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PREFACE

What Stands Out in the Eighth Edition?

The FASB and IASB have been working together to issue converged accounting standards that will dramatically
change key reporting areas, but important differences remain between U.S. GAAP and IFRS. To help instructors
navigate this challenging environment, the Spiceland team is committed to providing a complete learning system,
encompassing the text, key ancillaries, and online content that guide students to a deeper understanding of inter-
mediate accounting topics. All of that content is written by authors Spiceland, Sepe, Nelson, and Thomas.

The Intermediate Accounting learning system is built around three key attributes: current, comprehensive, and clear.

“An excellent textbook that covers accounting procedures thoroughly from a real-world perspective. It is very current and is ac-
companied by a great variety of learning aids to help students succeed.”
—Kathy Hsiao Yu Hsu, University of Louisiana-Lafayette

Current: Few disciplines see the rapid changes that accounting experiences. The Spiceland team is committed
to keeping your course up to date. The eighth edition fully integrates the latest FASB and IFRS updates, including:

e NEW Chapter 5 covering the latest standard on Revenue Recognition (ASU No. 2014-09—Revenue from Con-

tracts with Customers (Topic 606)). Part A introduces the five-step process for recognizing revenue at a point in
time, over a period of time, and for contracts with multiple performance obligations. Part B provides compre-
hensive coverage of specific topics within each of the five steps. Part C applies the five-step process to account-
ing for long-term contracts, and Part D considers the role of revenue recognition in profitability analysis.

e ASU No. 2014-08—Presentation of Financial Statements (Topic 205) and Property, Plant, and Equipment (Topic

360): Reporting Discontinued Operations and Disclosures of Disposals of Components of an Entity

e ASU No. 2012-02—Intangibles-Goodwill and Other (Topic 350): Testing Indefinite-Lived Intangible Assets for

Impairment

e Exclusion of extraordinary items and valuation of inventory at the lower of cost and net realizable value
e Amendments to IFRS No. 9 with respect to classification, measurement and impairment of financial instruments.

In addition, current events have focused public attention on the key role of accounting in providing information use-

ful to decision makers. The CPA exam, too, is redirecting its focus to emphasize the professional skills needed to
critically evaluate accounting method alternatives. Intermediate Accounting provides a decision maker’s perspec-
tive to emphasize the professional judgment and critical thinking skills required of accountants in today’s business
environment.

Com prehensive: Authors Spiceland, Sepe, Nelson, and Thomas ensure comprehensive coverage and qual-
ity throughout the learning system by writing every major supplement: study guide, instructor’s resource manual,

solutions manual, test bank, and website content. All end-of-chapter material, too, is written by the author team and
tested in their classrooms before being included in Intermediate Accounting.

“This textbook is written in a way that is easy to read, provides clear examples, includes thorough coverage of necessary topics,
and provides ample opportunity for practice and mastery of the material through end of chapter problems.”

—Terra Brown, University of Texas at Arlington
“This is one of the most comprehensive and up-to-date texts for teaching intermediate accounting. It has a good bal-
ance of discussion, examples, problem solving and analytical case material, in addition to good integration of IFRS.”

— Shailendra Pandit, University of lllinois at Chicago
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Current, Comprehensive, Clear

Comprehensive coverage and quality of Spiceland’s learning system continues in its flexible technology package.
As today’s accounting students continue to learn in a digital world, the eighth edition of Spiceland’s learning sys-
tem features: McGraw-Hill Connect® Accounting, SmartBook's adaptive learning and reading experience, Guided
Examples, and Tegrity Campus. See pages viii-xv for more details!

Clear: Reviewers, instructors, and students all have hailed Intermediate Accounting’s ability to explain both simple
and complex topics in language that is clear and approachable. Its highly acclaimed conversational writing style es-
tablishes a friendly dialogue between the text and each individual student—creating the impression of speaking with
the student, as opposed to teaching to the student. Intermediate Accounting is written to be the most complete and
student-friendly book on the market.

New Coauthor Wayne Thomas

A new coauthor, Wayne Thomas of the University of Oklahoma, has joined the Spiceland
team for the eighth edition. Wayne is an award-winning professor and a coauthor on the
highly successful Financial Accounting with David Spiceland and Don Herrmann.

Added additional algorithmic questions to Connect Accounting
—over 2,500 questions available for assignment including more than 1,125 algorithmic
questions.

New to Connect Accounting—CPA and CMA exam multiple choice questions are now available for assignment.
These questions are automatically graded and can be assigned to your students along with Kaplan CPA simula-
tions as a way to help your students prep for the CPA exam.

PetSmart financial statements for the year ended February 2, 2014, are used throughout each .
chapter to illustrate key accounting concepts. PetSmart is a company that will be familiar to ’}'
most students and whose operations are easily understood. Its financial statements offer a com-

prehensive set of material that is presented in a clear manner. g—"“-— PetSmart

“Very well written in a streamlined 21 chapter approach with IFRS incorporated throughout and excellent end of chap-

ter materials.”

—Michael Slaubaugh, Indiana University/Purdue University

Spiceland’s Financial Accounting Series

INTERMEDATE
ACCOUNTING

o b

To allow Intermediate Accounting to be part of a complete learning system, authors David
Spiceland and Wayne Thomas have teamed up with Don Herrmann to offer Financial
Accounting. Now in its third edition, Financial Accounting uses the same approach that
makes Intermediate Accounting a success—conversational writing style with a real-world
focus and author-prepared supplements, combined with McGraw-Hill Connect Accounting.

“If you like Spiceland's intermediate text, you will be thrilled with the financial accounting text. It is written in the same

conversational style, addresses topics directly and clearly, and the illustrations are terrific too.

—Nancy Snow, University of Toledo.
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What Keeps SPICELAND Users Coming Back?

Where We're Headed

These boxes describe the poten- Where WE’rB Headﬂd @
-

tial financial reporting effects of

many of the FASB and IASB joint In 2004, the FASB and'IASB began working together on a'pro'ject, Finfancial StatgmenF
. . . Presentation, to establish a common standard for presenting information in the financial
projects intended to further a|l9n statements, including classifying and displaying line items and aggregating line items into
U.S. GAAP and IFRS, as well as subtotals and totals. This project could have a dramatic impact on the format of financial
. . . statements. An important part of the proposal involves the organization of elements of
Other pI’OJeCtS the Boards are Zl:;:jgftBnI\::vc‘:E::i::e the balance sheet (statement of financial position), statement of comprehensive income
pursuing separately. Where We're a dramatic impact on (irclqgingthe ine
. he f f financial classifications.
Headed boxes allow instructors to fhe format of financia Progresswas  Where We're Headed"” boxes allow the students
deal with ongoing projects to the g ate "' to be updated with the most current accounting
extent they desire. S agenaa. . . . .
all ofthe financi- changes without inundating them with needless
book was publis
| DOOK Was =

&

technical specifications. A perfect balance

Financial Reporting

Cases

Each chapter opens with a Finan- v
cial Reporting Case that places

the student in the role of the deci-
sion maker, engaging the student
in an interesting situation related Financial Reporting Case Solution

to the accounting issues to come. T )
Th th ti 1. What purpose do adjusting entries serve? (p. 67) Adjusting entries help ensure that
€n, theé cases pose questions all revenues are recognized in the period goods or services are transferred to customers,
for the student in the role of deci- regardless of when cash is received. In this instance, for example, $13,000 cash has been
sion maker. Marginal notations received for services that haven’t yet been performed. Also, adjusting entries enable a
company to recognize all expenses incurred during a period, regardless of when cash

—Cheryl Bartlett, Indiana University—South Bend

th roughOUt the chapter pOint out is paid. Without depreciation, the friends’ cost of using the equipment is not taken into
locations where each question is account. Conversely, without adjustment. the cnst of rant is avarstated hy %3 000 naid in
. dvance for part of next year’s rent.
addressed. The case questions advance for p: ! e o )
are answered at the e0:1d of the 1 With adjustments, we get an acerue — “The case at the beginning of each chapter is very
plete measure of a company’s operatin; S
chapter. ing future operating cash flows. Similar  captivating. After | read the case, | wanted to get
assessment of assets and liabilities as so g . 0
paper and pencil and answer the questions.
M
Decision Makers’ i vorsi
ecision Iviakers —Carol Shaver, Louisiana Tech University
Perspective

These sections appear throughout
the text to illustrate how account-
ing information is put to work in .. ) .
today'’s firms. With the CPA exam Decision Makers’ Perspective

placing greater focus on applica-

Cash often is referred to as a nonearning asset because it earns no interest. For this reason,

tion of skills in realistic work set- managers invest idle cash in either cash equivalents or short-term investments, both of which o
tings, these discussions he|p your provide a return. Management’s goal is to hold the minimum amount of cash necessary to Ly
. . conduct normal business operations, meet its obligations, and take advantage of opportuni- Nt
students gain an edge that will ! ' : X : X
i ; ties. Too much cash reduces profits through lost returns, while too little cash increases risk. Wa—
remain with them as they enter This trade-off between risk and return is ar ~=~nias Ahainn mada b wananmamn « Limenmmal -
the Workplace. decision makers). Whether the choice m:

by investors and creditors (external decis  “This is an excellent feature of the book. It is
A company must have cash available

previous section as well as for planned ¢

ing, and financing cash flows. However, s used and not just memorizing the “right”

planned amounts, a company needs an ac "

prises. The size of the cushion depends or answers.

so important to know why and how information

—Jeff Mankin, Lipscomb University
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In talking with so many intermediate accounting faculty, we heard more than how to improve the book—
there was much, much more that both users and nonusers insisted we not change. Here are some of the fea-

tures that have made Spiceland such a phenomenal success in its previous editions.

Additional Consideration

Discounts in Contracts with Multiple Performance Obligations. Note that Illustration 5-7
shows that Tri-Box systems are sold at a discount—TrueTech sells the system for a
transaction price ($250) that's less than the $300 sum of the stand-alone selling prices

of the Tri-Box module ($240) and the subscription to Tri-Net ($60). Because there is

no evidence that the discount relates to only one of the performance obligations, it is
spread between them in the allocation process. If TrueTech had clear evidence from sales
of those goods and services that the discount related to only one of them, the entire
discount would be allocated to that aood or service.

“This is a good technique that | actually use in my

&

class and it's good to see it in a book

—Ramesh Narasimhan, Montclair State University

Fihical Dilemma -2

Ve

You recently have been employed by a large retail chain that sells sporting goods. One
of your tasks is to help prepare periodic financial statements for external distribution. The
chain'’s largest creditor, National Savings & Loan, requires quarterly financial statements,
and you are currently working on the statements for the three-month period ending
June 30, 2016.

During the months of May ar
and TV advertising campaign. TI  “Having ethical dilemma boxes in every chapter
commercials as well as the radic
costs were charged to advertisir
has asked you to prepare aJune  chapter devoted to ethics. Students can relate to
expense and to set up an asset «
The CFO explained that “This a
and June and | think it will conti  business dealings.”
By recording the ad costs as an
additional July sales. Besides, if ~—Gloria Worthy, Southwest Tennessee

Community College

is much more significant than having a separate

the importance of being ethical in every aspect of

Broaden Your Perspective

Apply your critical ing ability to the ge you've gained. These cases will provide you an opportunity to

i develop your , analysis, jud and ication skills. You also will work with other students, inte-
grate what you‘ve learned, apply it in I Id si i and i its global and ethical ramifications. This
practice will broaden your knowledge and further develop your decision-making abilities.

Judgment The financial community in the United States has become increasingly concerned with the quality of reported
Case 4-1 company earnings.

Earnings quality
® LO4-2,L04-3

I Definethetern | think students would benefit tremendously from
the cases.”

—Joyce Njoroge, Drake University

Additional

Consideration Boxes

These are “on the spot” con-
siderations of important, but
incidental or infrequent aspects
of the primary topics to which
they relate. Their parenthetical
nature, highlighted by enclo-
sure in Additional Consider-
ation boxes, helps maintain an
appropriate level of rigor of
topic coverage without sacrific-
ing clarity of explanation.

Ethical Dilemmas

Because ethical ramifications

of business decisions impact so
many individuals as well as the
core of our economy, Ethical
Dilemmas are incorporated
within the context of account-
ing issues as they are discussed.
These features lend themselves
very well to impromptu class
discussions and debates.

Broaden Your

Perspective Cases

Finish each chapter with these
powerful and effective cases,

a great way to reinforce and
expand concepts learned in the
chapter.

Star Problems

In each chapter, particularly
challenging problems, desig-
nated by a %, require students
to combine multiple concepts
or require significant use of
judgment.
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McGraw-Hill CONNECT® ACCOUNTING

McGraw-Hill Connect Accounting is a digital teaching and learning environment that gives students the means to better
connect with their coursework, with their instructors, and with the important concepts that they will need to know for suc-
cess now and in the future. With Connect Accounting, instructors can deliver assignments, quizzes and tests easily online.

Students can review course material and practice important skills.
Connect Accounting provides all the following features:

¢ SmartBook and LearnSmart
* Auto-graded online homework
e Powerful learning resources including guided examples to pinpoint and connect key concepts for review.

In short, Connect Accounting offers students powerful tools and features that optimize their time and energy, enabling
them to focus on learning.

SMARTBOOK, POWERED BY LEARNSMART  .cvaerecox st e T

SMARTBOOK®

LearnSmart® is the market-leading adaptive study re-

source that is proven to strengthen memory recall, in-
crease class retention, and boost grades. LearnSmart al-
lows students to study more efficiently because they are
made aware of what they know and don’t know.

SmartBook, which is powered by LearnSmart, is the
first and only adaptive reading experience designed to
change the way students read and learn. It creates a per-
sonalized reading experience by highlighting the most impactful concepts a student needs to learn at that moment in time.
As a student engages with SmartBook, the reading experience continuously adapts by highlighting content based on what
the student knows and doesn’t know. This ensures that the focus is on the content he or she needs to learn, while simul-
taneously promoting long-term retention of material. Use SmartBook’s real-time reports to quickly identify the concepts
that require more attention from individual students—or the entire class. The end result? Students are more engaged with
course content, can better prioritize their time, and come to class ready to participate.

"Using Connect Accounting and LearnSmart is great in any class, but really enhances online and hybrid sections. We
are having better success with our online and hybrid classes as a result of having these tools available to us.”

—Patti Lopez, Valencia College
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Tailored to You.

ONLINE ASSIGNMENTS

Connect Accounting helps students learn more efficiently
by providing feedback and practice material when they
need it, where they need it. Connect grades homework

M2-10 Preparing Journal Entries [LO 3]
The following are the transactions of Spotlighter. Inc.. for the month of January 2013:

a_ Borrowed 53,840 from a local bank on a note due in six months.

b. Received $4,630 cash from investors and issued stock to them.

©. Purchased $1000 in equipment, paying $200 cash and promising the rest an a note due in one year.
d. Paid $300 cash for supplies.

e Bought and received $700 of supplies on account.

automatica”y and giVeS immediate feedback on any ques_ Prepare journal entries for each transaction. (If no entry is required for a transactionfevent, select "No Journal

Entry Required” in the first account field.)

tions students may have missed. Our assignable, gradable

P — e e

al journal

end-of-chapter content includes a general journal applica-

Journal Entry Worksheet

. BEEEE

a general ledger software package. Also, select questions ‘—' Record the borrowing of $3,940 from a local bank on a note dua in six m
menths.

e | e

3.940

tion that looks and feels more like what you would find in

have been redesigned to test students’ knowledge more
fully. They now include tables for students to work through

rather than requiring that all calculations be done offline.

No Journal Entry Required -
Notes Payable (long-term)

Notes Receivable
Other Noncurrent Assets
*Enter debits before credits

done clear ransaction record transaction

GUIDED EXAMPLES
. . . b. Borrowed 535,000 cash from a bank and signed a note due in two years.

The guided examples in Connect Accounting provide a

. Assets - Liabilities # _Stockholders’ Equity
narrated, animated, step-by-step walk-through of select " cn  comen
exercises in Intermediate Accounting similar to those as- B sme :
signed. These short presentations can be turned on or off
by instructors and provide reinforcement when students e
need it most. cr Nates Pavable [+L]

General Ledger

Liabilities

“Great for an online class [and] for students that need the extra help in learning a process.”

—Terry Elliott, Morehead State University
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CPA Simulations

Kaplan CPA Exam Simulations allow students to practice intermediate accounting concepts in a AP AR
web-based environment similar to that used in the actual CPA exam. There will be no hesitation or

CPA REVIEW
confusion when your students sit for the real exam: they’ll know exactly what they need to do.

CPA and CMA Review Questions—Now Available in Connect Accounting!

A CPA and CMA Review Questions section includes multiple-choice questions adapted from a va-
riety of sources including questions developed by the AICPA Board of Examiners and those used
in the Kaplan CPA Review Course to prepare for the CPA examination and focus on the key topics
within each chapter, permitting quick and efficient reinforcement of those topics as well as convey-
ing a sense of the way the topics are covered in the CPA exam. Also, a special section of multiple-
choice questions illustrates coverage of IFRS. The CMA questions are adapted from questions that
previously appeared on Certified Management Accountant (CMA) exams.

CPA and CMA Review Questions . ' I ‘

|AccounTING

CPA Exam The following questions are adapted from a variety of sources incluc Y ) o

Questions of Examiners and those used in the Kaplan CPA Review Course to s Intermediate Accounting is current,
w paring for the CPA examination. Determine the response that best cc Comp|ete, well written, and highly de-

CPA REVIEW tailed. It belongs in the library of anyone

1. Scott Corp. received cash of $20,000 that was included in reven

® LO16-1 $12,000 will not be taxable until 2017. Scott’s enacted tax rate i

amount should Scott report in its 2016 balance sheet for deferre q
—Barbara K. Parks, American

o AT Intercontinental University—Online

STUDENT RESOURCE LIBRARY

The Connect Accounting Student Resources give students access to additional resources such as recorded lectures, online

who is preparing for the CPA exam.”

practice materials, quizzes, Excel templates, alternative exercises and problems, an eBook, and more.

OTHER STUDENT SUPPLEMENTS

Study Guide

Volume 1: ISBN-13: 9780078095276 (MHID: 0078095271)

Volume 2: ISBN-13: 9780078127403 (MHID: 0078127408)

The Study Guide, written by the text authors, provides chapter summaries, detailed illustrations, and a wide variety of self-
study questions, exercises, and multiple-choice problems (with solutions).

Understanding Corporate Annual Reports

Seventh Edition, by William R. Pasewark

ISBN-13: 9780073526935 (ISBN-10: 0073526932)

This project provides students with instruction for obtaining an annual report from a publicly traded corporation and for
making an industry or competitor comparison.
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McGRAW-HILL CONNECT ACCOUNTING FEATURES

Connect Accounting offers powerful tools, resources,
and features to make managing assignments easier, so
faculty can spend more time teaching.

SIMPLE ASSIGNMENT MANAGEMENT
AND SMART GRADING

With Connect Accounting, creating assignments is easier
than ever, so instructors can spend more time teaching
and less time managing.

e Create and deliver assignments easily with selectable
end-of-chapter questions and test bank items.

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

e Access and review each response; manually change
grades or leave comments for students to review.

¢ Reinforce classroom concepts with practice assign-
ments, instant quizzes, and exams.

POWERFUL INSTRUCTOR AND STUDENT
REPORTS

Connect Accounting keeps instructors informed about

how each student, section, and class is performing,

allowing for more productive use of lecture and office
hours. The progress-tracking function enables you to:

e View scored work immediately and track individual
or group performance with assignment and grade re-
ports.

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

¢ Collect data and generate reports required by many ac-
creditation organizations, such as AACSB and AICPA.

Assignment Results
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Students like the flexibility that Connect offers. It has made a major difference in the student athletes’ participation
and performance. They can complete their work and catch up on lectures anytime and anywhere.

—Professor Lisa McKinney, M.T.A., CPA, University of Alabama
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CONNECT INSIGHT

The first and only analytics tool of its kind, Connect In-
sight™ is a series of visual data displays—each framed by
an intuitive question—to provide at-a-glance information
regarding how your class is doing.

Connect Insight™ provides a quick analysis on five key in-
sights, available at a moment's notice from your tablet device.
e How are my students doing?

* How is my section doing?

e How is this student doing?

* How are my assignments doing?

* How is this assignment going?

INSTRUCTOR LIBRARY

The Connect Accounting Instructor Library is a repository
for additional resources to improve student engagement
in and out of class. You can select and use any asset that
enhances your lecture. The Connect Accounting Instruc-
tor Library includes

® Presentation slides

* Animated PowerPoint exercises

¢ Solutions manual

e Test bank

e Instructor’s resource manual

Financial Accounting

@ How is my section doing? @

Student Distribution - at a glance | 50/ 50 Dive Deeper ®

e |Instructor Excel templates. Solutions to the student Excel Templates used to solve selected end-of-chapter

The Connect Accounting Instructor Library also allows you to upload your own files.

7 exercises and problems. These assignments are designated by the Excel icon.

For more information about Connect Accounting, go to www.connect.mheducation.com, or contact your local

McGraw-Hill Higher Education representative.

McGRAW-HILL EDUCATION CUSTOMER EXPERIENCE GROUP CONTACT INFORMATION

At McGraw-Hill Education, we understand that getting the most from new technology can be challenging. That's why our

services don't stop after you purchase our products. You can contact our Product Specialists 24 hours a day to get product

training online. Or you can search the knowledge bank of Frequently Asked Questions on our support website. For Cus-
tomer Support, call 800-331-5094, or visit www.mhhe.com/support. One of our Technical Support Analysts will be able to

assist you in a timely fashion.
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TEGRITY CAMPUS: LECTURES 24/7

— " Tegrity Campus is a service that makes class time available 24/7 by automatically capturing every
Eﬁdi’ﬁwh oeg rl tx lecture. With a simple one-click start-and-stop process, you capture all computer screens and cor-
e responding audio in a format that is easily searchable, frame by frame. Students can replay any part

of any class with easy-to-use browser-based viewing on a PC, Mac, or mobile device.

Help turn your students’ study time into learning moments immediately supported by your lecture. With Tegrity Campus,
you also increase intent listening and class participation by easing students’ concerns about note-taking. Tegrity Campus
will make it more likely you will see students’ faces, not the tops of their heads.

To learn more about Tegrity, watch a 2-minute Flash demo at http://tegritycampus.mhhe.com.

MCGRAW-HILL CAMPUS
- McGraw-Hill Campus™ is a new one-stop teaching and learning experience available to users of
il camp us any learning management system. This institutional service allows faculty and students to enjoy

single sign-on (SSO) access to all McGraw-Hill Higher Education materials, including the award-
winning McGraw-Hill Connect platform, from directly within the institution’s website. To learn more about MH Campus, visit
http://mhcampus.mhhe.com.

s e . & -
CUSTOM PUBLISHING THROUGH CREATE o ot p— . |

McGraw-Hill Create™ is a new, self-service website r—— :
that allows instructors to create custom course mate- - A e ———
rials by drawing upon McGraw-Hill's comprehensive, ey
cross-disciplinary content. Instructors can add their T

own content quickly and easily and tap into other

rights-secured third party sources as well, then arrange

the content in a way that makes the most sense for

their course. Instructors can even personalize their book with the course name and information and choose the best format
for their students—color print, black-and-white print, or an eBook.

Through Create, instructors can
e Select and arrange the content in a way that makes the most sense for their course.
e Combine material from different sources and even upload their own content.
® Choose the best format for their students—print or eBook.
e Edit and update their course materials as often as they'd like.

Begin creating now at www.mcgrawhillcreate.com.
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ALEKS’

ALEKS Accounting Cycle

ALEKS Accounting Cycle is a web-based pro-
gram that provides targeted coverage of pre-
requisite and introductory material necessary
for student success in Intermediate Account-
ing. ALEKS uses artificial intelligence and
adaptive questioning to assess precisely a stu-
dent's preparedness and deliver personalized
instruction on the exact topics the student is
most ready to learn. Through comprehen-
sive explanations, practice, and immediate
feedback, ALEKS enables students to quickly

ALEKS" s | [ woaxsser | (=) puaon | msonr | gemons | [Erown =] BT
e | S Review | &2 oictionary | ] LI - | iT|Gradebook [ % catendar [ .
A ting Cyele (Corporation)

» Merchandising Accounting
(7 of 15)

Course Mastery
(35 of 55 Topics)

Basic Terminology
(Gof6)

Hasic Transactinns and
Financial Statements (14 of 14}

> Journal Entries
riiries (20 4)

fill individual knowledge gaps in order to build a strong foundation of critical accounting skills. Better prepared students saves

you valuable time at the beginning of your course!

Use ALEKS Accounting Cycle as a pre-course assignment or during the first three weeks of the term to see improved

student confidence and performance, as well as fewer drops.

ALEKS Accounting Cycle Features:

¢ Artificial Intelligence: Targets Gaps in Prerequisite Knowledge

¢ Individualized Learning and Assessment: Ensure Student Preparedness

® Open-Response Environment: Avoids Multiple-Choice and Ensures Mastery
e Dynamic, Automated Reports: Easily Identify Struggling Students

For more information, please visit:
www.aleks.com/highered/business.

Read ALEKS Success Stories:

www.aleks.com/highered/business/success_stories.

ALEKS is a registered trademark of ALEKS Corporation.

"With ALEKS, the issues that our finance majors were having with Intermediate Accounting have practically

disappeared.”

—Eric Kelley, University of Arizona
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COURSESMART

Learn Smart. Choose Smart.
CourseSmart is a way for faculty to find and review eTextbooks. It's also a great option for students

who are interested in accessing their course materials digitally and saving money.

CourseSmart offers thousands of the most commonly adopted textbooks across hundreds of courses from a wide variety of
higher education publishers. With the CourseSmart eTextbook, students can save up to 45 percent off the cost of a print book,
reduce their impact on the environment, and access powerful Web tools for learning. CourseSmart is an online eTextbook,
which means users access and view their textbook online when connected to the Internet. Students can also print sections of
the book for maximum portability. CourseSmart eTextbooks are available in one standard online reader with full text search,
notes and highlighting, and e-mail tools for sharing notes between classmates. For more information on CourseSmart, go to

www.coursesmart.com.

EZTEST ONLINE

i The comprehensive test bank includes more than 1,500 true/false, multiple-choice, problems, and matching
E T E SI questions—each tagged by learning objective; topic area; difficulty level, and AACSB, Bloom's, and AICPA
categories.

McGraw-Hill's EZ Test Online is a flexible and easy-to-use electronic testing program that allows instructors to create tests
from book-specific items. EZ Test Online accommodates a wide range of question types and allows instructors to add their
own questions. Multiple versions of the test can be created and any test can be exported for use with course management
systems such as BlackBoard/WebCT. EZ Test Online gives instructors a place to easily administer exams and quizzes online. The
program is available for Windows and Macintosh environments.

ASSURANCE OF LEARNING READY

Many educational institutions today are focused on the notion of assurance of learning, an important element of some ac-
creditation standards. Intermediate Accounting is designed specifically to support your assurance of learning initiatives with a
simple, yet powerful solution.

Each test bank question for Intermediate Accounting maps to a specific chapter learning objective listed in the text. You can
use our test bank software, EZ Test Online, or Connect Accounting to easily query for learning outcomes/objectives that di-
rectly relate to the learning objectives for your course. You can then use the reporting features of EZ Test Online or Connect
Accounting to aggregate student results in a similar fashion, making the collection and presentation of assurance of learning
data simple and easy.

AACSB STATEMENT J—
McGraw-Hill Education is a proud corporate member of AACSB International. Understanding [ [ [ A A( S B
the importance and value of AACSB accreditation, Intermediate Accounting recognizes the INTERNATIONAL

curricula guidelines detailed in the AACSB standards for business accreditation by connecting selected questions in the test
bank to the eight general knowledge and skill guidelines in the AACSB standards.

The statements contained in Intermediate Accounting are provided only as a guide for the users of this textbook. The AACSB
leaves content coverage and assessment within the purview of individual schools, the mission of the school, and the faculty.
While Intermediate Accounting and the teaching package make no claim of any specific AACSB qualification or evaluation,
within the Test Bank to accompany Intermediate Accounting we have labeled selected questions according to the six general
knowledge and skill areas.
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What's New In the Eighth Edition?

Revising a program as successful as Intermediate Accounting takes careful consideration and a strong vision of what a
textbook and digital solution should be. New features aren’t piled on for their own sake; the Spiceland team only imple-
ments changes that constitute real improvements that have been identified through extensive research with users. The
result is a program that never loses its original strengths as it gains in usefulness and flexibility with each revision.

Pervasive changes throughout the program include updating and revising all real-world illustrations, amounts and
discussions involving Dell to PetSmart; revising the Air France-KLM IFRS case to reflect financial statements for the year
ended December 31, 2013; and updating and revising all real-world illustrations, amounts and discussions involving other
companies in the text and end-of-chapter material.

Chapter 1

ENVIRONMENT AND THEORETICAL
STRUCTURE OF FINANCIAL AC-
COUNTING

e Changed opening case to introduce
PetSmart, and featured PetSmart
throughout chapter.

e Updated discussion of the convergence
process to reflect latest SEC reports
and decisions.

¢ Included Additional Consideration
box introducing the Private Company
Council and private company
exceptions to GAAP.

e Modified the discussion of financial
reporting concepts to reflect the new
revenue recognition standard.

e Added Where We're Headed box to
discuss the FASB's exposure draft on
disclosure.

e Revised Real World Case to show
current financial statements fromThe
Gap, Inc.

Chapter 2

REVIEW OF THE ACCOUNTING
PROCESS

e Added assignment materials on
adjusting entries.

Chapter 3

THE BALANCE SHEET AND FINANCIAL
DISCLOSURES

e All real-world illustrations, amounts,
and discussion throughout involv-
ing other companies were updated to
include most recent amounts.

¢ Revised the section on usefulness and
limitations of the balance sheet.

¢ Revised the section on classification
of balance sheet elements—assets,
liabilities, and equity.

e Redesigned lllustration 3-1 to

show basic elements and their
subclassifications.

Redesigned lllustration 3-2 to make
the flow of the operating cycle more
apparent.

Expanded the discussion of restricted
cash in the section on cash and cash
equivalents.

Updated the Where We're Headed box
on the FASB’s Financial Statement
Presentation project.

Updated references throughout to
AICPA Professional Standards related to
auditor’s responsibilities with respect to
financial statements.

Replaced term “irregularities” with
“fraud” in the section on notewor-
thy events and transactions and in
the glossary.

Modified the appendix on report-

ing segment information to include
real-world analyses of Abbott
Laboratories, Inc.

Modified Ethics Case 3-16 to include
geographic disclosure of operations
in politically sensitive areas and in tax
haven areas.

Chapter 4

THE INCOME STATEMENT,
COMPREHENSIVE INCOME, AND THE
STATEMENT OF CASH FLOWS

¢ Revised the chapter and assignment
materials to incorporate the change in
GAAP eliminating the extraordinary
item classification.

¢ Revised the section on discontinued
operations to reflect the new FASB
Accounting Standards Update.

e Moved the Interim Reporting Appendix
from Chapter 5 to Chapter 4 for better
placement.

e Added assignment materials on operat-
ing versus nonoperating income and
the indirect method of presenting cash

flows from operating activities in the
statement of cash flows.

e Added a PetSmart Analysis Case related
to income statement information.

Chapter b

REVENUE RECOGNITION AND PROFIT-
ABILITY ANALYSIS

e Created Parts A and B to provide
comprehensive coverage of the new
revenue recognition standard. Part A
introduces revenue recognition at a
point in time, over a period of time, and
for contracts with multiple performance
obligations. Part B provides in-depth
coverage of the five-step revenue rec-
ognition process and how it relates to
various common sales arrangements.
Created all new assignment material to
support coverage of the new revenue
recognition standard.

Modified coverage of long-term
contracts, and included that material
as Part C.

Modified profitability analysis discus-
sion to analyze Costco and Walmart,
and included that material as Part D.
Created an Appendix that covers
GAAP that is superseded by the new
revenue recognition standard, includ-
ing installment and cost-recovery
methods, accounting for software and
other multiple-element contracts, and
accounting for franchises.

Chapter 6

TIME VALUE OF MONEY CONCEPTS

¢ Replaced the introductory Financial
Reporting Case to feature the role of
the time value of money on Powerball
winnings.

¢ Enhanced explanations throughout
the chapter on the distinction between
interest rates and discount rates.
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We received an incredible amount of feedback prior to writing the eighth edition of Intermediate Accounting.

The following list of changes and improvements is a testament to our users and their commitment to making
Intermediate Accounting the best book of its kind.

e Added an Additional Consideration
box that considers the effect of the
time value of money when a customer
prepays for a purchase rather than
buying on credit.

* Revised Real World Case related to zero-
coupon bonds of Johnson & Johnson.

* Added a Real World Case dealing
with the present value of Southwest
Airline’s leases.

Chapter 7
CASH AND RECEIVABLES

* Revised accounts receivable analysis of
Symantec Corp. and CA, Inc.

¢ Revised coverage of sales discounts

and sales returns to reflect new revenue

recognition standard and supported

that coverage with new assignment

materials.

Added coverage of long-term notes

receivable to complement existing

coverage of short-term notes receivable

and supported that coverage with new

assignment materials.

Added Where We're Headed boxes

discussing the FASB and IASB projects

concerning impairment of notes receiv-

able, providing shorter coverage in

the text and a numerical example in

Appendix 7B.

¢ Revised Real World cases considering
Nike and Del Monte v. Smithfield.

Chapter 8

INVENTORIES: MEASUREMENT

¢ Added assignment materials on LIFO
liquidation and dollar-value LIFO.

e Added a PetSmart Analysis Case related
to inventory method and ratio analysis.

Chapter 9

INVENTORIES: ADDITIONAL ISSUES

* Revised the chapter and assignment
materials to incorporate the change in
GAAP that now requires inventory to
be valued at the lower of cost and net
realizable value.

e Revised the section on changes in
inventory method for greater clarity.

Chapter 10

PROPERTY, PLANT, AND EQUIP-
MENT AND INTANGIBLE ASSETS:
ACQUISITION AND DISPOSITION

e Added an Additional Consideration
box on contract acquisition costs to
reflect the new Accounting Standards
Update on revenue recognition.

* Added assignment materials on
interest capitalization, research
and development, and software
development costs.

e Added a PetSmart Analysis Case related
to the reporting of property, plant, and
equipment and intangible assets.

Chapter 11

PROPERTY, PLANT, AND EQUIPMENT
AND INTANGIBLE ASSETS:
UTILIZATION AND IMPAIRMENT

e Added an Additional Consider-

ation box on the new Accounting

Standards Update on the subsequent

measurement of goodwill for private

companies.

Added a Concept Review Exercise that

covers impairment of property, plant,

and equipment and goodwill.

Added aTrueblood Accounting Case

that deals with the measurement of

impairment losses for property, plant,

and equipment.

e Added a PetSmart Analysis Case related
to depreciation and amortization.

Chapter 12

INVESTMENTS

e Revised opening financial reporting

case

Replaced the Where We're Headed

Supplement with Where We're Headed

boxes discussing the FASB and IASB

projects concerning classification,

measurement and impairment of

investments.

e Added new assignment material on
IFRS treatment of investments.

e Added new assignment material on

equity method.

Revised assignment material with real-

world cases involving Intel, Unilever,

and Microsoft.

Chapter 13

CURRENT LIABILITIES AND
CONTINGENCIES

e Added Additional Consideration box
to provide coverage on accounting for
interest on advanced collections from
customers, as required in the new
revenue recognition standard.

Revised coverage of warranties to be
consistent with new revenue recogni-
tion standard.

Added Additional Consideration box
detailing coverage of rebates, premi-
ums and coupons to be consistent with
new revenue recognition standard.
Added new assignment material with
respect to contingent liabilities and
unasserted claims,

Revised assignment material with real-
world cases involving Dow Chemical,
Morgan Stanley, PetSmart, AU Optron-
ics, B Communications LTD.

Added Trueblood Accounting Cases
involving loss contingencies for litiga-
tion and subsequent events.

Chapter 14

BONDS AND LONG-TERM NOTES

e Added an illustration of Microsoft's dis-
closure of debt payment commitments.
Revised illustration of Pepsi and Coca
Cola and the related financial statement
analysis comparing their debt-equity
ratios, return on assets, return on
equity, and interest coverage.

Added an example of Lakeland Ban-
corp’s gain on early extinguishment of
debt.

Revised the section describing the fair
value option to reflect the FASB's new
requirement to report related gains and
losses in other comprehensive income.
Also revised related assignment
material.

Revised Appendix A on When Bonds
are Issued between Interest Dates to
include bonds issued at a discount
between interest dates as well as
related assignment material.

Added assignment material on notes
issued for cash from the borrower’s
and lender’s perspectives, notes issued
for a noncash asset from the lender’s
perspective, installment notes from the
lender’s perspective, and an IFRS-based
problem on transaction costs.
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¢ Revised Problem focusing on Micro-
soft’s zero coupon notes and the FASB
codification system.

¢ Revised Real World Cases involving
Hewlett-Packard’s zero coupon notes,
Walmart'’s stock option plan.

¢ Added a Real World Case dealing
with analyzing PetSmart’s financial
statements

Chapter 15

LEASES

e Revised illustration of leased asset
disclosure by Kroger.

e Added an illustration of Hewlett-
Packard’s disclosure of using leases to
sell products.

e Added an illustration of Walmart’s dis-
closure of lease payments.

e Revised an illustration of IBM'’s disclo-
sure of sales-type leases.

¢ Revised an illustration of Walmart's dis-

closure of lease payment commitments

and capitalizing operating leases.

Revised Brief Exercise focusing on

Sonic Corporation’s net investment in

leases.

Added an Analysis Case designed to

see the financial statement effects of

capitalizing PetSmart’s operating leases.

Revised a Walmart Real World Case
involving lease concepts.

e Added Trueblood Accounting Cases
dealing with the lease classification
issues.

Extensively revised the Where We're
Headed Chapter Supplement on the
proposed lease accounting standards
update as well as all the related assign-
ment materials.

Chapter 16

ACCOUNTING FOR INCOME TAXES

® Revised numerical illustrations to
highlight relationships and provide
T-accounts.

e Added Shoe Carnival real-world exam-
ple to show how to extract summary
tax journal entry from disclosure notes
and how to tie that entry to changes in
deferred tax accounts.

¢ Added Additional Consideration box for
accounting for taxes on unrepatriated
foreign earnings.

Added Additional Consideration provid-
ing a template for applying the balance-
sheet focus of tax accounting.

Revised assignment material with
real-world cases involving Delta Air
Lines, Ford Motor Company, Domin-
ion Resources, Walmart, Kroger, and
Macy'’s.

AddedTrueblood case involving valu-
ation allowances against deferred tax
assets.

¢ Revised Air France-KLM IFRS case.

Chapter 17

PENSIONS AND OTHER POSTRETIRE-
MENT BENEFIT PLANS

e Revised illustration of Microsoft's 401K
plan disclosure.

e Added an illustration of General Mills’
disclosure of the components of pen-
sion expense.

¢ Enhanced the example of amortizing
prior service cost and net gains and
losses.

® Revised Problem focusing onToys “R”
Us's pension plan.

e Added a Real World Case involving
PetSmart’s pension plan.

Chapter 18

SHAREHOLDERS’ EQUITY

e Replaced the introductory Financial
Reporting Case to feature MasterCard’s
share-based compensation plans.

e Enhanced the discussion of stock splits
and included Apple Inc!s rare 7-for-1
stock split.

e Added an illustration of Abercrombie
& Fitch's disclosure of shareholders’
equity.

¢ Revised Brief Exercise focusing on
Microsoft’s cash dividends.

e Added an Exercise dealing with
Ford Motor Company’s buyback of
stock to offset stock grant issued to
executives.

¢ Revised Problem focusing on Cisco Sys-
tem’s reporting of shareholders’ equity.

¢ Revised Research Case related to the
FASB codification system and Cisco Sys-
tem’s reporting of comprehensive income.

Chapter 19

SHARE-BASED COMPENSATION AND
EARNINGS PER SHARE

e Added extensive discussion of account-
ing for restricted stock units (RSUs),
now the most popular form of share-
based compensation.

e Added an illustration of Apple Incs

disclosure of restricted stock units.

Revised illustration of restricted stock

accounting to include restricted stock units.

Revised the section describing the

declining popularity of stock options to

emphasize the role of restricted stock
units in that decline.

Revised the Additional Consideration

box for the effect of the actual exercise

of stock options in EPS calculations.

e Added a discussion of including the
effect of restricted stock units (RSUs) in
EPS calculations.

e Added an illustration of Foundation

Healthcare Inc’s EPS disclosure.

Added to Appendix B a discussion and

illustration of accounting for restricted

stock units (RSUs that are payable in
cash and treated as a liability.

Added a brief exercise and three

exercises (including one based on

Facebook) dealing with accounting for

restricted stock units.

Revised a Real World Case involving

Walmart's stock option plan.

Added aTrueblood Accounting Case

dealing with the accounting treatment

for different aspects of a share-based
payment awards.

Added Real World Cases involving

PetSmart’s restricted stock awards and

employee stock purchase plan; Best

Buy’s EPS and antidilutive securities;

Kaman Corporation’s reporting of EPS

and discontinued operations.

e Revised an Analysis Case involving
AIG’s earnings per share.

e Added an Analysis Case involving
PetSmart’s earnings per share.

e Revised a Research Case involving
Kellogg’s EPS, PE ratio, and dividend
payout ratio.
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Chapter 20

ACCOUNTING CHANGES AND ERROR

CORRECTIONS

e Added an Abercrombie & Fitch illustra-
tion of disclosure of a change in inven-
tory methods.

e Added Barnes & Noble illustration of a
correction of an error.

Chapter 21

STATEMENT OF CASH FLOWS

REVISITED

¢ Enhanced the discussion of accounting
for gains and losses on cash equivalent
transactions.

e Added a CVS Caremark Corp illustration
of presenting cash flows from operating
activities by the direct method.

Added aToys “R” Us illustration of
presenting cash flows from operating
activities by the indirect method.

Added aTrueblood Accounting Case
involving presentation issues related to
the statement of cash flows.

Added a PetSmart Real World Case
involving presentation issues related

to a disparity between net income and
cash flows.

Revised a Research Case involving
researching the way cash flows are
reported.

Added a PetSmart Analysis Case for
using free cash flows to analyze cash
flow information.

¢ Revised an IFRS Case involving British
Telecommunications.

Appendix A

Derivatives

e Added a discussion of the immense
size of the derivatives market and the
danger that size poses for the global
financial system.

e Added an Additional Consideration
box on the new Accounting Standards
Update on private company accounting
for derivatives and hedging.

¢ Revised a Real World Case related to
the Chicago Mercantile Exchange.

¢ Revised a Johnson & Johnson Real
World Case on hedging transactions.
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OBJECTIVES

Environment

and Theoretical
Structure of Financial
Accounting

The primary function of financial accounting is to provide useful financial infor-
mation to users who are external to the business enterprise, particularly inves-
tors and creditors. These users make critical resource allocation decisions that
affect the global economy. The primary means of conveying financial informa-
tion to external users is through financial statements and related notes.

In this chapter you explore important topics, such as the reason why finan-
cial accounting is useful, the process by which accounting standards are pro-
duced, and the conceptual framework that underlies financial accounting. The
perspective you gain in this chapter serves as a foundation for a more detailed
study of financial statements, the way the statement elements are measured,
and the concepts underlying these measurements and related disclosures.

After studying this chapter, you should be able to:

® LO1-1 Describe the function and primary focus of financial accounting. (p. 4)
® LO1-2 Explain the difference between cash and accrual accounting. (p. 6)

® LO1-3 Define generally accepted accounting principles (GAAP) and discuss the
historical development of accounting standards, including convergence
between U.S. and international standards. (p. 8)

® LO1-4 Explain why establishing accounting standards is characterized as
a political process. (p. 13)

® LO1-5 Explain factors that encourage high-quality financial reporting. (p. 76)
® LO1-6 Explain the purpose of the conceptual framework. (p. 20)

® LO1-7 Identify the objective and qualitative characteristics of financial reporting
information, and the elements of financial statements. (p. 27)

® LO1-8 Describe the four basic assumptions underlying GAAP. (p. 26)

® LO1-9 Describe the recognition, measurement and disclosure concepts that guide
accounting practice. (p. 27)

® LO1-10 Contrast a revenue/expense approach and an asset/liability approach to
accounting standard setting. (p. 34)

® LO1-11 Discuss the primary differences between U.S. GAAP and IFRS with respect
to the development of accounting standards and the conceptual framework
underlying accounting standards. (pp. 75 and 20)



CFO: What is two plus two?
First candidate: Four.

CFO: What is two plus two?
Second candidate: Four.

CFO: What is two plus two?
Third candidate: What would you like it

to be?
CFO: You're hired.

After you take some good-natured ribbing from the non-accounting majors, your friend says, “Seriously, though, there
must be ways the accounting profession prevents that kind of behavior. Aren’t there some laws, or rules, or something? Is

accounting based on some sort of theory, or is it just arbitrary?”

By the time you finish this chapter, you should be able to respond appropriately to _$_ QUESTIONS

the questions posed in this case. Compare your response to the solution provided at
the end of the chapter.

1. What should you tell your friend about the presence of accounting standards in the
United States and the rest of the world? Who has the authority for standard setting?
Who has the responsibility? (p. 8)

2. What is the economic and political environment in which standard setting occurs? (p. 13)

3. What is the relationship among management, auditors, investors, and creditors that
tends to preclude the “What would you like it to be?"” attitude? (p. 76)

4. In general, what is the conceptual framework that underlies accounting principles? (p. 20)

Financial Accounting Environment

Jim and Janice Dougherty opened their first Pet Food Warehouse store in 1986. Their idea
was to sell pet food in bulk at discount prices—a concept that evolved to include offering
pet accessories and supplies, pet training, pet grooming, veterinary centers, and pet boarding
services. Today, the company the Dougherty’s founded, now called PetSmart, Inc., has
grown to include more than 1,300 stores, almost 200 PetsHotels, and over 800 in-store vet-
erinary hospitals, generating over $6 billion in annual sales. PetSmart Charities, created to
help save the lives of homeless pets, recently celebrated its 5 millionth pet adoption.

Many factors contributed to the success of PetSmart. The Doughertys were visionary in
terms of their approach to providing pet owners with a more economical way to care for
and feed their pets. The ability to raise money from investors and lenders at various times in
PetSmart’s history also was critical to the company’s evolution. PetSmart funded its early

'PetSmart Company History (PetSmart.com).

FINANCIAL REPORTING CASE

Misguided Marketing Major

During a class break in your investments class, a market-

ing major tells the following story to you and some friends:
The chief financial officer (CFO) of a large company

is interviewing three candidates for the top accounting

position with his firm. He asks each the same question:

';_2\

!.NH‘ . PetSmart
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® LO1-1

The primary focus of
financial accounting is on
the information needs of
investors and creditors.

Illustration 1—1

Financial Information
Providers and External
User Groups

The Role of Accounting as an Information System

growth with investments from venture capitalists, and later sold stock to the general public
to finance its rapid expansion. Creditors (lenders) also supplied needed capital.

Investors and creditors use many different kinds of information before supplying capital
to businesses like PetSmart. They use the information to predict the future risk and potential
return of their prospective investments or loans.? For example, information about the enter-
prise’s products and its management is key to this assessment. Investors and creditors also
rely on various kinds of accounting information.

Think of accounting as a special “language” that companies like PetSmart use to com-
municate financial information to people inside and outside of the business who need it to
make decisions. This textbook focuses on financial accounting, which is chiefly con-
cerned with providing financial information to various external users.” The chart in
[llustration 1-1 lists a number of financial information supplier groups as well as several
external user groups. Of these groups, the primary focus of financial accounting is on the
financial information provided by profit-oriented companies to their present and potential
investors and creditors. The reason for this focus is discussed in a later section of this
chapter. One external user group, often referred to as financial intermediaries, includes
financial analysts, stockbrokers, mutual fund managers, and credit rating organizations.
These users provide advice to investors and creditors and/or make investment-credit deci-
sions on their behalf.

The primary means of conveying financial information to investors, creditors, and
other external users is through financial statements and related disclosure notes. The
financial statements most frequently provided are (1) the balance sheet, also called the
statement of financial position, (2) the income statement, also called the statement of
operations, (3) the statement of cash flows, and (4) the statement of shareholders’ equity.
Also, companies must either provide a statement of other comprehensive income immedi-
ately following the income statement, or present a combined statement of comprehensive
income that includes the information normally contained in both the income statement
and the statement of other comprehensive income.* As you progress through this text, you

PROVIDERS OF
FINANCIAL INFORMATION EXTERNAL USER GROUPS
* Profit-oriented companies * Investors

¢ Creditors (banks,

bondholders, other lenders)

° Employees

) . * Labor unions

* Not-for-profit entities
(e.g., government entities, —
charitable organizations, ° Suppliers
schools) .

e Customers

Government regulatory agencies
(e.g., Internal Revenue Service,
Securities and Exchange
Commission)

» Households * Financial intermediaries
(e.g., financial analysts,
stockbrokers, mutual fund
managers, credit-rating
organizations)

?Risk refers to the variability of possible outcomes from an investment. Return is the amount received over and above the investment.
3In contrast, managerial accounting deals with the concepts and methods used to provide information to an organization’s internal users,
that is, its managers. You study managerial accounting elsewhere in your curriculum.

4FASB ASC 220-45: Comprehensive Income—Other Presentation Matters (originally “Presentation of Comprehensive Income,”
Accounting Standards Update No. 2011-05 (Norwalk, CT: FASB, June 2011)).
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will review and expand your knowledge of the information in these financial statements,
the way the elements in these statements are measured, and the concepts underlying these
measurements and related disclosures. We use the term financial reporting to refer to the
process of providing this information to external users. Keep in mind, though, that exter-
nal users receive important financial information in a variety of other formats as well,
including news releases and management forecasts, prospectuses, and reports filed with
regulatory agencies.

PetSmart’s financial statements for the fiscal year ended February 2, 2014, and related
disclosure notes are provided in Appendix B, located at the back of the text. You also can
access these statements and notes online at PetSmart.com. We will occasionally refer to
PetSmart’s financial statements and notes to provide context for our discussion. Also, as
new topics are introduced in later chapters, you might want to refer to the information to see
how PetSmart reported the items being discussed.

The Economic Environment and Financial Reporting

In the United States, we have a highly developed free-enterprise economy with the majority
of productive resources privately owned rather than government owned. For the economy
to operate efficiently, these resources should be allocated to private enterprises that will use
them best to provide the goods and services desired by society, and not to enterprises that
will waste them. The mechanisms that foster this efficient allocation of resources are the
capital markets. We can think of the capital markets simply as a composite of all investors
and creditors.

Businesses go to the capital markets to get the cash necessary for them to function. The
three primary forms of business organization are the sole proprietorship, the partnership,
and the corporation. In the United States, sole proprietorships and partnerships outnumber
corporations. However, the dominant form of business organization, in terms of the owner-
ship of productive resources, is the corporation. Investors provide resources, usually cash,
to a corporation in exchange for an ownership interest, that is, shares of stock. Creditors
lend cash to the corporation, either by making individual loans or by purchasing publicly
traded debt such as bonds.

Stocks and bonds usually are traded on organized security markets such as the New York
Stock Exchange and the NASDAQ. New cash is provided by initial market transactions in
which the corporation sells shares of stock or bonds to individuals or other entities that want
to invest in it. For example, PetSmart first “went public” in 1993, selling shares to finance
its expansion, and in later years issued additional shares for various purposes. Subsequent
transfers of these stocks and bonds between investors and creditors are referred to as
secondary market transactions. Corporations receive no new cash from secondary market
transactions. Nevertheless, secondary market transactions are extremely important to the
efficient allocation of resources in our economy. These transactions help establish market
prices for additional shares and for bonds that corporations may wish to issue in the future
to acquire additional capital. Also, many shareholders and bondholders might be unwilling
to initially provide resources to corporations if there were no available mechanism for the
future sale of their stocks and bonds to others.

What information do investors and creditors need when determining which companies
will receive capital? We explore that question next.

The Investment-Credit Decision—A Cash Flow Perspective

While the decisions made by investors and by creditors are somewhat different, they are
similar in at least one important way. Investors and creditors are willing to provide capital to
a corporation (buy stocks or bonds) only if they expect to receive more cash in return at
some time in the future. A corporation’s shareholders will receive cash from their invest-
ment through the ultimate sale of the ownership shares of stock. In addition, many corpora-
tions distribute cash to their shareholders in the form of periodic dividends. For example, if
an investor provides a company with $10,000 cash by purchasing stock at the end of 2015,
receives $400 in dividends from the company during 2016, and sells the ownership interest

Environment and Theoretical Structure of Financial Accounting

!’.

!.k PetSmart

The capital markets
provide a mechanism
to help our economy
allocate resources
efficiently.

Corporations acquire
capital from investors in
exchange for ownership
interest and from
creditors by borrowing.

Initial market
transactions involve
issuance of stocks
and bonds by the
corporation.

'}.

!.k PetSmart

Secondary market
transactions involve
the transfer of stocks
and bonds between
individuals and
institutions.

Investors and creditors
are interested in earning
a fair return on the
resources they provide.
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The expected rate
of return and the
uncertainty, or risk,
of that return are
key variables in the
investment decision.

A company will be able
to provide a return to
investors and creditors
only if it can generate
a profit from selling its
products or services.

The objective of financial
accounting is to provide
investors and creditors
with useful information
for decision making.

® LO1-2

Net operating cash flow
is the difference between
cash receipts and cash
disbursements from
providing goods and
services.

