose LCI pays $10 per unit to suppliers to buy 5,000 units of in-
ventory on 6/19/20X1 and sells 3,500 units at $26 on 6/22/20X1.
Has the company violated the matching principle because the dollar
amount of the sales ($26 � 3,500 ¼ $91,000) and the costs ($10 �
5,000 ¼ $50,000) do not match, the dates of the entries do not
match, and the number of units does not match?

The idea of matching applies to revenues and expenses, which
will be introduced in Chapters 4 and 5. The idea of matching will be
clear once the student has reviewed these chapters. For the time be-
ing, a clarification may help the reader understand the way account-
ants would account for the purchase of inventory and the sale of
those goods to customers.

Double-entry accounting requires debits and equal credits to be
posted together, but accountants would not pair this sale with this
purchase of inventory. These amounts should not be equal in most
cases, and, generally, companies buy inventory before they sell it.
The difference contributes to profitability.

When the company buys the inventory, the cash payment equals
the value of the newly acquired inventory. INVENTORY is debited
for $50,000, and CASH (or perhaps ACCOUNTS PAYABLE) is cred-
ited an equal amount on 6/19/20X1. Chapter 4 will show how the
sales are booked when revenue accounts are introduced. Accountants
will post a debit to cash equal to $91,000 and a credit to a revenue
account on June 22.

The timing of the purchase of the inventory and the sale of the
inventory is just three days apart, but the difference could be much
longer. The idea of matching is that the company carries the $50,000
paid for inventory as an asset until the goods are sold. Chapter 4 will
demonstrate how the sale of inventory is finally recognized as a cost.
Accountants seek to match the timing of the revenues generated and
the costs incurred, and use a variety of techniques introduced in
Chapters 4 and 5.
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CHAPTER 3

3.1. Following is a list of all the balance sheet accounts that have been
used in the Questions in this book. Next to each account is the sum
of all the debits to that account and the sum of all credits to that ac-
count. Note that these totals reflect all the debits and credits to each
account in all chapters of the text, not just the previous two chapters.
Use the information to construct a balance sheet for LCI.

Account Debit Credit

CASH $6,490,001 $5,433,450
SECURITY DEPOSITS 4,000 0
ADVANCES TO SUPPLIERS 250,000 250,000
ACCOUNTS RECEIVABLE 932,500 641,000
ALLOWANCE FOR

UNCOLLECTIBLES
25,564 59,029

FINISHED GOODS INVENTORY 650,000 645,000
PREPAID RENT 4,000 4,000
INVESTMENT IN BONDS 2,000,000 0
EQUIPMENT 45,000 0
ACCUMULATED DEPRECIATION 0 11,250
PATENTS 2,000,000 200,000
ACCOUNTS PAYABLE 215,450 315,450
PAYROLL TAXES PAYABLE 120,000 120,000
COMMON STOCK 0 1,000,000
PAID-IN CAPITAL IN EXCESS OF PAR $ 0 $4,000,000

Balance Sheet for Lavalier Communications, Inc. for the Year Ending
12/31/20X1

Short-Term Assets

CASH $1,056,551
SECURITY DEPOSITS 4,000
ADVANCES TO SUPPLIERS 0
ACCOUNTS RECEIVABLE 291,500
ALLOWANCE FOR
UNCOLLECTIBLE ACCOUNTS

(33,465) 258,035

FINISHED GOODS INVENTORY 5,000
PREPAID RENT 0
TOTAL SHORT-TERM ASSETS 1,323,586

(Continued )
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To construct the balance sheet, net the total debits against the
total credits for all the balance sheet accounts. For assets, use total
debits less total credits. For contra-assets, liabilities, and equity, use
total credits less total debits.

CHAPTER 4

4.1. Rent payments are due on the first day of each month beginning Feb-
ruary 1. Show entries through year-end.

2/1/20X1 RENT EXPENSE $4,000
2/1/20X1 PREPAID RENT 4,000
3/1/20X1 RENT EXPENSE 4,000
3/1/20X1 CASH 4,000
4/1/20X1 RENT EXPENSE 4,000
4/1/20X1 CASH 4,000
5/1/20X1 RENT EXPENSE 4,000
5/1/20X1 CASH 4,000
6/1/20X1 RENT EXPENSE 4,000
6/1/20X1 CASH 4,000
7/1/20X1 RENT EXPENSE 4,000

Long-Term Assets
INVESTMENT IN BONDS 2,000,000
EQUIPMENT 45,000
ACCUMULATED DEPRECIATION (11,250) 33,750
PATENTS 1,800,000
TOTAL LONG-TERM ASSETS 3,833,750
TOTAL ASSETS 5,157,336
Liabilities
ACCOUNTS PAYABLE 100,000
PAYROLL TAXES PAYABLE 0
TOTAL LIABILITIES 100,000
Equity
RETAINED EARNINGS 57,336
COMMON STOCK 1,000,000
PAID-IN CAPITAL IN EXCESS OF PAR 4,000,000
TOTAL EQUITY 5,057,336
TOTAL LIABILITIES AND EQUITY $5,157,336
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7/1/20X1 CASH 4,000
8/1/20X1 RENT EXPENSE 4,000
8/1/20X1 CASH 4,000
9/1/20X1 RENT EXPENSE 4,000
9/1/20X1 CASH 4,000
10/1/20X1 RENT EXPENSE 4,000
10/1/20X1 CASH 4,000
11/1/20X1 RENT EXPENSE 4,000
11/1/20X1 CASH 4,000
12/1/20X1 RENT EXPENSE 4,000
12/1/20X1 CASH $4,000

The rent expense appears as a debit. The rent expense each
month is always posted as a debit. As explained in Chapter 4, this
expense, along with all revenues and expenses for the company are
temporary accounts. Therefore, the impact of the monthly $4,000
expenses is to reduce net income. Eventually, the net income or loss
will be added to LCI equity as retained earnings.

The offsetting credit in February is the asset account PREPAID
RENT. Recall from Chapter 1 (Question 1.5) that the landlord asked
for a security deposit plus the first month’s rent, which LCI paid on
January 16. However, the company did not recognize the February
expense at that time. Instead, the accountants created an asset account
called PREPAID RENT to postpone the timing of the rent expense.

Beginning in March, LCI must pay for rent with additional cash
payments. The expense is posted as a debit to the RENT EXPENSE
account and the credit to CASH accounts for the payment of cash to
the landlord and the reduction in cash held in the bank.

Notice that all the rent expenditures appear in a list together and
not in chronological order with the rest of the company’s entries. In
all the previous examples, we created debits and credits when we
learned about a business transaction. It is possible to create the
entries well in advance of the actual rent payment because the date at
the beginning of the record identifies when the debit and credit should
be reflected in the accounting records. Likewise, the system that
transforms a series of debits and credits into financial statements
must be able to discern which entries to include and which to exclude,
based on the date of the business transaction.

4.2. You decide to lease additional patents from the company. On March
31, you make the first quarterly payment of $30,000 to license addi-
tional patents from Lavalier Bermuda PLC.
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3/31/20X1 PATENT LICENSE EXPENSE $30,000
3/31/20X1 CASH 30,000
6/30/20X1 PATENT LICENSE EXPENSE 30,000
6/30/20X1 CASH 30,000
9/30/20X1 PATENT LICENSE EXPENSE 30,000
9/30/20X1 CASH 30,000
12/31/20X1 PATENT LICENSE EXPENSE 30,000
12/31/20X1 CASH $30,000

In Chapter 1 (Question 1.4), LCI bought patents. In this case,
LCI is paying a periodic payment for the right (not necessarily the
exclusive right) to use other patents. Accountants handle these roy-
alty payments just like other expenses. Each payment appears as a
debit matched with a credit equal to the amount of cash payment.

4.3. You ship 3,500 NCDs on June 22 to OEM Communications for a
gross price of $26 per unit to be paid within 30 days.

6/22/20X1 ACCOUNTS RECEIVABLE $91,000
6/22/20X1 SALES REVENUE 91,000
6/22/20X1 COST OF GOODS SOLD 35,000
6/22/20X1 FINISHED GOODS INVENTORY $35,000

The heart of the transaction is a sale of 3,500 units times the price
of $26, which produces sales revenue of $91,000 paid for inventory
costing $35,000 (3,500 units at $10 each). Although the sale and the
reduction in inventory are tied together, it is clear from the list of
accounting entries that double-entry accounting involves more than
this link in actions.

The SALES REVENUE account is a temporary account that rep-
resents a direct contribution to net income and eventually equity
through retained earnings. As with all revenues, accountants record
sales as a credit. If the customer paid cash, this transaction would re-
semble the myrrh trades described in Chapter 1 with a debit to cash.
Instead, the company creates another asset called ACCOUNTS RE-
CEIVABLE that equals the value of the sale. Once again, accountants
have used historical cost (the transaction price) as the basis for valua-
tion in the income statement.

The company gives up inventory as part of the transaction. The
quantity of goods decreases by 3,500, so the value of the remaining
inventory declines by $35,000. Accountants record this decrease in
value to an asset as a credit to the asset holding the inventory value.
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Recall that the inventory account was used to postpone recognizing
the $10 per unit paid to acquire the product. It is now time to recog-
nize the expense and the account used to put product cost into the
income statement is COST OF GOODS. Accountants debit the
COST OF GOODS account using the historical price (in this case
$10 per unit).

The net impact of the trade is a decrease in one asset (INVEN-
TORY) by $35,000 and an increase in another asset (ACCOUNTS
RECEIVABLE) by $91,000. Just like the myrrh trader, LCI has
benefited by the sale by the amount that $91,000 exceeds $35,000.

Note that accountants don’t net the two values to calculate
the profit on the exchange. Instead, they create journal entries
much like the ancient system of urns and pebbles. They can, how-
ever, see how the company is doing by reviewing the urns. Be-
cause these accounts are temporary accounts, the amount
accumulated in SALES and COST OF GOODS SOLD represent a
running total of these revenues and expenses. Because the
accounts start at zero at the beginning of each accounting period,
accountants can determine profitability not of a particular
exchange but of all exchanges to date.

4.4. On June 30, you receive semiannual interest on the bond. You leave
the June 30 payment in your bank account.

6/30/20X1 CASH $50,000
6/30/20X1 INTEREST REVENUE $50,000

Accountants create a new account called INTEREST REVENUE.
Like all revenues, accountants post a credit to enter the revenue into
the accounting system. The offsetting entry is CASH, which requires
a debit to reflect the receipt of $50,000 as interest.

4.5. You receive payment in full on July 18 for the June sales to OEM
Communications.

7/18/20X1 CASH $91,000
7/18/20X1 ACCOUNTS RECEIVABLE $91,000

The company receives full payment for the June 22 sale. Account-
ants debit CASH to reflect the receipt of $91,000. Accountants credit
the ACCOUNTS RECEIVABLE account to reflect that LCI no longer
has an asset representing the future receipt of cash.
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4.6. Oops. It is early January 20X2. Although LCI received monthly state-
ments from the bank, they haven’t booked the interest income total-
ing $31,125.66 for 20X1. LCI accountants discuss the matter with
LCI’s auditor, who suggests they enter the total in one entry on 12/
31/20X1 since LCI has not closed the books yet.

12/31/20X1 CASH $31,126
12/31/20X1 INTEREST REVENUE $31,126

The debits and credits appear as expected and follow the pattern
for the interest received on June 30. The cash received appears as a
debit for the amount of the money deposited. The revenue appears as
a credit and will appear on the income statement for 20X1.

LCI should have been entering interest revenue each month when
the company received each bank statement. However, companies
make mistakes in creating their financial records. The company, to-
gether with LCI’s independent auditor, concludes that a single cor-
recting entry is sufficient.

LCI could still post the monthly income as 12 pairs of debits and
credits. The company could rerun monthly and quarterly financial
statements reflecting the correction. However, LCI has no lenders or
other investors to see the corrected interim statements. Lavalier Cor-
poration probably consolidates LCI results into the parent’s financial
statements, but Lavalier Corporation’s quarterly statements are most
likely unaudited. Further, the amount of interest omitted from the
LCI income statement in prior quarters may be small enough that
company auditors determine that the amount is not material on Lav-
alier Corporation returns.

4.7. Following is a list of all the income statement accounts that have been
used in the questions in this book. Next to each account is the sum of
all the debits to that account and the sum of all credits to that ac-
count. Note that these totals reflect all the debits and credits to each
account in all chapters of the text, not just the previous three chap-
ters. Use the information to construct an income statement.

Revenues

SALES REVENUE $1,697,125
INTEREST REVENUE 131,126
TOTAL REVENUES 1,828,251
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CHAPTER 5

5.1. Revisit the June 22 transaction described in Question 4.3. Now, two
additional provisions have been added—a commission and an allow-
ance for nonpayment. You ship 3,500 NCDs on June 22 to OEM
Communications for a gross price of $26 per unit to be paid within 30
days. A commission of 20 percent is payable to Lavalier Sales and
Marketing (Channel Islands). Based on the prior experience of Lavalier
Corporation, you predict that 3 percent of sales will be uncollectible.

6/22/20X1 ACCOUNTS
RECEIVABLE

$91,000

6/22/20X1 SALES REVENUE 91,000
6/22/20X1 COST OF GOODS

SOLD
35,000

6/22/20X1 FINISHED GOODS
INVENTORY

35,000

6/22/20X1 COMMISSION
EXPENSE

18,200

6/22/20X1 ACCOUNTS
PAYABLE

18,200

6/22/20X1 UNCOLLECTIBLE
EXPENSE

2,730

6/22/20X1 ALLOWANCE FOR
UNCOLLECTIBLES

$2,730

Expenses
COST OF GOODS SOLD 645,000
SALARY EXPENSE 480,000
COMMISSION EXPENSE 70,450
PAYROLL TAX EXPENSE 120,000
RENT EXPENSE 44,000
UNCOLLECTIBLE
ACCOUNT EXPENSE

80,215

DEPRECIATION
EXPENSE—EQUIPMENT

11,250

AMORTIZATION
EXPENSE—PATENTS

200,000

PATENT LICENSE EXPENSE 120,000
TOTAL EXPENSES 1,770,915
NET INCOME $57,336
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One transaction has led to eight accounting entries in LCI’s
books. The first four entries repeat the answer to Question 4.3. Now
we see that the company has a couple of additional costs. The first
cost is a commission payable to another part of the company called
Lavalier Sales and Marketing (Channel Islands). The accountants
don’t know much about the terms of this marketing agreement, but
the expense of $18,200 is real. Accountants handle this expense like
others—as a debit. The sale creates an obligation to pay the same
amount, which they handle as an increase to a liability account called
ACCOUNTS PAYABLE.

The way the accountants have booked the commission expense
represents that LCI has an obligation to pay the commission to the
marketing subsidiary even if OEM Communications fails to pay for
the goods they received. If the commission is not payable if the com-
pany cannot collect, then the accountants would need to record the
transactions differently, reflecting the contingent nature of the
expense.

The second expense is an accrued expense to recognize the cost of
losses on credit sales. LCI expects that some customers will not pay
for credit sales and uses an estimate of 3 percent of all sales. Compa-
nies often use this method, sometimes applying the percentage only to
sales made on credit.

LCI doesn’t know which sales are going to become uncollectible.
Of course, if they knew that a potential customer was not going to be
able to pay the invoice cost of the sale, they would not make the sale.
At the same time, LCI recognizes that some sales will become
uncollectible.

LCI recognizes the $2,730 expense as a way of adjusting down-
ward the profitability of this sale and all sales. By recognizing the
expense at the time of the sale, LCI is accelerating the timing of the
expense and is matching the recognition of the expense to the re-
cognition of the sales revenue.

The UNCOLLECTIBLE EXPENSE is booked as a debit, just like
other expenses. However, the expense represents a credit loss that
has not yet occurred. The accountants need an account to credit,
but it does not make sense to use a liability. Nothing about the
account resembles a liability because the $2,730 doesn’t create any
future obligation. The missing account is also not an equity account.
The UNCOLLECTIBLE EXPENSE already represents a reduction
in equity (when the temporary account is closed out to
RETAINED EARNINGS), so it makes no sense to also credit an
equity account.
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The credit above is to an account called ALLOWANCE FOR
UNCOLLECTIBLES. This account is a contra-asset account. This ac-
count acts to reduce the value of the ACCOUNTS RECEIVABLE ac-
count. Taken together, the amount the company expects to receive is
$91,000 (the amount the customer has committed to pay) less $2,730,
the allowance amount reflecting adjustments for future credit losses.

Later, when the company experiences a credit loss, accountants
will reduce the ACCOUNTS RECEIVABLE with a credit, reflecting
the reduction in this asset account and also reduce the ALLOW-
ANCE FOR UNCOLLECTIBLES contra-account with a debit. As
long as LCI has recognized enough UNCOLLECTIBLE EXPENSE in
advance of the actual loss, accountants do not need to recognize any
loss at the time that the company learns of actual losses.

5.2. Revisit the July 18 transaction described in Question 4.5. Now, the
July 18 transaction must include the additional information provided
in Question 5.1. You receive payment in full on July 18 for the June
sales to OEM Communications. You pay the sales commission to
Lavalier Sales and Marketing (Channel Islands) and keep the balance
of the cash in your demand deposit account.

7/18/20X1 CASH $91,000
7/18/20X1 ACCOUNTS

RECEIVABLE
$91,000

7/18/20X1 ACCOUNTS
PAYABLE

$18,200

7/18/20X1 CASH $18,200

5.3. Recall in Question 1.6, you bought $45,000 of equipment on
January 19. Your auditing firm advises you to use a four-year
life, zero residual value and suggests you use the straight-line
method of depreciation. Your auditor believes it is acceptable to
treat the current year as a full year for depreciation purposes.
Enter the depreciation entries for 20X1 as a once-a-year entry on
December 31.

12/31/20X1 DEPRECIATION
EXPENSE

$11,250

12/31/20X1 ACCUMULATED
DEPRECIATION

$11,250

When LCI bought the equipment, the company recognized no
expense. To account for the gradual wear and tear of the equipment,
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the accountant creates an expense. The expense must be calculated
because it is an accrual. That is, the amount is artificially created by
accountants to spread the $45,000 cost over the useful life of the
equipment.

The equipment is worthless after four years. Accountants use a
number of ways to spread the decline in asset value but the question
suggests that you should use the straight-line method. That method
picks up $11,250 each year for four years (totaling $45,000).

The debit is an expense that resembles the expenses used by LCI
in the previous questions. However, the accountants create the
expense for the purpose of reflecting the wear and tear on the equip-
ment and timing the expense to correspond to the time the equipment
is in use.

The account credited reflects the decrease in the value of the
equipment due to use. The accumulation account reduces the value
of LCI assets by $11,250 on the company balance sheet. However,
the way accountants reflect this loss in value is to create a contra-asset
account. Notice that accountants do not adjust the value of the
EQUIPMENT account. Instead, the loss in value is accumulated in
the ACCUMULATED DEPRECIATION—EQUIPMENT account.

Accountants maintain separate accounts for the purchase cost of
the equipment and the depreciation expense applied to the equip-
ment. As a result, the balance sheet can reflect both the undepreciated
cost of the equipment and the value reflecting the accumulated
depreciation.

5.4. On January 4, you hire four employees (including yourself) for sala-
ries totaling $600,000 per year, payable monthly. However, 20 per-
cent of the salaries are withheld for payroll taxes.