The Role of Accounting as an Information System

(shares) at the end of 2016 for $10,600, the investment would have generated a rate of
return of 10% for 2016, calculated as follows:

$400 dividends + $600 share price appreciation 10%
= (¢

$10,000 initial investment

All else equal, investors and creditors would like to invest in stocks or bonds that provide
the highest expected rate of return. However, there are many factors to consider before mak-
ing an investment decision. For example, the uncertainty, or risk, of that expected return
also is important. To illustrate, consider the following two investment options:

1. Invest $10,000 in a savings account insured by the U.S. government that will generate a
5% rate of return.

2. Invest $10,000 in a profit-oriented company.

While the rate of return from option 1 is known with virtual certainty, the return from
option 2 is uncertain. The amount and timing of the cash to be received in the future from
option 2 are unknown. The company in option 2 will be able to provide investors with a
return only if it can generate a profit. That is, it must be able to use the resources provided
by investors and creditors to generate cash receipts from selling a product or service that
exceed the cash disbursements necessary to provide that product or service. Therefore,
potential investors require information about the company that will help them estimate
the potential for future profits, as well as the return they can expect on their investment
and the risk that is associated with it. If the potential return is high enough, investors will
prefer to invest in the profit-oriented company, even if that return has more risk associ-
ated with it.

In summary, the primary objective of financial accounting is to provide investors and
creditors with information that will help them make investment and credit decisions. More
specifically, the information should help investors and creditors evaluate the amounts,
timing, and uncertainty of the enterprise’s future cash receipts and disbursements. The bet-
ter this information is, the more efficient will be investor and creditor resource allocation
decisions. But financial accounting doesn’t only benefit companies and their investors and
creditors. By providing key elements of the information set used by capital market partici-
pants, financial accounting plays a vital role by providing information that helps direct soci-
ety’s resources to the companies that utilize those resources most effectively.

Cash versus Accrual Accounting

Even though predicting future cash flows is the primary goal of many users of financial
reporting, the model best able to achieve that goal is the accrual accounting model. A
competing model is cash basis accounting. Each model produces a periodic measure of
performance that could be used by investors and creditors for predicting future cash flows.

CASH BASIS ACCOUNTING. Cash basis accounting produces a measure called net
operating cash flow. This measure is the difference between cash receipts and cash pay-
ments from transactions related to providing goods and services to customers during a
reporting period.

Over the life of a company, net operating cash flow definitely is the variable of concern.
However, over short periods of time, operating cash flows may not be indicative of the com-
pany’s long-run cash-generating ability. Sometimes a company pays or receives cash in one
period that relates to performance in multiple periods. For example, in one period a com-
pany receives cash that relates to prior period sales, or makes advance payments for costs
related to future periods. Therefore, net operating cash flow may not be a good predictor of
long-run cash-generating ability.

To see this more clearly, consider Carter Company’s net operating cash flows during its
first three years of operations, shown in Illustration 1-2. Over this three-year period Carter
generated a positive net operating cash flow of $60,000. At the end of the three-year period,
Carter has no outstanding debts. Because total sales and cash receipts over the three-year
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Year 1 Year 2 Year 3 Total I"us"atl_on 1 2 .
Cash Basis Accounting

Sales (on credit) $100,000 $100,000 $100,000 $300,000
Net Operating Cash Flows
Cash receipts from customers $ 50,000 $125,000 $125,000 $300,000
Cash disbursements:

Prepayment of three years’ rent (60,000) —-0- —0- (60,000)

Salaries to employees (50,000) (50,000) (50,000) (150,000)

Utilities (5,000) (15,000) (10,000) (30,000)
Net operating cash flow $ (65,000) $ 60,000 $ 65,000 $ 60,000

\_

period were each $300,000, nothing is owed to Carter by customers. Also, there are no
uncompleted transactions at the end of the three-year period. In that sense, we can view this
three-year period as a micro version of the entire life of a company.

At the beginning of the first year, Carter prepaid $60,000 for three years’ rent on the
facilities. The company also incurred utility costs of $10,000 per year over the period. How-
ever, during the first year only $5,000 actually was paid, with the remainder being paid the
second year. Employee salary costs of $50,000 were paid in full each year.

Is net operating cash flow for year 1 (negative $65,000) an accurate indicator of future
cash-generating ability?’ Clearly not, given that the next two years show positive net cash
flows. Is the three-year pattern of net operating cash flows indicative of the company’s
year-by-year performance? No, because the years in which Carter paid for rent and utili-
ties are not the same as the years in which Carter actually consumed those resources.
Similarly, the amounts collected from customers are not the same as the amount of sales
each period.

ACCRUAL ACCOUNTING. If we measure Carter’s activities by the accrual account-
ing model, we get a more accurate prediction of future operating cash flows and a more
reasonable portrayal of the periodic operating performance of the company. The accrual
accounting model doesn’t focus only on cash flows. Instead, it also reflects other resources
provided and consumed by operations during a period. The accrual accounting model’s
measure of resources provided by business operations is called revenues, and the measure of
resources sacrificed to produce revenues is called expenses. The difference between reve-
nues and expenses is net income, or net loss if expenses are greater than revenues.®

lustration 1-3 shows how we would measure revenues and expenses in this very simple
situation.

Revenue for year 1 is the $100,000 sales. Given that sales eventually are collected in
cash, the year 1 revenue of $100,000 is a better measure of the inflow of resources from
company operations than is the $50,000 cash collected from customers. Also, net income of
$20,000 for year 1 appears to be a reasonable predictor of the company’s cash-generating
ability, as total net operating cash flow for the three-year period is a positive $60,000. Com-
paring the three-year pattern of net operating cash flows in [llustration 1-2 to the three-year
pattern of net income in Illustration 1-3, the net income pattern is more representative of
Carter Company’s steady operating performance over the three-year period.’

While this example is somewhat simplistic, it allows us to see the motivation for using
the accrual accounting model. Accrual income attempts to measure the resource inflows and

A negative cash flow is possible only if invested capital (i.e., owners contributed cash to the company in exchange for ownership interest)
is sufficient to cover the cash deficiency. Otherwise, the company would have to either raise additional external funds or go bankrupt.
®Net income also includes gains and losses, which are discussed later in the chapter.

"Empirical evidence that accrual accounting provides a better measure of short-term performance than cash flows is provided by

Patricia DeChow, “Accounting Earnings and Cash Flows as Measures of Firm Performance: The Role of Accrual Accounting,” Journal
of Accounting and Economics 18 (1994), pp. 3—42.

Over short periods of
time, operating cash flow
may not be an accurate
predictor of future
operating cash flows.

Net income is the
difference between
revenues and expenses.

Net income is considered
a better indicator of
future operating cash
flows than is current net
operating cash flow.
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Illustration 1-3

Accrual Accounting

The accrual accounting
model provides a
measure of periodic
performance called net
income, the difference
between revenues and
expenses.

® LO1-3

FINANCIAL
Reporting Case

Q1,p.3

The Securities and
Exchange Commission
(SEC) was created by
Congress with the 1934
Securities Exchange Act.

The SEC has the
authority to set
accounting standards
for companies, but has
delegated the task to the
private sector.

The Role of Accounting as an Information System

~\
CARTER COMPANY
Income Statements
Year 1 Year 2 Year 3 Total
Revenues $100,000 $100,000 $100,000 $300,000
Expenses:
Rent 20,000 20,000 20,000 60,000
Salaries 50,000 50,000 50,000 150,000
Utilities 10,000 10,000 10,000 30,000
Total expenses 80,000 80,000 80,000 240,000
Net Income $ 20,000 $ 20,000 $ 20,000 $ 60,000
\_

outflows generated by operations during the reporting period, which may not correspond to
cash inflows and outflows. Does this mean that information about cash flows from operating
activities is not useful? No. Indeed, one of the basic financial statements—the statement of
cash flows—reports information about cash flows from operating, investing and financing
activities, and provides important information to investors and creditors.® The key point is
that focusing on accrual accounting as well as cash flows provides a more complete view of
a company and its operations.

The Development of Financial Accounting
and Reporting Standards

Accrual accounting is the financial reporting model used by the majority of profit-oriented
companies and by many not-for-profit companies. The fact that companies use the same
model is important to investors and creditors, allowing them to compare financial infor-
mation among companies. To facilitate these comparisons, financial accounting employs
a body of standards known as generally accepted accounting principles, often abbrevi-
ated as GAAP (and pronounced gap). GAAP is a dynamic set of both broad and specific
guidelines that companies should follow when measuring and reporting the information in
their financial statements and related notes. The more important broad principles underlying
GAAP are discussed in a subsequent section of this chapter and revisited throughout the text
in the context of accounting applications for which they provide conceptual support. Spe-
cific standards, such as how to measure and report a lease transaction, receive more focused
attention in subsequent chapters.

Historical Perspective and Standards

Pressures on the accounting profession to establish uniform accounting standards began to
surface after the stock market crash of 1929. Some felt that insufficient and misleading
financial statement information led to inflated stock prices and that this contributed to the
stock market crash and the subsequent depression.

The 1933 Securities Act and the 1934 Securities Exchange Act were designed to restore
investor confidence. The 1933 Act sets forth accounting and disclosure requirements for
initial offerings of securities (stocks and bonds). The 1934 Act applies to secondary market
transactions and mandates reporting requirements for companies whose securities are pub-
licly traded on either organized stock exchanges or in over-the-counter markets.’

The 1934 Act also created the Securities and Exchange Commission (SEC). Congress
gave the SEC the authority to set accounting and reporting standards for companies whose
securities are publicly traded. However, the SEC, a government appointed body, has

8The statement of cash flows is discussed in detail in Chapters 4 and 21.
“Reporting requirements for SEC registrants include Form 10-K, the annual report form, and Form 10-Q, the report that must be filed for
the first three quarters of each fiscal year.
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delegated the task of setting accounting standards to the private sector. It is important to
understand that the power still lies with the SEC. If the SEC does not agree with a particular
standard issued by the private sector, it can force a change in the standard. In fact, it has
done so in the past.'?

EARLY U.S. STANDARD SETTING. The first private sector body to assume the
task of setting accounting standards was the Committee on Accounting Procedure (CAP).
The CAP was a committee of the American Institute of Accountants (AIA). The AIA,
which was renamed the American Institute of Certified Public Accountants (AICPA)
in 1957, is the national professional organization for certified professional public accoun-
tants. From 1938 to 1959, the CAP issued 51 Accounting Research Bulletins (ARBs) which
dealt with specific accounting and reporting problems. No theoretical framework for finan-
cial accounting was established. This piecemeal approach of dealing with individual issues
without a framework led to criticism.

In 1959 the Accounting Principles Board (APB) replaced the CAP. The APB operated
from 1959 through 1973 and issued 31 Accounting Principles Board Opinions (APBOs),
various Interpretations, and four Statements. The Opinions also dealt with specific account-
ing and reporting problems. Many ARBs and APBOs have not been superseded and still
represent authoritative GAAP.

The APB suffered from a variety of problems. It was never able to establish a conceptual
framework for financial accounting and reporting that was broadly accepted. Also, members
served on the APB on a voluntary, part-time basis, so the APB was not able to act quickly
enough to keep up with financial reporting issues as they developed. Perhaps the most
important flaw of the APB was a perceived lack of independence. Because the APB was
composed almost entirely of certified public accountants and supported by the AICPA, crit-
ics charged that the clients of the represented public accounting firms exerted self-interested
pressure on the board and inappropriately influenced decisions. A related complaint was
that other interest groups lacked an ability to provide input to the standard-setting process.

THE FASB. Criticism of the APB led to the creation in 1973 of the Financial Accounting
Standards Board (FASB) and its supporting structure. There are seven full-time mem-
bers of the FASB. FASB members represent various constituencies concerned with
accounting standards, and have included representatives from the auditing profession,
profit-oriented companies, accounting educators, financial analysts, and government. The
FASB is supported by its parent organization, the Financial Accounting Foundation
(FAF), which is responsible for selecting the members of the FASB and its Financial
Accounting Standards Advisory Council (FASAC), ensuring adequate funding of FASB
activities and exercising general oversight of the FASB’s activities.!! The FASB is, there-
fore, an independent, private sector body whose members represent a broad constituency
of interest groups.'

In 1984, the FASB’s Emerging Issues Task Force (EITF) was formed to improve
financial reporting by resolving narrowly defined financial accounting issues within the
framework of existing GAAP. The EITF primarily addresses implementation issues, thereby
speeding up the standard-setting process and allowing the FASB to focus on pervasive long-
term problems. EITF rulings are ratified by the FASB and are considered part of GAAP.

'0The SEC issues Financial Reporting Releases (FRRs), which regulate what information companies must report to it. The SEC also
issues Staff Accounting Bulletins that provide the SEC’s interpretation of standards previously issued by the private sector. To learn more
about the SEC, consult its Internet site at www.sec.gov.

'The FAF’s primary sources of funding are fees assessed against issuers of securities under the Public Company Accounting Reform
and Investor Protection Act of 2002, commonly referred to as the Sarbanes-Oxley Act. The FAF is governed by trustees, the majority of
whom are appointed from the membership of eight sponsoring organizations. These organizations represent important constituencies
involved with the financial reporting process. For example, one of the founding organizations is the Association of Investment Manage-
ment and Research (formerly known as the Financial Analysts Federation) which represents financial information users, and another is
the Financial Executives International which represents financial information preparers. The FAF also raises funds to support the activi-
ties of the Government Accounting Standards Board (GASB).

'>The major responsibility of the FASAC is to advise the FASB on the priorities of its projects, including the suitability of new projects
that might be added to its agenda. FASAC includes approximately 35 representatives from auditing firms, private companies, various
user groups, and academia.

The Accounting
Principles Board (APB)
followed the CAP.

The FASB was
established to set U.S.
accounting standards.

The Emerging Issues
Task Force (EITF)
identifies financial
reporting issues and
attempts to resolve
them without involving
the FASB.
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lllustration 1—4

Accounting Standard
Setting

The FASB Accounting
Standards Codification is
now the only source of
authoritative U.S. GAAP,
other than rules and
interpretive releases of
the SEC.

The Role of Accounting as an Information System

HIERARCHY OF STANDARD-SETTING AUTHORITY

Congress
SEC

Private Sector

CAP APB FASB

1938-1959 1959-1973 1973-Present

Mlustration 1-4 summarizes this discussion on accounting standards. The graphic shows
the hierarchy of accounting standard setting in order of authority.

CODIFICATION. Present-day GAAP includes a huge amount of guidance. The FASB
has developed a conceptual framework (discussed in Part B of this chapter) that is not
authoritative GAAP but provides an underlying structure for the development of accounting
standards. The FASB also has issued over 160 specific accounting standards, called State-
ments of Financial Accounting Standards (SFASs), as well as numerous FASB Interpreta-
tions, Staff Positions, Technical Bulletins and EITF Issue Consensuses."> The SEC also has
issued various important pronouncements. Until 2009, determining the appropriate account-
ing treatment for a particular event or transaction might require an accountant to research
several of these sources.

To simplify the task of researching an accounting topic, in 2009 the FASB implemented
its FASB Accounting Standards Codification. The Codification integrates and topically
organizes all relevant accounting pronouncements comprising GAAP in a searchable, online
database. It represents the single source of authoritative
qongovernmental U.S: GAAP, and also includes por- The Codification does not change
tions of SEC accounting guidance that are relevant t0  GaAp: instead it reorganizes
financial reports filed with the SEC. When the FASB the thousands of U.S. GAAP
issues a new standard, it is called an Accounting Stan- pronouncements into roughly
dards Update (ASU) and becomes authoritative when it 90 accounting topics, and
is entered into the Codification. The Codification is i ev=all topics using a

. . . . . . consistent structure.
organized into nine main topics and approximately 90
subtopics. The main topics and related numbering sys-
tem are presented in Illustration 1-5."° The Codification can be located at www.fasb.org.

Throughout the text, we use the Accounting Standards Codification System (ASC) in
footnotes when referencing generally accepted accounting principles (FASB ASC followed
by the appropriate number). Each footnote also includes a reference to the original account-
ing standard that is codified in ASC. Your instructor may assign end-of-chapter exercises
and cases that ask you to research the FASB’s Accounting Standards Codification.

3For more information, go to the FASB’s Internet site at www.fasb.org.

14“FASB Accounting Standards Codification™ Expected to Officially Launch on July 1, 2009, FASB News Release (Norwalk, Conn.:
FASB, December 4, 2008).

ISFASB ASC 105-10: Generally Accepted Accounting Principles—Overall (previously “The FASB Accounting Standards Codifica-
tion™ and the Hierarchy of Generally Accepted Accounting Principles—a replacement of FASB Statement No. 162,” Statement of
Financial Accounting Standards No. 168 (Norwalk, Conn.: FASB: 2009)).
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~
FASB Accounting Standards Codification Topics
Topic Numbered
General Principles 100-199
Presentation 200-299
Assets 300-399
Liabilities 400-499
Equity 500-599
Revenues 600-699
Expenses 700-799
Broad Transactions 800-899
Industry 900-999
\_
(
Accounting standards and the standard-setting process discussed above relate to
profit-oriented organizations and nongovernmental not-for-profit entities. In 1984, the
Government Accounting Standards Board (GASB) was created to develop accounting
standards for governmental units such as states and cities. The FAF oversees and funds
the GASB, and the Governmental Accounting Standards Advisory Council (GASAC)
provides input to it.
4

INTERNATIONAL STANDARD SETTING. Most industrialized countries have
organizations responsible for determining accounting and reporting standards. In some
countries, the United Kingdom, for instance, the responsible organization is a private sector
body similar to the FASB in the United States. In other countries, such as France, the orga-
nization is a governmental body.

Accounting standards issued by these various groups are not the same. Standards differ
from country to country for many reasons, including different legal systems, levels of infla-
tion, culture, degrees of sophistication and use of capital markets, use of financial reports
by taxing authorities or government planners, and political and economic ties with other
countries. These differences can cause problems for multinational corporations. A company
doing business in more than one country may find it difficult to comply with more than one
set of accounting standards if there are important differences among the sets. These differ-
ences also cause problems for investors who must struggle to compare companies whose
financial statements are prepared under different standards. It has been argued that different
national accounting standards impair the ability of companies to raise capital in interna-
tional markets.

In response to this problem, the International Accounting Standards Committee
(IASC) was formed in 1973 to develop global accounting standards. The IASC reorganized
itself in 2001 and created a new standard-setting body called the International Accounting
Standards Board (IASB). The IASB’s main objective is to develop a single set of high-
quality, understandable, and enforceable global accounting standards to help participants in
the world’s capital markets and other users make economic decisions.'®

As shown in [llustration 1-6, the way international standard setting is structured is simi-
lar in many respects to the way standard setting is structured in the U.S.

The TASC issued 41 International Accounting Standards (IASs), and the IASB endorsed
these standards when it was formed in 2001. Since then, the IASB has revised many IASs
and has issued new standards of its own, called International Financial Reporting
Standards (IFRSs). More and more countries are basing their national accounting

16www.iasb.org.

lllustration 1-5

FASB Accounting
Standards Codification
Topics

The International
Accounting Standards
Board (IASB) is dedicated
to developing a single
set of global accounting
standards.

International Financial
Reporting Standards are
gaining support around
the globe.
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[llustration 1-6

Comparison of

Organizations of U.S.

and International
Standard Setters

The Role of Accounting as an Information System

Regulatory oversight
provided by:

Foundation providing
oversight, appointing
members, raising funds:

Standard-setting board:

Advisory council providing
input on agenda

U.S. GAAP

Securities Exchange
Commission (SEC)

Financial Accounting
Foundation (FAF):
20 trustees

Financial Accounting
Standards Board (FASB):
7 members

Financial Accounting
Standards Advisory Council

IFRS

International Organization
of Securities Commissions

(I0SCO)*

International Accounting
Standards Committee
Foundation (IASCF):

22 trustees

International Accounting
Standards Board (IASB):
16 members

Standards Advisory Council
(SAC): 30-40 members

(FASAC): 30-40 members

Emerging Issues Task Force
(EITF): 15 members

and projects:

International Financial
Reporting Interpretations
Committee (IFRIC):

14 members

Group to deal with
emerging issues:

*Each country’s security regulator has authority. IOSCO includes representatives from numerous regulators,
including the SEC, to facilitate coordination among those regulators and other organizations and encourage
effective capital markets.

\

standards on IFRS. By 2014, over 115 jurisdictions, including Hong Kong, Egypt, Canada,
Australia, and the countries in the European Union (EU), require or permit the use of IFRS
or a local variant of IFRS."”

EFFORTS TO CONVERGE U.S. AND INTERNATIONAL STANDARDS.
Should the U.S. also adopt IFRS? Many argue that a single set of global standards will
improve comparability of financial reporting and facilitate access to capital. However, oth-
ers argue that U.S. standards should remain customized to fit the stringent legal and regula-
tory requirements of the U.S. business environment. There also is concern that differences
in implementation and enforcement from country to country will make accounting under
IFRS appear more uniform and comparable than actually is the case. Another argument is
that competition between alternative standard-setting regimes is healthy and can lead to
improved standards.'®

Regardless, the FASB and IASB have been working for many years to converge to
one global set of accounting standards. Here are some important steps along the path to
convergence:

e September 2002: The FASB and IASB sign the Norwalk Agreement, pledging to
remove existing differences between their standards and to coordinate their future
standard-setting agendas so that major issues are worked on together.

* December 2007: The SEC signaled its view that IFRS are of high quality by elimi-
nating the requirement for foreign companies that issue stock in the United States to
include in their financial statements a reconciliation of IFRS to U.S. GAAP. As a conse-
quence, those companies have access to U.S. capital markets with IFRS-based financial
statements.

e April 2008: The FASB and IASB agreed to accelerate the convergence process and
focus on a subset of key convergence projects. Already-converged standards that you

'7See www.iasplus.com/country/useias.htm.

3For a comprehensive analysis of the pros and cons of U.S. adoption of IFRS, see L. Hail, C. Leuz and P. Wysocki, “Global Accounting
Convergence and the Potential Adoption of IFRS in the US (Part 1): An Analysis of Economic and Policy Factors”, Accounting Horizons
24 (No 3.), September 2010, pp. 355-394, and . . . (Part 2): Political Factors and Future Scenarios for U.S. Accounting Standards”,
Accounting Horizons 24 (No. 4), December 2010, pp. 567-588.
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will encounter later in this textbook deal with such topics as earnings per share, share-
based compensation, nonmonetary exchanges, inventory costs, and the calculation of
fair value. Where We’re Headed boxes throughout the text describe additional projects
that are ongoing, and a Where We’re Headed supplement to Chapter 15 describes
ongoing efforts to develop a converged standard relevant to accounting for leases.

* November 2008: The SEC issues a Roadmap that listed necessary conditions (called
“milestones”) that must be achieved before the U.S. will shift to requiring use of IFRS
by public companies. Milestones include completion of key convergence projects,
improving the structure and funding of the IASB, and updating the education and licens-
ing of U.S. accountants.

* November 2011: The SEC issues two studies comparing U.S. GAAP and IFRS and
analyzing how IFRS are applied globally. In these studies, the SEC identifies key differ-
ences between U.S. GAAP and IFRS, and notes that U.S. GAAP provides significantly
more guidance about particular transactions or industries. The SEC also notes some
diversity in the application of IFRS that suggests the potential for non-comparability of
financial statements across countries and industries.

e July 2012: The SEC staff issues its Final Staff Report in which it concludes that it is not
feasible for the U.S. to simply adopt IFRS, given (1) a need for the U.S. to have strong
influence on the standard-setting process and ensure that standards meet U.S. needs,

(2) the high costs to companies of converting to IFRS, and (3) the fact that many laws,
regulations, and private contracts reference U.S. GAAP.!” Therefore, the staff recom-
mends that the SEC consider other approaches, such as developing a mechanism to
consider endorsing individual IFRS standards for incorporation into U.S. GAAP, or to
just maintain the current approach in which the FASB and IASB work together to con-
verge standards.

At the time this textbook is being written, the SEC still has not made a final ruling
on whether or how IFRS will be incorporated into U.S. GAAP. Although some conver-
gence already has occurred through cooperation between the FASB and the IASB, recent
events suggest that convergence efforts are waning. For example, as discussed further in
Chapter 12, the FASB and IASB eventually concluded that full convergence was not pos-
sible with respect to accounting for recognition, measurement, and impairment of financial
instruments, and instead have worked toward issuing separate standards that differ from
each other in important ways.

In the meantime, although U.S. companies continue to follow U.S. GAAP, you should
be aware of important differences that exist between U.S. GAAP and IFRS. Therefore,
International Financial Reporting Standards boxes are included throughout the text
to highlight circumstances in which IFRS differs from U.S. GAAP. Your instructor may
assign end-of-chapter IFRS questions, exercises, problems, and cases that explore these dif-
ferences. Throughout the remainder of the text, IFRS-related material is marked with the
globe icon that you see beside this paragraph.

The Standard-Setting Process

DUE PROCESS. When developing accounting standards, a standard setter must under-
stand the nuances of the economic transactions the standards address and the views of key
constituents concerning how accounting would best capture that economic reality. There-
fore, the FASB undertakes a series of elaborate information-gathering steps before issuing
an Accounting Standards Update. These steps include open hearings, deliberations, and
requests for written comments from interested parties. Illustration 1-7 outlines the FASB’s
standard-setting process.?’

19“Work Plan for the Consideration of Incorporating International Financial Reporting Standards into the Financial Reporting System
for U.S. Issuers: Final Staff Report.” Office of the Chief Accountant, United States Securities and Exchange Commission, July 13, 2012,
available at www.sec.gov.

Dwww.FASB.org.
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lllustration 1—7

The FASB’s Standard-
Setting Process

The FASB undertakes
a series of information-
gathering steps before
issuing an Accounting
Standards Update.

The Role of Accounting as an Information System

~
Step Explanation

1. The Board identifies financial reporting issues based on requests/recommendations
from stakeholders or through other means.

2. The Board decides whether to add a project to the technical agenda based on a
staff-prepared analysis of the issues.

3. The Board deliberates at one or more public meetings the various issues
identified and analyzed by the staff.

4. The Board issues an Exposure Draft. (In some projects, a Discussion Paper
may be issued to obtain input at an early stage that is used to develop an
Exposure Draft.)

5. The Board holds a public roundtable meeting on the Exposure Draft, if necessary.
6. The staff analyzes comment letters, public roundtable discussion, and any
other information. The Board redeliberates the proposed provisions at public
meetings.
7. The Board issues an Accounting Standards Update describing amendments to the

Accounting Standards Codification.

These steps help the FASB acquire information to determine the preferred method of
accounting. However, as a practical matter this information gathering also exposes the FASB
to much political pressure by various interest groups who want an accounting treatment that
serves their economic best interest. As you will see later in this chapter, the FASB’s con-
cepts statements indicate that standards should present information in a neutral manner,
rather than being designed to favor particular economic consequences, but sometimes poli-
tics intrudes on the standard-setting process.

POLITICS IN STANDARD SETTING. A change in accounting standards can result
in a substantial redistribution of wealth within our economy. Therefore, it is no surprise that
the FASB has had to deal with intense political pressure over controversial accounting stan-
dards, and sometimes has changed standards in response to that pressure.

One example of the effect of politics on standard setting occurred in the mid-1990’s with
respect to accounting for employee stock options. The accounting standards in place at that
time typically did not recognize compensation expense if a company paid their employ-
ees with stock options rather than cash. Yet, the company was sacrificing something of
value to compensate its employees. Therefore, the FASB proposed that companies recog-
nize compensation expense in an amount equal to the fair value of the options, with some
of the expense recognized in each of the periods in which the employee earned the options.
Numerous companies (particularly in California’s Silicon Valley, where high-tech compa-
nies had been compensating employees with stock options to a great extent) applied intense
political pressure against this proposal, and eventually the FASB backed down and required
only disclosure of options-related compensation expense in the notes to the financial state-
ments. Nearly a decade later, this contentious issue resurfaced in a more amenable political
climate, and the FASB issued a standard requiring expense recognition as originally pro-
posed. This issue is discussed at greater length in Chapter 19.

Another example of politics in standard setting relates to accounting for business combi-
nations. GAAP previously allowed two separate and distinct methods of accounting for
business combinations: the pooling of interests method and the purchase method. A key
issue involved goodwill, an intangible asset that arises only in business combinations
accounted for using the purchase method. Under the then-existing standards, goodwill was
amortized (expensed) over its estimated useful life. To avoid that amortization expense,
many companies incurred costs to structure their business combinations as a pooling of
interests. The FASB proposed eliminating the pooling method. As you can guess, that pro-
posal met with strong opposition. Companies that were actively engaged in business
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acquisitions argued that they would not undertake business combinations important to eco-
nomic growth if they were required to use the purchase method, due to the negative impact
on earnings caused by goodwill amortization. Eventually the FASB compromised.?! In the
final standard issued in 2001, only the purchase method, now called the acquisition method,
is acceptable, but to soften the impact, the resulting goodwill is nor amortized.?> We discuss
goodwill and its measurement in Chapters 10 and 11.

A recent example of the political process at work in standard setting is the controversy
surrounding the implementation of the fair value accounting standard issued in 2007. Many
financial assets and liabilities are reported at fair value in the balance sheet, and many types
of fair value changes are included in net income. Some have argued that fair values were
estimated in a manner that exacerbated the financial crisis of 2008-2009 by forcing finan-
cial institutions to take larger than necessary write-downs of financial assets in the illiquid
markets that existed at that time. As discussed further in Chapter 12, pressure from lobbyists
and politicians influenced the FASB to revise its guidance on recognizing investment losses
in these situations, and ongoing pressure remains to reduce the extent to which fair value
changes are included in the determination of net income.

nternational Financial Reporting Standards

Politics in International Standard Setting. Political pressures on the |IASB’s standard-
setting process are severe. One source of pressure comes from the international business
community. Unlike the FASB, which is funded through fees paid by companies listing
securities on stock exchanges, the IASB receives much of its funding through voluntary
donations by accounting firms and corporations, and there is concern that this financial
support may compromise the IASB’s independence.

Another source of political pressure arises from the fact that politicians from countries
that use IFRS lobby for the standards they prefer. The European Union (EU) is a
particularly important adopter of IFRS and utilizes a
formal evaluation process for determining whether

Charlie McCreevy, European
an IFRS standard will be endorsed for use in EU P/ i

Commissioner for Internal

countries. Economic consequences for EU member Markets and Services
nations are an important consideration in that Accounting is now far too
process. For example, in 2003 and 2004 French important to be left solely
banks lobbied against some aspects of accounting to . .. accountants!?

for financial instruments stridently enough that the

EU eventually “carved out” two key provisions

before endorsing the relevant accounting standard (IAS 39).24 Similarly, in 2008 the EU
successfully pressured the IASB to suspend its due process and immediately allow
reclassification of investments so that EU banks could avoid recognizing huge losses
during a financial crisis.?> Highlighting the importance of politics in the IASB, the
chairman of the IASB is Hans Hoogervorst, a Dutch securities regulator with much
diplomatic experience but no formal accounting background. Although the IASB’s vice-
chairman, lan Mackintosh, has a long career in accounting and standard setting, the
appointment of a nonaccountant as IASB Chairman perhaps signals a priority on
political considerations.

21 Jonathan Weil, “FASB Backs Down on Goodwill-Accounting Rules,” The Wall Street Journal (December 7, 2000).

22EASB ASC 805: Business Combinations (previously “Business Combinations,” Statement of Financial Accounting Standards No. 141
(revised) (Norwalk, Conn.: FASB, 2007)), and FASB ASC 350: Intangibles—Goodwill and Other (previously “Goodwill and Other
Intangible Assets,” Statement of Financial Accounting Standards No. 142 (Norwalk, Conn.: FASB, 2001)).

ZCharlie McCreevy, Keynote Address, “Financial Reporting in a Changing World” Conference, Brussels, 5/7/2009.

24Stephen A. Zeff, “IFRS Developments in the USA and EU, and Some Implications for Australia.” Australian Accounting Review 18
(2008), pp. 275-282.

25Sarah Deans and Dane Mott, “Lowering Standards,” www.morganmarkets.com, 10/14/2008.
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Auditors offer credibility
to financial statements.

r};t

é_-t__ PetSmart

Auditors express
an opinion on the
compliance of financial
statements with GAAP.

Certified public
accountants (CPAs) are
licensed by states to
provide audit services.

The Role of Accounting as an Information System

Additional Consideration

Private Company Council (PCC). Are the complex, comprehensive standards that are
necessary to reflect the activities of a huge multinational conglomerate like General
Electric also appropriate for a private company that, say, just needs to provide financial
statements to its bank to get a loan? Private companies might be able to avoid much

of that complexity. They don't sell securities like stocks and bonds to the general public,
and they usually can identify the information needs of the specific users who rely on their
financial statements and provide direct access to management to answer questions. Private
companies typically also have a smaller accounting staff than do public companies. For
those reasons, private companies have long sought a version of GAAP that is less costly to
apply and better meets the information needs of the users of their financial statements.

In 2012, the Financial Accounting Foundation responded to this concern by establishing
the Private Company Council (PCC). The ten-member PCC determines whether changes
to existing GAAP are necessary to meet the needs of users of private company financial
statements. But, a proposed exception or modification for private companies must be
endorsed by the FASB before being issued as an Accounting Standards Update and
added to the Codification. The PCC also advises the FASB about its current projects that
affect private companies. In its short history the PCC already has published a decision-
making framework that guides its decisions and has made progress on projects that
address accounting for goodwill, other intangible assets acquired as part of business
combinations, and interest-rate swaps. We discuss these private company exceptions to
GAAP in “Additional Consideration” boxes in later chapters in this text.

Encouraging High-Quality Financial Reporting

Numerous factors affect the quality of financial reporting. In this section, we discuss the role
of the auditor, recent reforms in financial reporting, and the debate about whether account-
ing standards should emphasize rules or underlying principles.

The Role of the Auditor

It is the responsibility of management to apply GAAP appropriately. Another group,
auditors, serves as an independent intermediary to help ensure that management has in
fact appropriately applied GAAP in preparing the company’s financial statements. Auditors
examine (audit) financial statements to express a professional, independent opinion about
whether the statements fairly present the company’s financial position, its results of opera-
tions, and its cash flows in compliance with GAAP. Audits add credibility to the financial
statements, increasing the confidence of those who rely on the information. Auditors, there-
fore, play an important role in the capital markets.

The report of the independent auditors of PetSmart Inc.’s financial statements is in the
annual report information in Appendix B located at the back of the text. In that report, the
accounting firm of Deloitte & Touche LLP stated that “In our opinion, such consolidated
financial statements present fairly . . . , in conformity with accounting principles generally
accepted in the United States of America.” This is known as a clean opinion. Had there been
any material departures from GAAP or other problems that caused the auditors to question
the fairness of the statements, the report would have been modified to inform readers. Nor-
mally, companies correct any material misstatements that auditors identify in the course of
an audit, so companies usually receive clean opinions. The audit report for public compa-
nies also provides the auditors’ opinion on the effectiveness of the company’s internal con-
trol over financial reporting. We discuss this second opinion in the next section.

In most states, only individuals licensed as certified public accountants (CPAs) can
represent that the financial statements have been audited in accordance with generally
accepted auditing standards. Requirements to be licensed as a CPA vary from state to state,
but all states specify education, testing, and experience requirements. The testing require-
ment is to pass the Uniform CPA Examination.
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Financial Reporting Reform

The dramatic collapse of Enron in 2001 and the dismantling of the international public
accounting firm of Arthur Andersen in 2002 severely shook U.S. capital markets. The
credibility of the accounting profession itself as well as

of corporate America was called into question. Public  p_ | sarbanes—U.S. Senator
outrage over accounting scandals at high-profile com- We confront an increasing

panies like WorldCom, Xerox, Merck, Adelphia crisis of confidence with the
Communications, and others increased the pressure = Public's trustin our markets.

on lawmakers to pass measures that would restore cred- JEentinues, | think it

ey eqe . . . . . poses a real threat to our

}blhty and investor confidence in the financial report- .. nomic health 26

ing process.

Driven by these pressures, Congress acted swiftly
and passed the Public Company Accounting Reform and Investor Protection Act of 2002,
commonly referred to as the Sarbanes-Oxley Act or SOX for the two congressmen who
sponsored the bill. SOX applies to public securities-issuing entities. It provides for the
regulation of auditors and the types of services they furnish to clients, increases account-
ability of corporate executives, addresses conflicts of interest for securities analysts, and
provides for stiff criminal penalties for violators. Illustration 1-8 outlines key provisions
of the Act.

Section 404 is perhaps the most controversial provision of SOX. It requires that com-
pany management document internal controls and report on their adequacy. Auditors also
must express an opinion on whether the company has maintained effective control over
financial reporting.

Key Provisions of the Sarbanes-Oxley Act:

¢ Oversight board. The five-member (two accountants) Public Company Accounting
Oversight Board has the authority to establish standards dealing with auditing, quality
control, ethics, independence and other activities relating to the preparation of audit
reports, or can choose to delegate these responsibilities to the AICPA. Prior to the act,
the AICPA set auditing standards. The SEC has oversight and enforcement authority.

¢ Corporate executive accountability. Corporate executives must personally certify the
financial statements and company disclosures with severe financial penalties and the
possibility of imprisonment for fraudulent misstatement.

* Nonaudit services. The law makes it unlawful for the auditors of public companies
to perform a variety of nonaudit services for audit clients. Prohibited services include
bookkeeping, internal audit outsourcing, appraisal or valuation services, and various
other consulting services. Other nonaudit services, including tax services, require pre-
approval by the audit committee of the company being audited.

* Retention of work papers. Auditors of public companies must retain all audit or review
work papers for seven years or face the threat of a prison term for willful violations.

e Auditor rotation. Lead audit partners are required to rotate every five years.
Mandatory rotation of audit firms came under consideration.

¢ Conflicts of interest. Audit firms are not allowed to audit public companies whose
chief executives worked for the audit firm and participated in that company'’s audit
during the preceding year.

¢ Hiring of auditor. Audit firms are hired by the audit committee of the board of
directors of the company, not by company management.

¢ Internal control. Section 404 of the act requires that company management document
and assess the effectiveness of all internal control processes that could affect financial
reporting. The PCAOB’s Auditing Standard No. 2 (since replaced by Auditing Standard
No. 5) requires that the company auditors express an opinion on whether the company
has maintained effective internal control over financial reporting.

\

26James Kuhnhenn, “Bush Vows to Punish Corporate Lawbreakers,” San Jose Mercury News (July 9, 2002), p. 8A.
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A principles-based, or
objectives-oriented,
approach to standard-
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as opposed to following
a list of rules.

Ethics deals with the
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right from wrong.
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No one argues the importance of adequate internal controls, but many argued that the
benefits of Section 404 did not justify the costs of complying with it. Research provides
evidence that 404 reports affect investors’ risk assessments and companies’ stock prices,
indicating these reports are seen as useful by investors.?” Unfortunately, it is not possible to
quantify the more important benefit of potentially avoiding business failures like Enron by
focusing attention on the implementation and maintenance of adequate internal controls.

The costs of 404 compliance initially were quite steep. For example, one survey of
Fortune 1,000 companies estimated that large companies spent, on average, approximately
$8.5 million and $4.8 million (including internal costs and auditor fees) during the first two
years of the act to comply with 404 reporting requirements.?® As expected, the costs dropped
significantly in the second year, and continued to drop as the efficiency of internal control
audits increased. Many companies now perceive that the benefits of these internal control
reports exceed their costs.”’

We revisit Section 404 in Chapter 7 in the context of an introduction to internal controls.

A Move Away from Rules-Based Standards?

The accounting scandals at Enron and other companies involved managers using elaborately
structured transactions to try to circumvent specific rules in accounting standards. One con-
sequence of those scandals was a rekindled debate over principles-based, or more recently
termed objectives-oriented, versus rules-based accounting standards. In fact, a provision
of the Sarbanes-Oxley Act required the SEC to study the issue and provide a report to
Congress on its findings. That report, issued in July 2003, recommended that accounting
standards be developed using an objectives-oriented approach.*

An objectives-oriented approach to standard setting emphasizes using professional judg-
ment, as opposed to following a list of rules, when choosing how to account for a trans-
action. Proponents of an objectives-oriented approach argue that a focus on professional
judgment means that there are few rules to sidestep, and we are more likely to arrive at an
appropriate accounting treatment. Detractors, on the other hand, argue that the absence of
detailed rules opens the door to even more abuse, because management can use the latitude
provided by objectives to justify their preferred accounting approach. Even in the absence
of intentional misuse, reliance on professional judgment might result in different interpreta-
tions for similar transactions, raising concerns about comparability. Also, detailed rules help
auditors withstand pressure from clients who want a more favorable accounting treatment,
and help companies ensure that they are complying with GAAP and avoid litigation or SEC
inquiry. For these reasons, it’s challenging to avoid providing detailed rules in the U.S.
reporting environment. Given ongoing efforts to converge FASB and IASB standards, it is
likely that this debate will continue.

Regardless of whether accounting standards are based more on rules or on objectives,
prior research highlights that there is some potential for abuse, either by structuring transac-
tions around precise rules or opportunistically interpreting underlying principles.®’ The key
is whether management is dedicated to high-quality financial reporting. It appears that poor
ethical values on the part of management are at the heart of accounting abuses and scandals,
so we now turn to a discussion of ethics in the accounting profession.

Ethics in Accounting

Ethics is a term that refers to a code or moral system that provides criteria for evaluating right
and wrong. An ethical dilemma is a situation in which an individual or group is faced with a
decision that tests this code. Many of these dilemmas are simple to recognize and resolve.

2Hollis Ashbaugh Skaife, Daniel W. Collins, William R. Kinney, Jr., and Ryan LaFond. “The Effect of SOX Internal Control Deficien-
cies on Firm Risk and Cost of Equity,” Journal of Accounting Research 47 (2009), pp. 1-43.

Z«Sarbanes-Oxley 404 Costs and Implementation Issues: Spring 2006 Survey Update,” CRA International (April 17, 2006).
PProtiviti, Inc., 2011 Sarbanes-Oxley Compliance Survey (June, 2011).

30«Study Pursuant to Section 108 (d) of the Sarbanes-Oxley Act of 2002 on the Adoption by the United States Financial Reporting
System of a Principles-Based Accounting System,” Securities and Exchange Commission (July 2003).

3Mark W. Nelson, John A. Elliott, and Robin L. Tarpley, “Evidence From Auditors About Managers’ and Auditors Earnings Manage-
ment Decisions,” The Accounting Review 77 (2002), pp. 175-202.
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For example, have you ever been tempted to call your professor and ask for an extension on
the due date of an assignment by claiming a pretended illness? Temptation like this will test
your personal ethics.

Accountants, like others in the business world, are faced with many ethical dilemmas,
some of which are complex and difficult to resolve. For instance, the capital markets’ focus
on near-term profits may tempt a company’s management to bend or even break accounting
rules to inflate reported net income. In these situations, technical competence is not enough
to resolve the dilemma.

ETHICS AND PROFESSIONALISM. One characteristic that distinguishes a pro-
fession from other occupations is the acceptance by its members of a responsibility for the
interests of those it serves. Ethical behavior is expected of those engaged in a profession.
That expectation often is articulated in a code of ethics. For example, law and medicine are
professions that have their own codes of professional ethics. These codes provide guidance
and rules to members in the performance of their professional responsibilities.

Public accounting has achieved widespread recognition as a profession. The AICPA,
the national organization of certified public accountants, has its own Code of Professional
Conduct that prescribes the ethical conduct members should strive to achieve. Similarly,
the Institute of Management Accountants (IMA)—the primary national organization of
accountants working in industry and government—has its own code of ethics, as does the
Institute of Internal Auditors—the national organization of accountants providing inter-
nal auditing services for their own organizations.

ANALYTICAL MODEL FOR ETHICAL DECISIONS. Ethical codes are informa-
tive and helpful, but the motivation to behave ethically must come from within oneself and
not just from the fear of penalties for violating professional codes. Presented below is a
sequence of steps that provide a framework for analyzing ethical issues. These steps can
help you apply your own sense of right and wrong to ethical dilemmas:*

Step 1. Determine the facts of the situation. This involves determining the who, what,
where, when, and how.

Step 2. Identify the ethical issue and the stakeholders. Stakeholders may include
shareholders, creditors, management, employees, and the community.

Step 3. Identify the values related to the situation. For example, in some situations
confidentiality may be an important value that might conflict with the right
to know.

Step 4. Specify the alternative courses of action.

Step 5. Evaluate the courses of action specified in step 4 in terms of their consistency
with the values identified in step 3. This step may or may not lead to a sug-
gested course of action.

Step 6. Identify the consequences of each possible course of action. If step 5 does not
provide a course of action, assess the consequences of each possible course of
action for all of the stakeholders involved.

Step 7. Make your decision and take any indicated action.

Ethical dilemmas are presented throughout the text. These dilemmas are designed to raise
your awareness of accounting issues with ethical ramifications. The analytical steps out-
lined above provide a framework you can use to evaluate these situations. In addition, your
instructor may assign end-of-chapter ethics cases for further discussion and application.

32 Adapted from Harold Q. Langenderfer and Joanne W. Rockness, “Integrating Ethics into the Accounting Curriculum: Issues, Problems,
and Solutions,” Issues in Accounting Education (Spring 1989). These steps are consistent with those provided by the American Account-
ing Association’s Advisory Committee on Professionalism and Ethics in their publication Ethics in the Accounting Curriculum: Cases
and Readings, 1990.
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You recently have been employed by a large retail chain that sells sporting goods. One
of your tasks is to help prepare periodic financial statements for external distribution. The
chain’s largest creditor, National Savings & Loan, requires quarterly financial statements,
and you are currently working on the statements for the three-month period ending
June 30, 2016.

During the months of May and June, the company spent $1,200,000 on a hefty radio
and TV advertising campaign. The $1,200,000 included the costs of producing the
commercials as well as the radio and TV time purchased to air the commercials. All of the
costs were charged to advertising expense. The company'’s chief financial officer (CFO)
has asked you to prepare a June 30 adjusting entry to remove the costs from advertising
expense and to set up an asset called prepaid advertising that will be expensed in July.
The CFO explained that “This advertising campaign has led to significant sales in May
and June and | think it will continue to bring in customers through the month of July.

By recording the ad costs as an asset, we can match the cost of the advertising with the
additional July sales. Besides, if we expense the advertising in May and June, we will show
an operating loss on our income statement for the quarter. The bank requires that we
continue to show quarterly profits in order to maintain our loan in good standing.”

The Conceptual Framework

Sturdy buildings are built on sound foundations. The U.S. Constitution is the foundation for
the laws of our land. The conceptual framework has been described as an “Accounting
Constitution” because it provides the underlying foundation for U.S. accounting standards.
More formally, it is a coherent system of interrelated objectives and fundamentals that is
intended to lead to consistent standards and that prescribes the nature, function, and limits of
financial accounting and reporting. The fundamentals are the underlying concepts of
accounting that guide the selection of events to be accounted for, the measurement of those
events, and the means of summarizing and communicating them to interested parties.>> The
conceptual framework provides structure and direction to financial accounting and reporting
but does not directly prescribe GAAP.

The FASB disseminates this framework through Statements of Financial Accounting
Concepts (SFACs). SFAC 8 discusses the objective of financial reporting and the qualitative
characteristics of useful financial information. SFAC 7 describes how cash flows and pres-
ent values are used when making accounting measurements. SFAC 6 defines the accounts
and accrual accounting concepts that appear in financial statements, and SFAC 5 discusses
recognition and measurement concepts. Earlier SFACs either have been superseded or
involve nonbusiness organizations that aren’t considered in this text.

In the remainder of this section we discuss the components of the conceptual framework,
as depicted in Illustration 1-9. The financial statements and their elements are most infor-
mative when they possess specific qualitative characteristics. Proper recognition and mea-
surement of financial information rely on several assumptions and principles that underlie
the financial reporting process.

nternational Financial Reporting Standards

Role of the conceptual framework. The conceptual frameworks in U.S. GAAP and IFRS
are very similar, and are converging even more with ongoing efforts by the FASB and
IASB. However, in U.S. GAAP, the conceptual framework primarily provides guidance to

(continued)

3«Conceptual Framework for Financial Accounting and Reporting: Elements of Financial Statements and Their Measurement,” Discus-
sion Memorandum (Stamford, Conn.: FASB, 1976), p. 2.
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(concluded)

standard setters to help them develop high-quality standards. In IFRS the conceptual
framework guides standard setting, but in addition it provides a basis for practitioners

to make accounting judgments when another IFRS standard does not apply. Also, IFRS
emphasizes the overarching concept of the financial statements providing a “true and fair
representation” of the company. U.S. GAAP does not include a similar requirement, but
U.S. auditing standards require this consideration.

[llustration 1-9
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SFAC 8 * Related disclosures
Objective of Financial Reporting
As indicated in Part A of this chapter, the objective of general purpose financial reporting is ® LO1-7

to provide financial information about companies that is useful to capital providers in making
decisions. For example, investors decide whether to buy, sell, or hold equity or debt securi-
ties, and creditors decide whether to provide or settle loans.** Information that is useful to
capital providers may also be useful to other users of financial reporting information, such as

regulators or taxing authorities.

*Ibid., par. OB2.
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Both investors and creditors are interested in the amount, timing, and uncertainty of a
company’s future cash flows. Information about a company’s economic resources (assets)
and claims against resources (liabilities) also is useful. Not only does this information about
resources and claims provide insight into future cash flows, it also helps decision makers
identify the company’s financial strengths and weaknesses and assess liquidity and solvency.

Qualitative Characteristics of Financial
Reporting Information

What characteristics should information have to best meet the objective of financial report-
ing? Ilustration 1-10 indicates the desirable qualitative characteristics of financial reporting
information, presented in the form of a hierarchy of their perceived importance. Notice that
these characteristics are intended to enhance the decision usefulness of information.

Fundamental Qualitative Characteristics

For financial information to be useful, it should possess the fundamental decision-specific
qualities of relevance and faithful representation. Both are critical. Information is of little
value if it’s not relevant. And even if information is relevant, it is not as useful if it doesn’t
faithfully represent the economic phenomenon it purports to represent. Let’s look closer at
each of these two qualitative characteristics, including the components that make those
characteristics desirable. We also consider other characteristics that enhance usefulness.

RELEVANCE. Obviously, to make a difference in the decision process, information
must be relevant to the decision. Relevance in the context of financial reporting means that
information must possess predictive value and/or confirmatory value, typically both. For
example, current-period net income has predictive value if it helps users predict a compa-
ny’s future cash flows, and it has confirmatory value if it helps investors confirm or change
their prior assessments regarding a company’s cash-flow generating ability.

Predictive and confirmatory value are central to the concept of “earnings quality,” the
ability of reported earnings (income) to predict a company’s future earnings. We revisit this
concept frequently throughout this textbook in order to explore the impact on earnings qual-
ity of various topics under discussion.

Financial information is material if omitting it or misstating it could affect users’ deci-
sions. Materiality is an aspect of relevance that depends on a company’s particular situation
and is based on the nature or magnitude of the item that is being reported. If information is
immaterial, it’s not relevant.

|||lIStratI0n 1—10 Hierarchy of Qualitative Characteristics of Financial Information
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One consequence of considering materiality is that GAAP need not be followed if an
item is immaterial. For example, GAAP requires that receivables be measured at their “net
realizable value.” If bad debts are anticipated, they should be estimated and subtracted from
the face amount of receivables for balance sheet measurement, and the amount of the allow-
ance for bad debts should be disclosed.”> PetSmart’s February 2, 2014, balance sheet
reports “Receivables, net” of $72,685. PetSmart’s use of the term “net” implies that accounts
receivable are stated at an amount reduced by an allowance for bad debts, but PetSmart does
not disclose the amount of the allowance. Given that PetSmart received a “clean” audit
opinion, we can infer that its auditor did not view the allowance to be material enough to
require separate disclosure. Similarly, if the amount of anticipated bad debts is not consid-
ered material, it’s OK to wait and just record the effects of bad debts when the receivable
has gone bad rather than having to estimate bad debts for existing receivables.*®

The threshold for materiality often depends on the relative dollar amount of the transac-
tion. For example, $10,000 in total anticipated bad debts for a multibillion dollar company
like PetSmart would not be considered material. This same $10,000 amount, however,
might easily be material for a neighborhood pizza parlor. Because of the context-specific
nature of materiality, the FASB has been reluctant to establish any quantitative material-
ity guidelines. The threshold for materiality has been left to the subjective judgment of the
company preparing the financial statements and its auditors.

Materiality often relates to the nature of the item as well. It depends on qualitative as well
as quantitative considerations. For example, an illegal payment of a $10,000 bribe to an
official of a foreign government to secure a valuable contract probably would be considered
material qualitatively even if the amount is small relative to the size of the company. Simi-
larly, a small dollar amount that changes a net loss to a net income for the reporting period
could be viewed as material to financial statement users for qualitative reasons.

FAITHFUL REPRESENTATION. Faithful representation exists when there is agree-
ment between a measure or description and the phenomenon it purports to represent. For
example, the term inventory in the balance sheet of a retail company is understood by exter-
nal users to represent items that are intended for sale in the ordinary course of business. If
inventory includes, say, accounts receivable, it lacks faithful representation.

To break it down further, faithful representation requires that information be complete,
neutral, and free from error. A depiction of an economic phenomenon is complete if it
includes all the information necessary for faithful representation of the economic phenom-
enon that it purports to represent. Omitting a portion of that information can cause it to be
false or misleading.

A financial accounting standard, and the standard-setting process, is “neutral” if it is free
from bias. You learned earlier that changes in accounting standards can lead to adverse eco-
nomic consequences for certain companies and that political pressure is sometimes brought
to bear on the standard-setting process in hopes of achieving particular outcomes. Account-
ing standards should be established with the goal of providing high-quality information, and
should try not to achieve particular social outcomes or favor particular groups or companies.
The FASB faces a difficult task in maintaining neutrality in the face of economic conse-
quences and resulting political pressures.