1/31/20X1 SALARY EXPENSE $40,000
1/31/20X1 PAYROLL TAX EXPENSE 10,000
1/31/20X1 CASH 40,000
1/31/20X1 PAYROLL TAXES PAYABLE 10,000
2/28/20X1 SALARY EXPENSE 40,000
2/28/20X1 PAYROLL TAX EXPENSE 10,000
2/28/20X1 CASH 40,000
2/28/20X1 PAYROLL TAXES PAYABLE 10,000
3/31/20X1 SALARY EXPENSE 40,000
3/31/20X1 PAYROLL TAX EXPENSE 10,000
3/31/20X1 CASH 40,000
3/31/20X1 PAYROLL TAXES PAYABLE 10,000
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4/30/20X1 SALARY EXPENSE 40,000
4/30/20X1 PAYROLL TAX EXPENSE 10,000
4/30/20X1 CASH 40,000
4/30/20X1 PAYROLL TAXES PAYABLE 10,000
5/31/20X1 SALARY EXPENSE 40,000
5/31/20X1 PAYROLL TAX EXPENSE 10,000
5/31/20X1 CASH 40,000
5/31/20X1 PAYROLL TAXES PAYABLE 10,000
6/30/20X1 SALARY EXPENSE 40,000
6/30/20X1 PAYROLL TAX EXPENSE 10,000
6/30/20X1 CASH 40,000
6/30/20X1 PAYROLL TAXES PAYABLE 10,000
7/31/20X1 SALARY EXPENSE 40,000
7/31/20X1 PAYROLL TAX EXPENSE 10,000
7/31/20X1 CASH 40,000
7/31/20X1 PAYROLL TAXES PAYABLE 10,000
8/31/20X1 SALARY EXPENSE 40,000
8/31/20X1 PAYROLL TAX EXPENSE 10,000
8/31/20X1 CASH 40,000
8/31/20X1 PAYROLL TAXES PAYABLE 10,000
9/30/20X1 SALARY EXPENSE 40,000
9/30/20X1 PAYROLL TAX EXPENSE 10,000
9/30/20X1 CASH 40,000
9/30/20X1 PAYROLL TAXES PAYABLE 10,000
10/31/20X1 SALARY EXPENSE 40,000
10/31/20X1 PAYROLL TAX EXPENSE 10,000
10/31/20X1 CASH 40,000
10/31/20X1 PAYROLL TAXES PAYABLE 10,000
11/30/20X1 SALARY EXPENSE 40,000
11/30/20X1 PAYROLL TAX EXPENSE 10,000
11/30/20X1 CASH 40,000
11/30/20X1 PAYROLL TAXES PAYABLE 10,000
12/31/20X1 SALARY EXPENSE 40,000
12/31/20X1 PAYROLL TAX EXPENSE 10,000
12/31/20X1 CASH 40,000
12/31/20X1 PAYROLL TAXES PAYABLE $10,000

This set of transactions greatly simplifies taxation. In fact,
employers withhold for payroll tax, Social Security, unemployment,
and state and federal income tax. Some of these taxes are paid at dif-
ferent rates, depending on income. Social Security tax is subject to a
cap or maximum amount. Employers share the burden of payroll
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taxes, so that portion is not withheld but paid over and above the
stated salary. To simplify the accounting entries, employees are paid
a gross salary, but the employer withholds 20 percent and pays that
amount quarterly (see below) to the government.

The company has an expense or several expenses associated with
the staff it hires to conduct business. These entries presume that the
taxes are deemed to be paid by the employer, so the out-of-pocket
cost of $600,000 is broken into salary of $480,000 and tax of
$120,000. If the tax were deemed to be paid by the employee, the
accountant would probably record the entire $600,000 as a salary
expense and the tax payment wouldn’t be included on the income
statement as a tax payment made by LCI.

Cash is leaving the firm at the rate of $40,000 per month, and a
liability is growing by $10,000 per month. At the end of a quarter,
the company will pay the tax, reducing the liability but also reducing
cash by the amount of $10,000 per month. If LCI were on the cash
basis, the accountants would recognize the monthly $40,000 expense
when paid to the employees. However, the tax payment would not
accrue at $10,000 per month. Instead, the company would recognize
$30,000 each quarter when the cash is paid.

5.5. On each quarter end (March 31, June 30, September 30, and
December 31), the company files payroll tax forms and pays the with-
held taxes to the federal government (for simplicity, assume there is
no state tax or company portion of payroll taxes).

3/31/20X1 PAYROLL TAXES PAYABLE $30,000
3/31/20X1 CASH 30,000
6/30/20X1 PAYROLL TAXES PAYABLE 30,000
6/30/20X1 CASH 30,000
9/30/20X1 PAYROLL TAXES PAYABLE 30,000
9/30/20X1 CASH 30,000
12/31/20X1 PAYROLL TAXES PAYABLE 30,000
12/31/20X1 CASH $30,000

It is important to explain why this series of transactions appears
in Chapter 5, although they involve only balance sheet accounts. LCI
created the liability because they accrue expenses. That is, in the set
of transactions in Question 5.1, LCI recognized $10,000 in expense
on 1/31/20X1 along with a payable. LCI posted the liability along
with an accrued expense. Recall that accrued expenses are also tem-
porary accounts, so they also reduce retained earnings by $10,000 per
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month. This debit (which appears as a debit to PAYROLL TAX
EXPENSE) offsets a credit to the PAYROLL TAX PAYABLE
account.

5.6. (Note: This question is presented out of sequence because the remain-
ing questions are repetitious and hence presented in the section
following.) You learn that Acme Electronics is in financial trouble.
Acme owes you $288,750 for a sale on August 26. You agree to ac-
cept $242,000, which arrives on 10/15/X1.

Currently, you carry $25,564 in the ALLOWANCE FOR
UNCOLLECTIBLES account.

10/15/20X1 CASH $242,000
10/15/20X1 UNCOLLECTIBLE

EXPENSE
21,186

10/15/20X1 ALLOWANCE
FOR UNCOLLECTIBLES

25,564

10/15/20X1 ACCOUNTS RECEIVABLE $288,750

Presuming Acme actually pays the agreed amount of $242,000,
cash goes up by that amount, which appears as a debit above. Like-
wise, the ACCOUNTS RECEIVABLE account goes down by
$288,750 (a credit to an asset account) because LCI has agreed to ac-
cept $242,000 to satisfy the obligation. The difference between
$288,750 and $242,000 equal to $46,750 is the amount that LCI
must write off. If the ALLOWANCE FOR UNCOLLECTIBLES ac-
count held $46,750 or more, then accountants would have debited
that account for the entire $46,750. Instead, the accountants must rec-
ognize an additional expense of $21,186 (debit as with other
expenses).

LCI had been accruing expenses on previous trades with the intent
of matching the timing of the credit losses to sales. As a new business
without established customers and without a buildup to a balance in
the allowance account, LCI has failed to match the timing of the write-
off to the sales. As noted in questions below, LCI has decided to recog-
nize an UNCOLLECTIBLE EXPENSE of 4 percent of all future sales.

5.7. To complete the year, you calculate the amortization on the patents
acquired on January 19 for $2 million. You decide that the patents
had 10 years of useful life remaining when acquired.

12/31/20X1 AMORTIZATION EXPENSE $200,000
12/31/20X1 PATENTS $200,000
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Note: The remaining questions and answers in Chapter 5 reflect activi-
ties needed to describe sales that occur for the rest of the year. These ques-
tions and answers resemble transactions documented above.

5.8. You sell 9,500 NCDs on July 25 to Excellent Acoustics for 25.75
against a cash payment in full. Lavalier Sales and Marketing (Chan-
nel Islands) was not involved in the transaction, so no commission is
payable. Despite the advance payment, you decide to expense for
uncollectibles anyway.

7/25/20X1 CASH $244,625
7/25/20X1 SALES REVENUE 244,625
7/25/20X1 UNCOLLECTIBLE

EXPENSE
7,339

7/25/20X1 ALLOWANCE FOR
UNCOLLECTIBLES

7,339

7/25/20X1 COST OF GOODS SOLD 95,000
7/25/20X1 FINISHED GOODS

INVENTORY
95,000

This question follows the pattern above.

5.9. You sell 11,000 NCDs on August 26 to Acme Electronics for $26.25
for payment in 30 days. Lavalier Sales and Marketing (Channel Is-
lands) was not involved in the transaction, so no commission is pay-
able. You maintain a 3 percent allowance for uncollectibles.

8/26/20X1 ACCOUNTS
RECEIVABLE

$288,750

8/26/20X1 SALES REVENUE 288,750
8/26/20X1 UNCOLLECTIBLE

EXPENSE
8,663

8/26/20X1 ALLOWANCE
FOR UNCOLLECTIBLES

8,663

8/26/20X1 COST OF GOODS
SOLD

110,000

8/26/20X1 FINISHED GOODS
INVENTORY

$110,000

This question follows the pattern above.

5.10. You ship 9,500 NCDs on September 22 to OEM Communica-
tions for a gross price of $27.50 per unit to be paid within 30
days. A commission of 20 percent is payable to Lavalier Sales
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and Marketing (Channel Islands). Based on the prior experience
of Lavalier Corporation, you predict that 3 percent of the sale is
uncollectible.

9/22/20X1 ACCOUNTS RECEIVABLE 261,250
9/22/20X1 SALES REVENUE $261,250
9/22/20X1 COMMISSION EXPENSE 52,250
9/22/20X1 ACCOUNTS PAYABLE 52,250
9/22/20X1 COST OF GOODS SOLD 95,000
9/22/20X1 FINISHED GOODS

INVENTORY
95,000

9/22/20X1 UNCOLLECTIBLE EXPENSE 7,838
9/22/20X1 ALLOWANCE FOR

UNCOLLECTIBLES
$ 7,838

5.11. You sell 10,000 NCDs on October 25 to Excellent Acoustics for
$26 against a cash payment in full. Lavalier Sales and Marketing
(Channel Islands) was not involved in the transaction, so no commis-
sion is payable. Despite the advance payment, you decide to expense
for uncollectibles anyway. You decide to reserve 4 percent of sales as
uncollectible from now on.