Representational faithfulness also is enhanced if information is free from error, mean-
ing that there are no errors or omissions in the description of the amount or the process used
to report the amount. Uncertainty is a fact of life when we measure many items of financial
information included in financial statements. Estimates are common, and some inaccuracy
is likely. An estimate is represented faithfully if it is described clearly and accurately as
being an estimate, and financial statement users are given enough information to understand
the potential for inaccuracy that exists.

Many accountants have recommended that we deal with the potential for error by employ-
ing conservatism. Conservatism means that accountants require greater verification before
recognizing good news than bad news. The result is that losses are reflected in net income
more quickly than are gains, and net assets tend to be biased downwards.

3This is called the allowance method of accounting for bad debts.
%This is called the direct write-off method of accounting for bad debts.
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SFAC 8 explicitly rejects conservatism as a desirable characteristic of accounting
information, stating that conservatism undermines representational faithfulness by being
inconsistent with neutrality. Nevertheless, some accounting practices, such as the lower-
of-cost-or-market method for measuring inventory (Chapter 9), appear to be generated by a
desire to be conservative. One justification for these practices is that investors and creditors
who lose money on their investments are less likely to sue the company if bad news has
been exaggerated and good news underestimated. Another justification is that conservative
accounting can trigger debt covenants that allow creditors to protect themselves from bad
management. So, despite the lack of support for conservatism in the conceptual framework,
it is likely to persist as an important consideration in accounting practice and in the applica-
tion of some accounting standards.

Enhancing Qualitative Characteristics

Hlustration 1-10 identifies four enhancing qualitative characteristics, comparability (includ-
ing consistency), verifiability, timeliness, and understandability.

Comparability helps users see similarities and differences between events and condi-
tions. We already have discussed the importance of investors and creditors being able to
compare information among companies to make their resource allocation decisions. Closely
related to comparability is the notion that consistency of accounting practices over time
permits valid comparisons among different reporting periods. The predictive and confirma-
tory value of information is enhanced if users can compare the performance of a company
over time.*’ In the PetSmart financial statements and disclosure notes, notice that disclo-
sure Note 1 includes a summary of significant accounting policies. If PetSmart were to
change one of these policies, new numbers might not be comparable to numbers measured
under a previous policy. To be sure readers are aware of the change, PetSmart would need
to provide full disclosure in the notes to the financial statements.

Verifiability implies that different knowledgeable and independent measurers would
reach consensus regarding whether information is a faithful representation of what it is
intended to depict. Direct verification involves observing the item being depicted. For exam-
ple, the historical cost of a parcel of land to be reported in a company’s balance sheet usually
is highly verifiable. The cost can be traced to an exchange transaction, the purchase of the
land. On the other hand, the fair value of that land is much more difficult to verify. Apprais-
ers could differ in their assessment of fair value. Verification of their estimates would be
indirect, involving examination of their valuation models and assessments of the reasonable-
ness of model inputs. The term objectivity often is linked to verifiability. The historical cost
of the land is objective and easy to verify, but the land’s fair value is subjective, and may be
influenced by the measurer’s past experience and biases. A measurement that is subjective is
more difficult to verify, which may make users doubt its representational faithfulness.

Timeliness also is important for information to be useful. Information is timely when it’s
available to users early enough to allow them to use it in their decision process. The need for
timely information requires that companies provide information on a periodic basis. To
enhance timeliness, the SEC requires its registrants to submit financial statement informa-
tion on a quarterly as well as on an annual basis for each fiscal year.

Understandability means that users must be able to comprehend the information
within the context of the decision being made. This is a user-specific quality because
users will differ in their ability to comprehend any set of information. The overriding
objective of financial reporting is to provide comprehensible information to those who
have a reasonable understanding of business and economic activities and are diligent in
studying the information.

Key Constraint: Cost Effectiveness

Most of us learn early in life that we can’t get everything we want. The latest electronic gadget
may have all the qualitative characteristics that current technology can provide, but limited
resources may lead us to buy a model with fewer bells and whistles. Cost effectiveness

3Companies occasionally do change their accounting practices, which makes it difficult for users to make comparisons among differ-
ent reporting periods. Chapter 4 and Chapter 20 describe the disclosures that a company makes in this situation to restore consistency
among periods.



CHAPTER 1 Environment and Theoretical Structure of Financial Accounting

constrains the accounting choices we make. The benefits of endowing financial information
with all the qualitative characteristics we’ve discussed must exceed the costs of doing so.

The costs of providing financial information include those of gathering, processing, and
disseminating information. There also are costs to users when interpreting information. In
addition, costs include possible adverse economic consequences of implementing account-
ing standards. For example, consider the requirement that companies having more than one
operating segment must disclose certain disaggregated financial information.*® In addition
to the costs of information gathering, processing, and communicating that information,
many companies feel that this reporting requirement imposes what could be called competi-
tive disadvantage costs. These companies are concerned that their competitors will gain
some advantage from having access to the disaggregated data.

The perceived benefit from this or any accounting standard is increased decision useful-
ness of the information provided, which, ideally, improves the resource allocation process. It
is inherently impossible to quantify this benefit. The elaborate information-gathering process
undertaken by the FASB in setting accounting standards is an attempt to assess both costs and
benefits of a proposed accounting standard, even if in a subjective, nonquantifiable manner.

Elements of Financial Statements

SFAC 6 defines 10 elements of financial statements. These elements are “the building blocks
with which financial statements are constructed—the classes of items that financial state-
ments comprise.”*® They focus directly on items related to reporting financial position and
measuring performance. The accrual accounting model actually is embodied in the element

The costs of providing
financial information
include any possible
adverse economic
consequences of
accounting standards.

The 10 elements of
financial statements
defined in SFAC 6
describe financial
position and periodic
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definitions. For now, we list and define the elements in Illustration 1-11. You will learn  performance.
much more about these elements in subsequent chapters.
|||ustratllln 1—1 1 Elements of Financial Statements
Elements of Financial Statements
Assets Probable future economic benefits obtained or controlled by a particular entity as a
result of past transactions or events.
Liabilities Probable future sacrifices of economic benefits arising from present obligations of a

result of past transactions or events.

particular entity to transfer assets or provide services to other entities in the future as a

Equity (or net assets) Called shareholders’ equity or stockholders’ equity for a corporation, it is the residual
interest in the assets of an entity that remains after deducting its liabilities.

Investments by owners  Increases in equity of a particular business enterprise resulting from transfers to it from
other entities of something of value to obtain or increase ownership interests in it.

Distributions to owners Decreases in equity of a particular enterprise resulting from transfers to owners.

Comprehensive income

Revenues

Expenses

Gains

Losses

\_

The change in equity of a business enterprise during a period from transactions and other
events and circumstances from nonowner sources. It includes all changes in equity during
a period except those resulting from investments by owners and distributions to owners.

Inflows or other enhancements of assets of an entity or settlements of its liabilities during
a period from delivering or producing goods, rendering services, or other activities that
constitute the entity’s ongoing major or central operations.

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

Increases in equity from peripheral or incidental transactions of an entity.

Represent decreases in equity arising from peripheral or incidental transactions of
an entity.

BEASB ASC 280: Segment Reporting (previously “Disclosures about Segments of an Enterprise and Related Information,” Statement of
Financial Accounting Standards No. 131 (Norwalk, Conn.: FASB, 1997)).
3«Blements of Financial Statements,” Statement of Financial Accounting Concepts No. 6 (Stamford, Conn.: FASB, 1985), par. 5.
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Underlying Assumptions

Though not emphasized in the FASB’s concepts statements, four basic assumptions under-
lie GAAP: (1) the economic entity assumption, (2) the going concern assumption, (3) the
periodicity assumption, and (4) the monetary unit assumption. These assumptions identify
the entity that is being reported on, the assumption that the entity will continue to exist, and
the frequency and denomination in which reports occur.

Hlustration 1-12 summaries the four assumptions underlying GAAP.

Description

All economic events can be identified with a particular economic
entity.

Assumptions
Economic entity

In the absence of information to the contrary, it is anticipated that
a business entity will continue to operate indefinitely.

Going concern

The life of a company can be divided into artificial time periods to
provide timely information to external users.

Periodicity

In the United States, financial statement elements should be
measured in terms of the U.S. dollar.

Monetary unit

\_

Economic Entity Assumption

An essential assumption is that all economic events can be identified with a particular
economic entity. Investors desire information about an economic entity that corresponds to
their ownership interest. For example, if you were considering buying some ownership
stock in Google, you would want information on the various operating units that constitute
Google. You would need information not only about its United States operations but also
about its European and other international operations. The financial information for the
various companies (subsidiaries) in which Google owns a controlling interest (greater than
50% ownership of voting stock) should be combined with that of Google (the parent) to
provide a complete picture. The parent and its subsidiaries are separate legal entities but
one accounting entity.

Another key aspect of this assumption is the distinction between the economic activities
of owners and those of the company. For example, the economic activities of a sole propri-
etorship, Uncle Jim’s Restaurant, should be separated from the activities of its owner, Uncle
Jim. Uncle Jim’s personal residence, for instance, is not an asset of the business.

Going Concern Assumption

Another necessary assumption is that, in the absence of information to the contrary, we
anticipate that a business entity will continue to operate indefinitely. Accountants realize
that the going concern assumption does not always hold since there certainly are many
business failures. However, this assumption is critical to many broad and specific account-
ing principles. For example, the assumption provides justification for measuring many
assets based on their historical costs. If it were known that an enterprise would cease opera-
tions in the near future, assets and liabilities would be measured at their current liquidation
values. Similarly, when we depreciate a building over an estimated life of 40 years, we
assume the business will operate that long.

Periodicity Assumption

The periodicity assumption relates to the qualitative characteristic of timeliness. External
users need periodic information to make decisions. This need for periodic information
requires that the economic life of a company (presumed to be indefinite) be divided into
artificial time periods for financial reporting. Corporations whose securities are publicly
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traded are required to provide financial information to the SEC on a quarterly and annual
basis.*’ Financial statements often are prepared on a monthly basis for banks and others that
might need more timely information.

For many companies, the annual time period (the fiscal year) is the calendar year. How-
ever, other companies have chosen a fiscal year that does not correspond to the calendar
year. The accounting profession and the SEC advocate that companies adopt a fiscal year
that corresponds to their natural business year. A natural business year is the 12-month
period that ends when the business activities of a company reach their lowest point in the
annual cycle. For example, many retailers, Walmart for example, have adopted a fiscal
year ending on January 31. Business activity in January generally is quite slow following
the very busy Christmas period. We can see from the PetSmart financial statements that the
company’s fiscal year ends at the end of January. The Campbell Soup Company’s fiscal
year ends in July; Clorox’s in June; and Monsanto’s in August.

Monetary Unit Assumption

The monetary unit or measurement scale used in financial statements is nominal units of
money, without any adjustment for changes in purchasing power. In the United States, the
U.S. dollar is the monetary unit used in financial statements. In the EU, the euro is the mon-
etary unit. Other countries use other currencies as their monetary units.

One problem with use of a monetary unit like the dollar or the euro is that it is presumed
to be stable over time. That is, the value of the dollar, in terms of its ability to purchase
certain goods and services, is assumed to be constant over time. This assumption obvi-
ously does not strictly hold. The U.S. economy has experienced periods of rapidly chang-
ing prices. To the extent that prices are unstable, and machines, trucks, and buildings were
purchased at different times, the monetary unit used to measure them is not the same. The
effect of changing prices on financial information generally is discussed elsewhere in your
accounting curriculum, often in an advanced accounting course.

Recognition, Measurement, and Disclosure Concepts

Now that we have identified the various elements and underlying assumptions of the finan-
cial statements, we discuss when the elements should be recognized (recorded) and how
they should be measured and disclosed. For example, an asset was previously defined as a
probable future economic benefit obtained or controlled by a company as a result of past
transactions or events. But when should the asset be recorded, at what amount, and what
other important information about the asset should be provided in the financial statements?
SFAC 5 addresses these issues. Recognition refers to the process of admitting information
into the financial statements. Measurement is the process of associating numerical amounts
with the elements. Disclosure refers to the process of including additional pertinent infor-
mation in the financial statements and accompanying notes.

Recognition
GENERAL RECOGNITION CRITERIA. According to SFAC 5, an item should be

recognized in the basic financial statements when it meets the following four criteria, sub-
ject to a cost effectiveness constraint and materiality threshold:

1. Definition. The item meets the definition of an element of financial statements.

2. Measurability. The item has a relevant attribute measurable with sufficient reliability.

3. Relevance. The information about it is capable of making a difference in user decisions.
4. Reliability. The information is representationally faithful, verifiable, and neutral.*!

40The report that must be filed for the first three quarters of each fiscal year is Form 10-Q and the annual report is Form 10-K.
4l«“Recognition and Measurement in Financial Statements,” Statement of Financial Accounting Concepts No. 5 (Stamford, Conn.: FASB,
1984), par. 63. SFAC 8 has replaced reliability with faithful representation as the second primary qualitative characteristic of financial
information.
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These obviously are very general guidelines. SFAC 5 provides further guidance with respect
to revenue and expense recognition, and you will learn about more specific guidelines
throughout this book.

REVENUE RECOGNITION. Revenues are inflows of assets or settlements of liabili-
ties resulting from providing a product or service to a customer. An income statement should
report the results of these activities only for the time period specified in the financial state-
ments. Therefore, the timing of revenue recognition is a key element of earnings measure-
ment. Not adhering to revenue recognition criteria could result in overstating revenue and
hence net income in one reporting period and, consequently, understating revenue and net
income in another period.

Until recently, revenue recognition was guided by the realization principle, which requires
that two criteria be satisfied before revenue can be recognized:

1. The earnings process is judged to be complete or virtually complete.

2. There is reasonable certainty as to the collectibility of the asset to be received
(usually cash).

As discussed further in Chapter 5, the FASB recently issued ASU No. 2014-09, which
changes how we determine the timing and measurement of revenue.*? That standard requires
that companies recognize revenue when goods or services are transferred to customers for the
amount the company expects to be entitled to receive in exchange for those goods or services.
Revenue is recognized at a point in time or over a period of time, depending on when goods
or services are transferred to customers. For example, revenue for the sale of most goods is
recognized upon delivery, but revenue for services like renting apartments or lending money
is recognized over time as those services are provided. No revenue is recognized if it isn’t
probable that the seller will collect the amounts it’s entitled to receive. While that standard
doesn’t rely on the realization principle, you can see that aspects of the realization principle
remain—we still focus on the seller fulfilling its obligations to its customers, and before rev-
enue can be recognized we still require a relatively high likelihood that the seller will be paid.

Notice that these criteria help implement the accrual accounting model. Revenue is rec-
ognized when the seller transfers goods and services to a customer, which isn’t necessarily
at the same time the seller is paid.

The timing of revenue recognition also affects the timing of asset recognition. When
revenue is recognized by crediting a revenue account, the corresponding debit typically
increases some asset, usually cash or an account receivable.

EXPENSE RECOGNITION. Expenses were defined earlier in the chapter as “out-
flows or other using up of assets or incurrences of liabilities.” When are expenses recog-
nized? In practice, expense recognition often matches revenues and expenses that arise from
the same transactions or other events.*> There is a cause-and-effect relationship between
revenue and expense recognition implicit in this approach. The net result is a measure—net
income—that identifies the amount of profit or loss for the period provided by operations.

Although these concepts are straightforward, their implementation can be difficult,
because many expenses are not incurred directly to produce a particular amount of revenue.
Instead, the association between revenue and many expenses is indirect. Therefore, expense
recognition is implemented by one of four different approaches, depending on the nature of
the specific expense:**

e Based on an exact cause-and-effect relationship. This approach is appropriate for cost
of goods sold, as one example. There is a definite cause-and-effect relationship between

42«Revenue from Contracts with Customers (Topic 606)” Accounting Standards Update 2014-09 (Norwalk, Conn: FASB, 2014).

“The term matching principle is sometimes used to refer to the practice of first recognizing revenue and then recognizing all expenses
that were incurred to generate that revenue. However, the conceptual framework does not include that term. Rather, SFACs 5 and 6 dis-
cuss matching as a result of recognizing expenses and revenues that arise from the same underlying transactions or events. Standard set-
ters are reluctant to apply matching more broadly, because they are concerned that doing so could result in inappropriately recognizing
as assets some amounts that do not provide “probable future economic benefits,” and therefore don’t meet the definition of an asset. We
discuss this topic more in the “Evolving GAAP” section at the end of this chapter.

“Elements of Financial Statements—a replacement of FASB Concepts Statement No. 3 (incorporating an amendment of FASB Con-
cepts Statement No. 2)” Statement of Financial Accounting Concepts No. 6 (Norwalk, Conn.: FASB, 1985).
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PetSmart’s revenue from selling dog food and its costs to purchase that dog food from
suppliers. Commissions paid to salespersons for obtaining revenues also is an example
of an expense recognized based on this approach.

* By associating an expense with the revenues recognized in a specific time period.
Many expenses can be related only to periods of time during which revenue is earned.
For example, the monthly salary paid to an office worker is not directly related to any
specific revenue event. Instead, the employee provides benefits to the company for that
one month that indirectly relate to the revenue recognized in that same period.

* By a systematic and rational allocation to specific time periods. Some costs are
incurred to acquire assets that provide benefits to the company for more than one report-
ing period, so we recognize expenses over those time periods. For example, straight-line
depreciation is a “systematical and rational” way to allocate the cost of equipment to the
periods in which that equipment is used to produce revenue.

¢ In the period incurred, without regard to related revenues. Sometimes costs are
incurred, but it is impossible to determine in which period or periods, if any, related
revenues will occur. For example, let’s say Google spends $1 million for a series of tele-
vision commercials. It’s difficult to determine when, how much, or even whether addi-
tional revenues occur as a result of that particular series of ads. As a result, we recognize
advertising expenditures as expenses in the period incurred.

The timing of expense recognition also affects the timing of asset and liability recogni-
tion and de-recognition. When we debit an expense, the corresponding credit usually either
decreases an asset (for example, decreasing cash because it was used to pay an employee’s
salary) or increases a liability (for example, increasing salaries payable to accrue wages that
will be paid at a later date).

Measurement

If an amount is to be recognized, it also must be measured. As indicated in SFAC 5, GAAP
currently employs a “mixed attribute” measurement model. If you look at a balance sheet,
for instance, you might see land measured at historical cost, accounts receivable at net real-
izable value, a liability at the present value of cash payments, and an investment at fair
value. The attribute chosen to measure a particular item should be the one that maximizes
the combination of relevance and representational faithfulness. SFAC 5 lists five measure-
ment attributes employed in GAAP:

1. Historical cost

2. Net realizable value

3. Current cost

4. Present (or discounted) value of future cash flows
5. Fair value

These different measurement attributes often indicate the same amount, particularly when
the amount is initially recognized. However, sometimes they differ in important ways.

HISTORICAL COST. We often measure assets and liabilities based on their original
transaction value, that is, their historical cost. Some accountants refer to this practice as
applying the historical cost principle. For an asset, historical cost equals the value of what is
given in exchange (usually cash) for the asset at its initial acquisition. For liabilities, it is the
current cash equivalent received in exchange for assuming the liability. Historical cost for
long-lived, revenue-producing assets such as equipment typically is adjusted subsequent to
its initial measurement by recognizing depreciation or amortization.

Why base measurement on historical costs? First, historical cost provides important cash
flow information as it represents the cash or cash equivalent paid for an asset or received
in exchange for the assumption of a liability. Second, because historical cost valuation is
the result of an exchange transaction between two independent parties, the agreed-upon
exchange value is objective and highly verifiable.

}
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NET REALIZABLE VALUE. Some assets are measured at their net realizable value,
which is the amount of cash into which an asset is expected to be converted in the ordinary
course of business. For example, if customers purchased goods or services on account for
$10,000, and if $2,000 in bad debts were anticipated, net receivables should be valued at
$8,000, the net realizable value. Departures from historical cost measurement such as this
provide useful information to aid in the prediction of future cash flows.

CURRENT COST. Companies sometimes report current costs, particularly if they
operate in inflationary economies. The current cost of an asset is the cost that would be
incurred to purchase or reproduce the asset.

PRESENT VALUE. Because of its importance to many accounting measurements,
present value is the focus of an FASB concept statement, SFAC 7, which provides a frame-
work for using future cash flows as the basis for accounting measurement and also asserts
that the objective in valuing an asset or liability using present value is to approximate its fair
value.* We explore the topic of present value in more depth in Chapter 6 and the applica-
tion of present value in accounting measurement in subsequent chapters.

FAIR VALUE. We measure many financial assets and liabilities at fair value (called
current market value originally in SFAC 5). Also, we use fair values when determining
whether the value of nonfinancial assets like property, plant, equipment and intangible
assets has been impaired. Given the complexity and growing importance of this measure-
ment attribute, we discuss it in some detail.

Fair value is defined as the price that would be received to sell assets or paid to transfer
a liability in an orderly transaction between market participants at the measurement date.
A key aspect of this definition is its focus on the perspective of market participants. For
instance, if a company buys a competitor’s patent, not intending to use it but merely to
keep the competitor from using it, the company still will have to assign a value to the asset
because a market participant would find value in using the patent.

The FASB has provided a framework for measuring fair value whenever fair value is
called for in applying generally accepted accounting principles.*® The IASB recently con-
verged to use the same framework.*’ In the framework, three types of valuation techniques
can be used to measure fair value. Market approaches base valuation on market informa-
tion. For example, the value of a share of a company’s stock that’s not traded actively could
be estimated by multiplying the earnings of that company by the P/E (price of shares/
earnings) multiples of similar companies. Income approaches estimate fair value by first
estimating future amounts (for example, earnings or cash flows) and then mathematically
converting those amounts to a single present value. You will see how to apply such tech-
niques in Chapter 6 when we discuss time value of money concepts. Cost approaches deter-
mine value by estimating the amount that would be required to buy or construct an asset of
similar quality and condition. A firm can use one or more of these valuation approaches,
depending on availability of information, and should try to use them consistently unless
changes in circumstances require a change in approach.

To increase consistency and comparability in applying this definition, the framework pro-
vides a “hierarchy” that prioritizes the inputs companies should use when determining fair
value. The priority is based on three broad preference levels. The higher the level (Level 1 is
the highest), the more preferable the input. The framework encourages companies to strive
to obtain the highest level input available for each situation. Illustration 1-13 describes the
type of inputs and provides an example for each level.

45“Using Cash Flow Information and Present Value in Accounting Measurements,” Statement of Financial Accounting Concepts No. 7
(Norwalk, Conn.: FASB, 2000).

4FASB ASC 820: Fair Value Measurements and Disclosures (previously “Fair Value Measurements,” Statement of Financial Accounting
Standards No. 157 (Norwalk, Conn.: FASB, 2006)).

#TFair Value Measurement,” International Financial Reporting Standard No. 13 (London, UK: IASCF, 2011).
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Fair Value Hierarchy

Level

Inputs

Example

1
Most Desirable

3
Least Desirable

Quoted market prices in active
markets for identical assets or
liabilities.

Inputs other than quoted
prices that are observable
for the asset or liability.
These inputs include quoted
prices for similar assets or
liabilities in active or inactive
markets and inputs that are
derived principally from or
corroborated by observable
related market data.

Unobservable inputs that reflect
the entity’s own assumptions
about the assumptions market
participants would use in
pricing the asset or liability
developed based on the best
information available in the

In Chapter 12 you will learn that certain investments in
marketable securities are reported at their fair values. Fair
value in this case would be measured using the quoted market
price from the NYSE, NASDAQ, or other exchange on which
the security is traded.

In Chapter 10 we discuss how companies sometimes acquire
assets with consideration other than cash. In any noncash
transaction, each element of the transaction is recorded at its
fair value. If one of the assets in the exchange is a building,

for instance, then quoted market prices for similar buildings
recently sold could be used to value the building or, if there
were no similar buildings recently exchanged from which to
obtain a comparable market price, valuation could be based on
the price per square foot derived from observable market data.

Asset retirement obligations (AROs), discussed in Chapter 10,
are measured at fair value. Neither Level 1 nor Level 2 inputs
would be possible in most ARO valuation situations. Fair value
would be estimated using Level 3 inputs to include the present
value of expected cash flows estimated using the entity’s

own data if there is no information that indicates that market
participants would use different assumptions.

circumstances.

Companies also must provide detailed disclosures about their use of fair value mea-
surements. The disclosures include a description of the inputs used to measure fair value.
For recurring fair value measurements that rely on significant unobservable inputs (within
Level 3 of the fair value hierarchy), companies should disclose the effect of the measure-
ments on earnings (or changes in net assets) for the period.

You are not yet familiar with some of the examples mentioned in Illustration 1-13, but as
you progress through the book you will encounter many instances in which we use fair value
for valuation purposes. Refer back to this discussion and speculate on the level of input that
would be available to a company in these situations. When a company has the option to
measure financial assets or liabilities at fair value (discussed next), we address the choices
available to the company in those situations.

The use of the fair value measurement attribute is increasing, both under U.S GAAP and
IFRS. This trend, though, is controversial. Proponents of fair value cite its relevance and are
convinced that historical cost information may not be useful for many types of decisions.
Opponents of fair value counter that estimates of fair value may lack representational faith-
fulness, particularly when based on inputs from Level 3 in the fair value hierarchy, and that
managers might be tempted to exploit the unverifiability of such inputs to manipulate earn-
ings. They argue that accounting should emphasize verifiability by recognizing only those
gains and other increases in fair value that actually have been realized in transactions or are
virtually certain to exist.

GAAP gives a company
the option to value
financial assets and
liabilities at fair value.

FAIR VALUE OPTION. Usually the measurement attribute we use for a particular
financial statement item is not subject to choice. However, GAAP gives a company the option
to report some financial assets and liabilities at fair value.*® For example, in Chapter 14 you

“SFASB ASC 825-10-25-1: Financial Instruments—Overall—Recognition—Fair Value Option (previously “The Fair Value Option for
Financial Assets and Financial Liabilities,” Statement of Financial Accounting Standards No. 159 (Norwalk, Conn.: FASB, 2007)).
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will learn that a company normally would report bonds payable at historical cost (adjusted for
unamortized premium or discount), but the fair value option allows that company to choose
instead to report the bonds payable at fair value. If a company chooses the fair value option,
future changes in fair value are reported as gains and losses in the income statement.

Why allow the fair value option for financial assets and liabilities, and not for, say, build-
ings or land? Financial assets and liabilities are cash and other assets and liabilities that con-
vert directly into known amounts of cash. These include investments in stocks and bonds of
other entities, notes receivable and payable, bonds payable, and derivative securities.*” Some
of these financial assets and liabilities currently are required under GAAP to be reported at
fair value, and others are not, leading to some potential inconsistencies in how similar or
related items are treated. The fair value option provides companies a way to reduce volatility
in reported earnings without having to comply with complex hedge accounting standards. It
also helps in the convergence with international accounting standards we discussed earlier in
the chapter as the IASB also has adopted a fair value option for financial instruments.

We will revisit the fair value option in subsequent chapters that address the key financial
assets and liabilities that now can be measured at fair value. You’ll find it easier to under-
stand the concepts introduced in this chapter in the context of the financial assets and liabili-
ties affected: investments (Chapter 12) and bonds payable (Chapter 14).%°

Disclosure

Remember, the purpose of accounting is to provide information that is useful to decision
makers. So, naturally, if there is accounting information not included in the primary finan-
cial statements that would benefit users, that information should be provided too. The
full-disclosure principle means that the financial reports should include any information
that could affect the decisions made by external users. Of course, the benefits of that infor-
mation, as noted earlier, should exceed the costs of providing the information. Such infor-
mation is disclosed in a variety of ways, including:

1. Parenthetical comments or modifying comments placed on the face of the financial
statements.

2. Disclosure notes conveying additional insights about company operations, accounting
principles, contractual agreements, and pending litigation.

3. Supplemental schedules and tables that report more detailed information than is
shown in the primary financial statements.

We find examples of these disclosures in the PetSmart financial statements in Appendix B
located at the back of the text. We discuss and illustrate disclosure requirements as they relate
to specific financial statement elements in later chapters as those elements are discussed.

[lustration 1-14 provides an overview of key recognition, measurement and disclosure
concepts.

Where We're Headed &3

“Disclosure overload” is a frequent complaint by companies and investors alike. The
notes to the financial statements can be very useful, but they are costly for companies to
prepare and difficult for many users to sift through and understand. In response to that
concern, the FASB has been developing a framework intended to make disclosures more
effective and less redundant.

(continued)

“IThe fair value option does not apply to certain specified financial instruments, including pension obligations and assets or liabilities
arising from leases.

As discussed in further detail in the Addendum to Chapter 12, the overhaul of accounting for financial instruments being completed by
the FASB and IASB includes removal of the fair value option.
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(concluded)

As part of that project, in March 2014 the FASB issued an exposure draft of a proposed
addition to Concepts Statement No. 8, titled Chapter 8: Notes to Financial Statements.>'
The exposure draft describes three types of information that should be included in the
notes to financial statements:

1. General information about the nature of the company, its activities, and any special
advantages it enjoys or restrictions it faces.

2. Additional information that explains or amplifies financial statement line items.

3. Information about past events and current circumstances that might affect the
company’s future cash flows but don’t yet appear in the financial statements.

The exposure draft also suggests a series of questions that the FASB and its staff should

consider when determining what notes should be required by new standards. A separate

part of the project will develop further guidance to help companies apply judgment when

meeting disclosure requirements.

N\ lllustration 1-14

Summary of Recognition,
Measurement, and
Disclosure Concepts

Concept Description

Recognition General criteria:
1. Meets the definition of an element

2. Has a measurement attribute
3. Isrelevant
4. s reliable (representationally faithful)

Examples of recognition timing:
1. Revenues

2. Expenses
Measurement Mixed attribute model in which the attribute used to measure
an item is chosen to maximize relevance and representational

faithfulness. These attributes include:
1. Historical cost

2. Net realizable value
3. Current cost
4. Present (or discounted) value of future cash flows
5. Fair value
Disclosure Financial reports should include all information that could affect the
decisions made by external users.

Examples of disclosures:
1. Parenthetical amounts

2. Notes to the financial statements

3. Supplemental schedules and tables

\_

Evolving GAAP

Earlier in this chapter you learned that the convergence of accounting standards with inter-
national standards is having a profound effect on financial reporting in the United States.
More broadly, U.S. and international GAAP have been evolving over time from an empha-
sis on revenues and expenses to an emphasis on assets and liabilities. Of course, you know
from introductory accounting that the balance sheet and income statement are intertwined
and must reconcile with each other. For example, the revenues reported in the income state-
ment depict inflows of assets whose balances at a particular point in time are reported in
the balance sheet. But which comes first, identifying revenues and expenses, or identifying

3 Proposed Statement of Financial Accounting Concepts: Chapter 8: Notes to Financial Statements (Norwalk, Conn: FASB,
March 4, 2014).



34 SECTION 1

® LO1-10

With the revenue/
expense approach,
recognition and
measurement of
revenues and expenses
are emphasized.

With the asset/liability
approach, recognition
and measurement of
assets and liabilities
drives revenue and
expense recognition.

The Role of Accounting as an Information System

assets and liabilities? That emphasis can affect accounting standards in important ways.
To help you understand the changes taking place, we start by discussing the revenue/expense
approach and then discuss the asset/liability approach.

Under the revenue/expense approach, we emphasize principles for recognizing reve-
nues and expenses, with some assets and liabilities recognized as necessary to make the
balance sheet reconcile with the income statement. For example, when accounting for a
sales transaction our focus would be on whether revenue has been earned, and if we deter-
mine that to be the case, we would record an asset (usually cash or accounts receivable) that
is associated with the revenue.’?> We would identify the expenses necessary to earn that
revenue, and then would adjust assets and liabilities accordingly.

Under the asset/liability approach, on the other hand, we first recognize and measure
the assets and liabilities that exist at a balance sheet date and, secondly, recognize and mea-
sure the revenues, expenses, gains and losses needed to account for the changes in these
assets and liabilities from the previous measurement date. Proponents of this approach point
out that, since revenues and expenses are defined in terms of inflows and outflows of assets
and liabilities, the fundamental concepts underlying accounting are assets and liabilities.
Therefore, we should try to recognize and measure assets and liabilities appropriately, and
as a result will also capture their inflows and outflows in a manner that provides relevant
and representationally faithful information about revenues and expenses.

For example, when accounting for a sales transaction, our focus would be on whether a
potential accounts receivable meets the definition of an asset (a probable future economic
benefit). We would consider such factors as whether the receivable is supported by an
enforceable contract and whether the seller has performed its obligations enough to be able
to expect receipt of cash flows. The key would be determining if the seller has an asset, and
then recognizing whatever amount of revenue is implied by the inflow of that asset. Also,
we would not attempt to match expenses to revenues. Rather, we would determine those
net assets that had decreased as part of operations during the period, and recognize those
decreases as expenses. In subsequent chapters you will see that recent standards involving
accounting for revenue, investments, and income taxes follow this asset/liability approach.

These changes are controversial. It may seem like it shouldn’t matter whether standard set-
ters use the revenue/expense or asset/liability approach, given that both approaches affect both
the income statement and balance sheet, and it is true that these approaches often will result in
the same accounting outcomes. For example, whether matching is a principle used to determine
when expenses are recognized, or a result of recognizing that assets were consumed as part of
the economic activity that occurred in a particular period in which revenue was also recognized,
we typically still will see expenses recognized in the periods in which they are incurred to pro-
duce revenues. However, the particular approach used by a standard setter can affect recogni-
tion and measurement in important ways. In particular, the asset/liability approach encourages
us to focus on accurately measuring assets and liabilities. It perhaps is not surprising, then,
that a focus on assets and liabilities has led standard setters to lean more and more toward fair
value measurement. The future changes to the conceptual framework discussed in the following
Where We’re Headed box are likely to continue this emphasis on the asset/liability approach.

Where We're Headed €2

The FASB and IASB worked together to issue SFAC 8 in 2010 and had planned to revisit
concepts related to financial statement elements, recognition, measurement, and the
reporting entity. But, progress stalled as the Boards focused on other projects. Starting
in 2012, the IASB pursued an independent conceptual framework project, and the FASB
plans to do so as well.

32Some assets and liabilities aren’t related to revenue or expense. For example, issuance of shares of stock increases cash as well as
shareholders’ equity. The treatment of these sorts of transactions is not affected by whether GAAP emphasizes revenues and expenses or
assets and liabilities.
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Financial Reporting Case Solution

1. What should you tell your friend about the presence of accounting standards
in the United States? Who has the authority for standard setting? Who has the
responsibility? (p. 8) In the United States we have a set of standards known as gen-
erally accepted accounting principles (GAAP). GAAP is a dynamic set of both broad
and specific guidelines that companies should follow when measuring and reporting the
information in their financial statements and related notes. The Securities and Exchange
Commission has the authority to set accounting standards for companies whose securities
are publicly traded but always has delegated the primary responsibility to the accounting
profession. At present, the Financial Accounting Standards Board is the private sector
body responsible for standard setting.

2. What is the economic and political environment in which standard setting
occurs? (p. 13) The setting of accounting and reporting standards often has been char-
acterized as a political process. Standards, particularly changes in standards, can have
significant differential effects on companies, investors and creditors, and other interest
groups. A change in an accounting standard or the introduction of a new standard can
result in a substantial redistribution of wealth within our economy. The FASB’s due pro-
cess is designed to obtain information from all interested parties to help determine the
appropriate accounting approach, but standards are supposed to be neutral with respect
to the interests of various parties. Nonetheless, both the FASB and TASB sometimes
come under political pressure that sways the results of the standard-setting process.

3. What is the relationship among management, auditors, investors, and creditors
that tends to preclude the “What would you like it to be?” attitude? (p. 716) Itis
the responsibility of management to apply accounting standards when communicating
with investors and creditors through financial statements. Auditors serve as independent
intermediaries to help ensure that the management-prepared statements are presented
fairly in accordance with GAAP. In providing this assurance, the auditor precludes the
“What would you like it to be?” attitude.

4. In general, what is the conceptual framework that underlies accounting principles?
(p. 20) The conceptual framework is a coherent system of interrelated objectives and
fundamentals that can lead to consistent standards and that prescribe the nature, function,
and limits of financial accounting and reporting. The fundamentals are the underlying
concepts of accounting, concepts that guide the selection of events to be accounted for,
the measurement of those events, and the means of summarizing and communicating
them to interested parties. @

The Bottom Line

® LO1-1 Financial accounting is concerned with providing relevant financial information to various external users.
However, the primary focus is on the financial information provided by profit-oriented companies to their
present and potential investors and creditors. (p. 4)

® LO1-2 Cash basis accounting provides a measure of periodic performance called net operating cash flow, which
is the difference between cash receipts and cash disbursements from transactions related to providing
goods and services to customers. Accrual accounting provides a measure of performance called net
income, which is the difference between revenues and expenses. Periodic net income is considered a bet-
ter indicator of future operating cash flows than is current net operating cash flows. (p. 6)

® LO1-3 Generally accepted accounting principles (GAAP) comprise a dynamic set of both broad and specific
guidelines that companies follow when measuring and reporting the information in their financial
statements and related notes. The Securities and Exchange Commission (SEC) has the authority to set
accounting standards in the United States. However, the SEC has always delegated the task to a private
sector body, at this time the Financial Accounting Standards Board (FASB). The International Accounting
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® LO1-4

® LO1-5

® LO1-6

® LO1-7

® LO1-8

® LO1-9

® LO1-10

® LO1-11

Standards Board (IASB) sets global accounting standards and works with national accounting standard
setters to achieve convergence in accounting standards around the world. (p. 8)

Accounting standards can have significant differential effects on companies, investors, creditors, and
other interest groups. Various interested parties sometimes lobby standard setters for their preferred out-
comes. For this reason, the setting of accounting standards often has been characterized as a political
process. (p. 13)

Factors encouraging high-quality financial reporting include conceptually based financial accounting
standards, external auditors, financial reporting reforms (such as the Sarbanes-Oxley Act), ethical man-
agement, and professional accounting organizations that prescribe ethical conduct and license practitio-
ners. (p. 16)

The FASB’s conceptual framework is a set of cohesive objectives and fundamental concepts on which
financial accounting and reporting standards can be based. (p. 20)

The objective of financial reporting is to provide useful financial information to capital providers. The
primary decision-specific qualities that make financial information useful are relevance and faithful rep-
resentation. To be relevant, information must possess predictive value and/or confirmatory value, and all
material information should be included. Completeness, neutrality, and freedom from error enhance faith-
ful representation. The 10 elements of financial statements are assets, liabilities, equity, investments by
owners, distributions to owners, revenues, expenses, gains, losses, and comprehensive income. (p. 27)
The four basic assumptions underlying GAAP are (1) the economic entity assumption, (2) the going con-
cern assumption, (3) the periodicity assumption, and (4) the monetary unit assumption. (p. 26)

Recognition determines whether an item is reflected in the financial statements, and measurement deter-
mines the amount of the item. Measurement involves choice of a monetary unit and choice of a measure-
ment attribute. In the United States, the monetary unit is the dollar. Various measurement attributes are
used in GAAP, including historical cost, net realizable value, present value, and fair value. (p. 27)

A revenue/expense approach to financial reporting emphasizes recognition and measurement of revenues
and expenses, while an asset/liability approach emphasizes recognition and measurement of assets and
liabilities. (p. 34)

IFRS and U.S. GAAP are similar in the organizations that support standard setting and in the presence
of ongoing political pressures on the standard-setting process. U.S. GAAP and IFRS also have similar
conceptual frameworks, although the role of the conceptual framework in IFRS is to provide guidance to
preparers as well as to standard setters, while the role of the conceptual framework in U.S. GAAP is more
to provide guidance to standard setters. (pp. 15 and 20) @

Questions For Review of Key Topics

Q11 What is the function and primary focus of financial accounting?

Q 1-2 What is meant by the phrase efficient allocation of resources? What mechanism fosters the efficient allocation of

resources in the United States?

Q1-3 Identify two important variables to be considered when making an investment decision.

Q1-4 What must a company do in the long run to be able to provide a return to investors and creditors?

Q1-5 What is the primary objective of financial accounting?

Q 1-6 Define net operating cash flows. Briefly explain why periodic net operating cash flows may not be a good

indicator of future operating cash flows.

Q1-7 What is meant by GAAP? Why should all companies follow GAAP in reporting to external users?
Q1-8 Explain the roles of the SEC and the FASB in the setting of accounting standards.

Q1-9 Explain the role of the auditor in the financial reporting process.

Q 1-10 List three key provisions of the Sarbanes-Oxley Act of 2002. Order your list from most important to least

important in terms of the likely long-term impact on the accounting profession and financial reporting.

Q 1-11 Explain what is meant by adverse economic consequences of new or changed accounting standards.

Q 1-12 Why does the FASB undertake a series of elaborate information-gathering steps before issuing a substantive

accounting standard?

Q 1-13 What is the purpose of the FASB’s conceptual framework?
Q 1-14 Discuss the terms relevance and faithful representation as they relate to financial accounting information.
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What are the components of relevant information? What are the components of faithful representation?
Explain what is meant by: The benefits of accounting information must exceed the costs.
What is meant by the term materiality in financial reporting?

Briefly define the financial accounting elements: (1) assets, (2) liabilities, (3) equity, (4) investments by owners,
(5) distributions to owners, (6) revenues, (7) expenses, (8) gains, (9) losses, and (10) comprehensive income.

What are the four basic assumptions underlying GAAP?

What is the going concern assumption?

Explain the periodicity assumption.

‘What are four key accounting practices that often are referred to as principles in current GAAP?
What are two advantages to basing the valuation of assets and liabilities on their historical cost?
Describe how revenue recognition relates to transferring goods and services.

What are the four different approaches to implementing expense recognition? Give an example of an expense
that is recognized under each approach.

In addition to the financial statement elements arrayed in the basic financial statements, what are some other
ways to disclose financial information to external users?

Briefly describe the inputs that companies should use when determining fair value. Organize your answer
according to preference levels, from highest to lowest priority.

What measurement attributes are commonly used in financial reporting?

Distinguish between the revenue/expense and the asset/liability approaches to setting financial reporting
standards.

What are the functions of the conceptual framework under IFRS?
What is the standard-setting body responsible for determining IFRS? How does it obtain its funding?

In its Final Staff Report (issued in 2012), what type of convergence between U.S. GAAP and IFRS did the SEC
staff argue was not feasible? What reasons did the SEC staff give for that conclusion?

@ connect

|ACCOUNTING

Cash flows during the first year of operations for the Harman-Kardon Consulting Company were as follows:
Cash collected from customers, $340,000; Cash paid for rent, $40,000; Cash paid to employees for services ren-
dered during the year, $120,000; Cash paid for utilities, $50,000.

In addition, you determine that customers owed the company $60,000 at the end of the year and no bad debts
were anticipated. Also, the company owed the gas and electric company $2,000 at year-end, and the rent payment
was for a two-year period. Calculate accrual net income for the year.

For each of the following items, identify the appropriate financial statement element or elements: (1) probable
future sacrifices of economic benefits; (2) probable future economic benefits owned by the company; (3) inflows
of assets from ongoing, major activities; (4) decrease in equity from peripheral or incidental transactions.

Listed below are several statements that relate to financial accounting and reporting. Identify the accounting con-
cept that applies to each statement.

1. Sirius Satellite Radio Inc. files its annual and quarterly financial statements with the SEC.

2. The president of Applebee’s International, Inc., travels on the corporate jet for business purposes only and
does not use the jet for personal use.

3. Jackson Manufacturing does not recognize revenue for unshipped merchandise even though the merchandise
has been manufactured according to customer specifications.

4. Lady Jane Cosmetics depreciates the cost of equipment over their useful lives.

Identify the accounting concept that was violated in each of the following situations.

1. Astro Turf Company recognizes an expense, cost of goods sold, in the period the product is manufactured.

2. McCloud Drug Company owns a patent that it purchased three years ago for $2 million. The controller
recently revalued the patent to its approximate market value of $8 million.

3. Philips Company pays the monthly mortgage on the home of its president, Larry Crosswhite, and charges the
expenditure to miscellaneous expense.



38 SECTION 1

Basic

assumptions and

principles

® LO1-7 through
LO1-9

IFRS
® LO1-11

g_a IFRS

E1-1
Accrual
accounting
® LO1-2

E 1-2
Accrual
accounting
® LO1-2

The Role of Accounting as an Information System

For each of the following situations, (1) indicate whether you agree or disagree with the financial reporting prac-

tice employed and (2) state the accounting concept that is applied (if you agree), or violated (if you disagree).

1. Winderl Corporation did not disclose that it was the defendant in a material lawsuit because the trial was still
in progress.

Alliant Semiconductor Corporation files quarterly and annual financial statements with the SEC.

W

. Reliant Pharmaceutical paid rent on its office building for the next two years and charged the entire expendi-
ture to rent expense.

4. Rockville Engineering records revenue only after products have been shipped, even though customers pay
Rockville 50% of the sales price in advance.

Indicate the organization related to IFRS that performs each of the following functions:

1. Obtains funding for the IFRS standard-setting process.

2. Determines IFRS.

3. Encourages cooperation among securities regulators to promote effective and efficient capital markets.
4. Provides input about the standard-setting agenda.

5. Provides implementation guidance about relatively narrow issues.

@ cohnect
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An alternate exercise and problem set is available in the Connect library.

Listed below are several transactions that took place during the first two years of operations for the law firm of
Pete, Pete, and Roy.

Year 1 Year 2
Amounts billed to customers for services rendered.........ccovvvevveeeicvieeennnnn. $170,000 $220,000
Cash collected from customers 160,000 190,000
Cash disbursements.........cc.oooiiiiiiiiicecceee e
Salaries paid to employees for services rendered during the year 90,000 100,000
UBHIIES et eteeeieett ettt ettt tae et e e aeeebeesnaeennes 30,000 40,000
Purchase of insurance policy ..........cccoiiiiiiiiniiiiiis 60,000 -0-

In addition, you learn that the company incurred utility costs of $35,000 in year 1, that there were no lia-
bilities at the end of year 2, no anticipated bad debts on receivables, and that the insurance policy covers a
three-year period.

1. Calculate the net operating cash flow for years 1 and 2.

2. Prepare an income statement for each year similar to Illustration 1-3 on page 8 according to the accrual
accounting model.

3. Determine the amount of receivables from customers that the company would show in its year 1 and year 2
balance sheets prepared according to the accrual accounting model.

Listed below are several transactions that took place during the second and third years of operations for
RPG Consulting.

Year 2 Year 3

Amounts billed to customers for services rendered $350,000 $450,000
Cash collected from credit customers 260,000 400,000
Cash disbursements:

Payment of rent 80,000 -0-

Salaries paid to employees for services rendered during the year 140,000 160,000

Travel and entertainment 30,000 40,000

Advertising 15,000 35,000

In addition, you learn that the company incurred advertising costs of $25,000 in year 2, owed the advertising
agency $5,000 at the end of year 1, and there were no liabilities at the end of year 3. Also, there were no antici-
pated bad debts on receivables, and the rent payment was for a two-year period, year 2 and year 3.
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1. Calculate accrual net income for both years.

2. Determine the amount due the advertising agency that would be shown as a liability on RPG’s balance sheet
at the end of year 2.

Access the FASB Accounting Standards Codification at the FASB website (asc.fasb.org).

1. Identify the Codification topic number that provides guidance on fair value measurements.

2. What is the specific citation that lists the disclosures required in the notes to the financial statements for each
major category of assets and liabilities measured at fair value?

3. List the disclosure requirements.

Access the FASB Accounting Standards Codification at the FASB website (asc.fasbh.org). Determine the specific
citation for each of the following items:

1. The topic number for business combinations.

2. The topic number for related party disclosures.

3. The topic, subtopic, and section number for the initial measurement of internal-use software.

4. The topic, subtopic, and section number for the subsequent measurement of asset retirement obligations.

5. The topic, subtopic, and section number for the recognition of stock compensation.

Three groups that participate in the process of establishing GAAP are users, preparers, and auditors. These groups
are represented by various organizations. For each organization listed below, indicate which of these groups it
primarily represents.

1. Securities and Exchange Commission

2. Financial Executives International

3. American Institute of Certified Public Accountants

4. Institute of Management Accountants
5

. Association of Investment Management and Research

For each of the items listed below, identify the appropriate financial statement element or elements.
1. Obligation to transfer cash or other resources as a result of a past transaction.

. Dividends paid by a corporation to its shareholders.

. Inflow of an asset from providing a good or service.

. The financial position of a company.

. Increase in equity during a period from nonowner transactions.

. Increase in equity from peripheral or incidental transaction.

. Sale of an asset used in the operations of a business for less than the asset’s book value.

0 N N L AW

. The owners’ residual interest in the assets of a company.
9. An item owned by the company representing probable future benefits.
10. Revenues plus gains less expenses and losses.
11. An owner’s contribution of cash to a corporation in exchange for ownership shares of stock.
12. Outflow of an asset related to the production of revenue.

Listed below are several terms and phrases associated with the FASB’s conceptual framework. Pair each item
from List A (by letter) with the item from List B that is most appropriately associated with it.

List A List B
— 1. Predictive value a. Decreases in equity resulting from transfers to owners.
__ 2.Relevance b. Requires consideration of the costs and value of information.
_ 3.Timeliness c. Important for making interfirm comparisons.
__ 4. Distribution to owners d. Applying the same accounting practices over time.

(continued)
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List A

List B

. Confirmatory value
. Understandability

Gain

. Users understand the information in the context of the decision

being made.

. Agreement between a measure and the phenomenon it purports

© N o !

to represent.
. Information is available prior to the decision.
. Pertinent to the decision at hand.

. Faithful representation
_ 9. Comprehensive income

__10. Materiality
11. Comparability i. Implies consensus among different measurers.

__12. Neutrality . Information confirms expectations.
____13. Recognition . The change in equity from nonowner transactions.
____14. Consistency . The process of admitting information into financial statements.

____15. Cost effectiveness . The absence of bias.
_____16. Verifiability . Results if an asset is sold for more than its book value.

. > Q

—_ A —.

. Information is useful in predicting the future.
. Concerns the relative size of an item and its effect on decisions.

- o0 5 3

E1-8 The conceptual framework indicates the desired fundamental and enhancing qualitative characteristics of account-
Qualitative ing information. Several constraints impede achieving these desired characteristics. Answer each of the following
characteristics questions related to these characteristics and constraints.

® LO1-7 1. Which component would allow a large company to record the purchase of a $120 printer as an expense rather

than capitalizing the printer as an asset?

2. Donald Kirk, former chairman of the FASB, once noted that . . . there must be public confidence that the
standard-setting system is credible, that selection of board members is based on merit and not the influence of
special interests . . .” Which characteristic is implicit in Mr. Kirk’s statement?

3. Allied Appliances, Inc., changed its revenue recognition policies. Which characteristic is jeopardized by
this change?

4. National Bancorp, a publicly traded company, files quarterly and annual financial statements with the SEC.
Which characteristic is relevant to the timing of these periodic filings?

5. In general, relevant information possesses which qualities?

6. When there is agreement between a measure or description and the phenomenon it purports to represent,
information possesses which characteristic?

7. Jeff Brown is evaluating two companies for future investment potential. Jeft’s task is made easier because
both companies use the same accounting methods when preparing their financial statements. Which charac-
teristic does the information Jeff will be using possess?

8. A company should disclose information only if the perceived benefits of the disclosure exceed the costs of
providing the information. Which constraint does this statement describe?

E 1-9
Basic
assumptions,

Listed below are several terms and phrases associated with the accounting concepts. Pair each item from List A
(by letter) with the item from List B that is most appropriately associated with it.

principles, and List A List B

constraints ___ 1. Expense recognition a. The enterprise is separate from its owners and other entities.

® LO1-7 through __ 2. Periodicity b. A common denominator is the dollar.

LO1-9 __ 3. Historical cost principle c. The entity will continue indefinitely.

___ 4. Materiality d. Record expenses in the period the related revenue is recognized.
_ 5. Revenue recognition e. The original transaction value upon acquisition.
___ 6. Going concern assumption f. All information that could affect decisions should be reported.
__ 7. Monetary unit assumption g. The life of an enterprise can be divided into artificial time periods.
___ 8. Economic entity assumption h. Criteria usually satisfied for products at point of sale.
— 9. Full-disclosure principle i. Concerns the relative size of an item and its effect on decisions.

E 1-10 Listed below are several statements that relate to financial accounting and reporting. Identify the accounting con-

Basic cept that applies to each statement.

assumptions and 1. Jim Marley is the sole owner of Marley’s Appliances. Jim borrowed $100,000 to buy a new home to be used

principles as his personal residence. This liability was not recorded in the records of Marley’s Appliances.

® tgj: —; through 2. Apple Inc. distributes an annual report to its shareholders.

Hewlett-Packard Corporation depreciates machinery and equipment over their useful lives.

o

. Crosby Company lists land on its balance sheet at $120,000, its original purchase price, even though the land
has a current fair value of $200,000.
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Honeywell Corporation records revenue when products are delivered to customers, even though the cash has
not yet been received.

Liquidation values are not normally reported in financial statements even though many companies do go out
of business.

IBM Corporation, a multibillion dollar company, purchased some small tools at a cost of $800. Even though
the tools will be used for a number of years, the company recorded the purchase as an expense.

Identify the accounting concept that was violated in each of the following situations.

1.

Pastel Paint Company purchased land two years ago at a price of $250,000. Because the value of the
land has appreciated to $400,000, the company has valued the land at $400,000 in its most recent
balance sheet.

2. Atwell Corporation has not prepared financial statements for external users for over three years.

The Klingon Company sells farm machinery. Revenue from a large order of machinery from a new buyer was
recorded the day the order was received.

Don Smith is the sole owner of a company called Hardware City. The company recently paid a $150 utility
bill for Smith’s personal residence and recorded a $150 expense.

. Golden Book Company purchased a large printing machine for $1,000,000 (a material amount) and recorded

the purchase as an expense.

Ace Appliance Company is involved in a major lawsuit involving injuries sustained by some of its employ-
ees in the manufacturing plant. The company is being sued for $2,000,000, a material amount, and is not
insured. The suit was not disclosed in the most recent financial statements because no settlement had

been reached.

For each of the following situations, indicate whether you agree or disagree with the financial reporting practice
employed and state the accounting concept that is applied (if you agree) or violated (if you disagree).

1.

Wagner Corporation adjusted the valuation of all assets and liabilities to reflect changes in the purchasing
power of the dollar.

Spooner Oil Company changed its method of accounting for oil and gas exploration costs from successful
efforts to full cost. No mention of the change was included in the financial statements. The change had a
material effect on Spooner’s financial statements.

Cypress Manufacturing Company purchased machinery having a five-year life. The cost of the machinery is
being expensed over the life of the machinery.

Rudeen Corporation purchased equipment for $180,000 at a liquidation sale of a competitor. Because the
equipment was worth $230,000, Rudeen valued the equipment in its subsequent balance sheet at $230,000.
Davis Bicycle Company received a large order for the sale of 1,000 bicycles at $100 each. The customer paid
Davis the entire amount of $100,000 on March 15. However, Davis did not record any revenue until April 17,
the date the bicycles were delivered to the customer.

Gigantic Corporation purchased two small calculators at a cost of $32.00. The cost of the calculators was
expensed even though they had a three-year estimated useful life.

. Esquire Company provides financial statements to external users every three years.

For each of the following situations, state whether you agree or disagree with the financial reporting practice
employed, and briefly explain the reason for your answer.

1.

The controller of the Dumars Corporation increased the carrying value of land from its original cost of $2
million to its recently appraised value of $3.5 million.

The president of Vosburgh Industries asked the company controller to charge miscellaneous expense for the
purchase of an automobile to be used solely for personal use.

At the end of its 2016 fiscal year, Dower, Inc., received an order from a customer for $45,350. The merchan-
dise will ship early in 2017. Because the sale was made to a long-time customer, the controller recorded the
sale in 2016.

At the beginning of its 2016 fiscal year, Rossi Imports paid $48,000 for a two-year lease on warehouse
space. Rossi recorded the expenditure as an asset to be expensed equally over the two-year period of
the lease.

The Reliable Tire Company included a note in its financial statements that described a pending lawsuit
against the company.
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6. The Hughes Corporation, a company whose securities are publicly traded, prepares monthly, quarterly,
and annual financial statements for internal use but disseminates to external users only the annual financial

statements.
E 1-14 Listed below are accounting concepts discussed in this chapter.
Basic . a. Economic entity assumption f. Conservatism
assumptions and . . .
. b. Going concern assumption g. Matching
principles Lo . . .
c. Periodicity assumption h. Full-disclosure principle
® LO1-7 through . . . .
LO1-9 d. Monetary unit assumption i. Cost effectiveness
e. Historical cost principle j- Materiality
Identify by letter the accounting concept that relates to each statement or phrase below.
1. Inflation causes a violation of this assumption.
2. Information that could affect decision making should be reported.
3. Recognizing expenses in the period they were incurred to produce revenue.
4. The basis for measurement of many assets and liabilities.
5. Relates to the qualitative characteristic of timeliness.
6. All economic events can be identified with a particular entity.
7. The benefits of providing accounting information should exceed the cost of doing so.
8. A consequence is that GAAP need not be followed in all situations.
9. Not a qualitative characteristic, but a practical justification for some accounting choices.
10. Assumes the entity will continue indefinitely.
E 1-15 Determine the response that best completes the following statements or questions.
Multiple 1. The primary objective of financial reporting is to provide information
choice; concept a. About a firm’s management team.

statements, basic

] b. Useful to capital providers.
assumptions,

c. Concerning the changes in financial position resulting from the income-producing efforts of the entity.

principles , i . . L
® LO1-6 through d. About a firm’s financing and investing activities.
LO1-9 2. Statements of Financial Accounting Concepts issued by the FASB

a. Represent GAAP.

b. Have been superseded by SFASs.

c. Are subject to approval of the SEC.

d. Identify the conceptual framework within which accounting standards are developed.

3. In general, revenue is recognized when
a. The sales price has been collected.
b. A purchase order has been received.
c. A good or service has been delivered to a customer.

d. A contract has been signed.

4. In depreciating the cost of an asset, accountants are most concerned with
a. Conservatism.
b. Recognizing revenue in the appropriate period.
c. Full disclosure.
d. Recognizing expense in the appropriate period.

5. The primary objective of the matching principle is to
a. Provide full disclosure.
b. Record expenses in the period that related revenues are recognized.
c¢. Provide timely information to decision makers.

d. Promote comparability between financial statements of different periods.

6. The separate entity assumption states that, in the absence of contrary evidence, all entities will survive
indefinitely.

a. True
b. False
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CPA and CMA Exam Questions @ conhect

|ACCOUNTING

CPA Exam The following questions are adapted from a variety of sources including questions developed by the AICPA
Questions Board of Examiners and those used in the Kaplan CPA Review Course to study the environment and theoreti-
w cal structure of financial accounting while preparing for the CPA examination. Determine the response that best
completes the statements or questions.
CPA REVIEW
® LO1-7 1. Which of the following is not a qualitative characteristic of accounting information according to the FASB’s
conceptual framework?
a. Auditor independence.
b. Neutrality.
c. Timeliness.
d. Predictive value.
® LO1-7 2. According to the conceptual framework, neutrality is a characteristic of

a. Understandability.

b. Faithful representation.

c. Relevance.

d. Both relevance and faithful representation.

® LO1-3 3. The Financial Accounting Standards Board (FASB)

a. Is a division of the Securities and Exchange Commission (SEC).

b. Is a private body that helps set accounting standards in the United States.

c. Is responsible for setting auditing standards that all auditors must follow.

d. Consists entirely of members of the American Institute of Certified Public Accountants.

® LO1-7 4. Confirmatory value is an ingredient of the primary quality of
Faithful
Relevance Representation
a. Yes No
b. No Yes
c. Yes Yes
d. No No
® LO1-7 5. Predictive value is an ingredient of
Faithful
Representation Relevance
a. Yes No
b. No No
@ Yes Yes
d. No Yes
® LO1-7 6. Completeness is an ingredient of the primary quality of

a. Verifiability.

b. Faithful representation.
c. Relevance.

d. Understandability.

® LO1-1 7. The objective of financial reporting for business enterprises is based on

a. Generally accepted accounting principles.
b. The needs of the users of the information.
c. The need for conservatism.

d. None of above.

® LO1-7 8. According to the FASB’s conceptual framework, comprehensive income includes which of the following?

Operating Income Investments by Owners

a. No Yes
b. No No
c. Yes Yes
d. Yes No
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are International Financial Reporting Standards tested on the CPA exam along with U.S. GAAP. The following
questions deal with the application of IFRS.
® LO1-11 9. The equivalent to the FASB’s Financial Accounting Standards Advisory Council (FASAC) for the IASB is:
i a. International Financial Reporting Interpretations Committee (IFRIC).
ﬂ‘ IFRS b. International Organization of Securities Commissions (I0OSCO).
c. International Financial Accounting Advisory Council (IFAAC).
d. Standards Advisory Council (SAC).

® LO1-11 10. Which of the following is not a function of the IASB’s conceptual framework?

_ a. The conceptual framework provides guidance to standard setters to help them develop high quality
& IFRs standards.
b. The conceptual framework provides guidance to practitioners when individual standards to not apply.
c. The conceptual framework includes specific implementation guidance to enable consistent application of
particular complex standards.
d. The conceptual framework emphasizes a “true and fair representation” of the company.

CMA Exam The following questions dealing with the environment and theoretical structure of financial accounting are
adapted from questions that previously appeared on Certified Management Accountant (CMA) examinations.
The CMA designation sponsored by the Institute of Management Accountants (www.imanet.org) provides
members with an objective measure of knowledge and competence in the field of management accounting.
Determine the response that best completes the statements or questions.

Questions

® LO1-3 1. Accounting standard setting in the United States is

a. Done primarily by the Securities and Exchange Commission.

b. Done primarily by the private sector.

c. The responsibility of the public sector.

d. Done primarily by the International Accounting Standards Committee.

® LO1-7 2. Verifiability as used in accounting includes

a. Determining the revenue first, then determining the costs incurred in earning that revenue.

b. The entity’s giving the same treatment to comparable transactions from period to period.

c. Similar results being obtained by both the accountant and an independent party using the same measure-
ment methods.

d. The disclosure of all facts that may influence the judgment of an informed reader.

® LO1-7 3. Recognition is the process of formally recording and reporting an item in the financial statements. In order
for a revenue item to be recognized, it must be all of the following except
a. Measurable.
b. Relevant.
c. Material.
d. Realized or realizable.

Broaden Your Perspective

Apply your critical-thinking ability to the knowledge you’ve gained. These cases will provide you an opportunity to
: % develop your research, analysis, judgment, and communication skills. You will also work with other students, inte-
grate what you’ve learned, apply it in real-world situations, and consider its global and ethical ramifications. This
u practice will broaden your knowledge and further develop your decision-making abilities.

Judgment In 1934, Congress created the Securities and Exchange Commission (SEC) and gave the commission both the
Case 1-1 power and responsibility for setting accounting and reporting standards in the United States.

The development

of accounting 1. Explain the relationship between the SEC and the various private sector standard-setting bodies that have,
standards over time, been delegated the responsibility for setting accounting standards.

® LO1-3

2. Can you think of any reasons why the SEC has delegated this responsibility rather than set standards directly?
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Internet access to the World Wide Web has provided a wealth of information accessible with our personal comput-
ers. Many chapters in this text contain Real World Cases that require you to access the web to research an account-
ing issue. The purpose of this case is to introduce you to the Internet home page of the Securities and Exchange
Commission (SEC) and its EDGAR database.

1. Access the SEC home page on the Internet. The web address is www.sec.gov.
2. Choose the subaddress “About the SEC.” What are the two basic objectives of the 1933 Securities Act?
3. Return to the SEC home page and access EDGAR. Describe the contents of the database.

The purpose of this case is to introduce you to the information available on the website of the Financial Account-
ing Standards Board (FASB).

Access the FASB home page on the Internet. The web address is www.fasb.org. Answer the following questions.
1. Describe the mission of the FASB.

2. Who are the current Board members of the FASB? Briefly describe their backgrounds.
3. How are topics added to the FASB’s technical agenda?

The purpose of this case is to introduce you to the information available on the website of the International
Accounting Standards Board (IASB).

Access the IASB home page on the Internet. The web address is www.iasb.org. Answer the following questions.
1. Describe the mission of the IASB.

2. The IASB has how many board members?
3. Who is the current chairman of the IASB?
4. Where is the IASB located?

Economic reforms in the People’s Republic of China are moving that nation toward a market-driven economy.
China’s accounting practices must also change to accommodate the needs of potential investors. In an article
entitled “Institutional Factors Influencing China’s Accounting Reforms and Standards,” Professor Bing Xiang
analyzes the changes in the accounting environment of China during the recent economic reforms and their impli-
cations for the development of accounting reforms.

1. In your library or from some other source, locate the indicated article in Accounting Horizons, June 1998.
2. Briefly describe the economic reforms that led to the need for increased external financial reporting in China.

3. Conformity with International Accounting Standards was specified as an overriding objective in formulating
China’s accounting standards. What is the author’s opinion of this objective?

Some theorists contend that companies that create pollution should report the social cost of that pollution in
income statements. They argue that such companies are indirectly subsidized as the cost of pollution is borne by
society while only production costs (and perhaps minimal pollution fines) are shown in the income statement.
Thus, the product sells for less than would be necessary if all costs were included.

Assume that the FASB is considering a standard to include the social costs of pollution in the income state-
ment. The process would require considering both relevance and faithful representation of the information pro-
duced by the new standard. Your instructor will divide the class into two to six groups depending on the size of
the class. The mission of your group is to explain how the concepts of relevance and faithful representation relate
to this issue.

Each group member should consider the question independently and draft a tentative answer prior to the class ses-
sion for which the case is assigned.
In class, each group will meet for 10 to 15 minutes in different areas of the classroom. During that meeting,
group members will take turns sharing their suggestions for the purpose of arriving at a single group treatment.
After the allotted time, a spokesperson for each group (selected during the group meetings) will share the
group’s solution with the class. The goal of the class is to incorporate the views of each group into a consensus
answer to the question.

One of your friends is a financial analyst for a major stock brokerage firm. Recently she indicated to you that she
had read an article in a weekly business magazine that alluded to the political process of establishing accounting
standards. She had always assumed that accounting standards were established by determining the approach that
conceptually best reflected the economics of a transaction.
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The Role of Accounting as an Information System

Write a one to two-page article for a business journal explaining what is meant by the political process for estab-
lishing accounting standards. Be sure to include in your article a discussion of the need for the FASB to balance
accounting considerations and economic consequences.

It is the responsibility of management to apply accounting standards when communicating with investors and
creditors through financial statements. Another group, auditors, serves as an independent intermediary to help
ensure that management has in fact appropriately applied GAAP in preparing the company’s financial statements.
Auditors examine (audit) financial statements to express a professional, independent opinion. The opinion reflects
the auditors’ assessment of the statements’ fairness, which is determined by the extent to which they are prepared
in compliance with GAAP.

Some feel that it is impossible for an auditor to give an independent opinion on a company’s financial
statements because the auditors’ fees for performing the audit are paid by the company. In addition to the
audit fee, quite often the auditor performs other services for the company such as preparing the company’s
income tax returns.

How might an auditor’s ethics be challenged while performing an audit?

Generally accepted accounting principles do not require companies to disclose forecasts of any financial variables
to external users. A friend, who is a finance major, is puzzled by this and asks you to explain why such relevant
information is not provided to investors and creditors to help them predict future cash flows.

Explain to your friend why this information is not routinely provided to investors and creditors.

Mary McQuire is trying to decide how to invest her money. A friend recommended that she buy the stock of one
of two corporations and suggested that she should compare the financial statements of the two companies before
making a decision.

1. Do you agree that Mary will be able to compare the financial statements of the two companies?
2. What role does the auditor play in ensuring comparability of financial statements between companies?

Concepts Statement 8 includes a discussion of the cost effectiveness constraint. Assume that the FASB is consid-
ering revising an important accounting standard.

—

. What is the desired benefit from revising an accounting standard?
2. What are some of the possible costs that could result from a revision of an accounting standard?

3. What does the FASB do in order to assess possible benefits and costs of a proposed revision of an accounting
standard?

A new client, the Wolf Company, asks your advice concerning the point in time that the company should recog-
nize revenue from the rental of its office buildings. Renters usually pay rent on a quarterly basis at the beginning
of the quarter. The owners contend that the critical event that motivates revenue recognition should be the date the
cash is received from renters. After all, the money is in hand and is very seldom returned.

Do you agree or disagree with the position of the owners of Wolf Company? Support your answer.

Revenues measure the accomplishments of a company during the period. Expenses are then matched with rev-
enues to produce a periodic measure of performance called net income.

1. Explain what is meant by the phrase matched with revenues.
2. Describe the four approaches used to implement the matching principle and label them 1 through 4.
3. For each of the following, identify which matching approach should be used to recognize the cost as expense.
a. The cost of producing a product.
b. The cost of advertising.
c. The cost of monthly rent on the office building.
d. The salary of an office employee.
e. Depreciation on an office building.
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When a company makes an expenditure that is neither a payment to a creditor nor a distribution to an owner,
management must decide if the expenditure should be capitalized (recorded as an increase in an asset) or expensed
(recorded as an expense thereby decreasing owners’ equity).

1. Which factor or factors should the company consider when making this decision?

2. Are there any constraints that could cause the company to alter its decision?

Selected financial statements from a recent annual report of The Gap Inc. follow. Use these statements to answer
the following questions.

1. What amounts did The Gap report for the following items for the fiscal year ended February 1, 2014?
a. Total net revenues
b. Total operating expenses
c. Net income (earnings)
d. Total assets
e. Total stockholders’ equity
2. How many shares of common stock did The Gap have issued on February 1, 2014?

3. Why do you think The Gap reports more than one year of data in its financial statements?

THE GAP, INC.
Consolidated Balance Sheets

February 1, February 2,
($ and shares in millions except par value) 2014 2013
Assets
Current assets:
Cash and cash equivalents $ 1,510 $ 1,460
Short-term investments — 50
Merchandise inventory 1,928 1,758
Other current assets 992 864
Total current assets 4,430 4,132
Property and equipment, net 2,758 2,619
Other long-term assets 661 719
Total assets $ 7,849 $7,470
Liabilities and Stockholders’ Equity
Current liabilities:
Current maturities of debt $ 25 $ —
Accounts payable 1,242 1,144
Accrued expenses and other current liabilities 1,142 1,092
Income taxes payable 36 108
Total current liabilities 2,445 2,344
Long-term liabilities:
Long-term debt 1,369 1,246
Lease incentives and other long-term liabilities 973 986
Total long-term liabilities 2,342 2,232
Commitments and contingencies (see Notes 11 and 15)
Stockholders’ equity:
Common stock $0.05 par value
Authorized 2,300 shares and Issued 1,106 shares for all periods 55 55
presented; Outstanding 463 and 485 shares
Ad(ditional paid-in capital 2,899 2,864
Retained earnings 14,218 13,259
Accumulated other comprehensive income 135 181
Treasury stock at cost (643 and 621 shares) (14,245) (13,465)
Total stockholders’ equity 3,062 2,894

Total liabilities and stockholders’ equity $ 7,849 $ 7,470
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The Role of Accounting as an Information System

THE GAP, INC.
Consolidated Statements of Income

For the Fiscal Year Ended

February 1, February 2, January 28,

($ and shares in millions except par value) 2014 2013 2012

Net sales $16,148 $15,651 $14,549
Cost of goods sold and occupancy expenses 9,855 9,480 9,275
Gross profit 6,293 6,171 5,274
Operating expenses 4,144 4,229 3,836
Operating income 2,149 1,942 1,438
Interest expense (reversal) 61 87 74
Interest income (5) (6) (5)
Income before income taxes 2,093 1,861 1,369
Income taxes 813 726 536
Net income $ 1,280 $ 1,135 $ 833
Weighted-average number of shares—basic 461 482 529
Weighted-average number of shares—diluted 467 488 533
Earnings per share—basic $ 278 $ 235 $ 157
Earnings per share—diluted $ 274 $ 233 $ 156

Consider the question of whether the United States should converge accounting standards with IFRS.

1. Make a list of arguments that favor convergence.
2. Make a list of arguments that favor nonconvergence.

3. Indicate your own conclusion regarding whether the United States should converge with IFRS, and indicate
the primary considerations that determined your conclusion.

Air France-KL.M (AF), a Franco-Dutch company, prepares its financial statements according to International
Financial Reporting Standards. AF’s financial statements and disclosure notes for the year ended December 31,
2013, are provided with all new textbooks. This material also is available at http://www.airfranceklm-finance.com.

1. What amounts did AF report for the following items for the year ended December 31, 2013?
a. Total revenues
b. Income from current operations
c. Net income or net loss (AF equity holders)
d. Total assets
e. Total equity
2. What was AF’s basic earnings or loss per share for the year ended December 31, 2013?

3. Examine Note 4.1.1 of AF’s annual report. What accounting principles were used to prepare AF’s financial
statements? Under those accounting principles, could AF’s financial information differ from that of a com-
pany that exactly followed IFRS as published by the IASB? Explain.






CHAPTER

f Review of the

Accounting Process

l

OVERVIEW — & Chapter 1 explained that the primary means of conveying financial infor-
mation to investors, creditors, and other external users is through financial
statements and related notes. The purpose of this chapter is to review the
fundamental accounting process used to produce the financial statements.
This review establishes a framework for the study of the concepts covered
in intermediate accounting.

Actual accounting systems differ significantly from company to company.
This chapter focuses on the many features that tend to be common to any

accounting system.

LEARNING —‘— After studying this chapter, you should be able to:

OBJECTIVES ® LO2-1 Analyze routine economic events—transactions—and record their effects on a
company's financial position using the accounting equation format. (p. 52)
® LO2-2 Record transactions using the general journal format. (p. 56)

® LO2-3 Post the effects of journal entries to general ledger accounts and prepare an
unadjusted trial balance. (p. 63)

® LO2-4 Identify and describe the different types of adjusting journal entries. (p. 66)

® LO2-5 Record adjusting journal entries in general journal format, post entries, and
prepare an adjusted trial balance. (p. 67)

® LO2-6 Describe the four basic financial statements. (p. 75)
® LO2-7 Explain the closing process. (p. 79)

® LO2-8 Convert from cash basis net income to accrual basis net income. (p. 83)
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FINANCIAL REPORTING CASE

Engineering Profits

After graduating from college last year, two of your
engineering-major friends started an Internet consulting
practice. They began operations on July 1 and felt they
did quite well during their first year. Now they would like
to borrow $20,000 from a local bank to buy new computing
equipment and office furniture. To support their loan
application, the friends presented the bank with the
following income statement for their first year of opera-
tions ending June 30:

Consulting revenue $96,000
Operating expenses:

Salaries $32,000

Rent 9,000

Supplies 4,800

Utilities 3,000

Advertising 1,200 (50,000)
Net income $46,000

The bank officer noticed that there was no depreciation expense in the income statement and has asked your friends to
revise the statement after making year-end adjustments. After agreeing to help, you discover the following information:
a. The friends paid $80,000 for equipment when they began operations. They think the equipment will be useful

for five years.
b. They pay $500 a month to rent office space. In January, they paid a full year's rent in advance. This is included in the

$9,000 rent expense.
c. Included in consulting revenue is $13,000 they received from a customer in June as a deposit for work to be performed
in August.
y
By the time you finish this chapter, you should be able to respond appropriately to QUESTIONS

the questions posed in this case. Compare your response to the solution provided at
the end of the chapter.

1. What purpose do adjusting entries serve? (p. 67)

2. What yearend adjustments are needed to revise the income statement? Did your
friends do as well their first year as they thought? (p. 67)

A solid foundation is vital to a sound understanding of intermediate accounting. So, we
review the fundamental accounting process here to serve as a framework for the new con-
cepts you will learn in this course.

Chapter 1 introduced the theoretical structure of financial accounting and the environ-
ment within which it operates. The primary function of financial accounting—to provide
financial information to external users that possesses the fundamental decision-specific
qualities of relevance and faithful representation—is accomplished by periodically dissemi-
nating financial statements and related notes. In this chapter we review the process used to
identify, analyze, record, summarize, and then report the economic events affecting a com-
pany’s financial position.

51
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Computers are used
to process accounting
information. In this
chapter we provide an
overview of the basic
model that underlies
computer software
programs.

Economic events cause
changes in the financial
position of the company.

External events involve
an exchange between
the company and
another entity.

Internal events do not
involve an exchange
transaction but do affect
the company'’s financial
position.

® LO2-1

Each event, or
transaction, has a dual
effect on the accounting
equation.

The Role of Accounting as an Information System

Keep in mind as you study this chapter that the accounting information systems busi-
nesses actually use are quite different from company to company. Larger companies gener-
ally use more complex systems than smaller companies use. The types of economic events
affecting companies also cause differences in systems. We focus on the many features that
tend to be common to all accounting systems.

It is important to understand that this chapter and its appendixes are not intended to
describe actual accounting systems. In most business enterprises, the sheer volume of data
that must be processed precludes a manual accounting system. Fortunately, the computer
provides a solution. We describe and illustrate a manual accounting information system to
provide an overview of the basic model that underlies the computer software programs
actually used to process accounting information.

Electronic data processing is fast, accurate, and affordable. Many large and medium-
sized companies own or rent their own mainframe computers and company-specific data
processing systems. Smaller companies can take advantage of technology with relatively
inexpensive desktop and laptop computers and generalized data software packages such
as QuickBooks and Peachtree Accounting Software. Enterprise Resource Planning (ERP)
systems are now being installed in companies of all sizes. The objective of ERP is to create
a customized software program that integrates all departments and functions across a com-
pany onto a single computer system that can serve the information needs of those different
departments, including the accounting department.

The Basic Model

The first objective of any accounting system is to identify the economic events that can be
expressed in financial terms by the system.! An economic event for accounting purposes is
any event that directly affects the financial position of the company. Recall from Chapter 1
that financial position comprises assets, liabilities, and owners’ equity. Broad and specific
accounting principles determine which events should be recorded, when the events should
be recorded, and the dollar amount at which they should be measured.

Economic events can be classified as either external events or internal events. External
events involve an exchange between the company and a separate economic entity. Examples
are purchasing merchandise inventory for cash, borrowing cash from a bank, and paying
salaries to employees. In each instance, the company receives something (merchandise,
cash, and services) in exchange for something else (cash, assumption of a liability, and cash).

On the other hand, internal events directly affect the financial position of the company
but don’t involve an exchange transaction with another entity. Examples are the deprecia-
tion of equipment and the use of supplies. As we will see later in the chapter, these events
must be recorded to properly reflect a company’s financial position and results of operations
in accordance with the accrual accounting model.

The Accounting Equation

The accounting equation underlies the process used to capture the effect of economic events.
Assets = Liabilities + Owners’ Equity

This general expression portrays the equality between the total economic resources of
an entity (its assets)—shown on the left side of the equation—and the total claims against
the entity (liabilities and equity)—shown on the right side. In other words, the resources of
an enterprise are provided by creditors and owners.

The equation also implies that each economic event affecting this equation will have a
dual effect because resources always must equal claims. For illustration, consider the events
(we refer to these throughout the text as transactions) in Illustration 2—1.

!There are many economic events that affect a company indirectly and are not recorded. For example, when the Federal Reserve changes
its discount rate, it is an important economic event that can affect the company in many ways, but it is not recorded by the company.
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1. An attorney invested $50,000 to open a law office.
Assets = Liabilities +

2. $40,000 was borrowed from a bank and a note payable was s

creates an obligation to repay it.
Assets = Liabilities +
+%$40,000 (cash) +%$40,000 (note payable)
3. Supplies costing $3,000 were purchased on account.

Assets = Liabilities +
+$3,000 (supplies) +$3,000 (accounts payable)
Transactions 4, 5, and 6 are revenue and expense transactions.

owners’ equity to decrease.
4. Services were performed on account for $10,000.

6. $500 of supplies were used.
Assets = Liabilities +

7. $1,000 was paid on account to the supplies vendor.
This transaction causes assets and liabilities to decrease.
Assets = Liabilities +
—$1,000 (cash) —$1,000 (accounts payable)

An investment by the owner causes both assets and owners’ equity to increase.

Owners' Equity

+$50,000 (cash) +%$50,000 (investment by owner)

igned.

This transaction causes assets and liabilities to increase. A bank loan increases cash and

Owners’ Equity

Buying supplies on credit also increases both assets and liabilities.

Owners' Equity

Revenues and

expenses (and gains and losses) are events that cause owners’ equity to change.
Revenues and gains describe inflows of assets, causing owners’ equity to increase.
Expenses and losses describe outflows of assets (or increases in liabilities), causing

Assets = Liabilities + Owners' Equity
+%$10,000 (accounts +%$10,000 (revenue)
receivable)

5. Salaries of $5,000 were paid to employees.
Assets = Liabilities + Owners’ Equity
—$5,000 (cash) —$5,000 (expense)

Owners’ Equity

—$500 (supplies) —$500 (expense)

Owners' Equity

™\ llustration 2—1

Transaction Analysis

Each transaction is analyzed to determine its effect on the equation and on the specific =~ Owners’ equity for

financial position elements.

The accounting equation can be expanded to include a column for each type of asset and

liability and for each type of change in owners’ equity.

a corporation, called
shareholders’ equity, is
classified by source as
either paid-in capital or

As discussed in Chapter 1, owners of a corporation are its shareholders, so owners’ equity  retained earnings.
for a corporation is referred to as shareholders’ equity. Shareholders’ equity for a corpora-
tion arises primarily from two sources: (1) amounts invested by shareholders in the corpora-
tion and (2) amounts earned by the corporation (on behalf of its shareholders). These are  The double-entry system
reported as (1) paid-in capital and (2) retained earnings. Retained earnings equals net is used to process

income less distributions to shareholders (primarily dividends)
since the inception of the corporation. Illustration 2—-2 shows the
basic accounting equation for a corporation with shareholders’
equity expanded to highlight its composition. We use the corporate
format throughout the remainder of the chapter.

Account Relationships

All transactions could be recorded in columnar fashion as increases
or decreases to elements of the accounting equation. However,
even for a very small company with few transactions, this would
become cumbersome. So, most companies use a process called
the double-entry system. The term double-entry refers to the dual
effect that each transaction has on the accounting equation.

Illustration 2—

transactions.

2

Accounting Equation for a Corporation

A

= L + SE

+ Paid-In Capital + Retained Earnings

el

+ Revenues
+ Gains

— Expenses | — Dividends
— Losses
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A general ledger is a
collection of storage
areas, called accounts,
used to keep track of
increases and decreases
in financial position
elements.

In the double-entry
system, debit means left
side of an account and
credit means right side of
an account.

Asset increases are
entered on the debit
side of accounts and
decreases are entered on
the credit side. Liability
and equity account
increases are credits and
decreases are debits.

The Role of Accounting as an Information System

Elements of the accounting equation are represented by accounts which are contained in
a general ledger. Increases and decreases in each element of a company’s financial position
are recorded in these accounts. A separate account is maintained for individual assets and
liabilities, retained earnings, and paid-in capital. Also, to accumulate information needed for
the income statement, we use separate accounts to keep track of the changes in retained
earnings caused by revenues, expenses, gains, and losses. The number of accounts depends
on the complexity of the company’s operations.

An account includes the account title, an account number to aid the processing task,
and columns or fields for increases, decreases, the cumulative balance, and the date. For
instructional purposes we use T-accounts instead of formal ledger accounts. A T-account
has space at the top for the account title and two sides for recording increases and decreases.

Account Title

For centuries, accountants have effectively used a system of debits and credits to
increase and decrease account balances in the ledger. Debits merely represent the left side of
the account and credits the right side, as shown below.

Account Title
debit side

credit side

Whether a debit or a credit represents an increase or a decrease depends on the type of
account. Accounts on the left side of the accounting equation (assets) are increased (+) by
debit entries and decreased (—) by credit entries. Accounts on the right side of the account-
ing equation (liabilities and shareholders’ equity) are increased (+) by credit entries and
decreased (—) by debit entries. This arbitrary, but effective, procedure ensures that for each
transaction the net impact on the left sides of accounts always equals the net impact on the
right sides of accounts.

For example, consider the bank loan in our earlier illustration. An asset, cash, increased
by $40,000. Increases in assets are debits. Liabilities also increased by $40,000. Increases in
liabilities are credits.

Assets = Liabilities + Owners' Equity
Cash Note Payable
debit credit debit credit
+ 40,000 40,000 +

The debits equal the credits in every transaction (dual effect), so both before and after a
transaction the accounting equation is in balance.

Prior exposure to the terms debit and credit probably comes from your experience with a
bank account. For example, when a bank debits your checking account for service charges,
it decreases your account balance. When you make a deposit, the bank credits your account,
increasing your account balance. You must remember that from the bank’s perspective, your
bank account balance is a liability—it represents the amount that the bank owes you. There-
fore, when the bank debits your account, it is decreasing its liability. When the bank credits
your account, its liability increases.

Mlustration 2—3 demonstrates the relationship among the accounting equation, debits and
credits, and the increases and decreases in financial position elements.

Notice that increases and decreases in retained earnings are recorded indirectly. For
example, an expense represents a decrease in retained earnings, which requires a debit. That
debit, however, is recorded in an appropriate expense account rather than in retained earnings
itself. This allows the company to maintain a separate record of expenses incurred during an
accounting period. The debit to retained earnings for the expense is recorded in a closing entry
(reviewed later) at the end of the period, only after the expense total is reflected in the income
statement. Similarly, an increase in retained earnings due to revenue is recorded indirectly
with a credit to a revenue account, which is later reflected as a credit to retained earnings.
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A
Assets = Liabilities + Paid-In Capital + Retained Earnings
Debit | Credit Debit | Credit Debit | Credit Debit | Credit
+ = = + = + = +
Expenses Revenues
and Losses and Gains
Debit | Credit Debit | Credit
+ = = +

The general ledger accounts serve as control accounts. Subsidiary accounts associated
with a particular general ledger control account are maintained in separate subsidiary led-
gers. For example, a subsidiary ledger for accounts receivable contains individual account
receivable accounts for each of the company’s credit customers and the total of all subsid-
iary accounts would equal the amount in the control account. Subsidiary ledgers are dis-
cussed in more detail in Appendix 2C.

Each general ledger account can be classified as either permanent or temporary.
Permanent accounts represent assets, liabilities, and shareholders’ equity at a point in
time. Temporary accounts represent changes in the retained earnings component of
shareholders’ equity for a corporation caused by revenue, expense, gain, and loss trans-
actions. It would be cumbersome to record each revenue/expense, gain/loss transaction
directly into the retained earnings account. The different types of events affecting retained
earnings should be kept separate to facilitate the preparation of the financial statements.
The balances in these temporary accounts are periodically, usually once a year, closed
(zeroed out), and the net effect is recorded in the permanent retained earnings account.
The temporary accounts need to be zeroed out to measure income on an annual basis. This
closing process is discussed in a later section of this chapter.

The Accounting Processing Cycle

Now that we’ve reviewed the basics of the double-entry system, let’s look closer at the
process used to identify, analyze, record, and summarize transactions and prepare financial
statements. This section deals only with external transactions, those that involve an exchange
transaction with another entity. Internal transactions are discussed in a later section.

The 10 steps in the accounting processing cycle are listed in Illustration 2—4. Steps 1-4
take place during the accounting period while steps 5—8 occur at the end of the accounting
period. Steps 9 and 10 are required only at the end of the year.

We now discuss these steps in order.

The first step in the process is to identify external transactions affecting the accounting
equation. An accountant usually does not directly witness business transactions. A mecha-
nism is needed to relay the essential information about each transaction to the accountant.
Source documents such as sales invoices, bills from suppliers, and cash register tapes serve
this need.

These source documents usually identify the date and nature of each transaction, the
participating parties, and the monetary terms. For example, a sales invoice identifies the
date of sale, the customer, the specific goods sold, the dollar amount of the sale, and
the payment terms. With this information, the second step in the processing cycle,
transaction analysis, can be accomplished. Transaction analysis is the process of review-
ing the source documents to determine the dual effect on the accounting equation and the
specific elements involved.

Review of the Accounting Process
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[llustration 2—3

Accounting Equation,
Debits and Credits,
Increases and Decreases

Permanent accounts
represent the basic
financial position
elements of the
accounting equation.

Temporary accounts
keep track of the
changes in the retained
earnings component of
shareholders’ equity.

STEP 1

Obtain information about
transactions from source
documents.

STEP 2

Analyze the transaction.
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lllustration 2—4

The Accounting
Processing Cycle

STEP 3

Record the transaction in
a journal.

® LO2-2

To record the borrowing
of cash and the signing
of a note payable.

STEP 4

Post from the journal to the
general ledger accounts.

The Role of Accounting as an Information System

The Steps of the Accounting Processing Cycle

Step 1  Obtain information about external transactions from
source documents.

During the .
accounting Step 2 Analyze the transaction.
period Step 3  Record the transaction in a journal.
Step 4 Post from the journal to the general ledger accounts.
Step 5 Prepare an unadjusted trial balance.
At the end Step 6 Record adjusting entries and post to the general
of the " ledger accounts.
accountin
period e Step 7 Prepare an adjusted trial balance.
Step 8 Prepare financial statements.
At the end of Step 9 Close the temporary accounts to retained earnings.
the year Step 10 Prepare a post-closing trial balance.

This process is summarized on the next page in Illustration 2-5 for the seven transactions
described previously in Illustration 2—1. The item in each T-account is numbered to show
the related transaction.

The third step in the process is to record the transaction in a journal. Journals provide a
chronological record of all economic events affecting a firm. Each journal entry is expressed
in terms of equal debits and credits to accounts affected by the transaction being recorded.
Debits and credits represent increases or decreases to specific accounts, depending on the
type of account, as explained earlier. For example, for credit sales, a debit to accounts
receivable and a credit to sales revenue is recorded in a sales journal.

A sales journal is an example of a special journal used to record a repetitive type of
transaction. Appendix 2C discusses the use of special journals in more depth. In this chapter
and throughout the text, we use the general journal format to record all transactions.

Any type of transaction can be recorded in a general journal. It has a place for the date of
the transaction, a place for account titles, account numbers, and supporting explanations, as
well as a place for debit entries, and a place for credit entries. A simplified journal entry is
used throughout the text that lists the account titles to be debited and credited and the dollar
amounts. A common convention is to list the debited accounts first, indent the credited
accounts, and use the first of two columns for the debit amounts and the second column for
the credit amounts. An explanation is entered for each journal entry (for ease in this exam-
ple the explanation is located in the margin). For example, the journal entry for the bank
loan in Illustration 2—-1, which requires a debit to cash and a credit to note payable, is
recorded as follows:

40,000

Step 4 is to periodically transfer or post the debit and credit information from the journal
to individual ledger accounts. Recall that a ledger is simply a collection of all of the com-
pany’s various accounts. Each account provides a summary of the effects of all events and
transactions on that individual account. This process is called posting. Posting involves
transferring debits and credits recorded in individual journal entries to the specific accounts
affected. As discussed earlier in the chapter, most accounting systems today are computer-
ized. For these systems, the journal input information creates a stored journal and simultane-
ously posts each entry to the ledger accounts.
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58 SECTION 1 The Role of Accounting as an Information System

These first four steps in the processing cycle are illustrated using the external transactions
in [ustration 2—6 which occurred during the month of July 2016, the first month of opera-
tions for Dress Right Clothing Corporation. The company operates a retail store that sells
men’s and women’s clothing. Dress Right is organized as a corporation so owners’ equity is
classified by source as either paid-in capital or retained earnings.

I — )
IIIUStratmn 2 6 July 1 Two individuals each invested $30,000 in the corporation. Each investor
External Transactions .
for July 2016 was issued 3,000 shares of common stock.' .

1 Borrowed $40,000 from a local bank and signed two notes. The first
note for $10,000 requires payment of principal and 10% interest in six
months. The second note for $30,000 requires the payment of principal
in two years. Interest at 10% is payable each year on July 1, 2017, and
July 1, 2018.

1 Paid $24,000 in advance for one year's rent on the store building.

1 Purchased furniture and fixtures from Acme Furniture for $12,000 cash.
Purchased $60,000 of clothing inventory on account from the Birdwell
Wholesale Clothing Company.

Purchased $2,000 of supplies for cash.
4-31 During the month, sold merchandise costing $20,000 for $35,000 cash.
Sold clothing on account to St. Jude's School for Girls for $3,500. The
clothing cost $2,000.
16 Subleased a portion of the building to a jewelry store. Received $1,000
in advance for the first two months’ rent beginning on July 16.
20 Paid Birdwell Wholesale Clothing $25,000 on account.
20 Paid salaries to employees for the first half of the month, $5,000.
25 Received $1,500 on account from St. Jude's.
L 30 The corporation paid its shareholders a cash dividend of $1,000.

The local bank requires that Dress Right furnish financial statements on a monthly basis.
The transactions listed in the illustration are used to demonstrate the accounting processing
cycle for the month of July 2016.

For each transaction, a source document provides the necessary information to complete
steps two and three in the processing cycle, transaction analysis, and recording the appropri-
ate journal entry. Each transaction listed in Illustration 2—6 is analyzed below, preceded by
the necessary journal entry.

To record the issuance of
common stock. July 1

COMMON SEOCK c.oiiiiiiieiieeeeeeee e e e e aaaaaees 60,000

This first transaction is an investment by owners that increases an asset, cash, and also
increases shareholders’ equity. Increases in assets are recorded as debits and increases in
shareholders’ equity are recorded as credits. We use the paid-in capital account called com-
mon stock because stock was issued in exchange for cash paid in.?

To record the borrowing

of cash and the signing July 1
of notes payable. CaSN .ttt 40,000
Notes Payable ...c...coiiiiiiiiiii e 40,000

This transaction causes increases in both cash and the liability, notes payable. Increases
in assets are debits and increases in liabilities are credits. The notes require payment of
$40,000 in principal and $6,500 ([$10,000 X 10% X %. = $500] + [$30,000 X 10% X
2 years = $6,000]) in interest. However, at this point we are concerned only with the

’The different types of stock are discussed in Chapter 18.
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external transaction that occurs when the cash is borrowed and the notes are signed. Later
we discuss how the interest is recorded.

July 1
Prepaid rent

24,000

This transaction increased an asset called prepaid rent, which is debited, and decreased
the asset cash (a credit). Dress Right acquired the right to use the building for one full year.
This is an asset because it represents a future benefit to the company. As we will see later,
this asset expires over the one-year rental period.

July 1

Furniture and fixtures 12,000

12,000

This transaction increases one asset, furniture and fixtures, and decreases another, cash.

July 3
INVENTOTY it

Accounts Payable .........coeeiiiiiiiiiii e 60,000

This purchase of merchandise on account is recorded by a debit to inventory, an asset,
and a credit to accounts payable, a liability. Increases in assets are debits, and increases in
liabilities are credits.

The Dress Right Clothing Company uses the perpetual inventory system to keep track of
its merchandise inventory. This system requires that the cost of merchandise purchased be
recorded in inventory, an asset account. When inventory is sold, the inventory account is
decreased by the cost of the item sold. The alternative method, the periodic system, is briefly
discussed on the next page, and Chapters 8 and 9 cover the topic of inventory in depth.

July 6

2,000

The acquisition of supplies is recorded as a debit to the asset account supplies (an increase)
and a credit to the asset cash (a decrease). Supplies are recorded as an asset because they
represent future benefits.

July 4-31
(=T o T 35,000

Sales revenue 35,000
Cost of goods sold (expense) .... 20,000

Inventory 20,000

During the month of July, cash sales to customers totaled $35,000. The company’s
assets (cash) increase by this amount as does shareholders’ equity. This increase in equity is
recorded by a credit to the temporary account sales revenue.

At the same time, an asset, inventory, decreases and retained earnings decreases. Recall
that expenses are outflows or using up of assets from providing goods and services. Dress
Right incurred an expense equal to the cost of the inventory sold. The temporary account
cost of goods sold increases. However, this increase in an expense represents a decrease in
shareholders’ equity—retained earnings—and accordingly the account is debited. Both of

Review of the Accounting Process 59

To record the payment
of one year’s rent in
advance.

To record the purchase of
furniture and fixtures.

To record the purchase of
merchandise inventory.

To record the purchase
of supplies.

To record the month’s
cash sales and the cost
of those sales.
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these transactions are summary transactions. Normally each sale made during the month
requires a separate and similar entry in a special journal which is discussed in Appendix 2C.

To record a credit sale

and the cost of that sale. July 9
ACCOUNTS reCEIVADIE ....eei e 3,500
SaAlES FEVENUE. ..o 3,500
Cost of goods sold 2,000
INVENTONY . .eiiiiiiiii i 2,000

This transaction is similar to the cash sale on the previous page. The only difference is
that the asset acquired in exchange for merchandise is accounts receivable rather than cash.

Additional Consideration

Periodic Inventory System
The principal alternative to the perpetual inventory system is the periodic system. This
system requires that the cost of merchandise purchased be recorded in a temporary
account called purchases. When inventory is sold, the inventory account is not decreased
and cost of goods sold is not recorded. Cost of goods sold for a period is determined and
the inventory account is adjusted only at the end of a reporting period.

For example, the purchase of $60,000 of merchandise on account by Dress Right
Clothing is recorded as follows:

PUrChases........coiiiiiiiiiii 60,000
Accounts payable

60,000

No cost of goods sold entry is recorded when sales are made in the periodic system.

At the end of July, the amount of ending inventory is determined (either by means of a
physical count of goods on hand or by estimation) to be $38,000 and cost of goods sold
for the month is determined as follows:

Beginning inventory $ -0-
Plus: Purchases 60,000
Less: Ending inventory (38,000)
Cost of goods sold $22,000

The following journal entry records cost of goods sold for the period and adjusts the
inventory account to the actual amount on hand (in this case from zero to $38,000):

Cost of goods sold..... 22,000
Inventory ........ccceceeeenns 38,000
Purchases .... 60,000
Inventory is discussed in depth in Chapters 8 and 9.
V.
To record the receipt of
rent in advance. July 16
(=] TR PRRRN 1,000
Deferred rent revenue (liability) ........ccooeiieiiiiiniiiieeee 1,000

Cash increases by $1,000 so the cash account is debited. At this point, Dress Right does
not recognize revenue even though cash has been received. Dress Right does not recog-
nize the revenue until it has provided the jewelry store with the use of facilities; that is,



CHAPTER 2 Review of the Accounting Process 61

as the rental period expires. On receipt of the cash, a liability called deferred rent revenue
increases and is credited. This liability represents Dress Right’s obligation to provide the
use of facilities to the jewelry store.

To record the payment of
July 20 accounts payable.
Accounts Payable ..o 25,000
AN e 25,000

This transaction decreases both an asset (cash) and a liability (accounts payable). A debit
decreases, the liability and a credit decreases the asset.

To record the payment of
July 20 salaries for the first half

Salaries EXPENSE.....cuieuieeieiieiieiietieie ettt 5,000 of the month.

(=T o F T RRRRORRRPRRNY 5,000

Employees were paid for services rendered during the first half of the month. The cash
expenditure did not create an asset since no future benefits resulted. Cash decreases and is
credited; shareholders’ equity decreases and is debited. The debit is recorded in the tempo-
rary account salaries expense.

To record receipt of cash
July 25 on account.

ACCOUNtS reCeIVAbIE ...oeeeeiieieeeeeeee e 1,500

This transaction is an exchange of one asset, accounts receivable, for another asset, cash.
To record the payment
July 30 of a cash dividend.

Retained earnings
(=T o TR 1,000

The payment of a cash dividend is a distribution to owners that reduces both cash and
retained earnings.

Additional Consideration

An alternative method of recording a cash dividend is to debit a temporary account called
dividends. In that case, the dividends account is later closed (transferred) to retained
earnings along with the other temporary accounts at the end of the fiscal year. The journal
entry to record the dividend using this approach is as follows:

Dividends .... 1,000
(=] s PSSR 1,000

We discuss and illustrate the closing process later in the chapter.

J

[llustration 2—7 summarizes each of the transactions just discussed as they would appear
in a general journal. In addition to the date, account titles, and debit and credit columns,
the journal also has a column titled Post Ref. (Posting Reference). This usually is a number
assigned to the general ledger account that is being debited or credited. For purposes of this
illustration, all asset accounts have been assigned numbers in the 100s, all liabilities are
200s, permanent shareholders’ equity accounts are 300s, revenues are 400s, and expenses
are 500s.
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!I!Ll:ség]t:?g Jzour7nal General Journal Page 1
Date 2016 Account Title and Explanation Post Ref. Debit Credit
July 1 Cash 100 60,000

Common stock 300 60,000
To record the issuance of common stock.
1 Cash 100 40,000
Notes payable 220 40,000
To record the borrowing of cash and the
signing of notes payable.
1 Prepaid rent 130 24,000
Cash 100 24,000
To record the payment of one year’s rent
in advance.
1 Furniture and fixtures 150 12,000
Cash 100 12,000
To record the purchase of furniture and
fixtures.
3 Inventory 140 60,000
Accounts payable 210 60,000
To record the purchase of merchandise inventory.
6 Supplies 125 2,000
Cash 100 2,000
To record the purchase of supplies.
4-31 Cash 100 35,000
Sales revenue 400 35,000
To record cash sales for the month.
4-31 Cost of goods sold 500 20,000
Inventory 140 20,000
To record the cost of cash sales.
9 Accounts receivable 110 3,500
Sales revenue 400 3,500
To record credit sale.
9 Cost of goods sold 500 2,000
Inventory 140 2,000
To record the cost of a credit sale.
16 Cash 100 1,000
Deferred rent revenue 230 1,000
To record the receipt of rent in advance.
20 Accounts payable 210 25,000
Cash 100 25,000
To record the payment of accounts payable.
20 Salaries expense 510 5,000
Cash 100 5,000
To record the payment of salaries for the first
half of the month.
25 Cash 100 1,500
Accounts receivable 110 1,500
To record the receipt of cash on account.
30 Retained earnings 310 1,000
Cash 100 1,000
To record the payment of a cash dividend.

The ledger accounts also contain a posting reference, usually the page number of the
journal in which the journal entry was recorded. This allows for easy cross-referencing
between the journal and the ledger. Page 1 is used for Illustration 2—7.
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Step 4 in the processing cycle is to transfer (post) the debit/credit information from the
journal to the general ledger accounts. Illustration 2—8 contains the ledger accounts (in
T-account form) for Dress Right after all the general journal transactions have been posted.
The reference GJ1 next to each of the posted amounts indicates that the source of the entry is
page 1 of the general journal. An alternative is to number each of the entries in chronologi-
cal order and reference them by number.

~
Balance Sheet Accounts
Cash 100 Prepaid Rent 130
July 1 GJ1 60,000 | 24,000 July1GJ1  July 1 GJ1 24,000
1 G 40,000 | 12,000 1GJ1
4-31GJ1 35,000 | 2,000 6 GJ1
16 GJ1 1,000 | 25,000 20 GJ1
25 GJ1 1,500 | 5,000 20 GJ1
1,000 30 GI1
July 31 Bal. 68,500 July 31 Bal. 24,000
Accounts Receivable 110 Inventory 140
July 9 GJ1 3,500 | 1,500 July 25 GJ1  July 3GJ1 60,000 | 20,000 July 4-31
2,000 9 GJ1
July 31 Bal. 2,000 July 31 Bal. 38,000
Supplies 125 Furniture and Fixtures 150
July 6 GJ1 2,000 July 1 GJ1 12,000
July 31 Bal. 2,000 July 31 Bal. 12,000
Accounts Payable 210 Notes Payable 220
July 20 GJ1 25,000 | 60,000  July 3 GJ1 40,000 July 1 GJ1
35,000 July 31 Bal. 40,000 July 31 Bal.
Deferred Rent Revenue 230
1,000 July 16 GJ1
1,000 July 31 Bal.
Common Stock 300 Retained Earnings 310
60,000  July 1 GJ1  July 30 GJ1 1,000
60,000 July 31 Bal. July 31 Bal. 1,000
Income Statement Accounts
Sales Revenue 400 Cost of Goods Sold 500
35,000 July 4-31 GJ1  July 4-31 GJ1 20,000
3,500 9 GJ1 9 GJ1 2,000
38,500 July 31 Bal. July 31 Bal. 22,000
Salaries Expense 510
July 20 GJ1 5,000
July 31 Bal. 5,000
\_

® LO2-3

Illustration 2—8

General Ledger Accounts
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STEP 5

Prepare an unadjusted
trial balance.

lllustration 2—9

Unadjusted Trial Balance

At any time, the total of
all debit balances should
equal the total of all
credit balances.

The Role of Accounting as an Information System

Before financial statements are prepared and before adjusting entries (internal transactions)
are recorded at the end of an accounting period, an unadjusted trial balance usually is
prepared—step 5. A trial balance is simply a list of the general ledger accounts, listed in the
order that they appear in the ledger, along with their balances at a particular date. Its purpose
is to allow us to check for completeness and to prove that the sum of the accounts with debit
balances equals the sum of the accounts with credit balances, that is, the accounting equation
is in balance. The fact that the debits and credits are equal, though, does not necessarily ensure
that the equal balances are correct. The trial balance could contain offsetting errors. As we will
see later in the chapter, this trial balance also facilitates the preparation of adjusting entries.

The unadjusted trial balance at July 31, 2016, for the Dress Right Clothing Corporation
appears in Illustration 2-9. Notice that retained earnings has a debit balance of $1,000. This
reflects the payment of the cash dividend to shareholders. The increases and decreases in
retained earnings from revenue, expense, gain and loss transactions are recorded indirectly
in temporary accounts. Before the start of the next year, these increases and decreases are
transferred to the retained earnings account.

~
DRESS RIGHT CLOTHING CORPORATION
Unadjusted Trial Balance
July 31, 2016
Account Title Debits Credits
Cash 68,500
Accounts receivable 2,000
Supplies 2,000
Prepaid rent 24,000
Inventory 38,000
Furniture and fixtures 12,000
Accounts payable 35,000
Notes payable 40,000
Deferred rent revenue 1,000
Common stock 60,000
Retained earnings 1,000
Sales revenue 38,500
Cost of goods sold 22,000
Salaries expense 5,000
Totals 174,500 174,500
\_

Concept Review Exercise

JOURNAL ENTRIES
FOR EXTERNAL
TRANSACTIONS

The Wyndham Wholesale Company began operations on August 1, 2016. The following
transactions occur during the month of August.

a. Owners invest $50,000 cash in the corporation in exchange for 5,000 shares of common
stock.

b. Equipment is purchased for $20,000 cash.

c. On the first day of August, $6,000 rent on a building is paid for the months of August
and September.

d. Merchandise inventory costing $38,000 is purchased on account. The company uses the
perpetual inventory system.

. $30,000 is borrowed from a local bank, and a note payable is signed.

. Credit sales for the month are $40,000. The cost of merchandise sold is $22,000.
. $15,000 is collected on account from customers.

. $20,000 is paid on account to suppliers of merchandise.

. Salaries of $7,000 are paid to employees for August.

50 - O

—e
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j. A bill for $2,000 is received from the local utility company for the month of August.
k. $20,000 cash is loaned to another company, evidenced by a note receivable.
. The corporation pays its shareholders a cash dividend of $1,000.