10/25/20X1 CASH $260,000
10/25/20X1 SALES REVENUE 260,000
10/25/20X1 COST OF GOODS SOLD 100,000
10/25/20X1 FINISHED

GOODS INVENTORY
100,000

10/25/20X1 UNCOLLECTIBLE EXPENSE 10,400
10/25/20X1 ALLOWANCE FOR

UNCOLLECTIBLES
$10,400

This question follows the pattern above.

5.12. You sell 10,000 NCDs on November 25 to Excellent Acoustics for
26 against a cash payment in full. Lavalier Sales and Marketing
(Channel Islands) was not involved in the transaction, so no com-
mission is payable. Despite the advance payment, you decide to
expense for uncollectibles anyway. You reserve 4 percent of sales
as uncollectible.

11/25/20X1 CASH $260,000

11/25/20X1 SALES REVENUE 260,000

11/25/20X1 COST OF GOODS SOLD 100,000
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This question follows the pattern above.

5.13. You sell 11,000 NCDs on December 28 to Zebutronics Communica-
tions for $26.50 with payment due in 30 days. No commission is
payable.

5.14. On December 31, you receive the semiannual interest payment on the
bond investment. You do not reinvest the interest from the December
31 payment in a new investment.

This question follows the pattern above.

CHAPTER 6

6.1. Produce a statement of cash flows for Lavalier Communications, Inc.
using the indirect method and the account totals from the trial bal-
ance below.

12/31/20X1 CASH $50,000
12/31/20X1 INTEREST REVENUE $50,000

11/25/20X1 FINISHED GOODS
INVENTORY

100,000

11/25/20X1 UNCOLLECTIBLE
EXPENSE

10,400

11/25/20X1 ALLOWANCE FOR
UNCOLLECTIBLES

$10,400

12/28/20X1 ACCOUNTS
RECEIVABLE

$291,500

12/28/20X1 SALES REVENUE 291,500
12/28/20X1 COST OF GOODS

SOLD
110,000

12/28/20X1 FINISHED GOODS
INVENTORY

110,000

12/28/20X1 UNCOLLECTIBLE
EXPENSE

11,660

12/28/20X1 ALLOWANCE FOR
UNCOLLECTIBLES

$11,660
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The statement of cash flows contains three sections. The first sec-
tion documents cash flows from operations. The indirect method be-
gins with net income, which for LCI was $57,336. The first set of
adjustments adjusts from noncash expenses. LCI posted $200,000
amortization on the $2 million patents purchased and $11,250 on
the equipment. The second noncash adjustment is to add back the
$33,465 in the ALLOWANCE FOR uncollectibles. Next, the indirect
statement adjusts for changes in current asset accounts on the balance
sheet. In particular, the increase in accounts receivable, $391,500,
uses that amount of cash; the security deposit with the landlord uses
$4,000; and the year-end inventory uses $5,000, but the increase in

Statement of Cash Flows (Indirect), Lavalier Communications Inc.
for the Year Ending December 31, 20X1

Cash Flows from Operating Activities
Net income $ 57,336
Adjustments to Reconcile Net Income to Net
Cash Flows from Operating Activities
Depreciation and amortization $ 211,250
Noncash bad debt expenses $33,465
Change in Current Assets and Current Liabilities
Increase in accounts receivable $ (291,500)
Increase in deposits $ (4,000)
Increase in inventory $ (5,000)
Increase in accounts payable $ 100,000
Net cash flows from operating

activities
$ 101,551

Cash Flow from Investing Activities
Purchase equipment $ (45,000)
Purchase bonds $(2,000,000)
Purchase patents $(2,000,000)
Net cash flow from investing

activities
$(4,045,000)

Cash Flows from Financing Activities
Proceeds from issuance of common

stock
$ 5,000,000

Net cash inflow from financing
activities

$ 5,000,000

Net increase in cash $ 1,056,551
Cash balance, December 31, 20X1 $ 1,056,551
Cash balance, December 31, 20X0 $ 0
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accounts payable acts as a source of cash. Together, the company
generated $101,551 cash from operations.

The second section of the indirect statement of cash flows mea-
sures the impact of investing on the cash balances of LCI. The invest-
ment in equipment used $45,000 in cash, the investment in bonds
used $2 million, and the investment in patents used $2 million. To-
gether, investing activities used $4,045,000.

The third section of the indirect statement of cash flows measures
the impact of financing on the cash balances of LCI. The company issued
$5million is stock, providing that amount of cash to the company.

The net impact on LCI cash is the total of $101,551 provided by
operations, $4,045,000 used in investing, and $5,000,000 provided
by financing operations. The net impact is $1,056,551, which
matches the ending cash balance. Because the company began with
no cash, the statement reconciles to the cash on the balance sheet.

6.2. Produce a statement of cash flows for Lavalier Communications, Inc.
using the direct method and the account totals from the trial balance
below.

Statement of Cash Flows (Indirect), Lavalier Communications, Inc.
for the Year Ending December 31, 20X1

Cash Flows from Operating Activities
Cash Receipts
From customers $ 1,358,875
Interest received $ 131,126 $ 1,490,001
Cash payments
To suppliers $ 554,000
For operating expenses $ 834,450 $1,388,450
Net cash provided by
operating activities

$ 101,551

Cash Flows from Investing Activities
Purchase of equipment $ (45,000)
Purchase of patents $(2,000,000)
Increase in bond
investments

$(2,000,000) $(4,045,000)

Cash Flows from Financing Activities
Issuance of common stock $ 5,000,000 $ 5,000,000
Increase in cash $ 1,056,551
Cash at beginning of period $ 0
Cash at end of period $ 1,056,551
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The direct statement of cash flows also reviews the impact of op-
erations, investing, and financing on cash balances. The operating sec-
tion begins by calculating the cash receipts. The first amount is the net
cash received from customers. This amount of $1,358,875 is the net
of SALES REVENUES ($1,697,125) less the increase in ACCOUNTS
RECEIVABLE ($291,500) less the UNCOLLECTIBLE ACCOUNTS
EXPENSE ($80,215) plus the increase in the ALLOWANCE FOR
UNCOLLECTIBLES ($33,465). The second source of cash is interest
totaling $131,126. Together, cash receipts total $1,490,001.

The second section of the operating portion of the direct method
statement of cash flows measures cash payments. Payments to sup-
pliers ($554,000) equal the COST OF GOODS SOLD ($645,000)
plus the increase in INVENTORY ($5,000) less the increase in
ACCOUNTS PAYABLE ($100,000) plus the SECURITY DEPOSIT
($4,000). The next set of payments equals $834,450 of operating
expenses, including salary ($480,000), payroll taxes ($120,000),
commissions ($70,450), rent payments ($48,000), and patent license
fees ($120,000). Together, the cash payments total $1,388,450.

The net of $1,490,001 cash receipts and $1,388,450 is $101,551
cash provided by operations. This cash provided by operations equals
the cash provided by operations calculated using the indirect method.

The investing and financing sections are the same on both the
direct and the indirect statement of cash flows. Therefore, the direct
statement of cash flows also reconciles to the cash on the balance
sheet of $1,056,551.

CHAPTER 7

7.1. Suppose LCI accountants have made several mistakes in entering some
accounting transactions. The company determines that they entered a
particular debit twice in January, entered a debit as a credit in March,
and failed to enter anything for a business transaction in May. Should
the company edit and correct the entries in the database?

Accountants would advise against altering past records. A better
policy is to maintain systems that do not permit any kind of altera-
tions to existing data. Errors do occur, but a better approach would
be to (1) maintain the original error and (2) enter additional correc-
tive entries to reverse and reenter the transactions properly.

These correcting entries should make it clear that these transac-
tions are corrections and cross-reference to the original erroneous
entries and ideally to documents supporting the correction.
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7.2. The financial statements of two companies reveal that one company
has made many accounting assumptions that have the effect of raising
profitability. In contrast, the second company does not seem to have
adopted accounting conventions that lead to higher profitability.
How can you compare the financial statements of the two companies?

The companies must produce statements that are consistent from
year to year or at least document how changes in accounting policy
have affected the results. But generally accepted accounting methods
allow enough flexibility that direct comparisons of the financial re-
sults may not be directly comparable.

Chapter 8 will introduce financial statement analysis. Investors
and managers who carefully read the financial statements of compa-
nies can identify the ways in which a company made decisions that
resulted in higher or lower earnings, larger or smaller assets, and
whether accountants made decisions to make the reported financial
results more consistent. Skillful analysts can also restate the financial
results of companies to create more consistency between companies.
These adjusted financial results permit more useful comparison of the
statements of different companies.

7.3. How can a company ensure the integrity of their records if automated
data entry has removed the ‘‘paper trail’’?

Manual systems are susceptible to human error. Audit can iden-
tify whether the accounting records generally are accurate but cannot
be certain that all errors have been detected. However, a vigilant au-
dit should discourage attempts to create fraudulent accounting re-
cords inconsistent with the physical documents the company may
produce. Automated systems are much less susceptible to error, and
accountants can check to see if the software used behaves as
expected.

Companies can preserve a trail, even when paper records are not
preserved. Companies can preserve sales statistics, purchase requisi-
tions, or other inputs to automated accounting systems outside the
accounting ledger. This duplicate information provides an opportu-
nity for modern auditors to follow a data trail or computer trail to
verify the accuracy of company records.