. Prepare a journal entry for each transaction.
. Prepare an unadjusted trial balance as of August 31, 2016.

. Prepare a journal entry for each transaction.

a. The issuance of common stock for cash increases both cash and shareholders’ equity
(common stock).

b. The purchase of equipment increases equipment and decreases cash.

EQUIPIMENT ...ttt e 20,000
(=T o TR RRORRRRPRPRPIRY 20,000

c. The payment of rent in advance increases prepaid rent and decreases cash.

Prepaid reNT ... i i ettt 6,000
(=] RS RUUROPRPPRTRRRRt 6,000

d. The purchase of merchandise on account increases both inventory and accounts
payable.

INVENTOTY ittt ettt s e et e eesabaee s 38,000
Accounts Payable ......oouiiiiiiiii 38,000

e. Borrowing cash and signing a note increases both cash and note payable.

(@F Yo SRR 30,000
Note Payable.......coiiiiriiiiiiiiic e 30,000

f. The sale of merchandise on account increases both accounts receivable and sales
revenue. Also, cost of goods sold increases and inventory decreases.

ACCOUNTS FECEIVADIE ... 40,000
SalES TEVENUE ...t aaaaes 40,000

Cost of goods SOI....c.iiiiriiiiiiiiiiiieceece e 22,000
INVENTOTY .ttt 22,000

g. The collection of cash on account increases cash and decreases accounts receivable.

(=] TR 15,000
ACCOUNtS reCEIVADIE ... 15,000

h. The payment to suppliers on account decreases both accounts payable and cash.

Accounts Payable ..o 20,000
(=] J RPN 20,000
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® LO2-4

STEP 6

Record adjusting entries
and post to the ledger
accounts.

The Role of Accounting as an Information System

i. The payment of salaries for the period increases salaries expense (decreases retained
earnings) and decreases cash.

Salaries EXPENSE ....ccuiiiiiiiiiiie et 7,000
(GF=T] o TSRS 7,000

j- The receipt of a bill for services rendered increases both an expense (utilities
expense) and accounts payable. The expense decreases retained earnings.

ULilItIeS @XPENSE ..eoiiiiiiiiiiiieiie et 2,000
Accounts payable ..........cocoooiiiiiiiiinii 2,000

k. The lending of cash to another entity and the signing of a note increases note
receivable and decreases cash.

AN e 20,000

1. Cash dividends paid to shareholders reduce both retained earnings and cash.

Retained earnings3 .............................................................................. 1,000
CaSI e 1,000

2. Prepare an unadjusted trial balance as of August 31, 2016.

Account Title Debits Credits
Cash 21,000
Accounts receivable 25,000
Prepaid rent 6,000
Inventory 16,000
Note receivable 20,000
Equipment 20,000
Accounts payable 20,000
Note payable 30,000
Common stock 50,000
Retained earnings 1,000
Sales revenue 40,000
Cost of goods sold 22,000
Salaries expense 7,000
Utilities expense 2,000

Totals 140,000 140,000

Adjusting Entries

Step 6 in the processing cycle is to record in the general journal and post to the ledger
accounts the effect of internal events on the accounting equation. These transactions do not
involve an exchange transaction with another entity and, therefore, are not initiated by a
source document. They are recorded at the end of any period when financial statements are
prepared. These transactions are commonly referred to as adjusting entries.

Even when all transactions and events are analyzed, corrected, journalized, and posted to
appropriate ledger accounts, some account balances will require updating. Adjusting entries

3An alternative is to debit a temporary account—dividends—that is closed to retained earnings at the end of the fiscal year along with the
other temporary accounts.
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are required to implement the accrual accounting model. More specifically, these entries
help ensure that all revenues are recognized in the period goods or services are transferred to
customers, regardless of when the cash is received. Also, they enable a company to recognize
all expenses incurred during a period, regardless of when cash payment is made. As a result,
a period’s income statement provides a more complete measure of a company’s operating
performance and a better measure for predicting future operating cash flows. The balance
sheet also provides a more complete assessment of assets and liabilities as sources of future
cash receipts and disbursements. You might think of adjusting entries as a method of bring-
ing the company’s financial information up to date before preparing the financial statements.
Adjusting entries are necessary for three situations:

1. Prepayments, sometimes referred to as deferrals.
2. Accruals.
3. Estimates.

Prepayments

Prepayments occur when the cash flow precedes either expense or revenue recognition. For
example, a company may buy supplies in one period but use them in a later period. The cash
outflow creates an asset (supplies) which then must be expensed in a future period as the
asset is used up. Similarly, a company may receive cash from a customer in one period but
provide the customer with a good or service in a future period. For instance, magazine pub-
lishers usually receive cash in advance for magazine subscriptions. The cash inflow creates a
liability (deferred revenue) that is recognized as revenue in a future period when the goods or
services are transferred to customers.

PREPAID EXPENSES. Prepaid expenses are the costs of assets acquired in one
period and expensed in a future period. Whenever cash is paid, and it is not to (1) satisfy a
liability or (2) pay a dividend or return capital to owners, it must be determined whether or
not the payment creates future benefits or whether the payment benefits only the current
period. The purchase of buildings, equipment, or supplies or the payment of rent in advance
are examples of payments that create future benefits and should be recorded as assets. The
benefits provided by these assets expire in future periods and their cost is expensed in future
periods as related revenues are recognized.

To illustrate this concept, assume that a company paid a radio station $2,000 in July for
advertising. If that $2,000 were for advertising provided by the radio station during the month
of July, the entire $2,000 would be expensed in the same period as the cash disbursement. If,
however, the $2,000 was a payment for advertising to be provided in a future period, say the
month of August, then the cash disbursement creates an asset called prepaid advertising. An
adjusting entry is required at the end of August to increase advertising expense (decrease
shareholders’ equity) and to decrease the asset prepaid advertising by $2,000. Assuming that
the cash disbursement records a debit to an asset, as in this example, the adjusting entry for a
prepaid expense is, therefore, a debit to an expense and a credit to an asset.

The unadjusted trial balance can provide a starting point for determining which adjusting
entries are required for a period, particularly for prepayments. Review the July 31, 2016,
unadjusted trial balance for the Dress Right Clothing Corporation in Illustration 2-9 on
page 64 and try to anticipate the required adjusting entries for prepaid expenses.

The first asset that requires adjustment is supplies, $2,000 of which were purchased dur-
ing July. This transaction created an asset as the supplies will be used in future periods. The
company could either track the supplies used or simply count the supplies at the end of the
period and determine the dollar amount of supplies remaining. Assume that Dress Right
determines that at the end of July, $1,200 of supplies remain. The following adjusting jour-
nal entry is required.

July 31
SUPPIIES EXPENSE ..ttt
SUPPIIES -t

800
800
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month of July.
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Supplies
Beg. bal. 0

2,000 | 800
End bal. 1,200

Supplies Expense

Beg. bal. 0
800
End bal. 800

To record the cost of
expired rent for the
month of July.

Prepaid Rent

Beg. bal. 0

24,000 | 2,000

End bal. 22,000

Rent Expense

Beg. bal. 0
2,000
End bal. 2,000

To record depreciation of
furniture and fixtures for
the month of July.

Deferred revenues
represent liabilities
recorded when cash is
received from customers
in advance of providing a
good or service.
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After this entry is recorded and posted to the ledger accounts, the supplies (asset) account
is reduced to a $1,200 debit balance, and the supplies expense account will have an $800
debit balance.

The next prepaid expense requiring adjustment is rent. Recall that at the beginning of
July, the company paid $24,000 to its landlord representing one year’s rent in advance. As
it is reasonable to assume that the rent services provided each period are equal, the monthly
rent is $2,000. At the end of July 2016, one month’s prepaid rent has expired and must be
recognized as expense.

July 31
Rent expense ($24,000 = 12)..c.icieirieiieiieiieieieeeeee e ee e eeesreennens

Prepaid reNt....ccie ittt 2,000

After this entry is recorded and posted to the ledger accounts, the prepaid rent account
will have a debit balance of $22,000, representing 11 remaining months at $2,000 per month,
and the rent expense account will have a $2,000 debit balance.

The final prepayment involves the asset represented by furniture and fixtures that was
purchased for $12,000. This asset has a long life but nevertheless will expire over time. For
the previous two adjusting entries, it was fairly straightforward to determine the amount of
the asset that expired during the period.

However, it is difficult, if not impossible, to determine how much of the benefits from
using the furniture and fixtures expired during any particular period. Recall from Chapter
1 that one approach is to recognize an expense “by a systematic and rational allocation to
specific time periods.”

Assume that the furniture and fixtures have a useful life of five years (60 months) and
will be worthless at the end of that period, and that we choose to allocate the cost equally
over the period of use. The amount of monthly expense, called depreciation expense, is
$200 ($12,000 + 60 months = $200), and the following adjusting entry is recorded.

July 31
Depreciation @XPense ........ccccouiiiiiiiiiiiiiiicie e
Accumulated depreciation—furniture and fixtures............ccc.......

200
200

The entry reduces an asset, furniture and fixtures, by $200. However, the asset account
is not reduced directly. Instead, the credit is to an account called accumulated deprecia-
tion. This is a contra account to furniture and fixtures. The normal balance in a contra asset
account will be a credit, that is, “contra,” or opposite, to the normal debit balance in an asset
account. The purpose of the contra account is to keep the original cost of the asset intact
while reducing it indirectly. In the balance sheet, furniture and fixtures is reported net of
accumulated depreciation. This topic is covered in depth in Chapter 11.

After this entry is recorded and posted to the ledger accounts, the accumulated depre-
ciation account will have a credit balance of $200 and the depreciation expense account
will have a $200 debit balance. If a required adjusting entry for a prepaid expense is not
recorded, net income, assets, and shareholders’ equity (retained earnings) will be overstated.

DEFERRED REVENUES. Deferred revenues are created when a company receives
cash from a customer in one period for goods or services that are to be provided in a future
period. The cash receipt, an external transaction, is recorded as a debit to cash and a credit
to a liability. This liability reflects the company’s obligation to provide goods or services in
the future.

To illustrate a deferred revenue transaction, assume that during the month of June a mag-
azine publisher received $24 in cash for a 24-month subscription to a monthly magazine.
The subscription begins in July. On receipt of the cash, the publisher records a liability,
deferred subscription revenue, of $24. Subsequently, revenue of $1 is recognized as each
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monthly magazine is published and mailed to the customer. An adjusting entry is required
each month to increase shareholders’ equity (revenue) to recognize the $1 in revenue and to
decrease the liability. Assuming that the cash receipt entry included a credit to a liability, the
adjusting entry for deferred revenues, therefore, is a debit to a liability, in this case deferred
subscription revenue, and a credit to revenue.

Once again, the unadjusted trial balance provides information concerning deferred rev-
enues. For Dress Right Clothing Corporation, the only deferred revenue in the trial balance
is deferred rent revenue. Recall that the company subleased a portion of its building to a
jewelry store for $500 per month. On July 16, the jewelry store paid Dress Right $1,000 in
advance for the first two months’ rent. The transaction was recorded as a debit to cash and a
credit to deferred rent revenue.

At the end of July, how much of the $1,000 must be recognized? Approximately one-half
of one month’s rent service has been provided, or $250, requiring the following adjusting
journal entry.

July 31
Deferred rent revenue
RENT FEVENUE ...ttt e

250

250

After this entry is recorded and posted to the ledger accounts, the deferred rent rev-
enue account is reduced to a credit balance of $750 for the remaining one and one-half
months’ rent, and the rent revenue account will have a $250 credit balance. If this entry is
not recorded, net income and shareholders’ equity (retained earnings) will be understated,
and liabilities will be overstated.

ALTERNATIVE APPROACH TO RECORD PREPAYMENTS. The same end
result can be achieved for prepayments by recording the external transaction directly into an
expense or revenue account. In fact, many companies prefer this approach. For simplicity,
bookkeeping instructions may require all cash payments for expenses to be debited to the
appropriate expense account and all cash receipts for revenues to be credited to the appro-
priate revenue account. The adjusting entry then records the unexpired prepaid expense
(asset) or deferred revenue (liability) as of the end of the period.

For example, on July 1, 2016, Dress Right paid $24,000 in cash for one year’s rent on its
building. The entry included a debit to prepaid rent. The company could have debited rent
expense instead.

Alternative Approach
July 1
RENT @XPENSE....eiiiiiiiiiiiie e 24,000

SN e 24,000

The adjusting entry then records the amount of prepaid rent as of the end of July, $22,000,
and reduces rent expense to $2,000, the cost of rent for the month of July.

Alternative Approach
July 31

Prepaid reNT .. ii ettt e 22,000

RENT @XPENSE .cciiiiiiiiiiiiiii e 22,000

The net effect of handling the transactions in this manner is the same as the previous
treatment. Either way, the prepaid rent account will have a debit balance at the end of July
of $22,000, and the rent expense account will have a debit balance of $2,000. What’s impor-
tant is that an adjusting entry is recorded to ensure the appropriate amounts are reflected in
both the expense and asset before financial statements are prepared.
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The adjusting entry
required when deferred

revenues are

recognized

is a debit to a liability and
a credit to revenue.

To record previously

deferred rent

revenue

recognized during July.

Deferred Rent Revenue

250

0 Beg. bal.
1,000

750 End bal.

Rent Revenue

0 Beg. bal.
250

250 End bal.

Rent Expense

Beg. bal. 0
24,000 | 22,000
End bal. 2,000

Prepaid Rent

Beg. bal. 0
22,000

End bal. 22,000
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Rent Revenue

0 Beg. bal.
1,000

250 End bal.

750

Deferred Rent Revenue

750

0 Beg. bal.

750 End bal.

Accruals involve
transactions where the
cash outflow or inflow
takes place in a period
subsequent to expense
or revenue recognition.

Accrued liabilities
represent liabilities
recorded when an
expense has been
incurred prior to cash
payment.

The adjusting entry
required to record an
accrued liability is a debit
to an expense and a
credit to a liability.

To record accrued salaries
at the end of July.

Salaries Payable
0 Beg. bal.
5,500

5,500 End bal.

Salaries Expense

Beg. bal. 0
July20 5,000
5,500

End bal. 10,500
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Similarly, the July 16 cash receipt from the jewelry store representing an advance for two
months’ rent could have been recorded by Dress Right as a credit to rent revenue instead of
deferred rent revenue (a liability).

Alternative Approach
July 16
1,000
1,000

If Dress Right records the entire $1,000 as rent revenue in this way, it would then use the
adjusting entry to record the amount of deferred revenue as of the end of July, $750, and
reduce rent revenue to $250, the amount of revenue recognized during the month of July.

Alternative Approach

July 31

RENT FEVENUE ..coiiiiiiiiiiieeeeeeeee ettt e e e e e
Deferred rent reVeNUE ..........cocuviiieiiececiee e

750
750

Accruals

Accruals occur when the cash flow comes after either expense or revenue recognition. For
example, a company often uses the services of another entity in one period and pays for
them in a subsequent period. An expense must be recognized in the period incurred and an
accrued liability recorded. Also, goods and services often are provided to customers on
credit. In such instances, a revenue is recognized in the period goods or services are trans-
ferred to customers and an asset, a receivable, is recorded.

Many accruals involve external transactions that automatically are recorded from a source
document. For example, a sales invoice for a credit sale provides all the information neces-
sary to record the debit to accounts receivable and the credit to sales revenue. However,
there are some accruals that involve internal transactions and thus require adjusting entries.
Because accruals involve recognition of expense or revenue before cash flow, the unad-
justed trial balance will not be as helpful in identifying required adjusting entries as with
prepayments.

ACCRUED LIABILITIES. For accrued liabilities, we are concerned with expenses
incurred but not yet paid. Dress Right Clothing Corporation requires two adjusting entries
for accrued liabilities at July 31, 2016.

The first entry is for employee salaries for the second half of July. Recall that on July 20
the company paid employees $5,000 for salaries for the first half of the month. Salaries for
the second half of July will probably be paid in early August. Nevertheless, the company
incurred an expense in July for services provided to it by its employees. Also, there exists an
obligation at the end of July to pay the salaries earned by employees. An adjusting entry is
required to increase salaries expense (decrease shareholders’ equity) and to increase liabili-
ties for the salaries payable. The adjusting entry for an accrued liability always includes a
debit to an expense, and a credit to a liability. Assuming that salaries for the second half of
July are $5,500, the following adjusting entry is recorded.

July 31
Salaries EXPeNSE.....c..ciui i

Salaries payable........cccoiiiiiii 5,500

After this entry is recorded and posted to the general ledger, the salaries expense account
will have a debit balance of $10,500 ($5,000 + 5,500), and the salaries payable account will
have a credit balance of $5,500.
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The unadjusted trial balance does provide information about the second required accrued
liability entry. In the trial balance we can see a balance in the notes payable account of
$40,000. The company borrowed this amount on July 1, 2016, evidenced by two notes, each
requiring the payment of 10% interest. Whenever the trial balance reveals interest-bearing
debt, and interest is not paid on the last day of the period, an adjusting entry is required for
the amount of interest that has built up (accrued) since the last payment date or the last date
interest was accrued. In this case, we calculate interest as follows:

Principal X Interest rate X Time = Interest
$40,000 X 10% X Y2 = $333 (rounded)

Interest rates always are stated as the annual rate. Therefore, the above calculation uses
this annual rate multiplied by the principal amount multiplied by the amount of time out-
standing, in this case one month or one-twelfth of a year.

July 31
INterest eXPeNSe.......coiiiiiiiiiiiii e 885
Interest payable..........cocooiiiiiiiiiii e 333

After this entry is recorded and posted to the ledger accounts, the interest expense account
will have a debit balance of $333, and the interest payable account will have a credit balance
of $333. Failure to record a required adjusting entry for an accrued liability will cause net
income and shareholders’ equity (retained earnings) to be overstated, and liabilities to be
understated.*

ACCRUED RECEIVABLES. Accrued receivables involve the recognition of revenue
for goods or services transferred to customers before cash is received. An example of an
internal accrued revenue event is the recognition of interest earned on a loan to another
entity. For example, assume that Dress Right loaned another corporation $30,000 at the
beginning of August, evidenced by a note receivable. Terms of the note call for the payment
of principal, $30,000, and interest at 8% in three months. An external transaction records the
cash disbursement—a debit to note receivable and a credit to cash of $30,000.

What adjusting entry would be required at the end of August? Dress Right needs to
record the interest revenue earned but not yet received along with the corresponding receiv-
able. Interest receivable increases and interest revenue (shareholders’ equity) also increases.
The adjusting entry for accrued receivables always includes a debit to an asset, a receiv-
able, and a credit to revenue. In this case, at the end of August Dress Right recognizes $200
in interest revenue ($30,000 X 8% X %2) and makes the following adjusting entry. If this
entry is not recorded, net income, assets, and shareholders’ equity (retained earnings) will
be understated.

August 31
Interest receivable...........oooiiiiiiiiiieei e 200
Interest revenue

200

There are no accrued revenue adjusting entries required for Dress Right at the end of July.

The required adjusting entries for prepayments and accruals are recapped with the aid
of T-accounts in Illustration 2—-10. In each case an expense or revenue is recognized in a
period that differs from the period in which cash was paid or received. These adjusting
entries are necessary to properly measure operating performance and financial position on
an accrual basis.

“Dress Right Clothing is a corporation. Corporations are income-tax-paying entities. Income taxes—federal, state, and local—are
assessed on an annual basis and payments are made throughout the year. An additional adjusting entry would be required for Dress Right
to accrue the amount of estimated income taxes payable that are applicable to the month of July. Accounting for income taxes is intro-
duced in Chapter 4 and covered in depth in Chapter 16.

To accrue interest
expense for July on
notes payable.

Accrued receivables
involve situations when
the revenue is recognized
in a period prior to the
cash receipt.

The adjusting entry
required to record an
accrued revenue is a
debit to an asset, a
receivable, and a credit
to revenue.

To accrue interest
revenue earned in
August on note
receivable.
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[llustration 2—10

Adjusting Entries

Accountants often
must make estimates
in order to comply with
the accrual accounting
model.
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Adjusting Entries

Prepaid Expenses Financial Statement Effects
Income Balance
Asset Expense Statement Sheet
Credit < Debit Income ‘ Assets‘
Prepayments
Deferred Revenues
Liability Revenues
Debit ‘ Credit Income ' Liabilities‘
Accrued Expenses
Expense Liability
Debit | Credit Income ‘ Liabilities'
Accruals
Accrued Receivables
Asset Revenues
Debit Credit Income ' Assets '
Estimates

A third classification of adjusting entries is estimates. Accountants often must make esti-
mates of future events to comply with the accrual accounting model. For example, the cal-
culation of depreciation expense requires an estimate of expected useful life of the asset
being depreciated as well as its expected residual value. We discussed the adjusting entries
for depreciation expense in the context of its being a prepayment, but it also could be thought
of as an estimate.

One adjusting-entry situation involving an estimate that does not fit neatly into either
the prepayment or accrual classification is bad debts. Accounting for bad debts requires
a company to estimate the amount of accounts receivable that ultimately will prove to be
uncollectible and to reduce accounts receivable by that estimated amount. This is neither
a prepayment nor an accrual because it does not involve the payment of cash either before
or after income is reduced. We explore accounts receivable and bad debts in depth in
Chapter 7.

Ilustration 2—11 recaps the July 31, 2016, adjusting entries for Dress Right Clothing
Corporation as they would appear in a general journal. The journal entries are numbered
(1) to (6) corresponding to the number used in the worksheet illustrated in Appendix 2A.

After the adjusting entries are posted to the general ledger accounts, the next step—
step 7—in the processing cycle is to prepare an adjusted trial balance. The term adjusted
refers to the fact that adjusting entries have now been posted to the accounts. Recall that the
column titled Post Ref. (Posting Reference) is the number assigned to the general ledger
account that is being debited or credited. Illustration 2—12 shows the July 31, 2016, adjusted
trial balance for Dress Right Clothing Corporation.
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~
DRESS RIGHT CLOTHING CORPORATION
General Journal Page 2
Date Post.
2016 Account Title and Explanation Ref. Debit Credit
July 31 Supplies expense 520 800
(1) Supplies 125 800
To record the cost of supplies used during
the month of July.
(2) 31 Rent expense 530 2,000
Prepaid rent 130 2,000
To record the cost of expired rent for the
month of July.
(3) 31 Depreciation expense 540 200
Accumulated depreciation—furniture and fixtures 155 200
To record depreciation of furniture and fixtures
for the month of July.
(4) 31 Deferred rent revenue 230 250
Rent revenue 410 250
To record previously deferred rent
revenue recognized during July.
(5) 31 Salaries expense 510 5,500
Salaries payable 230 5,500
To record accrued salaries at the end of July.
(6) 31 Interest expense 550 333
Interest payable 240 333
L To accrue interest expense for July on notes payable.
~
DRESS RIGHT CLOTHING CORPORATION
Adjusted Trial Balance
July 31, 2016
Account Title Debits Credits
Cash 68,500
Accounts receivable 2,000
Supplies 1,200
Prepaid rent 22,000
Inventory 38,000
Furniture and fixtures 12,000
Accumulated depreciation—furniture and fixtures 200
Accounts payable 35,000
Notes payable 40,000
Deferred rent revenue 750
Salaries payable 5,500
Interest payable 333
Common stock 60,000
Retained earnings 1,000
Sales revenue 38,500
Rent revenue 250
Cost of goods sold 22,000
Salaries expense 10,500
Supplies expense 800
Rent expense 2,000
Depreciation expense 200
Interest expense 333
Totals 180,533 180,533

[llustration 2—11

The General Journal—
Adjusting Entries

[llustration 2—12

AdjustedTrial Balance

STEP 7

Prepare an adjusted trial
balance.
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Concept Review Exercise

ADJUSTING The Wyndham Wholesale Company needs to prepare financial statements at the end of
ENTRIES August 2016 for presentation to its bank. An unadjusted trial balance as of August 31, 2016,
was presented in a previous concept review exercise on page 66.
The following information also is available:

a. The note payable requires the entire $30,000 in principal plus interest at 10% to be paid
on July 31, 2017. The date of the loan is August 1, 2016.
b. Depreciation on the equipment for the month of August is $500.

c. The note receivable is dated August 16, 2016. The note requires the entire $20,000 in
principal plus interest at 12% to be repaid in four months (the loan was outstanding for
one-half month during August).

d. The prepaid rent of $6,000 represents rent for the months of August and September.

1. Prepare any necessary adjusting entries at August 31, 2016.
2. Prepare an adjusted trial balance as of August 31, 2016.

3. What is the total net effect on income (overstated or understated) if the adjusting entries
are not recorded?

1. Prepare any necessary adjusting entries at August 31, 2016.

a. An adjusting entry is required to accrue the interest expense on the note payable for
the month of August. Accrued interest is calculated as follows:

$30,000 X 10% X Y2 = $250
INTErEST EXPENSE ..ciiiuiiiiiiiieeiiie et e 250
Interest Payable.........cooiiiiiiiiii e 250

b. Depreciation expense on the equipment must be recorded.

Depreciation @XPENSE ......coouuuiiiiiiiiiiiee et 500
Accumulated depreciation—equipment........cccceevvieeiiienieenieennenn. 500

c. An adjusting entry is required for the one-half month of accrued interest revenue
earned on the note receivable. Accrued interest is calculated as follows:

$20,000 X 12% X Y12 X 5 = $100

Interest receivable........oooooiiiie s 100
INTErESt FEVENUE.......ciiiiiiiiceeee e 100

d. An adjusting entry is required to recognize the amount of prepaid rent that expired
during August.

RENT EXPENSE....etiiiiiiiiiiet et 3,000
Prepaid rent....o.eo i 3,000

2. Prepare an adjusted trial balance as of August 31, 2016.

Account Title Debits Credits
Cash 21,000
Accounts receivable 25,000
Prepaid rent 3,000
Inventory 16,000

Interest receivable 100 (continued)
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(concluded) Account Title Debits Credits
Note receivable 20,000
Equipment 20,000
Accumulated depreciation—equipment 500
Accounts payable 20,000
Interest payable 250
Note payable 30,000
Common stock 50,000
Retained earnings 1,000
Sales revenue 40,000
Interest revenue 100
Cost of goods sold 22,000
Salaries expense 7,000
Utilities expense 2,000
Interest expense 250
Depreciation expense 500
Rent expense 3,000
Totals 140,850 140,850

3. What is the effect on income (overstated or understated), if the adjusting entries are not
recorded?

Income overstated

Adjusting Entry (understated)
Interest expense $ 250
Depreciation expense 500
Interest revenue (100)
Rent expense 3,000
Net effect, income overstated by $3,650

We now turn our attention to the preparation of financial statements.

Preparing the Financial Statements

The purpose of each of the steps in the processing cycle to this point is to provide informa-
tion for step 8—preparation of the financial statements. The adjusted trial balance contains
the necessary information. After all, the financial statements are the primary means of com-
municating financial information to external parties.

The Income Statement

The purpose of the income statement is to summarize the profit-generating activities of a
company that occurred during a particular period of time. It is a change statement in that it
reports the changes in shareholders’ equity (retained earnings) that occurred during the
period as a result of revenues, expenses, gains, and losses. Illustration 2—13 shows the
income statement for Dress Right Clothing Corporation for the month of July 2016.

The income statement indicates a profit for the month of July of $2,917. During the
month, the company was able to increase its net assets (equity) from activities related to
selling its product. Dress Right is a corporation and subject to the payment of income tax on
its profits. We ignore this required accrual here and address income taxes in a later chapter.

The components of the income statement usually are classified, that is, grouped according
to common characteristics. A common classification scheme is to separate operating items
from nonoperating items, as we do in Dress Right’s income statement. Operating items
include revenues and expenses directly related to the principal revenue-generating activities
of the company. For example, operating items for a manufacturing company include sales
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[llustration 2—13

Income Statement

The balance sheet is a
position statement that
presents an organized
list of assets, liabilities
and equity at a particular
point in time.

The Role of Accounting as an Information System

DRESS RIGHT CLOTHING CORPORATION
Income Statement
For the Month of July 2016

Sales revenue $38,500
Cost of goods sold 22,000
Gross profit 16,500
Operating expenses:

Salaries $10,500

Supplies 800

Rent 2,000

Depreciation 200

Total operating expenses 13,500

Operating income 3,000
Other income (expense):

Rent revenue 250

Interest expense (333) (83)
Net income $2917

\

revenues from the sale of products and all expenses related to this activity. Companies that
sell products like Dress Right often report a subtotal within operating income, sales less
cost of goods sold, called gross profit. Nonoperating items include certain gains and losses
and revenues and expenses from peripheral activities. For Dress Right Clothing, rent rev-
enue and interest expense are nonoperating items because they do not relate to the principal
revenue-generating activity of the company, selling clothes. In Chapter 4 we discuss the
format and content of the income statement in more depth.

The Statement of Comprehensive Income

The purpose of the statement of comprehensive income is to report the changes in share-
holders’ equity during the period that were not a result of transactions with owners. A few
types of gains and losses, called other comprehensive income (OCI) or loss items, are
excluded from the determination of net income and the income statement, but are included
in the broader concept of comprehensive income. Comprehensive income can be reported
in one of two ways: (1) in a single, continuous statement of comprehensive income, or (2) in
two separate, but consecutive statements.’

In the single statement approach, net income is a subtotal within the statement followed
by these OCI items, culminating in a final total of comprehensive income. In the two state-
ment approach, a company presents an income statement immediately followed by a state-
ment of comprehensive income. The statement of comprehensive income begins with net
income as the first component followed by OCI items to arrive at comprehensive income.
Obviously, the approaches are quite similar; in the separate statement approach, we separate
the continuous statement into two parts, but the content is the same.

Dress Right Clothing has no OCI items so the company presents only an income state-
ment in Illustration 2-13. An entity that has no OCI items is not required to report OCI or
comprehensive income. We discuss comprehensive income and the alternative approaches
to its presentation in more depth in Chapter 4.

The Balance Sheet

The purpose of the balance sheet is to present the financial position of the company on a
particular date. Unlike the income statement, which is a change statement reporting events

SFASB ASC 220-10-45-1: Comprehensive Income—Overall—Other Presentation Matters [Accounting Standards Update No. 2011-05
(Norwalk, Conn.: FASB, June 2011)].



CHAPTER 2 Review of the Accounting Process 77

that occurred during a period of time, the balance sheet is a statement that presents an orga-

nized list of assets, liabilities, and shareholders’ equity at a point in time. To provide a quick

overview, Illustration 2—14 shows the balance sheet for Dress Right at July 31, 2016.

DRESS RIGHT CLOTHING CORPORATION
Balance Sheet
At July 31, 2016

Assets
Current assets:
Cash $ 68,500
Accounts receivable 2,000
Supplies 1,200
Inventory 38,000
Prepaid rent 22,000
Total current assets 131,700
Property and equipment:
Furniture and fixtures $12,000
Less: Accumulated depreciation 200 11,800

Total assets $143,500
Liabilities and Shareholders’ Equity

Current liabilities:

Accounts payable $ 35,000
Salaries payable 5,500
Deferred rent revenue 750
Interest payable 333
Note payable 10,000

Total current liabilities 51,583

Long-term liabilities:

Note payable 30,000

Shareholders’ equity:
Common stock, 6,000 shares issued and outstanding $60,000

Retained earnings 1,917
Total shareholders’ equity 61,917
Total liabilities and shareholders’ equity $143,500

*Beginning retained earnings + Net income — Dividends
$ + 2917 - 1000 =$1917

As we do in the income statement, we group the balance sheet elements into meaningful
categories. For example, most balance sheets include the classifications of current assets
and current liabilities. Current assets are those assets that are cash, will be converted into
cash, or will be used up within one year or the operating cycle, whichever is longer. Current
liabilities are those liabilities that will be satisfied within one year or the operating cycle,
whichever is longer. For a manufacturing company, the operating cycle refers to the period
of time necessary to convert cash to raw materials, raw materials to a finished product, the
finished product to receivables, and then finally receivables back to cash. For most compa-
nies, this period is less than a year.

Examples of assets not classified as current include property and equipment and long-term
receivables and investments. The only noncurrent asset that Dress Right has at July 31, 2016,
is furniture and fixtures, which is classified under the property and equipment category.

All liabilities not classified as current are listed as long term. Dress Right’s liabilities at
July 31, 2016, include the $30,000 note payable due to be paid in 23 months. This liability
is classified as long term.

[llustration 2—14

Balance Sheet

Balance sheet items
usually are classified
(grouped) according to
common characteristics.
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The purpose of the
statement of cash flows
is to summarize the
transactions that caused
cash to change during
the period.

[llustration 2—15

Statement of Cash Flows

The Role of Accounting as an Information System

Shareholders’ equity lists the paid-in capital portion of equity—common stock—and
retained earnings. Notice that the income statement we looked at in Illustration 2—13 ties
in to the balance sheet through retained earnings. Specifically, the revenue, expense, gain,
and loss transactions that make up net income in the income statement ($2,917) become the
major components of retained earnings. Later in the chapter we discuss the closing process
we use to transfer, or close, these temporary income statement accounts to the permanent
retained earnings account.

During the month, retained earnings, which increased by the amount of net income, also
decreased by the amount of the cash dividend paid to shareholders, $1,000. The net effect
of these two changes is an increase in retained earnings from zero at the beginning of the
period to $1,917 ($2,917 — 1,000) at the end of the period and also is reported in the state-
ment of shareholders’ equity in Illustration 2—16 on page 79.

The Statement of Cash Flows

Similar to the income statement, the statement of cash flows also is a change statement.
The purpose of the statement is to report the events that caused cash to change during the
period. The statement classifies all transactions affecting cash into one of three categories:
(1) operating activities, (2) investing activities, and (3) financing activities. Operating
activities are inflows and outflows of cash related to transactions entering into the determi-
nation of net income. Investing activities involve the acquisition and sale of (1) long-term
assets used in the business and (2) nonoperating investment assets. Financing activities
involve cash inflows and outflows from transactions with creditors and owners.

The statement of cash flows for Dress Right for the month of July 2016 is shown in
[lustration 2—15. As this is the first period of operations for Dress Right, the cash balance at
the beginning of the period is zero. The net increase in cash of $68,500, therefore, equals the
ending balance of cash disclosed in the balance sheet.

DRESS RIGHT CLOTHING CORPORATION h
Statement of Cash Flows
For the Month of July 2016

Cash Flows from Operating Activities
Cash inflows:

From customers $36,500

From rent 1,000
Cash outflows:

For rent (24,000)

For supplies (2,000)

To suppliers of merchandise (25,000)

To employees (5,000)
Net cash flows from operating activities $(18,500)
Cash Flows from Investing Activities
Purchase of furniture and fixtures (12,000)
Cash Flows from Financing Activities
Issue of common stock $60,000
Increase in notes payable 40,000
Payment of cash dividend (1,000)
Net cash flows from financing activities 99,000
Net increase in cash $ 68,500

\_

There are two generally accepted formats that can be used to report operating activities,
the direct method and the indirect method. In Illustration 2—15 we use the direct method.
These two methods are discussed and illustrated in subsequent chapters.
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The Statement of Shareholders’ Equity

The final statement, the statement of shareholders’ equity, also is a change statement. Its  The statement of
purpose is to disclose the sources of the changes in the various permanent shareholders’  shareholders” equity
equity accounts that occurred during the period from investments by owners, distributions ~ discloses the sources

. . . of changes in the
to owners, net income, and other comprehensive income. Illustration 2—16 shows the state- permanent shareholders’

ment of shareholders’ equity for Dress Right for the month of July 2016.° equity accounts.
N\ llustration 2—16
DRESS RIGHT CLOTHING CORPORATION
, . Statement of
Statement of Shareholders’ Equity Shareholders’ Equity
For the Month of July 2016
Total
Common Retained Shareholders’
Stock Earnings Equity

Balance at July 1, 2016 $ -0- $ —0- $ -0-

Issue of common stock 60,000 60,000

Net income for July 2016 2,917 2,917

Less: Dividends (1,000) (1,000)

Balance at July 31, 2016 $60,000 $1,917 $61,917
N = =

The individual profit-generating transactions causing retained earnings to change are
summarized in the income statement. Therefore, the statement of shareholders’ equity only
shows the net effect of these transactions on retained earnings, in this case an increase of
$2,917. In addition, the company paid its shareholders a cash dividend that reduced retained
earnings.

The Closing Process

At the end of any interim reporting period, the accounting processing cycle is now com- STEP 9
plete. An interim reporting period is any period when financial statements are produced  Ciose the temporary
other than at the end of the fiscal year. However, at the end of the fiscal year, two final steps  accounts to retained
are necessary, closing the temporary accounts—step 9—and preparing a post-closing trial ~amings (at year-end only).
balance—step 10.
The closing process serves a dual purpose: (1) the temporary accounts (revenues, @ LO2-7
expenses, gains and losses) are reduced to zero balances, ready to measure activity in the
upcoming accounting period, and (2) these temporary account balances are closed (trans-
ferred) to retained earnings to reflect the changes that have occurred in that account dur-
ing the period. Often, an intermediate step is to close revenues and expenses to income
summary, and then income summary is closed to retained earnings. The use of the income
summary account is just a bookkeeping convenience that provides a check that all tempo-
rary accounts have been properly closed (that is, the balance equals net income or loss).
To illustrate the closing process, assume that the fiscal year-end for Dress Right Clothing
Corporation is July 31. Using the adjusted trial balance in Illustration 2—12, we can prepare
the following general journal entries.

To close the revenue

July 31 accounts to income
SAlES FEVENUE ..o e e e eeees 38,500 summary.
RENT FEVENUE ...t 250

INCOME SUMMAIY ..eiiiiiiiiiiiiiiiicei e 38,750

®Some companies choose to disclose the changes in the retained earnings component of shareholders’ equity in a separate statement or in
a combined statement of income and retained earnings.
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To close the expense
accounts to income
summary.

To close the income
summary account to
retained earnings.

STEP 10

Prepare a post-closing trial
balance (at year-end only).

The Role of Accounting as an Information System

The first closing entry transfers the revenue account balances to income summary.
Because revenue accounts have credit balances, they are debited to bring them to zero. After

this entry is posted to the accounts, both revenue accounts have a zero balance.

July 31

INCOME SUMMAIY .ottt ettt st e s ns 35,833
Cost of goods SOId .....eiiiiiiiiiiiiiiieeeeee e 22,000
Salaries EXPENSE .. .eiiiiiiiieeiieeite ettt 10,500
SUPPIIES EXPENSE ..ottt 800
RENT EXPENSE ..ttt e e 2,000
Depreciation expense. 200
Interest expense.......... 333

The second closing entry transfers the expense account balances to income summary.
As expense accounts have debit balances, they are credited to bring them to zero. After
this entry is posted to the accounts, the expense accounts have a zero balance and the
income summary account has a credit balance equal to net income for the period, in this

case $2,917.

Income Summary
Expenses 35,833 | 38,750 Revenues

2,917 Netincome

The third entry closes the income summary account to retained earnings.

July 31
INCOME SUMMANY .t 2,917

Retained €arnings ......cooueerieiiienieeiierieeeeee e 2,917

After this entry is posted to the accounts, the temporary accounts have zero balances and
retained earnings has increased by the amount of the net income. It is important to remem-
ber that the temporary accounts are closed only at year-end and not at the end of any interim
period. Closing the temporary accounts during the year would make it difficult to prepare

the annual income statement.

Additional Consideration

A previous additional consideration indicated that an alternative method of recording

a cash dividend is to debit a temporary account called dividends, rather than debiting
retained earnings. If this approach is used, an additional closing entry is required to close
the dividend account to retained earnings, as follows:

Retained earnings .........c.cccoueiiiiiiiiiiiiiiiiicccec e 1,000

As you can see, the net result of a cash dividend is the same—a reduction in retained
earnings and a reduction in cash.

(B 1ViTe (=Y o Ve KRN 1,000

J

After the closing entries are posted to the ledger accounts, a post-closing trial balance
is prepared. The purpose of this trial balance is to verify that the closing entries were pre-
pared and posted correctly and that the accounts are now ready for next year’s transactions.
Hlustration 2—-17 shows the post-closing trial balance for Dress Right at July 31, 2016,

assuming a July 31 fiscal year-end.
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DRESS RIGHT CLOTHING CORPORATION h I"us"atmn 2_17
Post-Closing Trial Balance Post-Closing Trial Balance
July 31, 2016

Account Title Debits Credits
Cash 68,500
Accounts receivable 2,000
Supplies 1,200
Prepaid rent 22,000
Inventory 38,000
Furniture and fixtures 12,000
Accumulated depreciation—furniture and fixtures 200
Accounts payable 35,000
Notes payable 40,000
Deferred rent revenue 750
Salaries payable 5,500
Interest payable 333
Common stock 60,000
Retained earnings 1,917

Totals 143,700 143,700

G

Concept Review Exercise

Refer to the August 31, 2016, adjusted trial balance of the Wyndham Wholesale Company FINANCIAL

presented in a previous concept review exercise on pages 74 and 75. STATEMENT
PREPARATION

AND CLOSING
1. Prepare an income statement and a statement of shareholders’ equity for the month
ended August 31, 2016, and a classified balance sheet as of August 31, 2016.
2. Assume that August 31 is the company’s fiscal year-end. Prepare the necessary closing
entries and a post-closing trial balance.

1. Prepare an income statement and a statement of shareholders’ equity for the month
ended August 31, 2016, and a classified balance sheet as of August 31, 2016.

WYNDHAM WHOLESALE COMPANY
Income Statement
For the Month of August 2016

Sales revenue $40,000
Cost of goods sold 22,000
Gross profit 18,000
Operating expenses:

Salaries $7,000

Utilities 2,000

Depreciation 500

Rent 3,000

Total operating expenses 12,500

Operating income 5,500
Other income (expense):

Interest revenue 100

Interest expense (250) (150)

Net income $ 5,350
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To close the revenue
accounts to income
summary.

To close the expense
accounts to income
summary.
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WYNDHAM WHOLESALE COMPANY
Statement of Shareholders’ Equity
For the Month of August 2016

Total
Common Retained Shareholders’
Stock Earnings Equity
Balance at August 1, 2016 $ -0- $ -0- $ -0
Issue of common stock 50,000 50,000
Net income for August 2016 5,350 5,350
Less: Dividends (1,000) (1,000)
Balance at August 31, 2016 $50,000 $4,350 $54,350
WYNDHAM WHOLESALE COMPANY
Balance Sheet
At August 31, 2016
Assets
Current assets:
Cash $ 21,000
Accounts receivable 25,000
Inventory 16,000
Interest receivable 100
Note receivable 20,000
Prepaid rent 3,000
Total current assets 85,100
Property and equipment:
Equipment $20,000
Less: Accumulated depreciation 500 19,500
Total assets $104,600
Liabilities and Shareholders’ Equity
Current liabilities:
Accounts payable $ 20,000
Interest payable 250
Note payable 30,000
Total current liabilities 50,250
Shareholders’ equity:
Common stock, 5,000 shares issued
and outstanding $50,000
Retained earnings 4,350
Total shareholders’ equity 54,350
Total liabilities and shareholders’ equity $104,600

. Assume that August 31 is the company’s fiscal year-end. Prepare the necessary closing

entries and a post-closing trial balance.

August 31

SaAlES FEVENUE ..o

INTEIrEST FEVENUE ...oviiiiiieeee et eeeaeeaes
INCOME SUMMAIY...cuiiiiiiiiiiiiiie ittt

August 31

INCOME SUMMANY et
Cost of goods SOId .....eiiiiiiiiiiiiiiieeee e
Salaries EXPENSE .. .viiiiiiiieiiieeiie ettt
ULIlITIES EXPENSE w.eeiuiiiiieiiiieiieetteite ettt st
Depreciation eXPenSe.......ccciuviiiiiiiiiiiiiiee e
RENT @XPENSE ...t
INTEreSt @XPENSE ..ciiiiiiiiiiii i

40,000
100
40,100

34,750
22,000
7,000
2,000
500
3,000
250

(continued)
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(concluded)
August 31
INCOME SUMMAIY ..eevvieieiieteeeeeeeeteteiee ettt ettt et s s esesesenens 5,350 To close the income
Retained @arnings......cccueeiieniiriiiniiieeei e 5,350 summary acc_ount to
retained earnings.
Post-Closing Trial Balance

Account Title Debits Credits

Cash 21,000

Accounts receivable 25,000

Prepaid rent 3,000

Inventory 16,000

Interest receivable 100

Note receivable 20,000

Equipment 20,000

Accumulated depreciation—equipment 500

Accounts payable 20,000

Interest payable 250

Note payable 30,000

Common stock 50,000

Retained earnings 4,350

Totals 105,100 105,100

Conversion from Cash Basis to Accrual Basis

In Chapter 1, we discussed and illustrated the differences between cash and accrual account-
ing. Cash basis accounting produces a measure called net operating cash flow. This measure
is the difference between cash receipts and cash disbursements during a reporting period
from transactions related to providing goods and services to customers. On the other hand,
the accrual accounting model measures an entity’s accomplishments and resource sacrifices
during the period, regardless of when cash is received or paid. At this point, you might wish
to review the material in Chapter 1 on pages 6 through 8 to reinforce your understanding of
the motivation for using the accrual accounting model.

Adjusting entries, for the most part, are conversions from cash basis to accrual basis.
Prepayments and accruals occur when cash flow precedes or follows expense or revenue
recognition.

Accountants sometimes are called upon to convert cash basis financial statements to
accrual basis financial statements, particularly for small businesses. You now have all of the
tools you need to make this conversion. For example, if a company paid $20,000 cash for
insurance during the fiscal year and you determine that there was $5,000 in prepaid insur-
ance at the beginning of the year and $3,000 at the end of the year, then you can determine
(accrual basis) insurance expense for the year. Prepaid insurance decreased by $2,000 dur-
ing the year, so insurance expense must be $22,000 ($20,000 in cash paid plus the decrease
in prepaid insurance). You can visualize as follows:

Prepaid Insurance

Balance, beginning of year $ 5,000
Plus: Cash paid 20,000
Less: Insurance expense ?
Balance, end of year $ 3,000

Insurance expense of $22,000 completes the explanation of the change in the balance of
prepaid insurance. Prepaid insurance of $3,000 is reported as an asset in an accrual basis
balance sheet.

® LO2-8

83
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Most companies must
convert from an accrual
basis to a cash basis
when preparing the
statement of cash flows.
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Suppose a company paid $150,000 for salaries to employees during the year and you
determine that there were $12,000 and $18,000 in salaries payable at the beginning and end
of the year, respectively. What was salaries expense for the year?

Salaries Payable

Balance, beginning of year $ 12,000
Plus: Salaries expense ?
Less: Cash paid 150,000
Balance, end of year $ 18,000

Salaries payable increased by $6,000 during the year, so salaries expense must be
$156,000 ($150,000 in cash paid plus the increase in salaries payable). Salaries payable of
$18,000 is reported as a liability in an accrual basis balance sheet.

Using T-accounts is a convenient approach for converting from cash to accrual accounting.

Salaries Payable Salaries Expense
12,000 Beg. balance

Cash paid 150,000
? Salaries expense ?
18,000 End balance

The debit to salaries expense and credit to salaries payable must have been $156,000 to
balance the salaries payable account.

For another example using T-accounts, assume that the amount of cash collected from
customers during the year was $220,000, and you know that accounts receivable at the begin-
ning of the year was $45,000 and $33,000 at the end of the year. You can use T-accounts to
determine that sales revenue for the year must have been $208,000, the necessary debit to
accounts receivable and credit to sales revenue to balance the accounts receivable account.

Accounts Receivable Sales Revenue
Beg. balance 45,000
Credit sales ? ? Credit sales

220,000 Cash collections

End balance 33,000

Now suppose that, on occasion, customers pay in advance of receiving a product or ser-
vice. Recall from our previous discussion of adjusting entries that this event creates a liabil-
ity called deferred revenue. Assume the same facts in the previous example except you also
determine that deferred revenues were $10,000 and $7,000 at the beginning and end of the
year, respectively. A $3,000 decrease in deferred revenues means that the company recog-
nized an additional $3,000 in sales revenue for which the cash had been collected in a previ-
ous year. So, sales revenue for the year must have been $211,000, the $208,000 determined
in the previous example plus the $3,000 decrease in deferred revenue.

Ilustration 2—-18 provides another example of converting from cash basis net income to
accrual basis net income.

Notice a pattern in the adjustments to cash net income. When converting from cash to
accrual income, we add increases and deduct decreases in assets. For example, an increase
in accounts receivable means that the company recognized more revenue than cash col-
lected, requiring the addition to cash basis income. Conversely, we add decreases and deduct
increases in accrued liabilities. For example, a decrease in interest payable means that the
company incurred less interest expense than the cash interest it paid, requiring the addition
to cash basis income. These adjustments are summarized in Illustration 2—19.

Most companies keep their books on an accrual basis.” A more important conversion for
these companies is from the accrual basis to the cash basis. This conversion, essential for the

"Generally accepted accounting principles require the use of the accrual basis. Some small, nonpublic companies might use the cash
basis in preparing their financial statements as an other comprehensive basis of accounting.
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~
The Krinard Cleaning Services Company maintains its records on the cash basis, with one
exception. The company reports equipment as an asset and records depreciation expense
on the equipment. During 2016, Krinard collected $165,000 from customers, paid $92,000
in operating expenses, and recorded $10,000 in depreciation expense, resulting in net
income of $63,000. The owner has asked you to convert this $63,000 in net income to full
accrual net income. You are able to determine the following information about accounts
receivable, prepaid expenses, accrued liabilities, and deferred revenues:

January 1, 2016 December 31, 2016
Accounts receivable $16,000 $25,000
Prepaid expenses 7,000 4,000
Accrued liabilities
(for operating expenses) 2,100 1,400
Deferred revenues 3,000 4,200

Accrual net income is $68,500, determined as follows:

Cash basis net income $63,000
Add: Increase in accounts receivable 9,000
Deduct: Decrease in prepaid expenses (3,000)
Add: Decrease in accrued liabilities 700
Deduct: Increase in deferred revenues (1,200)
Accrual basis net income $68,500
\_
~
Converting Cash Basis Income to Accrual Basis Income
Increases Decreases
Assets Add Deduct
Liabilities Deduct Add
\_

preparation of the statement of cash flows, is discussed and illustrated in Chapters 4 and 21.
The lessons learned here, though, will help you with that conversion. For example, if sales
revenue for the period is $120,000 and beginning and ending accounts receivable are
$20,000 and $24,000, respectively, how much cash did the company collect from its cus-
tomers during the period? The answer is $116,000. An increase in accounts receivable of
$4,000 means that the company collected $4,000 less from customers than accrual sales
revenue, and cash basis income is $4,000 less than accrual basis income.

Financial Reporting Case Solution

[llustration 2—18

Cash to Accrual

lllustration 2—19

Converting Cash Basis to
Accrual Basis Income

1. What purpose do adjusting entries serve? (p. 67) Adjusting entries help ensure that
all revenues are recognized in the period goods or services are transferred to customers,
regardless of when cash is received. In this instance, for example, $13,000 cash has been
received for services that haven’t yet been performed. Also, adjusting entries enable a
company to recognize all expenses incurred during a period, regardless of when cash
is paid. Without depreciation, the friends’ cost of using the equipment is not taken into
account. Conversely, without adjustment, the cost of rent is overstated by $3,000 paid in
advance for part of next year’s rent.