Companies should also separate the duties, so that those individ-
uals that are being measured are not responsible for creating the fi-
nancial records that monitor their performance. Naturally, efforts to
automate the data inputs also can separate individuals from the op-
portunity to manipulate accounting records.
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CHAPTER 8

Note: For each of the financial ratios below, determine if you have enough
information to calculate the ratio. Then calculate the ratio where possible
and comment on conclusions that may be reached about Lavalier Commu-
nications, Inc. using this ratio.

8.1. Current ratio

Current Ratio ¼ Current Assets

Current Liabilities
¼ 1;323;586

100;000

¼ 13:2 to 1 ð8:1Þ

The current ratio shows that LCI has considerable short-term li-
quidity. Companies often seek to keep their current assets about
equal to the current liabilities (a current ratio of 1 to 1). In compari-
son, LCI appears to have excessive liquidity.

However, as a start-up company, LCI is prudent to keep ade-
quate cash on hand. Many new businesses consume significant
amounts of cash. LCI was fortunate to be able to get into business
and begin making sales rapidly. After some significant initial cash
outlays in investments, the company cash flow is positive. LCI is in a
position to expand production and perhaps make the investment in
production facilities, if in-house manufacture could be expected to
lower costs or increase capacity.

8.2. Acid test or quick ratio

Quick Ratio ¼ Cashþ Short-Term Investmentsþ Accounts Receivables

Current Liabilities

¼ 1;056; 551þ 0þ 258;035

100; 000

¼ 13:1

The quick ratio is similar to the current ratio for most companies
and nearly identical for LCI. The accounts receivable here is net of
the allowance for uncollectibles.

As with the current ratio, LCI appears to have too much liquid-
ity. As the company becomes confident in generating sufficient cash,
managers can begin to use the existing cash and investments to invest
in future growth.

(8.2)
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8.3. Accounts receivable turnover

Accounts Receivable Turnover ¼ Net Credit Sales

Average Net Accounts Receivable

932;500� 80;215

0þ 258;035ð Þ=2 ¼ 6:61

The accounts receivable turnover is an unimpressive 6.61 times.
This means that, on average, LCI took about two months to collect
on a credit sale. The company made seven sales in 20X1. Four sales
were credit sales totaling $932,500. The numerator reduces these
credit sales by the accrued expense for uncollectible accounts rather
than the actual loss experienced. The denominator averages begin-
ning accounts receivables (zero) and ending accounts receivables net
of the ALLOWANCE FOR UNCOLLECTIBLES.

The averaging of the denominator presents a fair view of the
accounts receivable turnover. Next year, if ACCOUNTS RECEIV-
ABLES holds steady at year-end levels, then the ratio would decline to
3.30. However, it is reasonable to believe that credit sales in the numer-
ator would also be about twice as high. Unless performance changes,
the accounts receivable turnover should be about the same next year.

The company should look to collect more rapidly. While the
company currently has plenty of cash to finance the accounts receiv-
able, it leaves the company exposed to credit losses and uses cash that
could be used to expand the business.

8.4. Days’ sales in receivables

Days’ Sales in Receivables ¼ Average Net Accounts Receivable

One Day’s Sales
258;035=2

1;697;125=365
¼ 27:7 days

This ratio is considerably more favorable than the accounts re-
ceivable turnover ratio. The accounts receivable balance is reduced
by the amount in the UNCOLLECTIBLE ALLOWANCE account
and averaged with a zero starting level. Daily sales equals annual
sales divided by 365. The resulting ratio suggests that LCI has been
collecting in less than a month. This result is more consistent with an
inspection of the individual trades.

8.5. Inventory turnover

Inventory Turnover ¼ Cost of Goods Sold

Average Inventory
645;000

5;000=2
¼ 258

(8.3)

(8.4)

(8.5)
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The inventory turnover ratio is a very impressive 258 to 1. Proba-
bly, this turnover ratio will decline as the company grows. But the
company was left with a small amount of inventory at year-end.

Reviewing the individual transactions suggests that the very fa-
vorable performance of LCI in turning over their inventory is realis-
tic. Most months, the company sold roughly their entire monthly
production shortly after receiving inventory. As a result, the company
generally held very little inventory.

The company should focus on finding ways to increase produc-
tion and see if they can increase sales if they have adequate inventory
on hand all month long. If necessary, the company should consider
investing in plant and equipment to increase the units available for
sale and to possibly reduce the cost of production.

8.6. Return on assets

Return on Assets ¼ Net Incomeþ Interest Expense

Average Total Assets
57;336þ 0

5;157;336=2
¼ 2:2%

The company did not produce much profit, so return on assets is
fairly low. Still, for a start-up company to be profitable in the first
year is impressive. The company needs to expand sales to earn the
gross margin on a large amount of sales.

8.7. Return on equity

Return on Equity ¼ Net Income� Preferred Dividends

Average Equity

57;336

0þ 5;057;336ð Þ=2 ¼ 2:27% or

57;336

5;000;000þ 5;057;336ð Þ=2 ¼ 1:14%

LCI has issued no preferred stock, so it paid no preferred divi-
dends. The formula calls for calculating average equity, which in-
cludes the $5 million of capital contributed by Lavalier Corporation
plus the retained earnings for 20X1. The formula averages beginning
and ending capital. This average would ordinarily reflect $0 capital at
the previous year-end averaged with $5,057,336. By this measure, the
company earned a 2.27 percent return on equity.

However, the company had $5 million from the second day of
the year plus earnings, which the company earned in the second half

(8.6)

(8.7)
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of the year. A second measure averaged $5 million with $5,057,336
to produce a return on equity of only 1.14 percent.

In fact, neither ratio is high enough to please the investors. Estab-
lished companies earn 10 to 15 percent on equity. Technology com-
panies often earn much higher returns. Lavalier Corporation could
expect to earn higher returns by investing in other companies earning
a market return.

However, 20X1 was the first year that LCI was in business. In
fact, it was making retail sales only in the second half of the year.
Lavalier Corporation should be pleased to make a profit on its invest-
ment in LCI in the first year of operation.

LCI has plenty of cash and seems to be on the way to becoming a
successful company. The company will benefit from a full year of
sales and may be able to increase sales. LCI should improve profit-
ability by increasing unit sales, find ways to lower costs, and consider
raising prices.

8.8. Gross profit percentage

Gross Profit Percentage ¼ Gross Profit

Net Sales Revenue

Sales� Cost of Goods Sold

Sales
¼ 1;697;125� 645;000

1; 697;125

¼ 61:99%

With the benefit of patent protection, LCI is earning an attractive
61.99 percent gross profit percentage. Technology companies often
earn high margins, so this ratio suggests that the company is pricing
the product in line with industry patterns.

The high gross profit percentage demonstrates that LCI is making
returns on sales but needs to increase sales to cover fixed costs, such
as salaries and patent costs.

8.9. Profit margin

Profit Margin ¼ Return on Sales ¼ Net Income

Net Sales
57;336

1;697;125
¼ 3:38%

The profit margin is low because net income is low. As mentioned
above, the company should be pleased to be profitable in the first year
of operation. For the same reason, it is not reasonable to expect to

(8.8)

(8.9)
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earn a competitive profit margin immediately. Because the gross
profit is satisfactory, the low profit margin is not a concern at this
time.

8.10. Asset turnover

Asset Turnover ¼ Net Sales

Average Total Assets

1;697;125

0þ 5;157;336ð Þ=2 ¼ 65:81%

2�1; 697;125
5;000;000þ 5; 157;336ð Þ=2 ¼ 66:83%

The sales in the ratio come from the second half of the year. For
this reason, it seems logical to also reduce the total assets as suggested
by the standard textbook formula. In fact, it may make sense to
roughly double the sales to reflect an entire year of operation and di-
vide that amount by the average assets beginning around January 2.
This alternative does not significantly change the ratio because both
the numerator and the denominator are roughly double.

Asset turnover varies widely from industry to industry. Analysts
would want to compare LCI’s asset turnover to other communica-
tions companies.

Companies with a higher profit margin can earn a fair return on
lower turnover. LCI has not started to earn high profits, but insiders
can expect to see dramatic improvement as the company matures.

8.11. Earnings per share

EPS ¼ Net Income� Preferred Dividends

Weighted Average Shares Outstanding

$57;336

1;000;000
¼ $:06

LCI issued 1 million shares to Lavalier very near the beginning of
20X1, so 1 million shares is used above. The net income for the com-
pany divided by the number of shares produces earnings of just under
$.06 per share.

Investors track earnings per share over time to get a fair measure
of growth in financial success. If the company issues more shares,
then rising earnings don’t necessarily translate into higher per share
earnings.

(8.10)

(8.11)
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8.12. Fully diluted EPS

Fully Diluted EPS ¼ Net Income� Preferred Dividends

Total Shares Potentially Outstanding
$57;336

1;200;000
¼ :05

The company has granting options on 200,000 shares (see Ques-
tion 1.2). If the shares are exercised, the company will issue 200,000
additional shares and have 1,200,000 shares outstanding. The fully
diluted earnings per share divides the net income less preferred divi-
dends (LCI has no preferred dividends) by 1.2 million shares.

8.13. Debt ratio

Debt Ratio ¼ Debt to Total Assets ¼ Total Liabilities

Total Assets
100;000

5;157;336
¼ near zero

The company has no debt except for $100,000 trade credit repre-
senting the most recent delivery of inventory. As a result, the debt ra-
tio is very close to zero.

Many companies, especially technology companies, have little or
no debt. LCI also has no reason to issue debt at the present. The com-
pany has over $1 million in cash and an additional $2 million in
medium-term investments. The company has the money to make sub-
stantial investments without borrowing.

Based on the ratios reviewed so far, LCI should be able to borrow
money if profitable investments justify taking on the debt. The cou-
pon rate on new debt for LCI would be high because the company
has been in business for only a year. However, as the company builds
a track record, LCI has the opportunity to grow by issuing debt and
investing in new operating assets.