With adjustments, we get an accrual income statement that provides a more com-
plete measure of a company’s operating performance and a better measure for predict-
ing future operating cash flows. Similarly, the balance sheet provides a more complete
assessment of assets and liabilities as sources of future cash receipts and disbursements.
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2. What year-end adjustments are needed to revise the income statement? Did your
friends do as well their first year as they thought? (p. 67) Three year-end adjusting
entries are needed:

1. Depreciation expense ($80,000 < 5 years)......cccocevveeeereeeennennen. 16,000

Accumulated depreciation—equipment ........cccceeveerieenieennnenn 16,000
2. Prepaid rent ($500 X 6 months [July-Dec.]) .....ccvevevininirinennnne 3,000

RENt EXPENSE . ..eiiiiiiiiiiiiiiiicee e 3,000
3. ConsUlting rEVENUE .....ccuviiiiiiiiiiie et 13,000

Deferred consulting revenue ............cceevveeieiieeieneeieeeeeeene 13,000

No, your friends did not fare as well as their cash based statement would have indicated.
With appropriate adjustments, their net income is actually only $20,000:

Consulting revenue ($96,000 — 13,000) $83,000
Operating expenses:

Salaries $32,000

Rent ($9,000 — 3,000) 6,000

Supplies 4,800

Utilities 3,000

Advertising 1,200

Depreciation 16,000 63,000
Net income $20,000 P

The Bottom Line

® LO2-1 The accounting equation underlies the process used to capture the effect of economic events. The equa-
tion (Assets = Liabilities + Owners’ Equity) implies an equality between the total economic resources
of an entity (its assets) and the total claims against the entity (liabilities and equity). It also implies that
each economic event affecting this equation will have a dual effect because resources always must equal
claims. (p. 52)

® LO2-2 After determining the dual effect of external events on the accounting equation, the transaction is recorded
in a journal. A journal is a chronological list of transactions in debit/credit form. (p. 56)

® LO2-3 The next step in the processing cycle is to periodically transfer, or post, the debit and credit information
from the journal to individual general ledger accounts. A general ledger is simply a collection of all of the
company’s various accounts. Each account provides a summary of the effects of all events and transac-
tions on that individual account. The process of entering items from the journal to the general ledger is
called posting. An unadjusted trial balance is then prepared. (p. 63)

® LO2-4 The next step in the processing cycle is to record the effect of internal events on the accounting equation.
These transactions are commonly referred to as adjusting entries. Adjusting entries can be classified into
three types: (1) prepayments, (2) accruals, and (3) estimates. Prepayments are transactions in which the
cash flow precedes expense or revenue recognition. Accruals involve transactions where the cash outflow
or inflow takes place in a period subsequent to expense or revenue recognition. Estimates for items such
as future bad debts on receivables often are required to comply with the accrual accounting model. (p. 66)

® LO2-5 Adjusting entries are recorded in the general journal and posted to the ledger accounts at the end of any
period when financial statements must be prepared for external use. After these entries are posted to the
general ledger accounts, an adjusted trial balance is prepared. (p. 67)

® LO2-6 The adjusted trial balance is used to prepare the financial statements. The basic financial statements
are: (1) the income statement, (2) the statement of comprehensive income, (3) the balance sheet, (4) the
statement of cash flows, and (5) the statement of shareholders’ equity. The purpose of the income state-
ment is to summarize the profit-generating activities of the company that occurred during a particular
period of time. A company also must report its other comprehensive income (OCI) or loss items either in
a single, continuous statement or in a separate statement of comprehensive income. In the single state-
ment approach, net income is a subtotal within the statement followed by these OCI items, culminating
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in a final total of comprehensive income. In the two statement approach, a company presents an income
statement immediately followed by a statement of comprehensive income. The statement of comprehen-
sive income begins with net income as the first component followed by OCI items to arrive at compre-
hensive income. The balance sheet presents the financial position of the company on a particular date.
The statement of cash flows discloses the events that caused cash to change during the reporting period.
The statement of shareholders’ equity discloses the sources of the changes in the various permanent
shareholders’ equity accounts that occurred during the period. (p. 75)

At the end of the fiscal year, a final step in the accounting processing cycle, closing, is required. The
closing process serves a dual purpose: (1) the temporary accounts (revenues and expenses) are reduced
to zero balances, ready to measure activity in the upcoming accounting period, and (2) these temporary
account balances are closed (transferred) to retained earnings to reflect the changes that have occurred
in that account during the period. Often, an intermediate step is to close revenues and expenses to income
summary; then income summary is closed to retained earnings. (p. 79)

® LO2-7

® LO2-8 Cash basis accounting produces a measure called net operating cash flow. This measure is the difference
between cash receipts and cash disbursements during a reporting period from transactions related to pro-
viding goods and services to customers. On the other hand, the accrual accounting model measures an
entity’s accomplishments and resource sacrifices during the period, regardless of when cash is received
or paid. Accountants sometimes are called upon to convert cash basis financial statements to accrual basis

financial statements, particularly for small businesses. (p. 83) @

APPENDIX 27

A worksheet can be used
as a tool to facilitate the
preparation of adjusting
and closing entries and
the financial statements.

A worksheet often is used to organize the accounting information needed to prepare adjust-
ing and closing entries and the financial statements. It is an informal tool only and is not part
of the accounting system. There are many different ways to design and use worksheets. We
will illustrate a representative method using the financial information for the Dress Right
Clothing Corporation presented in the chapter. Computerized programs such as Lotus 1-2-3
and Excel facilitate the use of worksheets.

Ilustration 2A-1 presents the completed worksheet. The worksheet is utilized in con-
junction with step 5 in the processing cycle, preparation of an unadjusted trial balance.

I"ustratiﬂn ZA—1 Worksheet, Dress Right Clothing Corporation, July 31, 2016

A B c | D E F G H [} 4 K L M i

1 |Worksheet, Dress Right Clothing Corporation, July 31, 2016

2 Unadjusted Trial Balance] Adjusting Entries Adjusted Trial Balance Income Statement Balance Sheet

3 | Account Title Dr. Cr. Dr. Cr. Dr. Cr. Dr. Cr. Dr. Cr.

4

5 | Cash 68,500 68,500| 68,500

6 | Accounts receivable 2,000{ 2,000 2,000

7 | Supplies 2,000 (1) 80O 1,200 1,200

8 | Prepaid rent 24,000 (2) 2,000 22,000 22,000

9 _Inventory 38,000 38,000 38,000
10 _Furniture & fixtures 12,000 12,000 12,000
11| Accumulated depreciation -
12 furniture & fixtures 0| (3) 200 200 200
13 Accounts payable 35,000} 35,000 35,000
14 Note payable 40,000 40,000 40,000
15 | Deferred rent revenue 1,000( (4) 250 750 750 |=
16 Salaries payable 0f (5) 5,500/ 5,500 5,500
17 | Interest payable 0| (6) 333 333 333
18| Common stock 60,000} 60,000 60,000
19 | Retained earnings 1,000| 1,000 1,000/
20 Salesrevenue 38,500 38,500 38,500
21| Rentrevenue 0] (4) 250 250 250
22 cost of goods sold 22,000 22,000 22,000
23 _Salaries expense S.M (5) 5,500 10,500/ 10,500

4| Supplies expense 0] (1) 800 800| 800)
25 _Rentexpense 0 (2) 2,000 2,000 2,000
26| Depreciation expense 0] (3) 200 200| 200
27 | Interest expense 0| (6) 333 333 333
28 Totals 174.% 174,500] 9,083 9,083 180,533 180,533
23
30 _NetIncome 2,917 2,917
31 Totals 38,750 38,750 144,700] 144,700
\:,1 » M| Sheetl - Sheet2 Sheet3 % el m

\_
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The first step is to enter
account titles in
column A and the
unadjusted account
balances in columns B
and C.

The second step is to
determine end-of-period
adjusting entries and
enter them in columns E
and G.

The third step adds or
deducts the effects of
the adjusting entries on
the account balances.

The fourth step is to
transfer the temporary
retained earnings
account balances to
columns J and K.

The fifth step is to
transfer the balances in
the permanent accounts
to columns L and M.

The Role of Accounting as an Information System

Step 1. The account titles as they appear in the general ledger are entered in column A
and the balances of these accounts are copied onto columns B and C, entitled Unadjusted
Trial Balance. The accounts are copied in the same order as they appear in the general led-
ger, which usually is assets, liabilities, shareholders’ equity permanent accounts, revenues,
and expenses. The debit and credit columns are totaled to make sure that they balance. This
procedure is repeated for each set of columns in the worksheet to check for accuracy.

Step 2. The end-of-period adjusting entries are determined and entered directly on the
worksheet in columns E and G, entitled Adjusting Entries. The adjusting entries for Dress
Right Clothing Corporation were discussed in detail in the chapter and exhibited in general
journal form in Illustration 2—11 on page 73. You should refer back to this illustration and
trace each of the entries to the worksheet. For worksheet purposes, the entries have been
numbered from (1) to (6) for easy referencing.

For example, entry (1) records the cost of supplies used during the month of July with a
debit to supplies expense and a credit to supplies for $800. A (1) is placed next to the $800 in
the debit column in the supplies expense row as well as next to the $800 in the credit column
in the supplies row. This allows us to more easily reconstruct the entry for general journal
purposes and locate errors if the debit and credit columns do not balance.

Step 3. The effects of the adjusting entries are added to or deducted from the account bal-
ances listed in the Unadjusted Trial Balance columns and copied across to columns H and I,
entitled Adjusted Trial Balance. For example, supplies had an unadjusted balance of $2,000.
Adjusting entry (1) credited this account by $800, reducing the balance to $1,200.

Step 4. The balances in the temporary retained earnings accounts, revenues and expenses,
are transferred to columns J and K, entitled Income Statement. The difference between the
total debits and credits in these columns is equal to net income or net loss. In this case,
because credits (revenues) exceed debits (expenses), a net income of $2,917 results. To bal-
ance the debits and credits in this set of columns, a $2,917 debit entry is made in the line
labeled Net income.

Step 5. The balances in the permanent accounts are transferred to columns L and M,
entitled Balance Sheet. To keep the debits and credits equal in the worksheet, a $2,917 credit
must be recorded to offset the $2,917 debit recorded in step 4 and labeled as net income.
This credit represents the fact that when the temporary accounts are closed out to retained
earnings, a $2,917 credit to retained earnings will result. The credit in column M, therefore,
represents an increase in retained earnings for the period, that is, net income.

After the worksheet is completed, the financial statements can be prepared directly from
columns J-M. The financial statements for Dress Right Clothing Corporation are shown in
[lustrations 2—13 through 2—-16. The accountant must remember to then record the adjusting
entries in the general journal and post them to the general ledger accounts. An adjusted trial
balance should then be prepared, which should be identical to the one in the worksheet. At
fiscal year-end, the income statement columns can then be used to prepare closing entries. @

APPEN[]IXZBJ

To record accrued
salaries at the end
of July.

Accountants sometimes use reversing entries at the beginning of a reporting period. These
optional entries remove the effects of some of the adjusting entries recorded at the end of the
previous reporting period for the sole purpose of simplifying journal entries recorded during
the new period. If the accountant does use reversing entries, these entries are recorded in the
general journal and posted to the general ledger accounts on the first day of the new period.

Reversing entries are used most often with accruals. For example, the following adjusting
entry for accrued salaries was recorded at the end of July 2016 for the Dress Right Clothing
Corporation in the chapter:

July 31

Salaries EXPENSE....cc.uiiiieiiitieieeitee et

Salaries payable ..., 5,500
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If reversing entries are not used, when the salaries actually are paid in August, the accoun-
tant needs to remember to debit salaries payable and not salaries expense.

The account balances before and after salary payment can be seen below with the use of

T-accounts.

Salaries Expense
10,500

Salaries Payable
5,500 Bal. July 31

Bal. July 31
(Cash Payment) 5,500

-0- Balance

If the accountant for Dress Right employs reversing entries, the following entry is
recorded on August 1, 2016:

August 1

Salaries payable.........cooiiiiiiiiiii e
Salaries EXPENSE ..cc.viiriiiiiieiieeite ettt

5,500

This entry reduces the salaries payable account to zero and reduces the salary expense
account by $5,500. When salaries actually are paid in August, the debit is to salaries expense,
thus increasing the account by $5,500.

Salaries Expense
10,500

Salaries Payable
5,500 Bal. July 31

Bal. July 31

5,500 (Reversing entry) 5,500

(Cash payment) 5,500
10,500

Balance —-0- Balance

We can see that balances in the accounts after cash payment is made are identical. The
use of reversing entries for accruals, which is optional, simply allows cash payments or
cash receipts to be entered directly into the temporary expense or revenue accounts without
regard to the accruals recorded at the end of the previous period.

Reversing entries also can be used with prepayments and deferred revenues. For example,
earlier in the chapter Dress Right Clothing Corporation used the following entry to record
the purchase of supplies on July 6:

July 6
SUPPIIES ottt nees

SN e 2,000

If reversing entries are not used, an adjusting entry is needed at the end of July to record

the amount of supplies consumed during the period. In the illustration, Dress Right recorded
this adjusting entry at the end of July:

July 31
SUPPIIES EXPENSE ottt ettt
SUPPIIES ettt st

800
800

T-accounts help us visualize the account balances before and after the adjusting entry.

Supplies Supplies Expense
(Cash payment) 2,000
800 (Adjusting entry) 800
Bal. July 31 1,200 Bal. July 31 800
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To reverse accrued
salaries expense
recorded at the end
of July.

To record the purchase
of supplies.

To record the cost of
supplies used during the
month of July.
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To record the purchase
of supplies.

To record the cost of
supplies on hand at the
end of July.

To reverse the July
adjusting entry for
supplies on hand.

APPENI]IXZEJ

Accounting systems
employ a subsidiary
ledger which contains
a group of subsidiary
accounts associated
with particular general

ledger control accounts.

The Role of Accounting as an Information System

If the accountant for Dress Right employs reversing entries, the purchase of supplies is
recorded as follows:

July 6
SUPPIIES EXPENSE .ottt
CASH ettt st

2,000
2,000

The adjusting entry then is used to establish the balance in the supplies account at $1,200
(amount of supplies still on hand at the end of the month) and reduce the supplies expense
account from the amount purchased to the amount used.

July 31
Supplies (balance on hand) .........coccvieiieiiieniiiiee e
Supplies expense ($2,000 — 800).......c.ccceevvereerierierierierieeeesieeenns

1,200
1,200

T-accounts make the process easier to see before and after the adjusting entry:

Supplies Supplies Expense
(Cash payment) 2,000
1,200 (Adjusting entry) 1,200
Bal. July 31 1,200 Bal. July 31 800

Notice that the ending balances in both accounts are the same as when reversing entries
are not used. Up to this point, this approach is the alternate approach to recording prepay-
ments discussed on page 69. The next step is an optional expediency.

On August 1, the following reversing entry can be recorded:

August 1
Supplies expense
SUPPIIES -ttt

1,200

This entry reduces the supplies account to zero and increases the supplies expense
account to $2,000. Subsequent purchases would then be entered into the supplies expense
account and future adjusting entries would record the amount of supplies still on hand at the
end of the period. At the end of the fiscal year, the supplies expense account, along with all
other temporary accounts, is closed to retained earnings.

Using reversing entries for prepayments, which is optional, simply allows cash payments
to be entered directly into the temporary expense accounts without regard to whether only
the current, or both the current and future periods, are benefitted by the expenditure. Adjust-
ments are then recorded at the end of the period to reflect the amount of the unexpired
benefit (asset).

Subsidiary Ledgers

The general ledger contains what are referred to as control accounts. In addition to the gen-
eral ledger, a subsidiary ledger contains a group of subsidiary accounts associated with a
particular general ledger control account. For example, there will be a subsidiary ledger for
accounts receivable that keeps track of the increases and decreases in the account receivable
balance for each of the company’s customers purchasing goods or services on credit. After
all of the postings are made from the appropriate journals, the balance in the accounts receiv-
able control account should equal the sum of the balances in the accounts receivable subsid-
iary ledger accounts. Subsidiary ledgers also are used for accounts payable, property and
equipment, investments, and other accounts.



CHAPTER 2

Special Journals

An actual accounting system employs many different types of journals. The purpose of each
journal is to record, in chronological order, the dual effect of a transaction in debit/credit
form. The chapter used the general journal format to record each transaction. However, even
for small companies with relatively few transactions, the general journal is used to record
only a few types of transactions.

The majority of transactions are recorded in special journals. These journals capture the
dual effect of repetitive types of transactions. For example, cash receipts are recorded in a
cash receipts journal, cash disbursements in a cash disbursements journal, credit sales in
a sales journal, and the purchase of merchandise on account in a purchases journal.

Special journals simplify the recording process in the following ways:

1. Journalizing the effects of a particular transaction is made more efficient through the
use of specifically designed formats.

2. Individual transactions are not posted to the general ledger accounts but are
accumulated in the special journals and a summary posting is made on a periodic basis.

3. The responsibility for recording journal entries for the repetitive types of transactions
is placed on individuals who have specialized training in handling them.

The concepts of subsidiary ledgers and special journals are illustrated using the sales jour-
nal and the cash receipts journal.

Sales Journal

The purpose of the sales journal is to record all credit sales. Cash sales are recorded in the
cash receipts journal. Every entry in the sales journal has exactly the same effect on the
accounts; the sales revenue account is credited and the accounts receivable control account
is debited. Therefore, there is only one column needed to record the debit/credit effect of
these transactions. Other columns are needed to capture information for updating the
accounts receivable subsidiary ledger. Illustration 2C—1 presents the sales journal for Dress
Right Clothing Corporation for the month of August 2016.

Page 1
Accounts Cr. Sales
Receivable Sales Revenue (400)
Subsidiary Invoice Dr. Accounts
Date Account No. Customer Name No. Receivable (110)
2016
Aug. 5 801 Leland High School 10-221 1,500
9 812 Mr. John Smith 10-222 200
18 813 Greystone School 10-223 825
22 803 Ms. Barbara Jones 10-224 120
29 805 Hart Middle School 10-225 650
3,295
\_

During the month of August, the company made five credit sales, totaling $3,295. This
amount is posted as a debit to the accounts receivable control account, account number 110, and
a credit to the sales revenue account, account number 400. The T-accounts for accounts receiv-
able and sales revenue appear below. The reference SJ1 refers to page 1 of the sales journal.

General Ledger

Accounts Receivable 110 Sales Revenue 400
July 31 Balance 2,000
Aug. 31 SJ1 3,295 3,295  Aug. 31 SJ1

8For example, end-of-period adjusting entries would be recorded in the general journal.
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For most external
transactions, special
journals are used to
capture the dual effect
of the transaction in
debit/credit form.

All credit sales are
recorded in the sales
journal.

[llustration 2C—1

Sales Journal, Dress
Right Clothing
Corporation, August 2016
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All cash receipts are
recorded in the cash
receipts journal.

[llustration 2C—2

Cash Receipts Journal,
Dress Right Clothing
Corporation, August 2016

The Role of Accounting as an Information System

In a computerized accounting system, as each transaction is recorded in the sales journal, the
subsidiary ledger accounts for the customer involved will automatically be updated. For exam-
ple, the first credit sale of the month is to Leland High School for $1,500. The sales invoice
number for this sale is 10-221 and the customer’s subsidiary account number is 801. As this
transaction is entered, the subsidiary account 801 for Leland High School is debited for $1,500.

Accounts Receivable Subsidiary Ledger

Leland High School 801
August 5 SJ1 1,500

As cash is collected from this customer, the cash receipts journal records the transaction
with a credit to the accounts receivable control account and a debit to cash. At the same time,
the accounts receivable subsidiary ledger account number 801 also is credited. After the post-
ings are made from the special journals, the balance in the accounts receivable control account
should equal the sum of the balances in the accounts receivable subsidiary ledger accounts.

Cash Receipts Journal

The purpose of the cash receipts journal is to record all cash receipts, regardless of the
source. Every transaction recorded in this journal produces a debit entry to the cash account
with the credit to various other accounts. Illustration 2C-2 shows a cash receipts journal
using transactions of the Dress Right Clothing Corporation for the month of August 2016.

Page 1
Cr. Cr.
Dr. Accounts Sales
Explanation or Cash Receivable Revenue Cr. Other
Date Account Name (100) (110) (400) Other Accounts
2016
Aug. 7 Cash sale 500 500
Note
11 Borrowed cash 10,000 10,000 payable
(220)
17  Leland High School 750 750
20 Cash sale 300 300
25 Mr. John Smith 200 200
11,750 950 800 10,000
\ — —

Because every transaction results in a debit to the cash account, No. 100, a column is pro-
vided for that account. At the end of August, an $11,750 debit is posted to the general ledger
cash account with the source labeled CR1, cash receipts journal, page 1.

Because cash and credit sales are common, separate columns are provided for these
accounts. At the end of August, a $950 credit is posted to the accounts receivable general
ledger account, No. 110, and an $800 credit is posted to the sales revenue account, No. 400.
Two additional credit columns are provided for uncommon cash receipt transactions, one for
the credit amount and one for the account being credited. We can see that in August, Dress
Right borrowed $10,000 requiring a credit to the note payable account, No. 220.

In addition to the postings to the general ledger control accounts, each time an entry is
recorded in the accounts receivable column, a credit is posted to the accounts receivable
subsidiary ledger account for the customer making the payment. For example, on August 17,
Leland High School paid $750 on account. The subsidiary ledger account for Leland High
School is credited for $750.

Accounts Receivable Subsidiary Ledger
Leland High School 801

August 5 SJ1 1,500

750 August 17 CR1 @
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Questions For Review of Key Topics

Q21 Explain the difference between external events and internal events. Give an example of each type of event.

Q 2-2 Each economic event or transaction will have a dual effect on financial position. Explain what is meant by this
dual effect.

Q 2-3  What is the purpose of a journal? What is the purpose of a general ledger?

Q24 Explain the difference between permanent accounts and temporary accounts. Why does an accounting system
include both types of accounts?

Q 2-5 Describe how debits and credits affect assets, liabilities, and permanent owners’ equity accounts.

Q 2-6 Describe how debits and credits affect temporary owners’ equity accounts.

Q 2-7 What is the first step in the accounting processing cycle? What role do source documents fulfill in this step?
Q 2-8 Describe what is meant by transaction analysis.

Q 2-9 Describe what is meant by posting, the fourth step in the processing cycle.

Q 2-10 Describe the events that correspond to the following two journal entries:

T INVENTOTY ittt 20,000
Accounts payable .........ccocooeriiiiiiii 20,000

2. Accounts receivable ......ooooiiiiiiiieeeeeeeeeee e 30,000
SalES TEVENUE ...t e e 30,000

Cost of goods SOI .....cuiviiiiiiiiiiiiiiicieee e 18,000
INVENTOTY .ot 18,000

Q 2-11 What is an unadjusted trial balance? An adjusted trial balance?
Q 2-12 Define adjusting entries and discuss their purpose.

Q 2-13 Define closing entries and their purpose.

Q 2-14 Define prepaid expenses and provide at least two examples.

Q 2-15 Deferred revenues represent liabilities recorded when cash is received from customers in advance of providing
a good or service. What adjusting journal entry is required at the end of a period to recognize the amount of
deferred revenues that were recognized during the period?

Q 2-16 Define accrued liabilities. What adjusting journal entry is required to record accrued liabilities?
Q 2-17 Describe the purpose of each of the five primary financial statements.

Q 2-18 [Based on Appendix A] What is the purpose of a worksheet? In a columnar worksheet similar to
Illustration 2A—1, what would be the result of incorrectly transferring the balance in a liability account to
column K, the credit column under income statement?

Q 2-19 [Based on Appendix B] Define reversing entries and discuss their purpose.

Q 2-20 [Based on Appendix C] What is the purpose of special journals? In what ways do they simplify the recording
process?

Q 2-21 [Based on Appendix C] Explain the difference between the general ledger and a subsidiary ledger.
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|ACCOUNTING

Brief Exercises

The Marchetti Soup Company entered into the following transactions during the month of June: (1) purchased

BE 2=1 . inventory on account for $165,000 (assume Marchetti uses a perpetual inventory system); (2) paid $40,000

Transa.ct|on in salaries to employees for work performed during the month; (3) sold merchandise that cost $120,000 to

analysis credit customers for $200,000; (4) collected $180,000 in cash from credit customers; and (5) paid suppliers

® LO2-1 of inventory $145,000. Analyze each transaction and show the effect of each on the accounting equation for a
corporation.

BE 2-2 Prepare journal entries for each of the transactions listed in BE 2-1.

Journal entries

® LO2-2

BE 2-3 Post the journal entries prepared in BE 2-2 to T-accounts. Assume that the opening balances in each of the

T-accounts accounts is zero except for cash, accounts receivable, and accounts payable that had opening balances of

® LO2-3 $65,000, $43,000, and $22,000, respectively.
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Journal entries
® LO2-2

Adjusting entries
® LO2-5

Adjusting
entries; income
determination
® LO2-4, LO2-5

Adjusting entries
® LO2-5

Income
determination
® LO2-4

Adjusting entries
® LO2-5

Financial
statements
® LO2-6

Financial
statements
® LO2-6

Closing entries
® LO2-7

Cash versus
accrual
accounting
® LO2-8

The Role of Accounting as an Information System

Prepare journal entries for each of the following transactions for a company that has a fiscal year-end of
December 31: (1) on October 1, $12,000 was paid for a one-year fire insurance policy; (2) on June 30 the com-
pany lent its chief financial officer $10,000; principal and interest at 6% are due in one year; and (3) equipment
costing $60,000 was purchased at the beginning of the year for cash.

Prepare the necessary adjusting entries at December 31 for each of the items listed in BE 2—4. Depreciation on
the equipment is $12,000 per year.

If the adjusting entries prepared in BE 2-5 were not recorded, would net income be higher or lower and by
how much?

Prepare the necessary adjusting entries at its year-end of December 31, 2016, for the Jamesway Corporation for

each of the following situations. No adjusting entries were recorded during the year.

1. On December 20, 2016, Jamesway received a $4,000 payment from a customer for services to be rendered
early in 2017. Service revenue was credited.

2. On December 1, 2016, the company paid a local radio station $2,000 for 40 radio ads that were to be aired,
20 per month, throughout December and January. Prepaid advertising was debited.

3. Employee salaries for the month of December totaling $16,000 will be paid on January 7, 2017.

4. On August 31, 2016, Jamesway borrowed $60,000 from a local bank. A note was signed with principal and
8% interest to be paid on August 31, 2017.

If none of the adjusting journal entries prepared in BE 2—7 were recorded, would assets, liabilities, and share-
holders’ equity on the 12/31/16 balance sheet be higher or lower and by how much?

Prepare the necessary adjusting entries for Johnstone Controls at the end of its December 31, 2016, fiscal year-

end for each of the following situations. No adjusting entries were recorded during the year.

1. On March 31, 2016, the company lent $50,000 to another company. A note was signed with principal and
interest at 6% payable on March 31, 2017.

2. On September 30, 2016, the company paid its landlord $12,000 representing rent for the period September
30, 2016, to September 30, 2017.

3. Supplies on hand at the end of 2015 totaled $3,000. Additional supplies costing $5,000 were purchased dur-
ing 2016 and debited to the supplies account. At the end of 2016, supplies costing $4,200 remain on hand.

4. Vacation pay of $6,000 for the year that had been earned by employees was not paid or recorded. The com-
pany records vacation pay as salaries and wages expense.

The following account balances were taken from the 2016 adjusted trial balance of the Bowler Corporation: sales
revenue, $325,000; cost of goods sold, $168,000; salaries expense; $45,000; rent expense, $20,000; depreciation
expense, $30,000; and miscellaneous expense, $12,000. Prepare an income statement for 2016.

The following account balances were taken from the 2016 post-closing trial balance of the Bowler Corporation:
cash, $5,000; accounts receivable, $10,000; inventory, $16,000; equipment, $100,000; accumulated depreciation—
equipment, $40,000; accounts payable, $20,000; salaries payable, $12,000; retained earnings, $9,000; and common
stock, $50,000. Prepare a 12/31/16 balance sheet.

The year-end adjusted trial balance of the Timmons Tool and Die Corporation included the following account
balances: retained earnings, $220,000; sales revenue, $850,000; cost of goods sold, $580,000; salaries expense,
$180,000; rent expense, $40,000; and interest expense, $15,000. Prepare the necessary closing entries.

Newman Consulting Company maintains its records on a cash basis. During 2016 the following cash flows
were recorded: cash received from customers, $420,000; and cash paid for salaries, utilities, and advertising,
$240,000, $35,000, and $12,000, respectively. You also determine that customers owed the company $52,000
and $60,000 at the beginning and end of the year, respectively, and that the company owed the utility com-
pany $6,000 and $4,000 at the beginning and end of the year, respectively. Determine accrual net income for
the year.
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ACCOUNTING

An alternate exercise and problem set is available in the Connect library.

The following transactions occurred during March 2016 for the Wainwright Corporation. The company owns and
operates a wholesale warehouse.
1. TIssued 30,000 shares of common stock in exchange for $300,000 in cash.

2. Purchased equipment at a cost of $40,000. $10,000 cash was paid and a note payable was signed for the bal-
ance owed.

Purchased inventory on account at a cost of $90,000. The company uses the perpetual inventory system.
Credit sales for the month totaled $120,000. The cost of the goods sold was $70,000.
Paid $5,000 in rent on the warehouse building for the month of March.

Paid $6,000 to an insurance company for fire and liability insurance for a one-year period beginning
April 1, 2016.
Paid $70,000 on account for the merchandise purchased in 3.

AN

® N

Collected $55,000 from customers on account.
9. Recorded depreciation expense of $1,000 for the month on the equipment.

Analyze each transaction and show the effect of each on the accounting equation for a corporation.
Example:

Assets
1. +300,000 (cash)

= Liabilities + Paid-In Capital + Retained Earnings
+ 300,000 (common stock)

Prepare journal entries to record each of the transactions listed in E2—1.

Post the journal entries prepared in E2-2 to T-accounts. Assume that the opening balances in each of the accounts
is zero. Prepare a trial balance from the ending account balances.

The following transactions occurred during the month of June 2016 for the Stridewell Corporation. The company
owns and operates a retail shoe store.
1. Issued 100,000 shares of common stock in exchange for $500,000 cash.

2. Purchased furniture and fixtures at a cost of $100,000. $40,000 was paid in cash and a note payable was
signed for the balance owed.

. Purchased inventory on account at a cost of $200,000. The company uses the perpetual inventory system.

. Credit sales for the month totaled $280,000. The cost of the goods sold was $140,000.

. Paid $6,000 in rent on the store building for the month of June.

. Paid $3,000 to an insurance company for fire and liability insurance for a one-year period beginning June 1, 2016.
. Paid $120,000 on account for the merchandise purchased in 3.

. Collected $55,000 from customers on account.

. Paid shareholders a cash dividend of $5,000.

. Recorded depreciation expense of $2,000 for the month on the furniture and fixtures.

— O O 0 N N kW
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. Recorded the amount of prepaid insurance that expired for the month.

Prepare journal entries to record each of the transactions and events listed above.

Listed below are several terms and phrases associated with the accounting processing cycle. Pair each item from
List A (by letter) with the item from List B that is most appropriately associated with it.

List A List B

a. Record of the dual effect of a transaction in debit/credit form.

b. Internal events recorded at the end of a reporting period.

c. Primary means of disseminating information to external
decision makers.

__ 1. Source documents
__ 2. Transaction analysis
3. Journal

(continued)
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(concluded) List A List B
4. Posting d. To zero out the owners' equity temporary accounts.
__ 5. Unadjusted trial balance e. Determine the dual effect on the accounting equation.
__ 6. Adjusting entries f. List of accounts and their balances before recording adjusting
entries.
_ 7. Adjusted trial balance g. List of accounts and their balances after recording closing
entries.
____ 8. Financial statements h. List of accounts and their balances after recording adjusting
entries.
_ 9. Closing entries i. A means of organizing information: not part of the formal
accounting system.
—10. Post-closing trial balance j. Transferring balances from the journal to the ledger.
—11. Worksheet k. Used to identify and process external transactions.
E 2-6 Indicate whether a debit will increase (I) or decrease (D) each of the following accounts listed in items 1 through 16:
Debits and
credits Increase (l) or
® LO2-2 Decrease (D) Account
1. Inventory
2. Depreciation expense
3. Accounts payable
4. Prepaid rent
5 Sales revenue
6. Common stock
7. Salaries and wages payable
- Cost of goods sold
9. Utility expense
10. Equipment
P Accounts receivable
12. Utilities payable
13. Rent expense
) — Interest expense
15. Interest revenue
E 2-7 Some of the ledger accounts for the Sanderson Hardware Company are numbered and listed below. For each of
Transaction the October 2016 transactions numbered 1 through 12 below, indicate by account number which accounts should
analysis; debits be debited and which should be credited. The company uses the perpetual inventory system. Assume that appro-
and credits priate adjusting entries were recorded at the end of September.
® Lo2-2 (1) Accounts payable (2) Equipment (3) Inventory
(4) Accounts receivable (5) Cash (6) Supplies
(7) Supplies expense (8) Prepaid rent (9) Sales revenue
(10) Retained earnings (11) Note payable (12) Common stock
(13) Deferred revenue (14) Rent expense (15) Salaries and wages payable
(16) Cost of goods sold (17) Salaries and wages expense (18) Interest expense
Account(s) Debited Account(s) Credited
Example: Purchased inventory for cash 3 5

. Paid a cash dividend.

. Paid rent for the next three months.

. Sold goods to customers on account.

. Purchased inventory on account.

. Purchased supplies for cash.

. Paid employee salaries and wages for September.

. Issued common stock in exchange for cash.

. Collected cash from customers for goods sold in 3.

O 00 3 N L B W N =

. Borrowed cash from a bank and signed a note.

—_
=

. At the end of October, recorded the amount of supplies that had been used during the month.
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Adjusting entries
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Adjusting entries;
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unknowns
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E 2-11
Adjusting entries
® LO2-5
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11. Received cash for advance payment from customer.

12. Accrued employee salaries and wages for October.

Prepare the necessary adjusting entries at December 31, 2016, for the Falwell Company for each of the follow-
ing situations. Assume that no financial statements were prepared during the year and no adjusting entries were
recorded.

1.

A three-year fire insurance policy was purchased on July 1, 2016, for $12,000. The company debited insur-
ance expense for the entire amount.

2. Depreciation on equipment totaled $15,000 for the year.

Employee salaries of $18,000 for the month of December will be paid in early January 2017.

. On November 1, 2016, the company borrowed $200,000 from a bank. The note requires principal and interest

at 12% to be paid on April 30, 2017.

On December 1, 2016, the company received $3,000 in cash from another company that is renting office
space in Falwell’s building. The payment, representing rent for December and January, was credited to
deferred rent revenue.

Prepare the necessary adjusting entries at December 31, 2016, for the Microchip Company for each of the follow-
ing situations. Assume that no financial statements were prepared during the year and no adjusting entries were
recorded.

1.

On October 1, 2016, Microchip lent $90,000 to another company. A note was signed with principal and 8%
interest to be paid on September 30, 2017.

On November 1, 2016, the company paid its landlord $6,000 representing rent for the months of November
through January. Prepaid rent was debited.

On August 1, 2016, collected $12,000 in advance rent from another company that is renting a portion of
Microchip’s factory. The $12,000 represents one year’s rent and the entire amount was credited to rent
revenue.

4. Depreciation on office equipment is $4,500 for the year.

Vacation pay for the year that had been earned by employees but not paid to them or recorded is $8,000. The
company records vacation pay as salaries expense.

Microchip began the year with $2,000 in its asset account, supplies. During the year, $6,500 in supplies were
purchased and debited to supplies. At year-end, supplies costing $3,250 remain on hand.

The Eldorado Corporation’s controller prepares adjusting entries only at the end of the fiscal year. The following
adjusting entries were prepared on December 31, 2016:

Debit Credit
Interest expense 7,200
Interest payable 7,200
Rent expense 35,000
Prepaid rent 35,000
Interest receivable 500
Interest revenue 500

Additional information:

1.

The company borrowed $120,000 on March 31, 2016. Principal and interest are due on March 31, 2017. This
note is the company’s only interest-bearing debt.

2. Rent for the year on the company’s office space is $60,000. The rent is paid in advance.

On October 31, 2016, Eldorado lent money to a customer. The customer signed a note with principal and
interest at 6% due in one year.

Determine the following:

1.

What is the interest rate on the company’s note payable?

2. The 2016 rent payment was made at the beginning of which month?

3.

How much did Eldorado lend its customer on October 317?

The Mazzanti Wholesale Food Company’s fiscal year-end is June 30. The company issues quarterly financial
statements requiring the company to prepare adjusting entries at the end of each quarter. Assuming all quarterly
adjusting entries were properly recorded, prepare the necessary year-end adjusting entries at the end of June 30,
2016, for the following situations.

1.

On December 1, 2015, the company paid its annual fire insurance premium of $6,000 for the year beginning
December 1.
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2. On August 31, 2015, the company borrowed $80,000 from a local bank. The note requires principal and
interest at 8% to be paid on August 31, 2016.

3. Mazzanti owns a warehouse that it rents to another company. On January 1, 2016, Mazzanti collected
$24,000 representing rent for the 2016 calendar year.

4. Depreciation on the office building is $20,000 for the fiscal year.
5. Employee salaries and wages for the month of June 2016 of $16,000 will be paid on July 20, 2016.

E 2-12 The December 31, 2016, adjusted trial balance for the Blueboy Cheese Corporation is presented below.
Financial
statements and Account Title Debits Credits
closing entries Cash 21,000
® LO2-6, LO2-7 Accounts receivable 300,000
Prepaid rent 10,000
Inventory 50,000
Office equipment 600,000
Accumulated depreciation—office equipment 250,000
Accounts payable 60,000
Note payable (due in six months) 60,000
Salaries payable 8,000
Interest payable 2,000
Common stock 400,000
Retained earnings 100,000
Sales revenue 800,000
Cost of goods sold 480,000
Salaries expense 120,000
Rent expense 30,000
Depreciation expense 60,000
Interest expense 4,000
Advertising expense 5,000
Totals 1,680,000 1,680,000

1. Prepare an income statement for the year ended December 31, 2016, and a classified balance sheet as of
December 31, 2016.

2. Prepare the necessary closing entries at December 31, 2016.

E 2-13 American Chip Corporation’s fiscal year-end is December 31. The following is a partial adjusted trial balance as
Closing entries of December 31, 2016.
® LO2-7
Account Title Debits Credits
Retained earnings 80,000
Sales revenue 750,000
Interest revenue 3,000
Cost of goods sold 420,000
Salaries expense 100,000
Rent expense 15,000
Depreciation expense 30,000
Interest expense 5,000
Insurance expense 6,000

Prepare the necessary closing entries at December 31, 2016.

E 2-14 Presented below is income statement information of the Schefter Corporation for the year ended December 31,
Closing entries 2016.
® LO2-7

Sales revenue $492,000 Cost of goods sold $284,000

Salaries expense 80,000 Insurance expense 12,000

Interest revenue 6,000 Interest expense 4,000

Advertising expense 10,000 Income tax expense 30,000

Gain on sale of investments 8,000 Depreciation expense 20,000

Prepare the necessary closing entries at December 31, 2016.
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The Righter Shoe Store Company prepares monthly financial statements for its bank. The November 30 and
December 31, 2016, trial balances contained the following account information:

Nov. 30 Dec. 31
Dr. Cr. Dr. Cr.
Supplies 1,500 3,000
Prepaid insurance 6,000 4,500
Salaries and wages payable 10,000 15,000
Deferred rent revenue 2,000 1,000

The following information also is known:
The December income statement reported $2,000 in supplies expense.

IS

No insurance payments were made in December.

o

$10,000 was paid to employees during December for salaries and wages.

o

On November 1, 2016, a tenant paid Righter $3,000 in advance rent for the period November through Janu-
ary. Deferred rent revenue was credited.

What was the cost of supplies purchased during December?
What was the adjusting entry recorded at the end of December for prepaid insurance?

What was the adjusting entry recorded at the end of December for accrued salaries and wages?

Eal S

What was the amount of rent revenue recognized in December? What adjusting entry was recorded at the end
of December for deferred rent?

The following transactions occurred during 2016 for the Beehive Honey Corporation:

Feb. 1 Borrowed $12,000 from a bank and signed a note. Principal and interest at 10% will be paid
on January 31, 2017.

Apr. 1 Paid $3,600 to an insurance company for a two-year fire insurance policy.

July 17 Purchased supplies costing $2,800 on account. The company records supplies purchased in
an asset account. At the year-end on December 31, 2016, supplies costing $1,250 remained
on hand.

Nov. 1 A customer borrowed $6,000 and signed a note requiring the customer to pay principal and

8% interest on April 30, 2017.

1. Record each transaction in general journal form. Omit explanations.

2. Prepare any necessary adjusting entries at the year-end on December 31, 2016. No adjusting entries were
recorded during the year for any item.

During the course of your examination of the financial statements of the Hales Corporation for the year ended

December 31, 2016, you discover the following:

a. An insurance policy covering three years was purchased on January 1, 2016, for $6,000. The entire amount
was debited to insurance expense and no adjusting entry was recorded for this item.

b. During 2016, the company received a $1,000 cash advance from a customer for merchandise to be manufac-
tured and shipped in 2017. The $1,000 was credited to sales revenue. No entry was recorded for the cost of
merchandise.

c. There were no supplies listed in the balance sheet under assets. However, you discover that supplies costing
$750 were on hand at December 31.

d. Hales borrowed $20,000 from a local bank on October 1, 2016. Principal and interest at 12% will be paid on
September 30, 2017. No accrual was recorded for interest.

e. Net income reported in the 2016 income statement is $30,000 before reflecting any of the above items.

Determine the proper amount of net income for 2016.
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E 2-18 Stanley and Jones Lawn Service Company (S&J) maintains its books on a cash basis. However, the company
Cash versus recently borrowed $100,000 from a local bank and the bank requires S&J to provide annual financial statements
accrual prepared on an accrual basis. During 2016, the following cash flows were recorded:
accounting Cash collected from customers $320,000
® LO2-8 Cash paid for:
Salaries $180,000
Supplies 25,000
Rent 12,000
Insurance 6,000
Miscellaneous 20,000 243,000
Net operating cash flow $ 77,000
You are able to determine the following information about accounts receivable, prepaid expenses, and accrued
liabilities:
January 1, 2016 December 31, 2016
Accounts receivable $32,000 $27,000
Prepaid insurance -0 2,000
Supplies 1,000 1,500
Accrued liabilities
(for miscellaneous expenses) 2,400 3,400
In addition, you learn that the bank loan was dated September 30, 2016, with principal and interest at 6% due in
one year. Depreciation on the company’s equipment is $10,000 for the year.
Prepare an accrual basis income statement for 2016. (Ignore income taxes.)
E 2-19 Haskins and Jones, Attorneys-at-Law, maintain its books on a cash basis. During 2016, the company collected
Cash versus $545,000 in fees from its clients and paid out $412,000 in expenses. You are able to determine the following infor-
accrual mation about accounts receivable, prepaid expenses, deferred fee revenue, and accrued liabilities:
accounting January 1, 2016 December 31, 2016
® LO2-8 .
Accounts receivable $62,000 $55,000
Prepaid insurance 4,500 6,000
Prepaid rent 9,200 8,200
Deferred fee revenue 9,200 11,000
Accrued liabilities
(for various expenses) 12,200 15,600
In addition, 2016 depreciation expense on furniture and fixtures is $22,000.
Determine accrual basis net income for 2016.
E 2-20 The December 31, 2016, unadjusted trial balance for the Wolkstein Drug Company is presented below. December
Worksheet 31 is the company’s fiscal year-end.
® Appendix 2A Account Title Debits Credits
Cash 20,000
Accounts receivable 35,000
Prepaid rent 5,000
Inventory 50,000
Equipment 100,000
Accumulated depreciation—equipment 30,000
Accounts payable 25,000
Salaries and wages payable -0-
Common stock 100,000
Retained earnings 29,000
Sales revenue 323,000
Cost of goods sold 180,000
Salaries and wages expense 71,000
Rent expense 30,000
Depreciation expense -0-
Utility expense 12,000
Advertising expense 4,000

Totals 507,000 507,000
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The following year-end adjusting entries are required:
a. Depreciation expense for the year on the equipment is $10,000.

b. Accrued salaries and wages payable at year-end should be $4,000.

1. Prepare and complete a worksheet similar to Illustration 2A—1.

2. Prepare an income statement for 2016 and a balance sheet as of December 31, 2016.

Review of the Accounting Process 101

The employees of Xitrex, Inc., are paid each Friday. The company’s fiscal year-end is June 30, which falls on a
Wednesday for the current year. Salaries and wages are earned evenly throughout the five-day workweek, and
$10,000 will be paid on Friday, July 2.

1. Prepare an adjusting entry to record the accrued salaries and wages as of June 30, a reversing entry on July 1,
and an entry to record the payment of salaries and wages on July 2.

2. Prepare journal entries to record the accrued salaries and wages as of June 30 and the payment of salaries and
wages on July 2 assuming a reversing entry is not recorded.

Refer to E2-9 and respond to the following requirements.

1. If Microchip’s accountant employed reversing entries for accruals, which adjusting entries would she likely
reverse at the beginning of the following year?

2. Prepare the adjusting entries at the end of 2016 for the adjustments you identified in requirement 1.

3. Prepare the appropriate reversing entries at the beginning of 2017.

Refer to E2-9 and respond to the following requirements.

1. If Microchip’s accountant employed reversing entries for prepaid expenses, which transactions would be
affected?
2. Prepare the original transactions creating the prepaid expenses and the adjusting entries at the end of 2016 for
the transactions you identified in requirement 1.

3. Prepare the appropriate reversing entries at the beginning of 2017.

The White Company’s accounting system consists of a general journal (GJ), a cash receipts journal (CR), a cash
disbursements journal (CD), a sales journal (SJ), and a purchases journal (PJ). For each of the following, indicate
which journal should be used to record the transaction.

Transaction

©ONO VA WN S

N

. Purchased merchandise on account.

. Collected an account receivable.

. Borrowed $20,000 and signed a note.
. Recorded depreciation expense.

. Purchased equipment for cash.

Sold merchandise for cash (the sale only, not the cost of the merchandise).

Sold merchandise on credit (the sale only, not the cost of the merchandise).
. Recorded accrued salaries and wages payable.

. Paid employee salaries and wages.

10.
1.
12.
13.
14.

Sold equipment for cash.

Sold equipment on credit.

Paid a cash dividend to shareholders.
Issued common stock in exchange for cash.
Paid accounts payable.

-
o
c
=
3
L

The accounting system of K and M Manufacturing consists of a general journal (GJ), a cash receipts journal (CR),
a cash disbursements journal (CD), a sales journal (SJ), and a purchases journal (PJ). For each of the following,
indicate which journal should be used to record the transaction.

Transaction

Journal

1.
2.
3.

Paid interest on a loan.
Recorded depreciation expense.
Purchased furniture for cash.

(continued)
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(concluded) Transaction Journal
4. Purchased merchandise on account.

. Sold merchandise on credit (the sale only, not the cost of the merchandise).
. Sold merchandise for cash (the sale only, not the cost of the merchandise).
. Paid rent.
. Recorded accrued interest payable.

9. Paid advertising bill.
10. Sold equipment on credit.

0 N O~ »

11. Collected cash from customers on account.
12. Paid employee salaries and wages.
13. Collected interest on a note receivable.

@ connect

|ACCOUNTING

CPA Review Questions

CPA Exam The following questions are adapted from a variety of sources including questions developed by the AICPA
Questions Board of Examiners and those used in the Kaplan CPA Review Course to study accounting changes and errors
AP processipg while preparing for the CPA examination. Determine the response that best completes the statements
or questions.
CPA REVIEW
® LO2-1 1. JME Corporation bills its customers when services are rendered and recognizes revenue at the same time.
This event causes an
a. Increase in assets.
b. Increase in net income.
c. Increase in retained earnings.
d. All of the above.
® LO2-5 2. Fay Corp. pays its outside salespersons fixed monthly salaries as well as commissions on net sales. Sales
commissions are paid in the month following the month of sale, while the fixed salaries are expensed but con-
sidered advances against commissions. However, if salespersons’ fixed salaries exceed their sales commis-
sions earned for a month, such excess is not returned to the company. Pertinent data for the month of March
for the three salespersons are as follows:
Commission
Salesperson Fixed Salary Net Sales Rate
A $10,000 $ 200,000 4%
B 14,000 400,000 6%
€ 18,000 600,000 6%
Totals $42,000 $1,200,000
What amount should Fay accrue as a debit to sales commissions expense and a credit to sales commissions
payable at March 317
a. $26,000
b. $28,000
c. $68,000
d. $70,000
® LO2-8 3. Compared to the accrual basis of accounting, the cash basis of accounting produces a lower amount of
income by the net decrease during the accounting period of
Accounts Receivable Accrued Liabilities
a. Yes No
b. No Yes
@ Yes Yes
d. No No
® LO2-8 4. On April 1 Ivy Corp. began operating a service company with an initial cash investment by shareholders of

$1,000,000. The company provided $3,200,000 of services in April and received full payment in May. Ivy
also incurred expenses of $1,500,000 in April that were paid in June. During May, Ivy paid its shareholders
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cash dividends of $500,000. What was the company’s income before income taxes for the two months ended
May 31 under the following methods of accounting?

Cash Basis Accrual Basis
a. $3,200,000 $1,700,000
b. $2,700,000 $1,200,000
@ $1,700,000 $1,700,000
d. $3,200,000 $1,200,000
® LO2-8 5. Under East Co.’s accounting system, all insurance premiums paid are debited to prepaid insurance. During

the year, East records monthly estimated charges to insurance expense with credits to prepaid insurance.
Additional information for the year ended December 31 is as follows:

Prepaid insurance at January 1 $105,000
Insurance expense recognized during
the year 437,500
Prepaid insurance at December 31 122,500
What was the total amount of cash paid by East for insurance premiums during the year?
a. $332,500
b. $420,000
c. $437,500
d. $455,000

Problems = connect

|ACCOUNTING

An alternate exercise and problem set is available in the Connect library.

P 2-1 Halogen Laminated Products Company began business on January 1, 2016. During January, the following
Accounting transactions occurred:
cycle through
unadjusted trial Jan. 1 Issued common stock in exchange for $100,000 cash.
balance 2 Purchased inventory on account for $35,000 (the perpetual inventory system is used).
® LO2-2, LO2-3 4 Paid an insurance company $2,400 for a one-year insurance policy.
10 Sold merchandise on account for $12,000. The cost of the merchandise was $7,000.
15 Borrowed $30,000 from a local bank and signed a note. Principal and interest at 10% is to be

repaid in six months.
20 Paid employees $6,000 salaries and wages for the first half of the month.
22 Sold merchandise for $10,000 cash. The cost of the merchandise was $6,000.
24 Paid $15,000 to suppliers for the merchandise purchased on January 2.
26 Collected $6,000 on account from customers.
28 Paid $1,000 to the local utility company for January gas and electricity.
30 Paid $4,000 rent for the building. $2,000 was for January rent, and $2,000 for February rent.

Required:
1. Prepare general journal entries to record each transaction. Omit explanations.

2. Post the entries to T-accounts.
3. Prepare an unadjusted trial balance as of January 30, 2016.

P 2-2 The following is the post-closing trial balance for the Whitlow Manufacturing Corporation as of December 31,
Accounting 2015.
cycle through

unadjusted trial Account Title Debits Credits
balance Cash 5,000
® LO2-2, LO2-3 Accounts receivable 2,000
Inventory 5,000
Equipment 11,000
Accumulated depreciation—equipment 3,500
Accounts payable 3,000

(continued)
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P 2-3
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The following transactions occurred during January 2016:

Jan. 1

10
13
16
18
20
30
31

Account Title Debits Credits
Common stock 10,000
Retained earnings 6,500
Sales revenue -0-
Cost of goods sold -0-
Salaries and wages expense -0-
Rent expense -0-
Advertising expense -0-

Totals 23,000 23,000

Sold merchandise for cash, $3,500. The cost of the merchandise was $2,000. The company uses

the perpetual inventory system.

Purchased equipment on account for $5,500 from the Strong Company.

Received a $150 bill from the local newspaper for an advertisement that appeared in the paper

on January 2.

Sold merchandise on account for $5,000. The cost of the merchandise was $2,800.

Purchased merchandise on account for $9,500.

Purchased equipment for cash, $800.

Paid the entire amount due to the Strong Company.
Received $4,000 from customers on account.

Paid $800 to the owner of the building for January’s rent.

Paid employees $3,000 for salaries and wages for the month of January.
Paid a cash dividend of $1,000 to shareholders.

Post the entries to T-accounts.

1. Set up T-accounts and enter the beginning balances as of January 1, 2016.

2. Prepare general journal entries to record each transaction. Omit explanations.
3.

4. Prepare an unadjusted trial balance as of January 31, 2016.

Pastina Company sells various types of pasta to grocery chains as private label brands. The company’s fiscal
year-end is December 31. The unadjusted trial balance as of December 31, 2016, appears below.

Account Title Debits Credits
Cash 30,000
Accounts receivable 40,000
Supplies 1,500
Inventory 60,000
Note receivable 20,000
Interest receivable -0-
Prepaid rent 2,000
Prepaid insurance -0-
Office equipment 80,000
Accumulated depreciation—office equipment 30,000
Accounts payable 31,000
Salaries and wages payable -0-
Note payable 50,000
Interest payable -0-
Deferred revenue -0-
Common stock 60,000
Retained earnings 24,500
Sales revenue 148,000
Interest revenue -0-
Cost of goods sold 70,000
Salaries and wages expense 18,900
Rent expense 11,000
Depreciation expense -0-

(continued)
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Interest expense -0-
Supplies expense 1,100
Insurance expense 6,000
Advertising expense 3,000
Totals 343,500 343,500

Information necessary to prepare the year-end adjusting entries appears below.

1.
2.

Depreciation on the office equipment for the year is $10,000.

Employee salaries and wages are paid twice a month, on the 22nd for salaries and wages earned from the 1st
through the 15th, and on the 7th of the following month for salaries and wages earned from the 16th through
the end of the month. Salaries and wages earned from December 16 through December 31, 2016, were $1,500.
On October 1, 2016, Pastina borrowed $50,000 from a local bank and signed a note. The note requires inter-
est to be paid annually on September 30 at 12%. The principal is due in 10 years.

On March 1, 2016, the company lent a supplier $20,000 and a note was signed requiring principal and interest
at 8% to be paid on February 28, 2017.

On April 1, 2016, the company paid an insurance company $6,000 for a two-year fire insurance policy. The
entire $6,000 was debited to insurance expense.

$800 of supplies remained on hand at December 31, 2016.

A customer paid Pastina $2,000 in December for 1,500 pounds of spaghetti to be delivered in January 2017.
Pastina credited sales revenue.

On December 1, 2016, $2,000 rent was paid to the owner of the building. The payment represented rent for
December 2016 and January 2017, at $1,000 per month.

Prepare the necessary December 31, 2016, adjusting journal entries.

Refer to P2-3 and complete the following steps:

1.

o v

Enter the unadjusted balances from the trial balance into T-accounts.

2. Post the adjusting entries prepared in P2-3 to the accounts.
3.
4

. Prepare an income statement and a statement of shareholders’ equity for the year ended December 31, 2016,

Prepare an adjusted trial balance.

and a classified balance sheet as of December 31, 2016. Assume that no common stock was issued during the
year and that $4,000 in cash dividends were paid to shareholders during the year.

Prepare closing entries and post to the accounts.

. Prepare a post-closing trial balance.

Howarth Company’s fiscal year-end is December 31. Below are the unadjusted and adjusted trial balances for
December 31, 2016.