8.14. Debt-to-equity ratio

Debt to Equity ¼ Total Debt

Total Equity
100;000

5;057;336
¼ near zero

The debt-to-equity ratio is just above zero because LCI has no
debt except for 100,000 trade credit for the latest shipment of NCDs.
This ratio should be interpreted similar to the debt ratio above.

(8.12)

(8.13)

(8.14)
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8.15. Times interest earned

Times Interest Earned ¼ Operating Income

Interest Expense
ð8:15Þ

The company has no borrowings that require LCI to pay interest.
As a result, the interest expense is zero. It is impossible to calculate
this ratio.

8.16. Book value per share

Book Value ¼ Shareholders’ Equity� Preferred Equity

Common Shares Outstanding
5;057;336

1;000;000
¼ 5:06

The company has no preferred equity. The book value per share
equals the initial paid-in cost of $5 per share plus the $.06 per share
earned in 20X1.

8.17. Price-earnings ratio

P=E ¼ Market Price per Share

EPS
ð8:17Þ

Since shares of LCI are not publicly traded, no market price is
available. It might be possible to substitute an appraised value, but
there is no evidence that the shares have been valued for anyone since
they were issued on January 2, 20X1, at least a year ago. As a result,
it is not possible to calculate a P/E ratio for LCI.

8.18. Dividend yield

Dividend Yield ¼ Dividend per Share

Market Price per Share

¼ 0

Market Price

The market price is not known for LCI. However, it is still possi-
ble to calculate the dividend yield in this particular case because 0
divided by any price is a yield of zero. Stated as a math problem, this
seems to be a trick question. Yet if you heard that a company paid no
dividend, you would probably conclude that the dividend yield is zero
without checking the stock price.

8.19. Payout ratio

Payout Ratio ¼ Cash Dividends

Net Income
¼ 0

57;336
ð8:19Þ

(8.16)

(8.18)
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The scenarios in these homework questions mentioned no divi-
dend payment. Therefore, the dividend payout ratio is 0 or 0 percent.

The company could have declared a dividend up to almost $.06
per share. In many cases, companies can pay dividends only from re-
tained earnings, and this new company has only earnings from 20X1.

Suppose that the company declared a dividend of $.03 per share
some time in 20X1. Then the payout ratio would be $30,000/
$57,336, or 52 percent.

GENERAL JOURNAL FOR COL L ECT ED QUEST I ONS

1. 1/2/20X1 CASH 5,000,000

1/2/20X1 COMMON STOCK 1,000,000

1/2/20X1 PAID-IN CAPITAL IN

EXCESS OF PAR
4,000,000

2. 1/2/20X1 No debit is required

1/2/20X1 No credit is required

3. 1/2/20X1 INVESTMENT IN BONDS 2,000,000

1/2/20X1 CASH 2,000,000

4. 1/2/20X1 PATENTS 2,000,000

1/2/20X1 CASH 2,000,000

5. 1/31/20X1 SALARY EXPENSE 40,000

1/31/20X1 PAYROLL TAX EXPENSE 10,000

1/31/20X1 CASH 40,000

1/31/20X1 PAYROLL TAXES

PAYABLE
10,000

2/28/20X1 SALARY EXPENSE 40,000

2/28/20X1 PAYROLL TAX EXPENSE 10,000

2/28/20X1 CASH 40,000

2/28/20X1 PAYROLL TAXES

PAYABLE
10,000

3/31/20X1 SALARY EXPENSE 40,000

3/31/20X1 PAYROLL TAX EXPENSE 10,000

3/31/20X1 CASH 40,000

3/31/20X1 PAYROLL TAXES

PAYABLE
10,000

4/30/20X1 SALARY EXPENSE 40,000

4/30/20X1 PAYROLL TAX EXPENSE 10,000

4/30/20X1 CASH $40,000

4/30/20X1 10,000

1.

2.

3.

4.

5.
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PAYROLL TAXES

PAYABLE

5/31/20X1 SALARY EXPENSE 40,000

5/31/20X1 PAYROLL TAX EXPENSE 10,000

5/31/20X1 CASH 40,000

5/31/20X1 PAYROLL TAXES

PAYABLE
10,000

6/30/20X1 SALARY EXPENSE 40,000

6/30/20X1 PAYROLL TAX EXPENSE 10,000

6/30/20X1 CASH 40,000

6/30/20X1 PAYROLL TAXES

PAYABLE
10,000

7/31/20X1 SALARY EXPENSE 40,000

7/31/20X1 PAYROLL TAX EXPENSE 10,000

7/31/20X1 CASH 40,000

7/31/20X1 PAYROLL TAXES

PAYABLE
10,000

8/31/20X1 SALARY EXPENSE 40,000

8/31/20X1 PAYROLL TAX EXPENSE 10,000

8/31/20X1 CASH 40,000

8/31/20X1 PAYROLL TAXES

PAYABLE
10,000

9/30/20X1 SALARY EXPENSE 40,000

9/30/20X1 PAYROLL TAX EXPENSE 10,000

9/30/20X1 CASH 40,000

9/30/20X1 PAYROLL TAXES

PAYABLE
10,000

10/31/20X1 SALARY EXPENSE 40,000

10/31/20X1 PAYROLL TAX EXPENSE 10,000

10/31/20X1 CASH 40,000

10/31/20X1 PAYROLL TAXES

PAYABLE
10,000

11/30/20X1 SALARY EXPENSE 40,000

11/30/20X1 PAYROLL TAX EXPENSE 10,000

11/30/20X1 CASH 40,000

11/30/20X1 PAYROLL TAXES

PAYABLE
10,000

12/31/20X1 SALARY EXPENSE 40,000

12/31/20X1 PAYROLL TAX EXPENSE 10,000

12/31/20X1 CASH 40,000

12/31/20X1 PAYROLL TAXES PAYABLE 10,000

6. 3/31/20X1 PAYROLL TAXES PAYABLE 30,000

3/31/20X1 CASH 30,000

6.
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6/30/20X1 PAYROLL TAXES PAYABLE 30,000

6/30/20X1 CASH 30,000

9/30/20X1 PAYROLL TAXES PAYABLE 30,000

9/30/20X1 CASH 30,000

12/31/20X1 PAYROLL TAXES PAYABLE 30,000

12/31/20X1 CASH 30,000

7. 1/16/20X1 SECURITY DEPOSITS 4,000

1/16/20X1 PREPAID RENT 4,000

1/16/20X1 CASH 8,000

2/1/20X1 RENT EXPENSE 4,000

2/1/20X1 PREPAID RENT 4,000

3/1/20X1 RENT EXPENSE 4,000

3/1/20X1 CASH 4,000

4/1/20X1 RENT EXPENSE 4,000

4/1/20X1 CASH 4,000

5/1/20X1 RENT EXPENSE 4,000

5/1/20X1 CASH 4,000

6/1/20X1 RENT EXPENSE 4,000

6/1/20X1 CASH 4,000

7/1/20X1 RENT EXPENSE 4,000

7/1/20X1 CASH 4,000

8/1/20X1 RENT EXPENSE 4,000

8/1/20X1 CASH 4,000

9/1/20X1 RENT EXPENSE 4,000

9/1/20X1 CASH 4,000

10/1/20X1 RENT EXPENSE 4,000

10/1/20X1 CASH 4,000

11/1/20X1 RENT EXPENSE 4,000

11/1/20X1 CASH 4,000

12/1/20X1 RENT EXPENSE 4,000

12/1/20X1 CASH 4,000

8. 1/19/20X1 EQUIPMENT 45,000

1/19/20X1 ACCOUNTS PAYABLE 45,000

2/27/20X1 ACCOUNTS PAYABLE 45,000

2/27/20X1 CASH 45,000

12/31/20X1 DEPRECIATION EXPENSE 11,250

12/31/20X1 ACCUMULATED DEPRECIATION 11,250

9. 1/28/20X1 ADVANCES TO SUPPLIERS 250,000

1/28/20X1 CASH 250,000

10. 3/31/20X1 PATENT LICENSE

EXPENSE

30,000

3/31/20X1 CASH 30,000

7.

8.

9.

10.
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6/30/20X1 PATENT LICENSE

EXPENSE

30,000

6/30/20X1 CASH 30,000

9/30/20X1 PATENT LICENSE

EXPENSE

30,000

9/30/20X1 CASH 30,000

12/31/20X1 PATENT LICENSE

EXPENSE

30,000

12/31/20X1 CASH 30,000

11. 6/19/20X1 FINISHED GOODS

INVENTORY

50,000

6/19/20X1 ADVANCES TO

SUPPLIERS
50,000

12. 6/22/20X1 ACCOUNTS RECEIVABLE 91,000

6/22/20X1 SALES REVENUE 91,000

6/22/20X1 COMMISSION EXPENSE 18,200

6/22/20X1 ACCOUNTS PAYABLE 18,200

6/22/20X1 COST OF GOODS SOLD 35,000

6/22/20X1 FINISHED GOODS

INVENTORY
35,000

6/22/20X1 UNCOLLECTIBLE EXPENSE 2,730

6/22/20X1 ALLOWANCE FOR

UNCOLLECTIBLES
2,730

13. 6/30/20X1 CASH 50,000

6/30/20X1 INTEREST REVENUE 50,000

14. 7/18/20X1 CASH 91,000

7/18/20X1 ACCOUNTS RECEIVABLE 91,000

7/18/20X1 ACCOUNTS PAYABLE 18,200

7/18/20X1 CASH 18,200

15. 7/23/20X1 FINISHED GOODS

INVENTORY

100,000

7/23/20X1 ADVANCES TO

SUPPLIERS
100,000

16. 7/25/20X1 CASH 244,625

7/25/20X1 SALES REVENUE 244,625

7/25/20X1 UNCOLLECTIBLE EXPENSE 7,339

7/25/20X1 ALLOWANCE FOR

UNCOLLECTIBLES
7,339

7/25/20X1 COST OF GOODS SOLD 95,000

7/25/20X1 FINISHED GOODS

INVENTORY
95,000

17. 8/22/20X1 FINISHED GOODS

INVENTORY

100,000

8/22/20X1 100,000

11.