Unadjusted Adjusted
Account Title Debits Credits Debits Credits
Cash 50,000 50,000
Accounts receivable 35,000 35,000
Prepaid rent 2,000 1,200
Supplies 1,500 800
Inventory 60,000 60,000
Note receivable 30,000 30,000
Interest receivable -0- 1,500
Office equipment 45,000 45,000
Accumulated depreciation 15,000 21,500
Accounts payable 34,000 34,000
Salaries and wages payable -0- 6,200
Note payable 50,000 50,000
Interest payable -0- 2,500
Deferred rent revenue -0- 2,000
Common stock 46,000 46,000
Retained earnings 20,000 20,000

(continued)
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(concluded) Unadjusted Adjusted
Account Title Debits Credits Debits Credits
Sales revenue 244,000 244,000
Rent revenue 6,000 4,000
Interest revenue -0- 1,500
Cost of goods sold 126,000 126,000
Salaries and wages expense 45,000 51,200
Rent expense 11,000 11,800
Depreciation expense -0- 6,500
Supplies expense 1,100 1,800
Interest expense 5,400 7,900
Advertising expense 3,000 3,000
Totals 415,000 415,000 431,700 431,700
Required:
Prepare the adjusting journal entries that were recorded at December 31, 2016.
P 2-6 The general ledger of the Karlin Company, a consulting company, at January 1, 2016, contained the following

Accounting cycle  account balances:
® LO2-2 through

LO2-7 Account Title Debits Credits
Cash 30,000
a Accounts receivable 15,000
Equipment 20,000

Dt Accumulated depreciation 6,000

Salaries payable 9,000

Common stock 40,500

Retained earnings 9,500

Total 65,000 65,000

The following is a summary of the transactions for the year:
Sales of services, $100,000, of which $30,000 was on credit.

Collected on accounts receivable, $27,300.

Issued shares of common stock in exchange for $10,000 in cash.
Paid salaries, $50,000 (of which $9,000 was for salaries payable).
Paid miscellaneous expenses, $24,000.

Purchased equipment for $15,000 in cash.

Paid $2,500 in cash dividends to shareholders.

@ -0 &0 op

Required:
1. Set up the necessary T-accounts and enter the beginning balances from the trial balance.

Prepare a general journal entry for each of the summary transactions listed above.
Post the journal entries to the accounts.
Prepare an unadjusted trial balance.

Al o

Prepare and post adjusting journal entries. Accrued salaries at year-end amounted to $1,000. Depreciation for
the year on the equipment is $2,000.

Prepare an adjusted trial balance.
Prepare an income statement for 2016 and a balance sheet as of December 31, 2016.

Prepare and post closing entries.

© % N o

Prepare a post-closing trial balance.

P 2-7

Adjusting entries  The information necessary for preparing the 2016 year-end adjusting entries for Vito’s Pizza Parlor appears

and income below. Vito’s fiscal year-end is December 31.

effects a. On July 1, 2016, purchased $10,000 of IBM Corporation bonds at face value. The bonds pay interest twice a
® LO2-4, LO2-5 year on January 1 and July 1. The annual interest rate is 12%.
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senting the first six months’ rent and credited deferred rent revenue.

insurance expense.

est at 12% will be paid on September 30, 2017.

on hand.

entries. (Ignore income tax expense.)

. Prepare the necessary adjusting journal entries at December 31, 2016.

. On April 1, 2016, the company paid $2,400 for a two-year fire and liability insurance policy and debited

. Determine the amount by which net income would be misstated if Vito’s failed to record these adjusting

Excalibur Corporation sells video games for personal computers. The unadjusted trial balance as of
December 31, 2016, appears below. December 31 is the company’s fiscal year-end. The company uses the per-
petual inventory system.

Account Title Debits Credits
Cash 23,300
Accounts receivable 32,500
Supplies -0-
Prepaid rent -0-
Inventory 65,000
Office equipment 75,000
Accumulated depreciation—office equipment 10,000
Accounts payable 26,100
Salaries and wages payable 3,000
Note payable 30,000
Common stock 80,000
Retained earnings 16,050
Sales revenue 180,000
Cost of goods sold 95,000
Interest expense -0-
Salaries and wages expense 32,350
Rent expense 14,000
Supplies expense 2,000
Utility expense 6,000

Totals 345,150 345,150

Information necessary to prepare the year-end adjusting entries appears below.
. The office equipment was purchased in 2014 and is being depreciated using the straight-line method over an

eight-year useful life with no salvage value.

. Accrued salaries and wages at year-end should be $4,500.

Prepare the necessary December 31, 2016, adjusting entries.

107

. Vito’s depreciable equipment has a cost of $30,000, a five-year life, and no salvage value. The equipment was
purchased in 2014. The straight-line depreciation method is used.

. On November 1, 2016, the bar area was leased to Jack Donaldson for one year. Vito’s received $6,000 repre-

. On October 1, 2016, the company borrowed $20,000 from a local bank and signed a note. Principal and inter-

. At year-end, there is a $1,800 debit balance in the supplies (asset) account. Only $700 of supplies remain

3. The company borrowed $30,000 on September 1, 2016. The principal is due to be repaid in 10 years. Interest
is payable twice a year on each August 31 and February 28 at an annual rate of 10%.

. The company debits supplies expense when supplies are purchased. Supplies on hand at year-end cost $500.
. Prepaid rent at year-end should be $1,000.
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P 2-9 The unadjusted trial balance as of December 31, 2016, for the Bagley Consulting Company appears below.
Accounting cycle;  December 31 is the company’s fiscal year-end.
unadjusted trial

balance through Account Title Debits Credits
closing
® LO2-3, LO2-5, Cash 8,000
LO2-7 Accounts receivable 9,000
Prepaid insurance 3,000
Land 200,000
Buildings 50,000
a Accumulated depreciation—buildings 20,000
N Office equipment 100,000
Accumulated depreciation—office equipment 40,000
Accounts payable 35,050
Salaries and wages payable -0-
Deferred rent revenue -0-
Common stock 200,000
Retained earnings 56,450
Sales revenue 90,000
Interest revenue 3,000
Rent revenue 7,500
Salaries and wages expense 37,000
Depreciation expense -0-
Insurance expense -0-
Utility expense 30,000
Maintenance expense 15,000
Totals 452,000 452,000

1. Enter the account balances in T-accounts.
2. From the trial balance and information given, prepare adjusting entries and post to the accounts.

a. The buildings have an estimated useful life of 50 years with no salvage value. The company uses the
straight-line depreciation method.

b. The office equipment is depreciated at 10 percent of original cost per year.
c. Prepaid insurance expired during the year, $1,500.
d. Accrued salaries and wages at year-end, $1,500.
e. Deferred rent revenue at year-end should be $1,200.
3. Prepare an adjusted trial balance.
4. Prepare closing entries.

5. Prepare a post-closing trial balance.

P 2-10 McGuire Corporation began operations in 2016. The company purchases computer equipment from manufactur-
Accrual ers and then sells to retail stores. During 2016, the bookkeeper used a check register to record all cash receipts
accounting; and cash disbursements. No other journals were used. The following is a recap of the cash receipts and disburse-
financial ments made during the year.
statements
® LO2-4, LO2-6, Cash receipts:
LO2-8 Sale of common stock $ 50,000
Collections from customers 320,000
* Borrowed from local bank on April 1, note signed requiring
principal and interest at 12% to be paid on March 31, 2017 40,000
Total cash receipts $410,000
Cash disbursements: -
Purchase of merchandise $220,000
Payment of salaries and wages 80,000
Purchase of office equipment 30,000
Payment of rent on building 14,000
Miscellaneous expenses 10,000

Total cash disbursements $354,000



P 2-11
Cash versus
accrual
accounting
® LO2-8

P 2-12
Cash versus
accrual
accounting
® LO2-8

*
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You are called in to prepare financial statements at December 31, 2016. The following additional information

was provided to you:

1.

Customers owed the company $22,000 at year-end.

2. Atyear-end, $30,000 was still due to suppliers of merchandise purchased on credit.

3. At year-end, merchandise inventory costing $50,000 still remained on hand.

4.

5. On December 1, $3,000 in rent was paid to the owner of the building used by McGuire. This represented rent

Salaries and wages owed to employees at year-end amounted to $5,000.

for the months of December through February.

The office equipment, which has a 10-year life and no salvage value, was purchased on January 1, 2016.
Straight-line depreciation is used.

Prepare an income statement for 2016 and a balance sheet as of December 31, 2016.

Selected balance sheet information for the Wolf Company at November 30, and December 31, 2016, is presented
below. The company uses the perpetual inventory system and all sales to customers are made on credit.

S

Nov. 30 Dec. 31
Dr. Cr. Dr. Cr.
Accounts receivable 10,000 3,000
Prepaid insurance 5,000 7,500
Inventory 7,000 6,000
Accounts payable 12,000 15,000
Salaries and wages payable 5,000 3,000

The following cash flow information also is available:
Cash collected from credit customers, $80,000.

Cash paid for insurance, $5,000.
Cash paid to suppliers of inventory, $60,000 (the entire accounts payable amounts relate to inventory purchases).

Cash paid to employees for salaries and wages, $10,000.

Determine the following for the month of December:
a. Sales revenue.

b. Cost of goods sold.

c. Insurance expense.

d. Salaries and wages expense.

Prepare summary journal entries to record the month’s sales and cost of those sales.

Zambrano Wholesale Corporation maintains its records on a cash basis. At the end of each year the company’s
accountant obtains the necessary information to prepare accrual basis financial statements. The following cash
flows occurred during the year ended December 31, 2016:

Cash receipts:

From customers $675,000
Interest on note 4,000
Loan from a local bank 100,000
Total cash receipts $779,000
Cash disbursements: —_—
Purchase of merchandise $390,000
Annual insurance payment 6,000
Payment of salaries and wages 210,000
Dividends paid to shareholders 10,000
Annual rent payment 24,000

Total cash disbursements $640,000
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Selected balance sheet information:

12/31/15 12/31/16
Cash $25,000 $164,000
Accounts receivable 62,000 92,000
Inventory 80,000 62,000
Prepaid insurance 2,500 ?
Prepaid rent 11,000 ?
Interest receivable 3,000 ?
Note receivable 50,000 50,000
Equipment 100,000 100,000
Accumulated depreciation—equipment (40,000) (50,000)
Accounts payable (for merchandise) 110,000 122,000
Salaries and wages payable 20,000 24,000
Note payable -0- 100,000
Interest payable -0- ?

Additional information:
1. On March 31, 2015, Zambrano lent a customer $50,000. Interest at 8% is payable annually on each March
31. Principal is due in 2019.

2. The annual insurance payment is paid in advance on April 30. The policy period begins on May 1.

3. On October 31, 2016, Zambrano borrowed $100,000 from a local bank. Principal and interest at 6% are due
on October 31, 2017.

4. Annual rent on the company’s facilities is paid in advance on June 30. The rental period begins on July 1.

1. Prepare an accrual basis income statement for 2016 (ignore income taxes).
2. Determine the following balance sheet amounts on December 31, 2016:

a. Prepaid insurance.

b. Prepaid rent.

c. Interest receivable.

d. Interest payable.

P 2-13 Using the information from P2-8, prepare and complete a worksheet similar to Illustration 2A—1. Use the infor-
Worksheet mation in the worksheet to prepare an income statement and a statement of shareholders’ equity for 2016 and
@ Appendix 2A a balance sheet as of December 31, 2016. Cash dividends paid to shareholders during the year amounted to

$6,000. Also prepare the necessary closing entries assuming that adjusting entries have been correctly posted to
the accounts.

Broaden Your Perspective

Apply your critical-thinking ability to the knowledge you’ve gained. These cases will provide you an opportunity to
develop your research, analysis, judgment, and communication skills. You also will work with other students, inte-
grate what you’ve learned, apply it in real-world situations, and consider its global and ethical ramifications. This
practice will broaden your knowledge and further develop your decision-making abilities.

Judgment You have recently been hired by Davis & Company, a small public accounting firm. One of the firm’s partners,
Case 2-1 Alice Davis, has asked you to deal with a disgruntled client, Mr. Sean Pitt, owner of the city’s largest hardware
Cash versus store. Mr. Pitt is applying to a local bank for a substantial loan to remodel his store. The bank requires accrual
accrual based financial statements but Mr. Pitt has always kept the company’s records on a cash basis. He does not see
accounting; the purpose of accrual based statements. His most recent outburst went something like this: “After all, I collect

adjusting entries;  cash from customers, pay my bills in cash, and I am going to pay the bank loan with cash. And, I already show my
Chapters 1 and 2 building and equipment as assets and depreciate them. I just don’t understand the problem.”

® LO2-4, LO2-8
1. Explain the difference between a cash basis and an accrual basis measure of performance.

2. Why, in most cases, does accrual basis net income provide a better measure of performance than net operat-
ing cash flow?

3. Explain the purpose of adjusting entries as they relate to the difference between cash and accrual accounting.



Judgment
Case 2-2
Cash versus
accrual
accounting
® LO2-8

Communication
Case 2-3
Adjusting entries
® LO2-4
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Refer to Case 2—1 above. Mr. Pitt has relented and agrees to provide you with the information necessary to convert
his cash basis financial statements to accrual basis statements. He provides you with the following transaction
information for the fiscal year ending December 31, 2016:

1.

A comprehensive insurance policy requires a payment every year for the upcoming year. The last payment of
$12,000 was made on September 1, 2016.

Mr. Pitt allows customers to pay using a credit card. At the end of the current year, various credit card compa-
nies owed Mr. Pitt $6,500. At the end of last year, customer credit card charges outstanding were $5,000.

. Employees are paid once a month, on the 10th of the month following the work period. Cash disbursements

to employees were $8,200 and $7,200 for January 10, 2017, and January 10, 2016, respectively.

4. Utility bills outstanding totaled $1,200 at the end of 2016 and $900 at the end of 2015.

A physical count of inventory is always taken at the end of the fiscal year. The merchandise on hand at the
end of 2016 cost $35,000. At the end of 2015, inventory on hand cost $32,000.

At the end of 2015, Mr. Pitt did not have any bills outstanding to suppliers of merchandise. However, at the
end of 2016, he owed suppliers $4,000.

. Mr. Pitt’s 2016 cash basis net income (including depreciation expense) is $26,000. Determine net income

applying the accrual accounting model.

Explain the effect on Mr. Pitt’s balance sheet of converting from cash to accrual. That is, would assets, liabili-
ties, and owner’s equity be higher or lower and by what amounts?

“I don’t understand,” complained Chris, who responded to your bulletin board posting in your responsibilities as
a tutor. The complaint was in response to your statements that recording adjusting entries is a critical step in the
accounting processing cycle, and the two major classifications of adjusting entries are prepayments and accruals.

Respond to Chris.

1.
2.

When do prepayments occur? Accruals?

Describe the appropriate adjusting entry for prepaid expenses and for deferred revenues. What is the effect

on net income, assets, liabilities, and shareholders’ equity of not recording a required adjusting entry for
prepayments?

Describe the required adjusting entry for accrued liabilities and for accrued receivables. What is the effect on
net income, assets, liabilities, and shareholders’ equity of not recording a required adjusting entry for accruals?
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The Balance Sheet
and Financial
Disclosures

Chapter 1 stressed the importance of the financial statements in helping
investors and creditors predict future cash flows. The balance sheet, along
with accompanying disclosures, provides relevant information useful in help-
ing investors and creditors not only to predict future cash flows, but also to
make the related assessments of liquidity and long-term solvency.

The purpose of this chapter is to provide an overview of the balance
sheet and financial disclosures and to explore how this information is used
by decision makers.

After studying this chapter, you should be able to:

® LO3-1 Describe the purpose of the balance sheet and understand its usefulness
and limitations. (p. 174)

® LO3-2 |dentify and describe the various balance sheet asset classifications. (p. 776)
® LO3-3 Identify and describe the two balance sheet liability classifications. (p. 720)
® LO3-4 Explain the purpose of financial statement disclosures. (p. 7124)

® LO3-5 Explain the purpose of the management discussion and analysis disclosure.
(p. 127)

® LO3-6 Explain the purpose of an audit and describe the content of the audit report.
(p. 129

® LO3-7 Describe the techniques used by financial analysts to transform financial
information into forms more useful for analysis. (p. 132)

® LO3-8 Identify and calculate the common liquidity and financing ratios used
to assess risk. (p. 134)

® LO3-9 Discuss the primary differences between U.S. GAAP and IFRS with respect
to the balance sheet, financial disclosures, and segment reporting.
(pp. 122 and 141)



FINANCIAL REPORTING CASE

What's It Worth?

“l can't believe it. Why don't you accountants prepare
financial statements that are relevant?” Your friend Jerry
is a finance major and is constantly badgering you about
what he perceives to be a lack of relevance of financial
statements prepared according to generally accepted
accounting principles. “For example, take a look at this
balance sheet for Electronic Arts that | just downloaded
off the Internet. Electronic Arts is the company in California
that produces all those cool video games like Battlefield,
NBA Live, and Madden NFL. Anyway, the shareholders’
equity of the company according to the 2014 balance
sheet is about $2.4. billion. But if you multiply the number of outstanding shares by the stock price per share atthe same pointin
time, the company’s market value is nearly four times that amount. | thought financial statements were supposed to help inves-
tors and creditors value a company.” You decide to look at the company’s balance sheet and try to set Jerry straight.

By the time you finish this chapter, you should be able to respond appropriately to _$_ QUESTIONS
the questions posed in this case. Compare your response to the solution provided at
the end of the chapter.

1. Respond to Jerry’s criticism that shareholders' equity does not represent the market
value of the company. What information does the balance sheet provide? (p. 775)

2. The usefulness of the balance sheet is enhanced by classifying assets and liabilities
according to common characteristics. What are the classifications used in Electronic
Arts' balance sheets and what elements do those categories include? (p. 176)

The balance sheet, along with accompanying disclosures, provides a wealth of information
to external decision makers. The information provided is useful not only in the prediction
of future cash flows but also in the related assessments of liquidity and long-term solvency.

This chapter begins our discussion of the financial statements by providing an overview
of the balance sheet and the financial disclosures that accompany the financial statements.
The first part of the chapter describes the usefulness and limitations of the balance sheet
and illustrates the content of the statement. The second part illustrates financial statement
disclosures presented to external users in addition to the basic financial statements. In the
third part we discuss how this information can be used by decision makers to assess busi-
ness risk. That discussion introduces some common financial ratios used to assess liquidity
and long-term solvency.

Chapter 4 continues this discussion of the financial statements with its coverage of the
income statement, statement of comprehensive income, and the statement of cash flows.

113
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Real World Financials

The Role of Accounting as an Information System

~\
ELECTRONIC ARTS INC.
AND SUBSIDIARIES
Consolidated Balance Sheets
(In millions, except par value data)
March 31, March 31,
2014 2013
Assets
Current assets:
Cash and cash equivalents $1,782 $1,292
Short-term investments 583 388
Receivables, net of allowances of $186 and $200, respectively 327 312
Inventories 56 42
Deferred income taxes, net 74 52
Other current assets 316 239
Total current assets 3,138 2,325
Property and equipment, net 510 548
Goodwill 1,723 1,721
Acquisition-related intangibles, net 177 253
Deferred income taxes, net 28 53
Other assets 140 170
Total Assets $5,716 $5,070
Liabilities and Stockholders’ Equity
Current liabilities:
Accounts payable $ 119 $ 136
Accrued and other current liabilities 781 737
Deferred net revenue (online-enabled games) 1490 1,044
Total current liabilities 2,390 1,917
0.75% convertible senior notes due 2016, net 580 559
Income tax obligations 189 205
Deferred income taxes, net 18 1
Other liabilities 117 121
Total liabilities 3,294 2,803
Commitments and contingencies (See Note 13)
Stockholders' equity:
Preferred stock, $0.01 par value. 10 shares authorized — —
Common stock, $0.01 par value. 1,000 shares authorized: 3 3
311 and 302 shares issued and outstanding, respectively
Paid-in capital 2,353 2,174
Retained earnings (accumulated deficit) 29 21
Accumulated other comprehensive income 37 69
Total stockholders' equity 2,422 2,267
Total Liabilities and Stockholders’ Equity $5,716 $5,070
\_

PART A The Balance Sheet

® LO3-1

The purpose of the balance sheet, sometimes referred to as the statement of financial
position, is to report a company’s financial position on a particular date. Unlike the income
statement, which is a change statement reporting events that occurred during a period of
time, the balance sheet presents an organized array of assets, liabilities, and shareholders’
equity at a point in time. It is a freeze frame or snapshot of financial position at the end of a
particular day marking the end of an accounting period.



CHAPTER 3 The Balance Sheet and Financial Disclosures 115

Usefulness and Limitations

The balance sheet does not simply list assets and liabilities. Instead, assets and liabilities
are classified (grouped) according to common characteristics. These classifications, which
we explore in the next section, along with related disclosure notes, help the balance sheet to
provide useful information about liquidity and long-term solvency. Liquidity refers to the
period of time before an asset is converted to cash or until a liability is paid. This informa-
tion is useful in assessing a company’s ability to pay its current obligations. Long-term
solvency refers to the riskiness of a company with regard to the amount of liabilities in its
capital structure. Other things being equal, the risk to an investor or creditor increases as the
percentage of liabilities, relative to equity, increases.

Solvency also provides information about financial flexibility—the ability of a company
to alter cash flows in order to take advantage of unexpected investment opportunities and
needs. For example, the higher the percentage of a company’s liabilities to its equity, the
more difficult it typically will be to borrow additional funds either to take advantage of a
promising investment opportunity or to meet obligations. In general, the less financial flex-
ibility, the more risk there is that an enterprise will fail. In Part C of this chapter, we intro-
duce some common ratios used to assess liquidity and long-term solvency.

Another way the balance sheet is useful is in combination with income statement items.
For example, the relation between net income and assets provides a measure of return that is
useful in predicting future profitability. In fact, many of the amounts reported in either of the
two statements are more informative when viewed relative to an amount from the other
statement.'

Despite its usefulness, the balance sheet has limitations. One important limitation is that
it does not portray the market value of the entity as a going concern, nor its liquidation
value. Many assets, like land and buildings for example, are measured at their historical
costs rather than their fair values. Relatedly, many company resources including its trained
employees, its experienced management team, and its reputation are not recorded as assets
at all. Another limitation is that many items and amounts reported in the balance sheet are
heavily reliant on estimates rather than determinable amounts. For example, companies esti-
mate the amount of receivables they will be able to actually collect and the amount of war-
ranty costs they will eventually incur for products already sold. For these and other reasons,
a company’s book value, its assets minus its liabilities as shown in the balance sheet, usu-
ally will not directly measure the company’s market value (number of shares of common
stock outstanding multiplied by the price per share).

Consider for example that early in 2014, the 30 companies constituting the Dow Jones
Industrial Average had an average ratio of market value to book value of approximately
3.25. The ratio for IBM, one of the world’s largest technology companies, was almost 9.0.
Can you think of a reason why IBM’s market value would be nine times higher than its book
value? A significant reason is the way we account for research and development costs. IBM
invests considerable amounts, over $6 billion in 2013 alone, on research and development
of new products. Quite a few of these products that the company has developed over the
years have been market successes, and yet the costs to discover and develop them are not
represented in the balance sheet. We expense research and development costs in the period
incurred rather than capitalize them as assets for the balance sheet.

During the financial crisis of 2007-2008 we saw stock prices plummet resulting in his-
toric declines in the market to book ratio for most companies. For example, by the end of
2008, the average market to book ratio of the companies in the Dow Jones Industrial Aver-
age average fell to 2.27. Particularly hard hit were financial services companies. At the end
of 2008, both Bank of America and Citigroup had market to book ratios significantly less
than 1.0. Then, during 2009, Citigroup was removed from the list of the Dow Jones Indus-
trial 30 companies.

In summary, even though the balance sheet does not directly measure the market value
of the entity, it provides valuable information that can be used to help judge market value.

'We explore some of these relationships in Chapter 5.

The balance sheet
provides information
useful for assessing
future cash flows,
liquidity, and long-term
solvency.

FINANCIAL
Reporting Case

Q1, p. 113

Assets minus liabilities,
measured according to
GAARP, is not likely to

be representative of the
market value of the entity.
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Classification of Elements

The usefulness of the balance sheet is enhanced when assets and liabilities are grouped
according to common characteristics. The broad distinction made in the balance sheet is

FINANCIAL the current versus noncurrent (long-term) classification of both assets and liabilities. The
Reporting Case remainder of Part A provides an overview of the balance sheet. We discuss each of the three
primary elements of the balance sheet (assets, liabilities, and shareholders’ equity) in the

Q2, p. 113 order they are reported in the statement as well as the classifications typically made within

the elements. The balance sheet elements were defined in Chapter 1 as follows:
The key classification of
assets and liabilities in
the balance sheet is the
current versus long-term
distinction. Liabilities are probable future sacrifices of economic benefits arising from present obligations
of a particular entity to transfer assets or provide services to other entities in the future as a
result of past transactions or events. Simply, these are the obligations of a company.

Assets are probable future economic benefits obtained or controlled by a particular entity
as a result of past transactions or events. Simply, these are the economic resources of a
company.

Equity (or net assets), called shareholders’ equity or stockholders’ equity for a corporation,
is the residual interest in the assets of an entity that remains after deducting liabilities. Stated
another way, equity equals total assets minus total liabilities.

Ilustration 3—1 lists the balance sheet elements along with their subclassifications.

lllustration 3—1 N
Assets Liabilities + Shareholders’ Equity

Classification of

Elements within a 1. Current assets 1. Current liabilities 1. Paid-in capital
Balance Sheet

2. Long-term assets: 2. Long-term liabilities 2. Retained earnings
® [nvestments
° Property, plant,
and equipment
e Intangible assets
e Other assets

Assets

e L03-2 CURRENT ASSETS. Current assets include cash and other assets that are reasonably

expected to be converted to cash or consumed within the coming year, or within the nor-

. mal operating cycle of the business if that’s longer than one year.
I"llStl'atlﬂn 32 operating Cycle of aTypical The operating cycle for a typical manufacturing company refers
Manufacturing Company to the period of time necessary to convert cash to raw materials,
raw materials to a finished product, the finished product to receiv-

o 'tjos :\;;;L raw materials ables, and then finally receivables back to cash. This concept is
illustrated in Illustration 3-2.

‘ In some businesses, such as shipbuilding or distilleries, the

operating cycle extends far beyond one year. For example, if it

e Convert raw materials to takes two years to build an oil-carrying supertanker, then the ship-

finished product builder will classify as current those assets that will be converted

to cash or consumed within two years. But for most businesses the

‘ operating cycle will be shorter than one year. In these situations

Deliver product the one-year convention is used to classify both asser and liabili-

e to customer ties. Where a company has no clearly defined operating cycle, the
one-year convention is used.

‘ Ilustration 3-3 presents the current asset sections of PetSmart’s

balance sheets for the years ended February 2, 2014, and February

o Collect cash 3, 2013. The complete balance sheet can be seen in the compa-

from customer

ny’s financial statements in Appendix B at the back of the text. In
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\
February 2, February 3,
2014 2013
(In thousands)

Current assets:
Cash and cash equivalents $ 285,622 $ 335,155
Short-term investments — 9,150
Restrected cash 71,226 71,916
Receivables, net 72,685 72,198
Merchandise inventories 740,302 679,090
Deferred income taxes 71,945 62,859
Prepaid expenses and other current assets 76,463 86,768
Total current assets $1,318,243 $1,317,136

\_

keeping with common practice, the individual current assets are listed in the order of their
liquidity (estimated amount of time it would take to convert the asset to cash).

Cash and Cash Equivalents. The most liquid asset, cash, is listed first. Cash includes
cash on hand and in banks that is available for use in the operations of the business and
such items as bank drafts, cashier’s checks, and money orders. Cash equivalents frequently
include certain negotiable items such as commercial paper, money market funds, and U.S.
treasury bills. These are highly liquid investments that can be quickly converted into cash.
Most companies draw a distinction between investments classified as cash equivalents and
the next category of current assets, short-term investments, according to the scheduled
maturity of the investment. It is common practice to classify investments that have a matu-
rity date of three months or less from the date of purchase as cash equivalents. PetSmart’s
policy follows this practice and is disclosed in the summary of significant accounting poli-
cies disclosure note. The portion of the note from the company’s financial statements is
shown in Illustration 3—4.

Note 1—Description of Business and Summary of Significant Accounting Policies

Cash and Cash Equivalents

We consider any liquid investments with a maturity of three months or less at purchase

to be cash equivalents. Included in cash and cash equivalents are credit and debit card
receivables from banks, which typically settle within five business days, of $61.5 million and
$58.9 million as of February 2, 2014, and February 3, 2013, respectively.

Cash that is restricted for a special purpose and not available for current operations should
not be included in the primary balance of cash and cash equivalents. These restrictions could
include future plans to repay debt, purchase equipment, or make investments. Restricted
cash is classified as a current asset if it is expected to be used within one year. Otherwise,
restricted cash is classified as a noncurrent asset.

Short-Term Investments. Liquid investments not classified as cash equivalents are
reported as either short-term investments, sometimes called temporary investments or
short-term marketable securities. Investments in stock and debt securities of other corpo-
rations are included as short-term investments if the company has the ability and intent to
sell those securities within the next 12 months or operating cycle, whichever is longer. If,
for example, a company owns 1,000 shares of IBM Corporation stock and intends to hold
those shares for several years, the stock is a long-term investment and should be classified
as a noncurrent asset, investments.

The Balance Sheet and Financial Disclosures
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[llustration 3—3

Current Assets —
PetSmart, Inc.

Real World Financials

}.

é_.!._ PetSmart

Current assets include
cash and all other assets
expected to become cash
or be consumed within
one year or the operating
cycle, whichever is
longer.

Illustration 3—4

Disclosure of Cash
Equivalents—PetSmart,
Inc.

Real World Financials

}.

é_.!._ PetSmart

Investments are
classified as current if
management has the
ability and intent to
liquidate the investment
in the near term.
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Inventories consist

of assets that a

retail or wholesale
company acquires for
resale or goods that
manufacturers produce
for sale.

[llustration 3-5

Inventories Disclosure—
Intel Corp.

Real World Financials

The Role of Accounting as an Information System

For reporting purposes, investments in debt and equity securities are classified in one of
three categories: (1) held to maturity, (2) trading securities, or (3) securities available for
sale. We discuss these different categories and their accounting treatment in Chapter 12.

Accounts Receivable. Accounts receivable result from the sale of goods or services on
credit. Notice in Illustration 3-3 that PetSmart’s receivables (discussed in Chapter 7) are
valued net, that is, less an allowance for uncollectible accounts (the amount not expected to
be collected). Accounts receivable often are referred to as trade receivables because they
arise in the course of a company’s normal trade. Nontrade receivables result from loans or
advances by the company to individuals and other entities. When receivables are supported
by a formal agreement or note that specifies payment terms they are called notes receivable.

Accounts receivable usually are due in 30 to 60 days, depending on the terms offered to
customers and are, therefore, classified as current assets. Any receivable, regardless of the
source, not expected to be collected within one year or the operating cycle, whichever is
longer, is classified as a noncurrent asset, investments.

Inventories. Inventories include goods awaiting sale (finished goods), goods in the
course of production (work in process), and goods to be consumed directly or indirectly
in production (raw materials). Inventory for a wholesale or retail company consists only of
finished goods, but the inventory of a manufacturer will include all three types of goods.
Occasionally, a manufacturing company will report all three types of inventory directly in
the balance sheet. More often, only the total amount of inventories is shown in the balance
sheet and the balances of each type are shown in a disclosure note. For example, the note
shown in Illustration 3-5 lists the components of inventory in the 2013 financial statements
of Intel Corp.

\
December 28, December 29,
2013 2012
(In millions)
Raw materials $ 458 $ 478
Work in process 1,998 2,219
Finished goods 1,716 2,037
Total inventories $4,172 $4,734
\_

Inventories are reported as current assets because they normally are sold within the oper-
ating cycle.

Prepaid Expenses. Recall from Chapter 2 that a prepaid expense represents an asset
recorded when an expense is paid in advance, creating benefits beyond the current period.
Examples are prepaid rent and prepaid insurance. Even though these assets are not con-
verted to cash, they would involve an outlay of cash if not prepaid.

Whether a prepaid expense is current or noncurrent depends on when its benefits will be
realized. For example, if rent on an office building were prepaid for one year, then the entire
prepayment is classified as a current asset. However, if rent were prepaid for a period
extending beyond the coming year, a portion of the prepayment is classified as an other
asset, a noncurrent asset.” PetSmart includes prepaid expenses along with other current
assets. Other current assets also include assets—such as nontrade receivables—that, because
their amounts are not material, did not warrant separate disclosure.

When assets are expected to provide economic benefits beyond the next year, or oper-
ating cycle, they are reported as noncurrent assets. Typical classifications of noncurrent
assets are (1) investments, (2) property, plant, and equipment, and (3) intangible assets.

Companies often include prepayments for benefits extending beyond one year as current assets when the amounts are not material.
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INVESTMENTS. Most companies occasionally acquire assets that are not used directly
in the operations of the business. These assets include investments in equity and debt secu-
rities of other corporations, land held for speculation, noncurrent receivables, and cash set
aside for special purposes (such as for future plant expansion). These assets are classified as
noncurrent because management does not intend to convert the assets into cash in the next
year (or the operating cycle if that’s longer).

PROPERTY, PLANT, AND EQUIPMENT. Virtually all companies own assets clas-
sified as property, plant, and equipment. The common characteristics these assets share
are that they are fangible, long-lived, and used in the operations of the business. Property,
plant, and equipment, along with intangible assets, often are the primary revenue-generating
assets of the business.

Property, plant, and equipment includes land, buildings, equipment, machinery, and fur-
niture, as well as natural resources, such as mineral mines, timber tracts, and oil wells. These
various assets usually are reported as a single amount in the balance sheet, with details pro-
vided in a note. They are reported at original cost less accumulated depreciation (or deple-
tion for natural resources) to date. Quite often, a company will present only the net amount
of property, plant, and equipment in the balance sheet and provide details in a disclosure
note. Land often is listed as a separate item in this classification because it has an unlimited
useful life and thus is not depreciated.

INTANGIBLE ASSETS. Some assets used in the operations of a business have no
physical substance. These are appropriately called intangible assets. Generally, these rep-
resent the ownership of an exclusive right to something such as a product, a process, or a
name. This right can be a valuable resource in generating future revenues. Patents, copy-
rights, and franchises are examples. They are reported in the balance sheet net of accumu-
lated amortization. Some companies include intangible assets as part of property, plant, and
equipment, while others report them either in a separate intangible asset classification or as
other noncurrent assets.

Quite often, much of the value of intangibles is not reported in the balance sheet. For
example, it would not be unusual for the historical cost of a patent to be significantly lower
than its market value. As we discuss in Chapter 10, for internally developed intangibles, the
costs that are included as part of historical cost are limited. Specifically, none of the research
and development costs incurred in developing the intangible asset are included in cost.

OTHER ASSETS. Balance sheets often include a catch-all classification of noncurrent
assets called other assets. This classification includes long-term prepaid expenses, called
deferred charges, and any noncurrent asset not falling in one of the other classifications. For
instance, if a company’s noncurrent investments are not material in amount, they might be
reported in the other asset classification rather than in a separate investments category.

Mlustration 3—6 reproduces the noncurrent asset section of PetSmart’s balance sheets.
For PetSmart, noncurrent assets include property and equipment, an equity investment in a
company called Banfield, deferred income taxes, goodwill (an intangible asset), and other
noncurrent assets. You’ll learn more about each of these types of noncurrent assets in the
chapters to come.

~
February 2, February 3,
2014 2013
(In thousands)
Noncurrent assets:
Property and equipment, net $ 952,955 $ 985,707
Equity investment in Banfield 33,577 39,934
Deferred income taxes 110,408 102,992
Goodwill 41,140 44,242
Other noncurrent assets 65,645 46,970
Total noncurrent assets $1,203,725 $1,219,845
L _— e
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Investments are assets
not used directly in
operations.

Tangible, long-lived
assets used in the
operations of the
business are classified
as property, plant, and
equipment.

Intangible assets
generally represent
exclusive rights that

a company can use to
generate future revenues.

llustration 3—6

Noncurrent Assets—
PetSmart, Inc.

Real World Financials

r};t

é_-t__ PetSmart



120 SECTION 1

® LO3-3

Illustration 3—7

Liabilities—PetSmart,
Inc.

Real World Financials

}.

é_.!._ PetSmart

Current liabilities are
expected to be satisfied
within one year or

the operating cycle,
whichever is longer.

Current liabilities usually
include accounts and
notes payable, deferred
revenues, accrued
liabilities, and the current
maturities of long-term
debt.

The Role of Accounting as an Information System

We’ve seen how assets are grouped into current and noncurrent categories and that non-
current assets always are subclassified further. Let’s now turn our attention to liabilities.
These, too, are separated into current and noncurrent (long-term) categories.

Liabilities
Liabilities represent obligations to other entities. The information value of reporting these

amounts is enhanced by classifying them as current liabilities and long-term liabilities.
Iustration 3—7 shows the liability section of PetSmart’s balance sheets.

~\
February 2, February 3,
2014 2013
(In thousands)
Liabilities:
Accounts payable and bank overdraft $ 255,251 $ 202,122
Accrued payroll, bonus, and employee benefits 160,008 176,082
Accrued occupancy expenses and deferred rents 81,867 70,671
Current maturities of capital lease obligations 66,887 61,581
Other current liabilities 230,332 244,436
Total current liabilities 794,345 754,892
Capital lease obligations 451,597 464,578
Deferred rents 65,932 73,855
Other noncurrent liabilities 116,312 120,064
Total liabilities 1,428,186 1,413,389
. —_ —_

CURRENT LIABILITIES. Current liabilities are those obligations that are expected to
be satisfied through the use of current assets or the creation of other current liabilities. So,
this classification includes all liabilities that are expected to be satisfied within one year or
the operating cycle, whichever is longer. An exception is a liability that management intends
to refinance on a long-term basis. For example, if management intends to refinance a six-
month note payable by substituting a two-year note payable and has the ability to do so, then
the liability would not be classified as current even though it’s due within the coming year.
This exception is discussed in more detail in Chapter 13.

The most common current liabilities are accounts payable, notes payable (short-term bor-
rowings), deferred revenues, accrued liabilities, and the currently maturing portion of long-
term debt. Accounts payable are obligations to suppliers of merchandise or of services
purchased on open account, with payment usually due in 30 to 60 days. Notes payable are
written promises to pay cash at some future date (I.0.U.s). Unlike accounts payable, notes
usually require the payment of explicit interest in addition to the original obligation amount.
Notes maturing in the next year or operating cycle, whichever is longer, will be classified as
current liabilities. Deferred revenues, sometimes called unearned revenues, represent cash
received from a customer for goods or services to be provided in a future period. PetSmart
records deferred revenue when it sells gift cards and then waits to record the (actual) reve-
nue until the cards are redeemed or expire.

Accrued liabilities represent obligations created when expenses have been incurred but
will not be paid until a subsequent reporting period. Examples are accrued salaries payable,
accrued interest payable, and accrued taxes payable. PetSmart’s accrued liabilities include
accrued compensation, accrued rent, accrued taxes, and accrued interest.

Long-term notes, loans, mortgages, and bonds payable usually are reclassified and
reported as current liabilities as they become payable within the next year (or operating
cycle if that’s longer).® Likewise, when long-term debt is payable in installments, the

3Payment can be with current assets or the creation of other current liabilities.
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installment payable currently is reported as a current liability. For example, a $1,000,000
note payable requiring $100,000 in principal payments to be made in each of the next
10 years is classified as a $100,000 current liability—current maturities of long-term
debt—and a $900,000 long-term liability. PetSmart classifies the current portion of its capi-
tal lease obligations as a current liability.

Chapter 13 provides a more detailed analysis of current liabilities.

LONG-TERM LIABILITIES. Long-term liabilities are obligations that will nor be sat-
isfied in the next year or operating cycle, whichever is longer. They do not require the use of
current assets or the creation of current liabilities for payment. Examples are long-term
notes, bonds, pension obligations, and lease obligations.

But simply classifying a liability as long-term doesn’t provide complete information to
external users. For instance, long-term could mean anything from 2 to 20, 30, or 40 years.
Payment terms, interest rates, and other details needed to assess the impact of these obliga-
tions on future cash flows and long-term solvency are reported in a disclosure note.

PetSmart reports long-term liabilities related to long-term capital lease obligations and
deferred rents. Other noncurrent liabilities include amounts expected to be paid in the future
for workers’ compensation, employee health care, and store closings.

Shareholders’ Equity

Recall from our discussions in Chapters 1 and 2 that owners’ equity is simply a residual
amount derived by subtracting liabilities from assets. For that reason, it’s sometimes referred
to as net assets or book value. Also recall that owners of a corporation are its shareholders, so
owners’ equity for a corporation is referred to as shareholders’ equity or stockholders’ equity.
Shareholders’ equity for a corporation arises primarily from two sources: (1) amounts invested
by shareholders in the corporation, and (2) amounts earned by the corporation (on behalf of
its shareholders). These are reported as (1) paid-in capital and (2) retained earnings.
Retained earnings represents the accumulated net income reported since the inception of the
corporation and not (yet) paid to shareholders as dividends.
Ilustration 3-8 presents the shareholders’ equity section of PetSmart’s balance sheets.

N
February 2, February 3,
2014 2013
(In thousands)
Stockholders’ equity:
Common stock; $.0001 par value; 625,000 shares $ 17 $ 17
authorized, 169,178 and 167,209 shares issued
Additional paid-in capital 1,515,333 1,418,411
Retained earnings 2,173,005 1,827,996
Accumulated other comprehensive (loss) income (2,159) 5,506
Less: Treasury stock, at cost, 68,520 and 61,879 shares (2,592,414) (2,128,338)
Total stockholders’ equity $ 1,093,782 $1,123,592
\_

From the inception of the corporation through February 2, 2014, PetSmart has accu-
mulated net income, less dividends, of $2,173,005 thousand which is reported as retained
earnings. The company’s paid-in capital is represented by common stock and additional
paid-in capital less treasury stock (PetSmart’s purchases of its own common stock), which
collectively represent cash invested by shareholders in exchange for ownership interests.
Information about the number of shares the company has authorized and how many shares
have been issued and are outstanding also must be disclosed.

Noncurrent, or long-term
liabilities, usually are
those payable beyond
the current year.

Shareholders’ equity

is composed of paid-in
capital (invested capital)
and retained earnings
(earned capital).

llustration 3—8

Shareholders’ Equity —
PetSmart, Inc.
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In addition to paid-in capital and retained earnings, shareholders’ equity may include
a few other equity components. For example, PetSmart reports accumulated other com-
prehensive (loss) income. Accumulated other comprehensive (loss) income is discussed in
Chapters 4, 12, and 18. Other equity components are addressed in later chapters, Chapter 18

in particular. We also discuss the concept of par value in Chapter 18.

nternational Financial Reporting Standards

Balance Sheet Presentation. There are more similarities than differences in balance
sheets prepared according to U.S. GAAP and those prepared applying IFRS. Some of the
differences are:
e International standards specify a minimum list of items to be presented in the balance
sheet. U.S. GAAP has no minimum requirements.

* IAS No. 1, revised,* changed the title of the balance sheet to statement of financial
position, although companies are not required to use that title. Some U.S. companies
use the statement of financial position title as well.

e Under U.S. GAAP, we present current assets and liabilities before noncurrent assets
and liabilities. IAS No. 1 doesn't prescribe the format of the balance sheet, but balance
sheets prepared using IFRS often report noncurrent items first. A recent survey of large
companies that prepare their financial statements according to IFRS reports that 73%
of the surveyed companies list noncurrent items first.> For example, H&M, a Swedish-
based clothing company, reported assets, liabilities, and shareholders’ equity in its
balance sheet in the following order:

(SEK in millions)

Noncurrrent assets (including property, plant, and equipment) 26,488
Current assets 39,188

Total assets 65,676
Shareholders’ equity 45,248
Long-term liabilities 3,031
Current liabilities 17,397

Total liabilities and equity 65,676

Where We're Headed €3

In 2004, the FASB and IASB began working together on a project, Financial Statement
Presentation, to establish a common standard for presenting information in the financial
statements, including classifying and displaying line items and aggregating line items into
subtotals and totals. This project could have a dramatic impact on the format of financial
statements. An important part of the proposal involves the organization of elements of
the balance sheet (statement of financial position), statement of comprehensive income
(including the income statement), and statement of cash flows into a common set of
classifications.

Progress was slow, and in 2011 both Boards suspended activity on the project to
concentrate on other convergence projects. In 2014, the project was moved back on the
FASB's agenda. It is not known if the project will retain its original scope of encompassing
all of the financial statements or if it will focus on one or two statements. At the time this
book was published, no timetable for completion of the project had been announced.

““Financial Statement Presentation,” International Accounting Standard No. 1 (IASCF), as amended effective January 1, 2014.
SIFRS Accounting Trends and Techniques—2011 (New York, AICPA, 2011), p.133.
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Concept Review Exercise

The following is a post-closing trial balance for the Sepia Paint Corporation at December
31, 2016, the end of the company’s fiscal year:

Account Title Debits Credits

Cash $ 80,000

Accounts receivable 200,000

Allowance for uncollectible accounts $ 20,000

Inventories 300,000

Prepaid expenses 30,000

Note receivable (due in one month) 60,000

Investments 50,000

Land 120,000

Buildings 550,000

Machinery 500,000

Accumulated depreciation—buildings and machinery 450,000

Patent (net of amortization) 50,000

Accounts payable 170,000

Salaries payable 40,000

Interest payable 10,000

Note payable 100,000

Bonds payable (due in 10 years) 500,000

Common stock, no par 400,000

Retained earnings 250,000
Totals $1,940,000 $1,940,000

The $50,000 balance in the investment account consists of marketable equity securities of
other corporations. The company’s intention is to hold the securities for at least three years. The
$100,000 note payable is an installment loan. $10,000 of the principal, plus interest, is due on
each July 1 for the next 10 years. At the end of the year, 100,000 shares of common stock were
issued and outstanding. The company has 500,000 shares of common stock authorized.

Prepare a classified balance sheet for the Sepia Paint Corporation at December 31, 2016.

SEPIA PAINT CORPORATION
Balance Sheet
At December 31, 2016

Assets
Current assets:
Cash $ 80,000
Accounts receivable $ 200,000
Less: Allowance for uncollectible accounts (20,000) 180,000
Note receivable - 60,000
Inventories 300,000
Prepaid expenses 30,000
Total current assets 650,000
Investments 50,000
Property, plant, and equipment:
Land 120,000
Buildings 550,000
Machinery 500,000
1,170,000
Less: Accumulated depreciation (450,000)
Net property, plant, and equipment 720,000

Intangible assets:
Patent 50,000
Total assets $1,470,000

BALANCE SHEET
CLASSIFICATION
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SEPIA PAINT CORPORATION
Balance Sheet
At December 31, 2016
Liabilities and Shareholders’ Equity
Current liabilities:

Accounts payable $ 170,000
Salaries payable 40,000
Interest payable 10,000
Current maturities of long-term debt 10,000
Total current liabilities 230,000
Long-term liabilities:
Note payable $ 90,000
Bonds payable 500,000
Total long-term liabilities 590,000

Shareholders’ equity:
Common stock, no par, 500,000 shares authorized,

100,000 shares issued and outstanding 400,000

Retained earnings 250,000
Total shareholders’ equity 650,000
Total liabilities and shareholders’ equity $1,470,000

The usefulness of the balance sheet, as well as the other financial statements, is sig-
nificantly enhanced by financial statement disclosures. We now turn our attention to these
disclosures.

Financial Disclosures

Financial statements are included in the annual report a company reports to its shareholders.
They are, though, only part of the information provided. Critical to understanding the finan-
cial statements and to evaluating a firm’s performance and financial health are additional
disclosures included as part of the financial statements.

Financial statement disclosures are provided (1) by including additional information,
often parenthetically, on the face of the statement following a financial statement item and
(2) in disclosure notes that often include supporting schedules. Common examples of dis-
closures included on the face of the balance sheet are the allowance for uncollectible
accounts and information about common stock. Disclosure notes, discussed and illustrated
in the next section, are the most common means of providing these additional disclosures.
The specific format of disclosure is generally not important, only that the information is, in
fact, disclosed.

Disclosure Notes

Disclosure notes typically span several pages and either explain or elaborate upon the data
presented in the financial statements themselves, or provide information not directly related
to any specific item in the statements. Throughout this text you will encounter examples of
items that usually are disclosed this way. For instance, the fair values of financial instru-
ments and “off-balance-sheet” risk associated with financial instruments are disclosed in
notes. Information providing details of many financial statement items is provided using
disclosure notes. Some examples include:

¢ Pension plans

* Leases

* Long-term debt
e Investments

* Income taxes
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e Property, plant, and equipment
* Employee benefit plans

Disclosure notes must include certain specific notes such as a summary of significant
accounting policies, descriptions of subsequent events, and related third-party transactions,
but many notes are fashioned to suit the disclosure needs of the particular reporting enter-
prise. Actually, any explanation that contributes to investors’ and creditors’ understanding
of the results of operations, financial position, and cash flows of the company should be
included. Let’s take a look at just a few disclosure notes.

Summary of Significant Accounting Policies

There are many areas where management chooses from among equally acceptable alterna-
tive accounting methods. For example, management chooses whether to use accelerated or
straight-line depreciation, whether to use FIFO, LIFO, or average cost to measure invento-
ries, and whether to measure certain financial investments at fair value or cost. The company
also defines which securities it considers to be cash equivalents and its policies regarding
the timing of recognizing revenues. Typically, the first disclosure note consists of a sum-
mary of significant accounting policies that discloses the choices the company makes.’
[llustration 3—9 shows a portion of a typical summary note from a recent annual report of the
Starbucks Corporation.

Studying this note is an essential step in analyzing financial statements. Obviously, know-
ing which methods were used to derive certain accounting numbers is critical to assessing
the adequacy of those amounts.

|||ustratlﬂn 3—9 Summary of Significant Accounting Policies—Starbucks Corporation

The summary of
significant accounting
policies conveys valuable
information about the
company'’s choices

from among various
alternative accounting
methods.

Note 1: Summary of Accounting Policies (in part)

The consolidated financial statements reflect the
financial position and operating results of Starbucks,
including wholly owned subsidiaries and investees that

cash equivalents. .
Revenue Recognition

Property, Plant, and Equipment
Property, plant, and equipment are carried at cost

less accumulated depreciation. Cost includes all direct balance sheets.

Principles of Consolidation costs necessary to acquire and prepare assets for use,
including internal labor and overhead in some cases.
Depreciation of property, plant, and equipment, which
includes assets under capital leases, is provided on
the straight-line method over estimated useful lives,

we control.

generally ranging from 2 to 15 years for equipment and
Cash and Cash Equivalents 30 to 40 years for buildings. Leasehold improvements
We consider all highly liquid instruments with a maturity  are amortized over the shorter of their estimated useful
of three months or less at the time of purchase to be lives or the related lease life, generally 10 years.

Inventories Company-operated stores’ revenues are recognized
Inventories are stated at the lower of cost (primarily when payment is tendered at the point of sale. Revenues
moving average cost) or market. We record inventory from our stored value cards, primarily Starbucks Cards,
reserves for obsolete and slow-moving inventory and for 3¢ recognized when redeemed or when the likelihood
estimated shrinkage between physical inventory counts.  of redemption, based on historical experience, is

deemed to be remote. Outstanding customer balances
are included in deferred revenue on the consolidated

Subsequent Events

When an event that has a material effect on the company’s financial position occurs after the
fiscal year-end but before the financial statements are issued or “available to be issued,” the

®FASB ASC 235-10-50: Notes to Financial Statements—Overall—Disclosure (previously “Disclosure of Accounting Policies,”
Accounting Principles Board Opinion No. 22 (New York: AICPA, 1972)).

Real World Financials
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Subsequent Event—
Marriott Vacations
Worldwide Corp.
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event is described in a subsequent event disclosure note.” Examples include the issuance of
debt or equity securities, a business combination or the sale of a business, the sale of assets, an
event that sheds light on the outcome of a loss contingency, or any other event having a mate-
rial effect on operations. Illustration 3—10 illustrates the required disclosure by showing a note
that Marriott Vacations Worldwide Corp., included in its 2013 financial statements.

We cover subsequent events in more depth in Chapter 13.

Subsequent Events

Subsequent to year-end, we disposed of a golf course and adjacent undeveloped land
for $24 million of cash proceeds. As a condition of the sale, we will continue to operate
the golf course until mid-2015 at our own risk. We will utilize the performance of services
method to record a gain of approximately $2 million over the period in which we will
operate the golf course.

Noteworthy Events and Transactions

Some transactions and events occur only occasionally but, when they do occur, they are
potentially important to evaluating a company’s financial statements. In this category are
related-party transactions, errors and fraud, and illegal acts. The more frequent of these is
related-party transactions.

Sometimes a company will engage in transactions with owners, management, families of
owners or management, affiliated companies, and other parties that can significantly influence
or be influenced by the company. The potential problem with related-party transactions is
that their economic substance may differ from their legal form. For instance, borrowing or
lending money at an interest rate that differs significantly from the market interest rate is an
example of a transaction that could result from a related-party involvement. As a result of the
potential for misrepresentation, financial statement users are particularly interested in more
details about these transactions.

When related-party transactions occur, companies must disclose the nature of the rela-
tionship, provide a description of the transactions, and report the dollar amounts of transac-
tions and any amounts due from or to related parties.® Illustration 3—11 shows a disclosure
note from a recent annual report of Guess, the contemporary apparel and accessories com-
pany. The note describes the charter of aircraft from a trust organized for the benefit of
executives of the company.

Less frequent events are errors and fraud. The distinction between these two terms is that
errors are unintentional while fraud is intentional misappropriation of assets or fraudulent
financial reporting.’ Errors and fraud may require disclosure (e.g., of assets lost through
either errors or fraud). Obviously, the existence of fraud involving management might cause
a user to approach financial analysis from an entirely different and more cautious viewpoint.