12.

13.

14.

15.

16.

17.
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ADVANCES TO

SUPPLIERS

18. 8/26/20X1 ACCOUNTS RECEIVABLE 288,750

8/26/20X1 SALES REVENUE 288,750

8/26/20X1 UNCOLLECTIBLE EXPENSE 8,663

8/26/20X1 ALLOWANCE FOR

UNCOLLECTIBLES
8,663

8/26/20X1 COST OF GOODS SOLD 110,000

8/26/20X1 FINISHED GOODS

INVENTORY
110,000

19. 9/19/20X1 FINISHED GOODS

INVENTORY

100,000

9/19/20X1 ACCOUNTS PAYABLE 100,000

9/26/20X1 ACCOUNTS PAYABLE 100,000

9/26/20X1 CASH 100,000

20. 9/22/20X1 ACCOUNTS RECEIVABLE 261,250

9/22/20X1 SALES REVENUE 261,250

9/22/20X1 COMMISSION EXPENSE 52,250

9/22/20X1 ACCOUNTS PAYABLE 52,250

9/22/20X1 COST OF GOODS SOLD 95,000

9/22/20X1 FINISHED GOODS

INVENTORY
95,000

9/22/20X1 UNCOLLECTIBLE EXPENSE 7,838

9/22/20X1 ALLOWANCE FOR

UNCOLLECTIBLES
7,838

21. 10/15/20X1 CASH 242,000

10/15/20X1 ALLOWANCE FOR

UNCOLLECT.

25,564

10/15/20X1 UNCOLLECTIBLE EXPENSE 21,186

10/15/20X1 ACCOUNTS RECEIVABLE 288,750

22. 10/21/20X1 CASH 261,250

10/21/20X1 ACCOUNTS RECEIVABLE 261,250

10/21/20X1 ACCOUNTS PAYABLE 52,250

10/21/20X1 CASH 52,250

23. 10/22/20X1 FINISHED GOODS

INVENTORY

100,000

10/22/20X1 CASH 100,000

24. 10/25/20X1 CASH 260,000

10/25/20X1 SALES REVENUE 260,000

10/25/20X1 COST OF GOODS SOLD 100,000

10/25/20X1 FINISHED GOODS

INVENTORY
100,000

10/25/20X1 UNCOLLECTIBLE EXPENSE 10,400

18.

19.

20.

21.

22.

23.

24.
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10/25/20X1 ALLOWANCE FOR

UNCOLLECTIBLES
10,400

25. 11/21/20X1 FINISHED GOODS

INVENTORY

100,000

11/21/20X1 CASH 100,000

26. 11/25/20X1 CASH 260,000

11/25/20X1 SALES REVENUE 260,000

11/25/20X1 COST OF GOODS SOLD 100,000

11/25/20X1 FINISHED GOODS

INVENTORY
100,000

11/25/20X1 UNCOLLECTIBLE EXPENSE 10,400

11/25/20X1 ALLOWANCE FOR

UNCOLLECTIBLES
10,400

27. 11/21/20X1 FINISHED GOODS

INVENTORY

100,000

11/21/20X1 ACCOUNTS PAYABLE 100,000

28. 12/28/20X1 ACCOUNTS RECEIVABLE 291,500

12/28/20X1 SALES REVENUE 291,500

12/28/20X1 COST OF GOODS SOLD 110,000

12/28/20X1 FINISHED GOODS

INVENTORY
110,000

12/28/20X1 UNCOLLECTIBLE EXPENSE 11,660

12/28/20X1 ALLOWANCE FOR

UNCOLLECTIBLES
11,660

29. 12/31/20X1 CASH 50,000

12/31/20X1 INTEREST REVENUE 50,000

30. 12/31/20X1 AMORTIZATION EXPENSE 200,000

12/31/20X1 PATENTS 200,000

31. 12/31/20X1 CASH 31,126

12/31/20X1 INTEREST REVENUE 31,126

Total Debits and Credits 14,507,429 14,507,429

25.

26.

27.

28.

29.

30.

31.
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Index

A
Accelerating expenses
and integrity of financial

statements, 86
Accelerating revenues
and integrity of financial

statements, 85–86
Accounting conventions, 10–11,

15–23
and accounting cycle, 16
and American Institute of

Certified Public Accountants,
15

answers to questions, 113–114
and classification, 16
and comparability, 16
and conservatism, 16–17
and Financial Accounting

Standards Board, 15
and first-in, first-out method,

15, 21
and focus on addition, 18
and full disclosure, 17–18
and generally accepted

accounting principles, 18–19
and going-concern value, 18
and Internal Revenue Service, 15
and International Accounting

Standards Board, 19
and International Financial

Reporting Standards, 19
and journal entries, 19–20
and last-in, first-out method, 15

and matching of revenues and
expenses, 20

and materiality, 20
questions about, 23
reasons for, 15
and recognition of revenue,

20–21
and Securities and Exchange

Commission, 15
and understandability of

accounting records, 21
and usefulness of accounting

records, 21
and valuation of assets, 21–22
and verifiability of financial

statements, 22
Accounting cycle, 16
Accounts payable
as liabilities on the balance sheet,

32
Accounts receivable
as assets on the balance sheet,

28–29
factoring of, 28–29
uncollectable, 29

Accounts receivable turnover ratio,
91

Accrual accounting, 51–65
and amortization, 62
answers to questions, 121–130
and deferring expenses, 58
and delaying recognizing

expenses, 55–56
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Accrual accounting (Continued )
and delaying recognizing income,

54–55
and depletion, 61
and depreciation, 58–61
and journaling transactions,

51
and prepaid expenses, 56–57
questions about, 63–65
and speeding up recognizing

expenses, 52–54
and speeding up recognizing

income, 54
Accrual assumptions

and integrity of financial
statements, 85

Accrual entries
on the balance sheet, 27

Accumulated depletion
and accrual accounting, 61
and indirect method of

documenting changes in the
cash position, 70–71

of land, 30
of natural resources, 61

Accumulated depreciation
and accrual accounting, 58–61
of buildings, 31
of equipment, 31, 56, 58–61
of improvements, 31
and indirect method of

documenting changes in the
cash position, 70

Administrative expenses
as an income account, 45

Advances from customers
as liabilities on the balance sheet,

33
AICPA. See American Institute of

Certified Public Accountants.
Alternative to debit-credit system,

10

American Institute of Certified
Public Accountants

and accounting conventions, 15
Amortization

and accrual accounting, 62
and indirect method of

documenting changes in the
cash position, 71

of intangible assets, 62
of patents, 32

Answers to questions
about accounting conventions,

113–114
about accrual accounting,

121–130
about financial statement

analysis, 134–142
about integrity of financial

statements, 133–134
about ledger accounting,

105–113
about statement of cash flows,

130–133
about the balance sheet, 115–116
about the income statement,

116–121
Asset turnover ratio, 93
Assets

going-concern value of, 18
Assets and liabilities

impact of changes in, 5
in simple accounting, 3–12

Assets on the balance sheet, 27–32
accounts receivable, 28–29
and accrual entries, 27
buildings, 31
cash, 28
contra assets, 27
current, 27–30
equipment, 31
financial, 27
goodwill, 32
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improvements, 30–31
intangible, 27
inventory, 29–30
investments, 28
land, 30
long-term, 30–32
patents, 31–32
research-and-development costs,

32
Auditing
and integrity of financial

statements, 84–85

B
Balance sheet, 25–37
answers to questions, 115–116
assets on, 27–32
equity on, 34
liabilities on, 32–34
and permanent accounts, 25
questions about, 37
and statement of cash flows, 75
and time line of cash flows,

25–26
and time line of journaled

transactions, 26, 69
types of accounts, 27–35

Bonds
as liabilities on the balance sheet,

33
Book value, 95
Buildings
accumulated depreciation of, 31
as assets on the balance sheet, 31

Business transactions
combinations of, 6
recording of, 7

C
Capital leases
as liabilities on the balance sheet,

33–34

Cash
as an asset on the balance sheet, 28
importance of, 67
tracking, 68

Cash basis accounting, 51–52
Cash flows
statement of, 67–82
time line of, 25–26

Cash payments
and direct method of

documenting changes in cash
position, 72, 74

Cash receipts
and direct method of

documenting changes in cash
position, 72–73

Classification of business
transactions, 16

Clay tablets for counting, 2–4
Common stock
as equity on the balance sheet, 34

Comparability of accounting
statements, 16

Conservatism
and accounting conventions,

16–17
Contra assets on the balance sheet,

27
Conventions of double-entry

accounting, 10–11
Cost of goods in simple accounting,

6
Cost of goods sold
as an income account, 45

Current ratio, 90

D
Days’ sales in receivables ratio, 91
Debit-credit system
alternative to, 10

Debits and credits
in simple accounting, 7–9
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Debt ratio, 94
Debt-to-equity ratio, 95
Deferring expenses, 58

downside to, 58
and integrity of financial

statements, 86
Deferring revenues

and integrity of financial
statements, 86

Dividend yield, 96
Double-entry accounting

beginnings of, 5–7
conventions of, 10–11, 17
determining profit in, 11
and handling debits and credits,

7–9
and handling income items, 11
and keeping track of data, 9
mathematical description of

conventions, 10–11
and permanent accounts, 11–12
and recording of business

transactions, 7
and temporary accounts, 12

E
Earnings per share, 94
Equipment

accumulated depreciation of, 31,
56, 58–61

as assets on the balance sheet, 31
Equity

defined, 5
and impart of changes in asset

and liability values, 5
in simple accounting, 5–13

Equity on the balance sheet, 34–35
common stock, 34
preferred stock, 35
retained earnings, 34
treasury stock, 34

Estimated warranty liability

as a liability on the balance sheet,
33

Expenses
deferring, 58, 86
delaying recognizing, 55–56
as income accounts, 45
prepaid, 56–57
speeding up recognizing, 52–54

F
Factoring of accounts receivable,

28–29
FASB. See Financial Accounting

Standards Board.
FIFO. See First-in, first-out method.
Financial Accounting Standards

Board
and accounting conventions, 15

Financial assets on the balance
sheet, 27

Financial statement analysis, 89–99
answers to questions, 134–142
questions about, 99

Financial statements
and accounts receivable turnover

ratio, 91
analysis of, 89–99
and asset turnover ratio, 93
and book value, 95
and current ratio, 90
and days’ sales in receivables

ratio, 91
and debt ratio, 94
and debt-to-equity ratio, 95
and dividend yield, 96
and earnings per share, 94
and full disclosure, 17–18
and gross profit percentage, 93
and industry analysis, 97–98
integrity of, 83–87
and inventory turnover ratio,

91–92
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and liquidity ratios, 90–92
and payout ratio, 96
and price-to-earnings ratio,

95–96
and profit margin, 93
and profitability ratios, 92–94
quarterly, 16
and quick ratio, 90
and ratio analysis, 89–90
and restating results, 89
and return-on-assets ratio, 92
and return-on-equity ratio, 92
and solvency ratios, 94–95
and times interest earned ratio,

95
and trend analysis, 96–97

Financing
and direct method of

documenting changes in
cash position, 75

and indirect method of
documenting changes in cash
position, 71–72

Finished goods
as inventory, 29

First-in, first-out method
and accounting conventions,

15, 21
Focus on addition, 18
Fraud
and integrity of financial

statements, 84
Full disclosure
and financial statements, 17–18

G
GAAP. SeeGenerally accepted

accounting principles.
Gain on sale of equipment
as an income account, 45

Generally accepted accounting
principles, 18–19

and integrity of financial
statements, 84–85

Going-concern value of assets, 18
Goodwill
as an asset on the balance sheet,

32
Gross profit percentage, 93

I
IASB. See International Accounting

Standards Board.
IFRS. See International Financial

Reporting Standards.
Improvements
as assets on the balance sheet,

30–31
and depreciation, 31
and modified accelerated cost

recovery system, 31
Income, 11
delaying recognizing, 54–55
speeding up recognizing, 54

Income accounts
administrative expenses, 45
cost of goods sold, 45
expenses, 45
gain on sale of equipment, 45
on income statement, 44–46
interest expense, 45
interest income, 45
rent, 45
revenues, 44–45
salaries, 45
sales, 44
selling expenses, 45
service revenue, 44

Income statement, 39–50
answers to questions, 116–121
and income accounts, 44–46
multistep, 47
questions about, 49–50
single-step, 47
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Income statement (Continued )
and statement of cash flows, 76
and temporary accounts, 39–44

Income tax payable
as a liability on the balance

sheet, 33
Industry analysis

and financial statements, 97–98
Installment method

and recognition of revenue, 21
Intangible assets

amortization of, 62
on the balance sheet, 27

Integrity of financial statements,
83–87

and accelerating expenses, 86
and accelerating revenues, 85–86
and accrual assumptions, 85
answers to questions, 133–134
and creating an audit trail, 84
and deferring expenses, 86
and deferring revenues, 86
and generally accepted

accounting principles, 84–85
and independent auditing, 84–85
and internal controls and

procedures, 83–84
questions about, 87
and removing opportunities for

fraud, 84
and role of users, 85–86
and verifying accounting

procedures, 84–85
and verifying entries, 84

Interest expense
as an income account, 45

Interest income
an an income account, 45

Interest payable
as a liability on the balance

sheet, 32–33
Internal controls and procedures

and integrity of financial state-
ments, 83–84

Internal Revenue Service
and accounting conventions, 15
and cash basis accounting, 51–52

International Accounting Standards
Board

and accounting conventions, 19
International Financial Reporting

Standards
and accounting conventions, 19

Inventory
as an asset on the balance sheet,

29–30
and cost of goods sold, 45
finished goods, 29
raw materials, 29
and rent, 45
work in progress, 29

Inventory turnover ratio, 91–92
Investing

and direct method of
documenting changes in cash
position, 74

and indirect method of
documenting changes in cash
position, 71

Investments
as assets on the balance sheet, 28
categorization of, 28

IRS. See Internal Revenue Service.

J
Journal entries

and accounting conventions,
9, 11, 19–20

L
Land

accumulated depletion of, 30
as an asset on the balance sheet,

30
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Last-in, first-out method
and accounting conventions, 15

Ledger
defined, 3

Ledger accounting
answers to questions, 105–113
counting everything, 4–5
creating, 1–14
questions about, 13–14, 101–103

Liabilities on the balance sheet,
32–34

accounts payable, 32
advances from customers, 33
bonds, 33
capital leases, 33–34
current, 32–33
estimated warranty liability, 33
income tax payable, 33
interest payable, 32–33
long-term, 33–34
notes payable, 32
pensions, 34
salary payable, 33

LIFO. See Last-in, first-out method.
Liquidity ratios
and financial statements, 90–92

M
MACRS. SeeModified accelerated

cost recovery system.
Matching of revenues and

expenses, 20
Materiality in accounting

records, 20
Modified accelerated cost

recovery system
and improvements, 31

N
Natural resources
accumulated depletion of, 61

Negative numbers

in simple accounting, 10–11
Notes payable
as liabilities on the balance sheet,

32

O
Operating
and direct method of

documenting changes in cash
position, 72–74

and indirect method of
documenting changes in cash
position, 70–71

P
Patents
and amortization, 32
as assets on the balance sheet,

31–32
Payout ratio, 96
Pensions
as liabilities on the balance sheet,

34
Percentage-of-completion method
and recognition of revenue, 20

Permanent accounts, 11–12
and the balance sheet, 25

Preferred stock
as equity on the balance sheet, 35

Prepaid expenses, 56–57
Price-to-earnings ratio, 95–96
Primitive counting systems, 1–4
Profit, 11
Profit margin, 93
Profitability ratios
and financial statements, 92–94

Q
Quarterly financial statements, 16
Questions
about accounting conventions, 23
about accrual accounting, 63–65
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Questions (Continued )
about financial statement

analysis, 99
about integrity of financial

statements, 87
about ledger accounting, 13–14,

101–103
about statement of cash flows,

81–82
about the balance sheet, 37
about the income statement,

49–50
Quick ratio, 90

R
Ratio analysis

and financial statements, 89–90
Raw materials

as inventory, 29
Recognition of revenue, 20–21

and installment method, 21
and percentage-of-completion

method, 20
Rent

as an income account, 45
as a prepaid expense, 56–57

Research-and-development costs
as assets on the balance sheet, 32

Retained earnings
as equity on the balance sheet, 34

Return-on-assets ratio, 92
Return-on-equity ratio, 92
Revenues

deferring, 86
as income accounts, 44–45

Revenues and expenses
matching of, 20

S
Salaries

as an income account, 45
Salary payable

as a liability on the balance sheet,
33

Sales
as an income account, 44

SEC. See Securities and Exchange
Commission.

Securities and Exchange
Commission

and accounting conventions, 15
Selling expenses

as an income account, 45
Service revenue

as an income account, 44
Solvency ratios

and financial statements, 94–95
Statement of cash flows, 67–82

accounting categories on, 68–70
answers to questions, 130–133
and balance sheet, 75
direct method of documenting

changes, 72–75, 78–80
financing, 75
investing, 74
operating, 72–74

and income statement, 76
indirect method of documenting

changes, 70–72, 75–78
financing, 71–72
investing, 71
operating, 70–71

and noncash transactions, 72
questions about, 81–82

T
T-accounts in simple accounting, 9
Tally marks for counting, 2–4
Temporary accounts, 12

on income statement, 39–44
transactions involving, 42–44

Times interest earned ratio, 95
Timing of expenses, 51–62
Timing of income, 51–62
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Tracking cash, 68
Treasury stock
as equity on the balance sheet, 34

Trend analysis
and financial statements, 96–97

U
Uncollectable accounts receivable,

29
Understandability of accounting

records, 21
Understating accounting results, 17

Urns for counting, 1–2
Usefulness of accounting records,

21

V
Valuation of assets, 21–22
Verifiability of financial statements,

22

W
Work in progress
as inventory, 29
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Whether you are a manager who relies on 
accounting information, a regulator, or an 
investor, in today’s fi nancial world you must 

know how to read and interpret fi nancial reports 
and statements in order to make sound fi nancial 
decisions and effectively serve investors, creditors, 
and tax authorities.

Emphasizing a general understanding of the 
process and reports associated with this discipline, 
Mastering Financial Accounting Essentials shows 
you how to understand accounting records, use ac-
counting information intelligently, and reduce the 
opportunity for fraud. This book does not focus on 
accounting and auditing rules and is not intended 
to teach accounting to future accountants—nor 
does it assume any prior knowledge of account-
ing jargon or double-entry accounting. Instead, it 
focuses on an intuitive understanding of the ac-
counting process and standard accounting reports 
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being created.
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book reinforces the new language by gradually 
adopting accounting vocabulary. In this way, you 
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In light of recent accounting scandals, it is critical that all fi nancial 
practitioners understand and play by the rules of the accounting fi eld. 
Starting from the assumption that the reader is not familiar with any 
accounting jargon, Mastering Financial Accounting Essentials presents 
material in a way that explains the key features of modern account-
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