Closely related to fraud are illegal acts such as bribes, kickbacks, illegal contributions
to political candidates, and other violations of the law. Accounting for illegal practices
has been influenced by the Foreign Corrupt Practices Act passed by Congress in 1977.
The Act is intended to discourage illegal business practices through tighter controls and
also encourage better disclosure of those practices when encountered. The nature of such

"Financial statements are viewed as issued if they have been widely distributed to financial statement users in a format consistent with
GAAP. Some entities (for example, private companies) don’t widely distribute their financial statements to users. For those entities, the
key date for subsequent events is not the date of issuance but rather the date upon which the financial statements are “available to be
issued,” which occurs when the financial statements are complete, in a format consistent with GAAP, and have obtained the necessary
approvals for issuance. Companies must disclose the date through which subsequent events have been evaluated. (FASB ASC 855: Subse-
quent Events (previously “Subsequent Events,” Statement of Financial Accounting Standards No. 165 (Stamford, Conn.: FASB, 2009))).
8FASB ASC 850-10-50: Related Party Disclosures—Overall—Disclosure (previously “Related Party Disclosures,” Statement of
Financial Accounting Standards No. 57 (Stamford, Conn.: FASB, 1982)).

%Consideration of Fraud in a Financial Statement Audit,” AICPA Professional Standards AU 240 (New York: AICPA, 2012).
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(13) Related-Party Transactions (in part) R
The Company and its subsidiaries periodically enter into transactions with other entities
or individuals that are considered related parties, including certain transactions with
entities affiliated with trusts for the respective benefit of Paul Marciano, who is an
executive of the Company, Maurice Marciano, Chairman of the Board, Armand Marciano,
their brother and former executive of the Company, and certain of their children (the
“Marciano Trusts”).

Aircraft Arrangements

The Company periodically charters aircraft owned by MPM Financial, LLC (“MPM Financial”),
an entity affiliated with the Marciano Trusts, through independent third party management
companies contracted by MPM Financial to manage its aircraft. Under an informal
arrangement with MPM Financial and the third party management companies, the Company
has chartered and may from time to time continue to charter aircraft owned by MPM
Financial at a discount from the third party management companies’ preferred customer
hourly charter rates. The total fees paid under these arrangements for fiscal 2014, fiscal 2013,
and fiscal 2012 were approximately $0.8 million, $1.3 million, and $0.8 million, respectively.

The Balance Sheet and Financial Disclosures

disclosures should be influenced by the materiality of the impact of illegal acts on amounts
disclosed in the financial statements.'? However, the SEC issued guidance expressing its
view that exclusive reliance on quantitative benchmarks to assess materiality in preparing
financial statements is inappropriate.!' A number of other factors, including whether the
item in question involves an unlawful transaction, should also be considered when deter-
mining materiality.

As you might expect, any disclosures of related-party transactions, fraud, and illegal acts
can be quite sensitive. Although auditors must be considerate of the privacy of the parties
involved, that consideration cannot be subordinate to users’ needs for full disclosure.

We’ve discussed only a few of the disclosure notes most frequently included in annual
reports. Other common disclosures include details concerning earnings per share calcula-
tions, income taxes, property and equipment, contingencies, long-term debt, leases, pen-
sions, stock options, changes in accounting methods, fair values of financial instruments,
and exposure to market risk and credit risk. We discuss and illustrate these in later chapters
in the context of related financial statement elements.

Management Discussion and Analysis

In addition to the financial statements and accompanying disclosure notes, each annual
report of a public company requires a fairly lengthy discussion and analysis provided by
the company’s management. In this section, which precedes the financial statements and the
auditor’s report, management provides its views on significant events, trends, and uncer-
tainties pertaining to the company’s (a) operations, (b) liquidity, and (c) capital resources.
Although the management discussion and analysis (MD&A) section may embody man-
agement’s biased perspective, it can offer an informed insight that might not be available
elsewhere. As an example, Illustration 3—-12 contains a portion of PetSmart’s MD&A
regarding liquidity and capital resources that is in its annual report for the fiscal year ended
February 2, 2014.

10«Consideration of Laws and Regulations in an Audit of Financial Statements,” AICPA Professional Standards AU 250 (New York:
AICPA, 2012).

""FASB ASC 250-10-S99-1, SAB Topic 1.M: Assessing Materiality (originally “Materiality,” Staff Accounting Bulletin No. 99
(Washington, D.C.: SEC, August 1999)).
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[llustration 3—12 h

Management Discussion and Analysis of Financial Condition and Results of
Management Discussion Operations

and Analysis—
PetSmart, Inc.

(In part: Liquidity and Capital Resources only)

Cash Flow

We believe that our operating cash flow and cash on hand will be adequate to meet
our operating, investing, and financing needs in the foreseeable future. In addition,
we have access to our $100.0 million revolving credit facility, which expires on March
23, 2017. However, there can be no assurance of our ability to access credit markets
?I on commercially acceptable terms in the future. We continuously assess the economic
; environment and market conditions to guide our decisions regarding our uses of cash,
including capital expenditures, investments, dividends, and the purchase of treasury stock.

Real World Financials

é_ﬂ__ PetSmart
Share Purchase Programs

In September 2013, the Board of Directors approved a share purchase program
authorizing the purchase of up to $535.0 million through January 31, 2015. The $535.0
million program commenced on October 1, 2013, and was in addition to any unused
amount remaining under the previous $525.0 million program. We completed the $525.0
million program during the thirteen weeks ended February 2, 2014. As of February 2,
2014, $417.9 million remained available under the $535.0 million program.

Common Stock Dividends

We believe our ability to generate cash allows us to invest in the growth of the business
and, at the same time, distribute a quarterly dividend. Our revolving credit facility and
stand-alone letter of credit facility permit us to pay dividends, as long as we are not in
default and the payment of dividends would not result in default. During 2013, 2012,
and 2011, we paid aggregate dividends of $0.525 per share, $0.775 per share, and $0.53
per share, respectively. The decrease in dividends paid during 2013 was the result of the
dividend declared in the fourth quarter of 2012, which was paid in December of 2012,
rather than in February of 2013.

Operating Capital and Capital Expenditure Requirements

All our stores are leased facilities. We opened 60 new stores and closed 5 stores in 2013.
Generally, each new store requires capital expenditures of approximately $0.7 million

for fixtures, equipment, and leasehold improvements, approximately $0.3 million for
inventory, and approximately $0.1 million for preopening costs. We expect total capital
spending to be $150 million to $160 million for 2014, based on our plan to continue

our store growth, remodel or replace certain store assets, enhance our supply chain,
continue our investment in the development of our information systems, and improve our
infrastructure.

Management's Responsibilities

Management prepares and is responsible for the financial statements and other information
in the annual report. To enhance the awareness of the users of financial statements concern-
ing the relative roles of management and the auditor, annual reports of public companies
include a management’s responsibilities section that asserts the responsibility of manage-
ment for the information contained in the annual report as well as an assessment of the
company’s internal control procedures.

Mlustration 3-13 contains the statement of responsibility disclosure for The Home
Depot, included with the company’s financial statements for the year ended February
2, 2014. Recall from our discussion of financial reporting reform in Chapter 1, that the
Sarbanes-Oxley Act of 2002 requires corporate executives to personally certify the finan-
cial statements. Submission of false statements carries a penalty of up to 20 years in jail.
The illustration also contains Management’s Report on Internal Control Over Financial
Reporting. Francis S. Blake, Home Depot’s chairman and chief executive officer, and Carol
B. Tomé, the company’s chief financial officer and executive vice president, signed the
required certifications as well as these statements of responsibility.




CHAPTER 3

Management’s Responsibility for Financial Statements b
The financial statements presented in this Annual Report have been prepared with
integrity and objectivity and are the responsibility of the management of The Home
Depot, Inc. These financial statements have been prepared in conformity with U.S.
generally accepted accounting principles and properly reflect certain estimates and
judgments based upon the best available information.

The financial statements of the Company have been audited by KPMG LLP, an
independent registered public accounting firm. Their accompanying report is based upon
an audit conducted in accordance with the standards of the Public Company Accounting
Oversight Board (United States).

The Audit Committee of the Board of Directors, consisting solely of outside directors,
meets five times a year with the independent registered public accounting firm, the
internal auditors and representatives of management to discuss auditing and financial
reporting matters. In addition, a telephonic meeting is held prior to each quarterly
earnings release. The Audit Committee retains the independent registered public
accounting firm and regularly reviews the internal accounting controls, the activities of
the independent registered public accounting firm and internal auditors and the financial
condition of the Company. Both the Company’s independent registered public accounting
firm and the internal auditors have free access to the Audit Committee.

Management'’s Report on Internal Control over Financial Reporting

Our management is responsible for establishing and maintaining adequate internal control
over financial reporting, as such term is defined in Rules 13a-15(f) promulgated under the
Securities Exchange Act of 1934, as amended (the “Exchange Act”). Under the supervision
and with the participation of our management, including our Chief Executive Officer and
Chief Financial Officer, we conducted an evaluation of the effectiveness of our internal
control over financial reporting as of February 2, 2014 based on the framework in Internal
Control—Integrated Framework issued by the Committee of Sponsoring Organizations of
the Treadway Commission (COSO). Based on our evaluation, our management concluded
that our internal control over financial reporting was effective as of February 2, 2014, in
providing reasonable assurance regarding the reliability of financial reporting and the
preparation of financial statements for external purposes in accordance with generally
accepted accounting principles. The effectiveness of our internal control over financial
reporting as of February 2, 2014, has been audited by KPMG LLP, an independent
registered public accounting firm, as stated in their report which is included on page 28 in
this Form 10-K.

Carol B. Tomé
Chief Financial Officer & Executive Vice President

Francis S. Blake
Chairman & Chief Executive Officer
\_

Auditors’ Report

Auditors examine financial statements and the internal control procedures designed to sup-
port the content of those statements. Their role is to attest to the fairness of the financial
statements based on that examination. The auditors’ attest function results in an opinion
stated in the auditors’ report.

One step in financial analysis should be an examination of the auditors’ report, which
is issued by the CPA firm that audits the financial statements and informs users of the
audit findings. Every audit report of a public company looks similar to the one prepared
by KPMG LLP for the financial statements of The Home Depot, as shown in Illustra-
tion 3-14.

The reason for the similarities is that auditors’ reports of public companies must be in
compliance with the specifications of the PCAOB.'? In most cases, including the report for
Home Depot, the auditors will be satisfied that the financial statements “present fairly” the

12“An Audit of Internal Control over Financial Reporting That Is Integrated with An Audit of Financial Statements,” Auditing Standard
No. 5 (Washington, D.C., PCAOB, 2007).
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Management'’s
Responsibilities—The
Home Depot, Inc.
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The management’s
responsibilities section
acknowledges the
responsibility of
management for the
company'’s financial
statements and internal
control system.
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The auditors’ report
provides the financial
statement user with

an independent and
professional opinion
about the fairness of the
representations in the
financial statements and
about the effectiveness
of internal controls.
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[llustration 3—14

Auditors’ Report—The
Home Depot, Inc.

Real World Financials

The auditors’ report calls
attention to problems
that might exist in the
financial statements.
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March 27, 2014
L

Report of Independent Registered Public Accounting Firm

The Board of Directors and Stockholders
The Home Depot, Inc.:

We have audited the accompanying Consolidated Balance Sheets of The Home Depot,
Inc. and subsidiaries as of February 2, 2014 and February 3, 2013, and the related
Consolidated Statements of Earnings, Comprehensive Income, Stockholders’ Equity,

and Cash Flows for each of the fiscal years in the three-year period ended February 2,
2014. These Consolidated Financial Statements are the responsibility of the Company's
management. Our responsibility is to express an opinion on these Consolidated Financial
Statements based on our audits.

We conducted our audits in accordance with the standards of the Public Company
Accounting Oversight Board (United States). Those standards require that we plan and
perform the audit to obtain reasonable assurance about whether the financial statements
are free of material misstatement. An audit includes examining, on a test basis, evidence
supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management,
as well as evaluating the overall financial statement presentation. We believe that our
audits provide a reasonable basis for our opinion.

In our opinion, the Consolidated Financial Statements referred to above present fairly,
in all material respects, the financial position of The Home Depot, Inc. and subsidiaries
as of February 2, 2014 and February 3, 2013, and the results of their operations and their
cash flows for each of the fiscal years in the threeyear period ended February 2, 2014, in
conformity with U.S. generally accepted accounting principles.

We also have audited, in accordance with the standards of the Public Company
Accounting Oversight Board (United States), The Home Depot, Inc.’s internal control
over financial reporting as of February 2, 2014, based on criteria established in Internal
Control—Integrated Framework (1992) issued by the Committee of Sponsoring
Organizations of the Treadway Commission (COSO), and our report dated March 27,
2014, expressed an unqualified opinion on the effectiveness of the Company's internal
control over financial reporting.

KPMG LLP
Atlanta, Georgia

financial position, results of operations, and cash flows and are “in conformity with U.S.
generally accepted accounting principles.” These situations prompt an unqualified opin-
ion. Notice that the last paragraph in Home Depot’s report references the auditors’ separate
report on the effectiveness of the company’s internal control over financial reporting.

Sometimes circumstances cause the auditors’ report to include an explanatory paragraph

in addition to the standard wording, even though the report is unqualified. Most notably,
these include:

Lack of consistency due to a change in accounting principle such that comparability is
affected even though the auditor concurs with the desirability of the change.
Uncertainty as to the ultimate resolution of a contingency for which a loss is material in
amount but not necessarily probable or probable but not estimable.

Emphasis of a matter concerning the financial statements that does not affect the exis-
tence of an unqualified opinion but relates to a significant event such as a related-party
transaction.

Some audits result in the need to issue other than an unqualified opinion due to excep-

tions such as (a) nonconformity with generally accepted accounting principles, (b) inade-
quate disclosures, and (c) a limitation or restriction of the scope of the examination. In these
situations the auditor will issue a (an):

Qualified opinion This contains an exception to the standard unqualified opinion but not
of sufficient seriousness to invalidate the financial statements as a whole.
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e Adverse opinion This is necessary when the exceptions (a) and (b) are so serious
that a qualified opinion is not justified. Adverse opinions are rare because auditors
usually are able to persuade management to rectify problems to avoid this undesirable
report.

e Disclaimer An auditor will disclaim an opinion for item (c) such that insufficient infor-
mation has been gathered to express an opinion.

During the course of each audit, the auditor is required to evaluate the company’s ability
to continue for a reasonable time as a going concern. If the auditor determines there is sig-
nificant doubt, an explanation of the potential problem must be included in the auditors’
report. 13

Obviously, the auditors’ report is most informative when any of these deviations from the
standard unqualified opinion are present. These departures from the norm should raise a red
flag to a financial analyst and prompt additional search for information.

As an example, the 2013 auditors’ report of iBio included a going concern paragraph
shown in Illustration 3-15.

\
The accompanying financial statements have been prepared assuming that the Company
will continue as a going concern. As discussed in Note 2 to the financial statements,

the Company has incurred net losses and negative cash flows from operating activities
for the years ended June 30, 2013 and 2012 and has an accumulated deficit as of June
30, 2013. These matters, among others, raise substantial doubt about the Company’s
ability to continue as a going concern. Management's plans regarding these matters are
also described in Note 2. The accompanying financial statements do not include any
adjustments that might result from the outcome of this uncertainty.

Compensation of Directors and Top Executives

The compensation large U.S. corporations pay their top executives is an issue of consider-
able public debate and controversy. Shareholders, employees, politicians, and the public
in general sometimes question the huge pay packages received by company officials at the
same time that more and more rank-and-file employees are being laid off as a result of
company cutbacks. Contributing to the debate is the realization that the compensation gap
between executives and lower-level employees is much wider in the United States than in
most other industrialized countries.

Historically, disclosures related to executive compensation were not clear. In addition, a
substantial portion of executive pay often is in the form of stock options, further confusing
the total compensation paid to executives. Executive stock options give their holders the
right to buy stock at a specified price, usually equal to the market price when the options are
granted. When stock prices rise, executives can exercise their options and realize a profit. In
some cases, options have made executive compensation extremely high. Stock options are
discussed in depth in Chapter 19.

To help shareholders and others sort out the content of executive pay packages and better
understand the commitments of the company in this regard, SEC requirements provide for
disclosures on compensation to directors and executives, and in particular, concerning stock
options. The proxy statement that must be reported each year to all shareholders, usually
along with the annual report, invites shareholders to the meeting to elect board members
and to vote on issues before the shareholders or to vote by proxy. The proxy statement
also includes compensation and stock option information for directors and top executives.
[lustration 3—16 shows a portion of Best Buy’s summary compensation table included in a
recent proxy statement.

13¢The Auditor’s Consideration of an Entity’s Ability to Continue as a Going Concern (Redrafted),” Statement on Auditing Standards No.
126, AICPA Professional Standards AU 570 (New York: AICPA, 2012).

The auditor should
assess the firm's ability
to continue as a going
concern.

[llustration 3—15

Going Concern
Paragraph—iBio Inc.

Real World Financials

The proxy statement
contains disclosures

on compensation to
directors and executives.
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|||lIStl‘atI0n 3—15 Summary Compensation Table—Best Buy Co. Inc.

Name and Title

Summary Compensation Table (in part)

Non-Equity
Fiscal Salary Stock Option  Incentive Plan All Other Total
Year and Bonus Awards Awards Companesation Compensation Compensation

Hubert Joly

Chief Executive
Officer

Sharon L. McCollam

Executive VP and
Chief Financial
Officer

Shari L. Ballard

Executive VP &
President,
International

Keith J. Nelsen

Executive VP —
General Counsel,
Chief Risk Officer &
Secretary

Carol A. Surface

Executive VP and
President,
International

2013 $3,992,596 $11,801,306 $3,750,002 — $ 6,788 $19,550,692

2013 873,558 2,666,672 1,333,334 — 38,618 4,912,182

2013 1,146,154 2,307,793 226,911 — 8,512 3,689,370

2013 794,327 1,791,312 204,207 — 8,027 2,797,873

2013 952,308 2,267,435 204,207 — 13,301 3,437,251

Real World Financials

PART C

® LO3-7

Comparative financial
statements allow financial
statement users to
compare year-to-year
financial position, results
of operations, and cash
flows.

Risk Analysis
Using Financial Statement Information

The overriding objective of financial reporting is providing information that investors and
creditors can use to make decisions. Nevertheless, it’s sometimes easy to lose sight of
that objective while dealing with the intricacies that specific concepts and procedures can
involve. In this part of the chapter we provide an overview of financial statement analysis
and then demonstrate the use of ratios, a popular financial statement analysis technique, to
analyze risk.

Investors, creditors, and others use information that companies provide in corporate
financial reports to make decisions. Although the financial reports focus primarily on the
past performance and the present financial condition of the reporting company, information
users are most interested in the outlook for the future. Trying to gain a glimpse of the future
from past and present data entails using various tools and techniques to formulate predic-
tions. This is the goal of financial statement analysis.

Financial statements are not presented in isolation. Every financial statement issued is
accompanied by the corresponding financial statement of the preceding year, and often the
previous two years. These are called comparative financial statements. They enable inves-
tors, creditors, and other users to compare year-to-year financial position, results of opera-
tions, and cash flows. These comparative data help an analyst detect and predict trends.
Because operations often expand and contract in a cyclical fashion, analysis of any one
year’s data may not provide an accurate picture of a company.
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Some analysts enhance their comparison by expressing each item as a percentage of that
same item in the financial statements of another year (base amount) in order to more eas-
ily see year-to-year changes. This is referred to as horizontal analysis. Similarly, vertical
analysis involves expressing each item in the financial statements as a percentage of an
appropriate corresponding total, or base amount, but within the same year. For example,
cash, inventory, and other assets can be restated as a percentage of total assets; net income
and each expense can be restated as a percentage of revenues.

Regardless of the specific technique used, the essential point is that accounting numbers
are virtually meaningless in isolation. Their value derives from comparison with other num-
bers. The most common way of comparing accounting numbers to evaluate the performance
and risk of a firm is ratio analysis.

We use ratios every day. Batting averages indicate how well our favorite baseball
players are performing. We evaluate basketball players by field goal percentage and
rebounds per game. Speedometers measure the speed of our cars in terms of miles per
hour. We compare grocery costs on the basis of price per pound or ounce. In each of
these cases, the ratio is more meaningful than a single number by itself. Do 45 hits indi-
cate satisfactory performance? It depends on the number of at-bats. Is $2 a good price for
cheese? It depends on how many ounces the $2 buys. Ratios make these measurements
meaningful.

Likewise, we can use ratios to help evaluate a firm’s performance and financial position.
Is net income of $4 million a cause for shareholders to celebrate? Probably not if sharehold-
ers’ equity is $10 billion. But if shareholders equity is $10 million, that’s a 40% return on
equity! Although ratios provide more meaningful information than absolute numbers alone,
the ratios are most useful when analyzed relative to some standard of comparison. That stan-
dard of comparison may be previous performance of the same company, the performance of
a competitor company, or an industry average for the particular ratio.

Accountants should be conversant with ratio analysis for at least three reasons. First,
when preparing financial statements, accountants should be familiar with the ways users
will use the information provided to make better decisions concerning what and how to
report. Second, when accountants participate in company decisions concerning operat-
ing and financing alternatives, they may find ratio analysis helpful in evaluating available
choices. Third, during the planning stages of an audit, independent auditors often use ratio
analysis. This analysis assists in identifying potential audit problems and determining the
specific audit procedures that should be performed.

We introduce ratios related to risk analysis in this chapter and ratios related to profit-
ability analysis in Chapter 5. You will also employ ratios in Decision Makers’ Perspective
sections of many of the chapters in this text. Analysis cases that benefit from ratio analysis
are included in many of these chapters as well.

Investors and creditors use financial information to assess the future risk and return of
their investments in business enterprises. The balance sheet provides information useful to
this assessment. A key element of risk analysis is investigating a company’s ability to pay
its obligations when they come due. This type of risk often is referred to as default risk.
Another aspect of risk is operational risk, which relates more to how adept a company is at
withstanding various events and circumstances that might impair its ability to earn profits.
Obviously, these two types of risk are not completely independent of one another. Inability
to earn profits certainly increases a company’s chances of defaulting on its obligations. Con-
versely, regardless of a company’s long-run prospects for generating profits, if it can’t meet
its obligations, the company’s operations are at risk.

Assessing risk necessarily involves consideration of a variety of economywide risk
factors such as inflation, interest rates, and the general business climate. Industrywide
influences including competition, labor conditions, and technological forces also affect a
company’s risk profile. Still other risk factors are specific to the company itself. Financial
ratios often are used in risk analysis to investigate a company’s liquidity and long-term
solvency. As we discuss some of the more common ratios in the following paragraphs, keep
in mind the inherent relationship between risk and return and thus between our risk analysis
in this chapter and our profitability analysis in Chapter 5.

No accounting numbers
are meaningful in and of
themselves.

Evaluating information

in ratio form allows
analysts to control for
size differences over time
and among firms.
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Working capital, the
difference between
current assets and
current liabilities, is a
popular measure of a
company'’s ability to
satisfy its short-term
obligations.
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The acid-test ratio
provides a more
stringent indication of a
company'’s ability to pay
its current obligations.
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Liquidity Ratios

Liquidity refers to the readiness of assets to be converted to cash. By comparing a company’s
liquid assets with its short-term obligations, we can obtain a general idea of the firm’s abil-
ity to pay its short-term debts as they come due. Usually, current assets are thought of as the
most liquid of a company’s assets. Obviously, though, some are more liquid than others, so it’s
important also to evaluate the specific makeup of current assets. Two common measures of
liquidity are (1) the current ratio and (2) the acid-test ratio (or quick ratio) calculated as follows:

Current assets

Current ratio = —
Current liabilities

Quick assets
Current liabilities

Acid-test ratio (or quick ratio) =

CURRENT RATIO. Implicit in the definition of a current liability is the relationship
between current assets and current liabilities. The difference between current assets and cur-
rent liabilities is called working capital. By comparing a company’s obligations that will
shortly become due with the company’s cash and other assets that, by definition, are
expected to shortly be converted to cash, the analysis offers some indication as to ability to
pay those debts. Although used in a variety of decisions, it is particularly useful to those
considering whether to extend short-term credit. The current ratio is computed by dividing
current assets by current liabilities. A current ratio of 2 indicates that the company has twice
as many current assets available as current liabilities.

PetSmart’s working capital (in thousands) at the end of its February 2, 2014, fiscal year is
$523,898, consisting of current assets of $1,318,243 (Illustration 3-3 on page 117) minus current
liabilities of $794,345 (Tllustration 3—7 on page 120). The current ratio can be computed as follows:

$1,318,243 _
$794,345

Care should be taken, however, in assessing liquidity based solely on working capital.
Liabilities usually are paid with cash, not other components of working capital. A company
could have difficulty paying its liabilities even with a current ratio significantly greater
than 1.0. For example, if a significant portion of current assets consisted of inventories, and
inventories usually are not converted to cash for several months, there could be a problem in
paying accounts payable due in 30 days. On the other hand, a current ratio of less than 1.0
doesn’t necessarily mean the company will have difficulty meeting its current obligations.
A line of credit, for instance, which the company can use to borrow funds, provides finan-
cial flexibility. That also must be considered in assessing liquidity.

1.66

Current ratio =

ACID-TEST RATIO (OR QUICK RATIO). Some analysts like to modify the current
ratio to consider only current assets that are readily available to pay current liabilities. One
such variation in common use is the acid-test ratio. This ratio excludes inventories, prepaid

o TN
Dilemma i
=

The Raintree Cosmetic Company has several loans outstanding with a local bank. The
debt agreements all contain a covenant stipulating that Raintree must maintain a current
ratio of at least 0.9. Jackson Phillips, company controller, estimates that the 2016 year-
end current assets and current liabilities will be $2,100,000 and $2,400,000, respectively.
These estimates provide a current ratio of only 0.875. Violation of the debt agreement will
increase Raintree's borrowing costs as the loans are renegotiated at higher rates.

Jackson proposes to the company president that Raintree purchase inventory of
$600,000 on credit before year-end. This will cause both current assets and current
liabilities to increase by the same amount, but the current ratio will increase to 0.9.
The extra $600,000 in inventory will be used over the later part of 2017. However, the
purchase will cause warehousing costs and financing costs to increase.

Jackson is concerned about the ethics of his proposal. What do you think?
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items, restricted cash, and deferred taxes from current assets before dividing by current liabili-
ties. The numerator, then, consists of (unrestricted) cash, short-term investments, and accounts
receivable, the “quick assets.” By eliminating current assets less readily convertible into cash,
the acid-test ratio provides a more rigorous indication of liquidity than does the current ratio.

PetSmart’s quick assets at the end of its February 2, 2014, fiscal year (in thousands) total
358,307 (285,622 + 72,685). The acid-test ratio can be computed as follows:

$358,307
$794,345

Are these liquidity ratios adequate? It’s generally difficult to say without some point of
comparison. As indicated previously, common standards for such comparisons are industry

averages for similar ratios or ratios of the same company in prior years. Industry averages
for the above two ratios are as follows:

Acid-test ratio = =045

Industry Average
Current ratio = 1.27
Acid-test ratio = 0.33

PetSmart’s ratios are higher than the industry average. What if the ratios were lower?
Would that indicate a liquidity problem? Not necessarily, but it would raise a red flag that
calls for caution in analyzing other areas. Remember that each ratio is but one piece of the
entire puzzle. For instance, profitability is perhaps the best indication of liquidity in the long
run. We discuss ratios that measure profitability in Chapter 5.

Also, management may be very efficient in managing current assets so that, let’s say,
receivables are collected faster than normal or inventory is sold faster than normal, making
those assets more liquid than they otherwise would be. Higher turnover ratios, relative to
those of a competitor or the industry, generally indicate a more liquid position for a given
level of the current ratio. We discuss these turnover ratios in Chapter 5.

Financing Ratios

Investors and creditors, particularly long-term creditors, are vitally interested in a com-
pany’s long-term solvency and stability. Financing ratios provide some indication of the
riskiness of a company with regard to its ability to pay its long-term debts. Two common
financing ratios are (1) the debt to equity ratio and (2) the times interest earned ratio. These
ratios are calculated as follows:

Total liabilities
Shareholders’ equity

Debt to equity ratio =

Net income + Interest expense + Income taxes

Times interest earned ratio =
Interest expense
DEBT TO EQUITY RATIO. The debt to equity ratio compares resources provided by
creditors with resources provided by owners. It is calculated by dividing total liabilities
(current and long-term) by total shareholders’ equity (including retained earnings).'*

The ratio provides a measure of creditors’ protection in the event of insolvency. Other
things being equal, the higher the ratio, the higher the risk. The higher the ratio, the greater
the creditor claims on assets, so the higher the likelihood an individual creditor would not
be paid in full if the company is unable to meet its obligations. Relatedly, a high ratio indi-
cates not only more fixed interest obligations, but probably a higher rate of interest as well
because lenders tend to charge higher rates as the level of debt increases.

PetSmart’s liabilities at the end of its February 2, 2014, fiscal year (in thousands) total
$1,428,186 (Illustration 3-7 on page 120), and stockholders’ equity totals $1,093,782
(Ilustration 3—8 on page 121). The debt to equity ratio can be computed as follows:

$1,428,186

———— =131
$1,093,782

Debt to equity ratio =

14A commonly used variation of the debt to equity ratio is found by dividing total liabilities by total assets, rather than by shareholders’
equity only. Of course, in this configuration the ratio measures precisely the same attribute of the firm’s capital structure but can be inter-
preted as the percentage of a company’s total assets provided by funds from creditors, rather than by owners.

}l

é_i!._ PetSmart

Liquidity ratios should be
assessed in the context
of both profitability and
efficiency of managing
assets.

The debt to equity ratio
indicates the extent of
reliance on creditors,
rather than owners, in
providing resources.
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As with all ratios, the debt to equity ratio is more meaningful if compared to some stan-
dard such as an industry average or a competitor. For example, the industry average debt
to equity ratio of 2.36 is significantly higher than PetSmart’s ratio, indicating that PetSmart
has fewer liabilities in its capital structure than does the average firm in its industry. Does
this mean that PetSmart’s default risk is lower? Other things equal—yes. Is that good? Not
necessarily. As discussed in the next section, it may be that debt is being underutilized by
PetSmart. More debt might increase the potential for return to shareholders, but with higher
debt comes higher risk. This is a fundamental trade-off faced by virtually all firms when try-
ing to settle on the optimal amount of debt versus equity in its capital structure.

The makeup of liabilities also is important. For example, liabilities could include deferred
services revenue. Recall that deferred revenues are liabilities recorded when cash is received
from customers in advance of providing a good or service. Companies satisfy these liabili-
ties not by paying cash, but by providing a service to their customers.

Relationship Between Risk and Profitability. The proportion of debt in the capital
structure also is of interest to shareholders. After all, shareholders receive no return on their
investments until after all creditor claims are paid. Therefore, the higher the debt to equity
ratio, the higher the risk to shareholders. On the other hand, by earning a return on borrowed
funds that exceeds the cost of borrowing the funds, a company can provide its shareholders
with a total return higher than it could achieve by employing equity funds alone. This is
referred to as favorable financial leverage.

For illustration, consider a newly formed corporation attempting to determine the appro-
priate mix of debt and equity. The initial capitalization goal is $50 million. The capitaliza-
tion mix alternatives have been narrowed to two: (1) $10 million in debt and $40 million in
equity and (2) $30 million in debt and $20 million in equity.

Also assume that regardless of the capitalization mix chosen, the corporation will be
able to generate a 16% annual return, before payment of interest and income taxes, on the
$50 million in assets acquired. In other words, income before interest and taxes will be $8
million (16% X $50 million). If the interest rate on debt is 8% and the income tax rate is
40%, comparative net income for the first year of operations for the two capitalization alter-
natives can be calculated as follows:

Alternative 1 Alternative 2
Income before interest and income taxes $8,000,000 $8,000,000
Less: Interest expense (800,000)2 (2,400,000)P
Income before income taxes $7,200,000 $5,600,000
Less: Income tax expense (40%) (2,880,000) (2,240,000)
Net income $4,320,000 $3,360,000

8% % $10,000,000
8% x $30,000,000

Choose alternative 1? Probably not. Although alternative 1 provides a higher net income,
the return on the shareholders’ equity (net income divided by shareholders’ equity) is higher
for alternative 2. Here’s why:

Alternative 1 Alternative 2
Return on shareholders’ equity'®> = m% %
= 10.8% 16.8%

I5Tf return is calculated on average shareholders’ equity, we're technically assuming that all income is paid to shareholders in cash dividends,
so that beginning, ending, and average shareholders’ equity are the same. If we assume no dividends are paid, rates of return would be

Alternative 1 Alternative 2
Return on shareholders’ equity = $4,320,000 $3,360,000
auity (844,320,000 + 40,000,000)/2 ($20,000,000 + 23,360,000)/2
= 10.25% 15.50%

In any case our conclusions are the same.
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Alternative 2 generated a higher return for each dollar invested by shareholders. This
is because the company leveraged its $20 million equity investment with additional debt.
Because the cost of the additional debt (8%) is less than the return on assets invested (16%),
the return to shareholders is higher. This is the essence of favorable financial leverage.

Be aware, though, leverage is not always favorable; the cost of borrowing the funds
might exceed the returns they provide. If the return on assets invested turned out to be less
than expected, the additional debt could result in a lower return on equity for alternative 2.
If, for example, the return on assets invested (before interest and income taxes) had been
6% of $50,000,000 (or $3,000,000), rather than 16%, alternative 1 would have provided the
better return on equity:

Alternative 1 Alternative 2
Income before interest and income taxes $3,000,000 $3,000,000
Less: Interest expense (800,000)2 (2,400,000)°
Income before income taxes $2,200,000 $ 600,000
Less: Income tax expense (40%) (880,000) (240,000)
Net income $1,320,000 $ 360,000
28% x $10,000,000 - -
8% x $30,000,000
Alternative 1 Alternative 2
, .16 _ $1,320,000 $360,000
Return on shareholders’ equity ° = $40,000,000 $20,000.000
= 3.3% 1.8%

So, shareholders typically are faced with a trade-off between the risk that high debt
denotes and the potential for a higher return from having the higher debt. In any event, the
debt to equity ratio offers a basis for making the choice.

TIMES INTEREST EARNED RATIO. Another way to gauge the ability of a com-
pany to satisfy its fixed debt obligations is by comparing interest charges with the income
available to pay those charges. The times interest earned ratio is designed to do this. It is
calculated as income before subtracting interest expense and income taxes divided by inter-
est expense.

Bondholders, noteholders, and other creditors can measure the margin of safety they are
accorded by a company’s earnings. If income is many times greater than interest expense,
creditors’ interests are more protected than if income just barely covers this expense. For
this purpose, income should be the amount available to pay interest, which is income before
subtracting interest and income taxes, calculated by adding back to net income the interest
and income taxes that were deducted.

As an example, PetSmart’s financial statements for the fiscal year ended February 2,
2014, report the following:

($ in thousands)

Net income $419,520
Interest expense 52,479
Income taxes 239,444

Income before interest and taxes $711,443

The times interest earned ratio can be computed as follows:

. . . $711,443
Times interest earned ratio = ———— = 13.6
$52,479
1°If we assume no dividends are paid, rates of return would be
Alternative 1 Alternative 2
Return on shareholders’ equity = $1,320,000 $360,000
quity (341,320,000 + 40,000,000)/2 (320,000,000 + 20,360,000)/2
= 3.25% 1.78%

In any case our conclusions are the same.

The times interest earned
ratio indicates the margin
of safety provided to
creditors.

}l

é_i!._ PetSmart
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The ratio of 13.6 times indicates a considerable margin of safety for creditors. Income
could decrease many times and the company would still be able to meet its interest pay-
ment obligations.!” PetSmart is a highly profitable company with little interest-bearing debt.
However, in comparison, the average times interest earned ratio for its industry is approxi-
mately 24.1 times; even higher than PetSmart’s ratio.

Especially when viewed alongside the debt-equity ratio, the coverage ratio seems to
indicate a comfortable safety cushion for creditors. It also indicates a degree of financial
mobility if the company were to decide to raise new debt funds to “trade on the equity” and
attempt to increase the return to shareholders through favorable financial leverage.

170f course, interest is paid with cash, not with “income.” The times interest earned ratio often is calculated by using cash flow from
operations before subtracting either interest payments or tax payments as the numerator and interest payments as the denominator.

Financial Reporting Case Solution

1. Respond to Jerry’s criticism that shareholders’ equity does not represent the
market value of the company. What information does the balance sheet provide?
(p. 115) Jerry is correct. The financial statements are supposed to help investors and
creditors value a company. However, the balance sheet is not intended to portray the
market value of the entity. The assets of a company minus its liabilities as shown in the
balance sheet (shareholders’ equity) usually will not equal the company’s market value
for several reasons. For example, many assets are measured at their historical costs rather
than their fair values. Also, many company resources, including its trained employees, its
experienced management team, and its reputation are not recorded as assets at all. The
balance sheet must be used in conjunction with other financial statements, disclosure
notes, and other publicly available information.

The balance sheet does, however, provide valuable information that can be used by
investors and creditors to help determine market value. After all, it is the balance sheet
that describes many of the resources a company has available for generating future cash
flows. The balance sheet also provides important information about liquidity and long-
term solvency.

2. The usefulness of the balance sheet is enhanced by classifying assets and liabili-
ties according to common characteristics. What are the classifications used in
Electronic Arts’ balance sheets and what elements do those categories include?
(p. 116) Electronic Arts’ balance sheets contain the following classifications:

Assets:

* Current assets include cash and several other assets that are reasonably expected to be
converted to cash or consumed within the coming year, or within the normal operating
cycle of the business if that’s longer than one year.

* Property and equipment are the tangible long-lived assets used in the operations of the
business. This category includes land, buildings, equipment, machinery, and furniture,
as well as natural resources.

* Goodwill is a unique intangible asset in that its cost can’t be directly associated with
any specifically identifiable right and is not separable from the company as a whole. It
represents the unique value of the company as a whole over and above all identifiable
tangible and intangible assets.

* Acquisition-related intangibles are assets that represent exclusive rights to some-
thing such as a product, a process, or a name. Patents, copyrights, and franchises are
examples. These intangible assets were acquired by purchasing other companies.

* Deferred income taxes result from temporary differences between taxable income and
accounting income.

* Other assets is a “catch-all” classification of noncurrent assets and could include
long-term prepaid expenses and any noncurrent asset not included in one of the other
categories.
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Liabilities:

* Current liabilities are those obligations that are expected to be satisfied through the use
of current assets or the creation of other current liabilities. Usually, this means liabili-
ties that are expected to be paid within one year, or the operating cycle if that’s longer
than one year.

* Long-term liabilities are payable further in the future and include bonds, deferred in-
come taxes, and pension obligations. Electronic Arts lists income tax obligations, de-
ferred income taxes, and other liabilities as its long-term liabilities.

Shareholders’ equity:

e Common stock and paid-in capital collectively equal the amounts invested by share-
holders in the corporation.

* Retained earnings (accumulated deficit) represents the accumulated net income or net
loss reported since inception of the corporation less dividends paid out to shareholders.
If this amount is negative, it is called accumulated deficit.

* Accumulated other comprehensive income is the cumulative amount of other compre-
hensive income items. This topic is addressed in subsequent chapters. @

® LO3-1

® LO3-2

® LO3-3

® LO3-4

® LO3-5

® LO3-6

® LO3-7

The Bottom Line

The balance sheet is a position statement that presents an organized array of assets, liabilities, and share-
holders’ equity at a particular point in time. The statement does not portray the market value of the entity.
However, the information in the statement can be useful in assessing market value, as well as in providing
important information about liquidity and long-term solvency. (p. 114)

Current assets include cash and other assets that are reasonably expected to be converted to cash or con-
sumed during one year or within the normal operating cycle of the business if the operating cycle is longer
than one year. All other assets are classified as various types of noncurrent assets. In addition to cash and
cash equivalents, current assets include short-term investments, accounts receivable, inventories, and pre-
paid expenses. Other asset classifications include investments; property, plant, and equipment; intangible
assets; and other assets. (p. 116)

Current liabilities are those obligations that are expected to be satisfied through the use of current assets
or the creation of other current liabilities. All other liabilities are classified as long term. Current liabilities
include notes and accounts payable, deferred revenues, accrued liabilities, and the current maturities of
long-term debt. Long-term liabilities include long-term notes, loans, mortgages, bonds, pension and lease
obligations, as well as deferred income taxes. (p. 120)

Financial statement disclosures are used to convey additional information about the account balances in
the basic financial statements as well as to provide supplemental information. This information is dis-
closed, often parenthetically in the basic financial statements, or in disclosure notes that often include
supporting schedules. (p. 124)

Annual reports of public companies will include management’s discussion and analysis of key aspects of
the company’s business. The purpose of this disclosure is to provide external parties with management’s
insight into certain transactions, events, and circumstances that affect the enterprise, including their finan-
cial impact. (p. 127)

The purpose of an audit is to provide a professional, independent opinion as to whether or not the financial
statements are prepared in conformity with generally accepted accounting principles. The standard audit
report of a public company contains four paragraphs; the first two deal with the scope of the audit and
the third paragraph states the auditors’ opinion regarding the financial statements. The fourth paragraph
provides the auditors’ opinion on the effectiveness of the company’s internal control. (p. 129)

Financial analysts use various techniques to transform financial information into forms more useful for
analysis. Horizontal analysis and vertical analysis provide a useful way of analyzing year-to-year changes.
Ratio analysis allows analysts to control for size differences over time and among firms while investigat-
ing important relationships among financial variables. (p. 132)
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The balance sheet provides information that can be useful in assessing risk. A key element of risk analy-

sis is investigating a company’s ability to pay its obligations when they come due. Liquidity ratios and
financing ratios provide information about a company’s ability to pay its obligations. (p. 134)

® LO3-9

There are more similarities than differences in balance sheets and financial disclosures prepared accord-

ing to U.S. GAAP and those prepared applying IFRS. Balance sheet presentation is one important differ-
ence. Under U.S. GAAP, we present current assets and liabilities before noncurrent assets and liabilities.
IFRS doesn’t prescribe the format of the balance sheet, but balance sheets prepared using IFRS often
report noncurrent items first. Reportable segment disclosures also are similar. However, IFRS requires an
additional disclosure, the amount of segment liabilities (Appendix 3). (pp. 122 and 141) ®

APPENDIX 3

Many companies
operate in several
business segments as
a strategy to achieve
growth and to reduce
operating risk through
diversification.

Segment reporting
facilitates the financial
statement analysis of
diversified companies.

Financial analysis of diversified companies is especially difficult. Consider, for example, a
company that operates in several distinct business segments including computer peripher-
als, home health care systems, textiles, and consumer food products. The results of these
distinctly different activities will be aggregated into a single set of financial statements,
making difficult an informed projection of future performance. It may well be that the
five-year outlook differs greatly among the areas of the economy represented by the dif-
ferent segments. To make matters worse for an analyst, the integrated financial statements
do not reveal the relative investments in each of the business segments nor the success
the company has had within each area. Given the fact that so many companies these days
have chosen to balance their operating risks through diversification, aggregated financial
statements pose a widespread problem for analysts, lending and credit officers, and other
financial forecasters.

Reporting by Operating Segment

To address the problem, the accounting profession requires companies engaged in more
than one significant business to provide supplemental information concerning individual
operating segments. The supplemental disaggregated data do not include complete financial
statements for each reportable segment, only certain specified items.

WHAT IS A REPORTABLE OPERATING SEGMENT?
According to U.S. GAAP guidelines, a management approach is used in determining which
segments of a company are reportable. This approach is based on the way that management
organizes the segments within the enterprise for making operating decisions and assess-
ing performance. The segments are, therefore, evident from the structure of the enterprise’s
internal organization.

More formally, the following characteristics define an operating segment: '3

An operating segment is a component of an enterprise:

» That engages in business activities from which it may recognize revenues and incur
expenses (including revenues and expenses relating to transactions with other compo-
nents of the same enterprise).

* Whose operating results are regularly reviewed by the enterprise’s chief operating deci-
sion maker to make decisions about resources to be allocated to the segment and assess
its performance.

¢ For which discrete financial information is available.

The FASB hopes that this approach provides insights into the risk and opportunities man-
agement sees in the various areas of company operations. Also, reporting information based
on the enterprise’s internal organization should reduce the incremental cost to companies
of providing the data. In addition, there are quantitative thresholds for the definition of an

B FASB ASC 280-10-50-1: Segment Reporting—Overall—Disclosure (previously “Disclosures about Segments of an Enterprise and
Related Information,” Statement of Financial Accounting Standards No. 131 (Norwalk, Conn.: FASB, 1997), par. 10).
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operating segment to limit the number of reportable segments. Only segments of certain size
(10% or more of total company revenues, assets, or net income) must be disclosed. How-
ever, a company must account for at least 75% of consolidated revenue through segment
disclosures.

WHAT AMOUNTS ARE REPORTED BY AN OPERATING SEGMENT?
For areas determined to be reportable operating segments, the following disclosures are
required:

a. General information about the operating segment.

b. Information about reported segment profit or loss, including certain revenues and
expenses included in reported segment profit or loss, segment assets, and the basis of
measurement.

c. Reconciliations of the totals of segment revenues, reported profit or loss, assets, and
other significant items to corresponding enterprise amounts.

d. Interim period information.'

Ilustration 3A-1 shows the business segment information reported by Abbott
Laboratories, in its 2013 annual report.

N lustration 3A—1

Business Segment
Information Disclosure—

Business Segment Information
($ in millions)

Net Operating  Identifiable  Depr. and Capital Abbott Laboratories, Inc.
Segments Sales Earnings Assets Amort. Expenditures
Real World Financials

Established $ 4,974 $1,182 $ 2,637 $ 84 $ 128

Pharmaceuticals

Nutritionals 6,740 1,263 3,518 190 340

Diagnostics 4,545 1,008 3,312 368 394

Vascular 3,012 962 1,711 122 62

Other 2,577 (1,894) 31,775° 164 982

Total $21,848 $2,521 $42,953 $928 $1,906

This amount includes assets not identified with a specific segment, such as restricted cash, deferred income taxes,
goodwill and other intangible assets, and other non-reportable segments.

nternational Financial Reporting Standards

Segment Reporting. U.S. GAAP requires companies to report information about reported

segment profit or loss, including certain revenues and expenses included in reported

segment profit or loss, segment assets, and the basis of measurement. The international ® LO3-9
standard on segment reporting, IFRS No. 8,%° requires that companies also disclose total

liabilities of its reportable segments.

REPORTING BY GEOGRAPHIC AREA

In today’s global economy it is sometimes difficult to distinguish domestic and foreign
companies. Most large U.S. firms conduct significant operations in other countries in addi-
tion to having substantial export sales from this country. Differing political and economic

9FASB ASC 280-10-50-20 through 26 and 280—10-50-32: Segment Reporting—Overall—Disclosure (previously “Disclosures about
Segments of an Enterprise and Related Information,” Statement of Financial Accounting Standards No. 131 (Norwalk, Conn.: FASB,
1997), par. 25).

20«Operating Segments,” International Financial Reporting Standard No. 8 (IASCF), as amended effective January 1, 2014.
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[llustration 3A—2

Geographic Area
Information Disclosure—
Abbott Laboratories, Inc.

Real World Financials

Revenues from major
customers must be
disclosed.

The Role of Accounting as an Information System

environments from country to country means risks and associated rewards sometimes vary
greatly among the various operations of a single company. For instance, manufacturing
facilities in a South American country embroiled in political unrest pose different risks from
having a plant in Vermont, or even Canada. Without disaggregated financial information,
these differences cause problems for analysts.

U.S. GAAP requires an enterprise to report certain geographic information unless it is
impracticable to do so. This information includes:

a. Revenues from external customers (1) attributed to the enterprise’s country of domi-
cile and (2) attributed to all foreign countries in total from which the enterprise
derives revenues, and

b. Long-lived assets other than financial instruments, long-term customer relationships
of a financial institution, mortgage and other servicing rights, deferred policy acquisi-
tion costs, and deferred tax assets (1) located in the enterprise’s country of domicile
and (2) located in all foreign countries in total in which the enterprise holds assets.>!

Abbott Laboratories reports its geographic area information by separate countries in 2013,
as shown in Illustration 3A-2. Notice that both the business segment (Illustration 3A—1) and
geographic information disclosures include a reconciliation to company totals. For example,
in both illustrations, net sales of both the business segments and the geographic areas are
reconciled to the company’s total net sales of $21,848 ($ in millions).

\
Geographic Areas
($ in millions)
Net Sales Long-Term Assets
u.S. $6,269 Canada 734 U.S $7,884 Canada 368
Japan 1,442  ltaly 726 Japan 902 ltaly 100
Germany 1,070  France 680 Germany 1,040 France 213
Netherlands 960  Russia 525 Netherlands 560 Russia 30
China 1,083 Spain 413 China 356 Spain 326
India 922 UK. 479 India 3,080 U.K. 1,380
Brazil 470  All Others 5,283  Brazil 216 All Others 6,133
Switzerland 792 Total $21,848 Switzerland 1,117 Total $23,705
L

INFORMATION ABOUT MAJOR CUSTOMERS

Some companies in the defense industry derive substantial portions of their revenues from
contracts with the Defense Department. When cutbacks occur in national defense or in spe-
cific defense systems, the impact on a company’s operations can be considerable. Obvi-
ously, financial analysts are extremely interested in information concerning the extent to
which a company’s prosperity depends on one or more major customers such as in the situa-
tion described here. For this reason, if 10% or more of the revenue of an enterprise is derived
from transactions with a single customer, the enterprise must disclose that fact, the total
amount of revenue from each such customer, and the identity of the operating segment or
segments reporting the revenue. The identity of the major customer or customers need not be
disclosed, although companies routinely provide that information. In its 2013 annual report,
Abbott Laboratories did not report any major customer information. In its 2013 segment
disclosures, Lockheed Martin Corp. reports that the U.S. government accounts for 82% of
its revenues. @

2IFASB ASC 280-10-50—41: Segment Reporting—Overall—Disclosure (previously “Disclosures about Segments of an Enterprise and
Related Information,” Statement of Financial Accounting Standards No. 131 (Norwalk, Conn.: FASB, 1997), par. 38).



CHAPTER 3 The Balance Sheet and Financial Disclosures 143

Questions For Review of Key Topics

Q 31
Q 3-2
Q3-3
Q34
Q3-5
Q3-6

Q3-7

Q3-8
Q 3-9

Q 3-10
Q 3-11

Q 3-12
Q 3-13
Q3-14

Q3-15

Q3-16
Q 3-17
Q 3-18

€ IFRS Q3-19
€' IFRS Q3-20
Q 3-21

Q3-22
&' IFRS Q3-23

Describe the purpose of the balance sheet.

Explain why the balance sheet does not portray the market value of the entity.

Define current assets and list the typical asset categories included in this classification.
Define current liabilities and list the typical liability categories included in this classification.
Describe what is meant by an operating cycle for a typical manufacturing company.

Explain the difference(s) between investments in equity securities classified as current assets versus those
classified as noncurrent assets.

Describe the common characteristics of assets classified as property, plant, and equipment and identify some
assets included in this classification.

Distinguish between property, plant, and equipment and intangible assets.
Explain how each of the following liabilities would be classified in the balance sheet:
« A note payable of $100,000 due in five years.

A note payable of $100,000 payable in annual installments of $20,000 each, with the first installment due
next year.

Define the terms paid-in-capital and retained earnings.

Disclosure notes are an integral part of the information provided in financial statements. In what ways are the
notes critical to understanding the financial statements and to evaluating the firm’s performance and financial
health?

A summary of the company’s significant accounting policies is a required disclosure. Why is this disclosure
important to external financial statement users?

Define a subsequent event.

Every annual report of a public company includes an extensive discussion and analysis provided by the
company’s management. Specifically, which aspects of the company must this discussion address? Isn’t
management’s perspective too biased to be of use to investors and creditors?

The auditors’ report provides the analyst with an independent and professional opinion about the fairness of
the representations in the financial statements. What are the four main types of opinion an auditor might issue?
Describe each.

What is a proxy statement? What information does it provide?
Define the terms working capital, current ratio, and acid-test ratio(or quick ratio).

Show the calculation of the following financing ratios: (1) the debt to equity ratio, and (2) the times interest
earned ratio.

Where can we find authoritative guidance for balance sheet presentation under IFRS?
Describe at least two differences between U.S. GAAP and IFRS in balance sheet presentation.

(Based on Appendix 3) Segment reporting facilitates the financial statement analysis of diversified companies.
What determines whether an operating segment is a reportable segment for this purpose?

(Based on Appendix 3) For segment reporting purposes, what amounts are reported by each operating segment?

(Based on Appendix 3) Describe any differences in segment disclosure requirements between U.S. GAAP
and IFRS.

Brief Exercises @ connect

BE 3-1

Current versus
noncurrent
classification

® LO3-2, LO3-3

BE 3-2
Balance sheet
classification

® LO3-2,LO3-3

|IACCOUNTING

Indicate whether each of the following assets and liabilities should be classified as current or noncurrent:
(a) accounts receivable; (b) prepaid rent for the next six months; (c) note receivable due in two years; (d) note
payable due in 90 days; (e) note payable due in five years; and (f) patent.

The trial balance for K and J Nursery, Inc., listed the following account balances at December 31, 2016, the end
of its fiscal year: cash, $16,000; accounts receivable, $11,000; inventories, $25,000; equipment (net), $80,000;
accounts payable, $14,000; wages payable, $9,000; interest payable, $1,000; note payable (due in 18 months),
$30,000; common stock, $50,000. Calculate total current assets and total current liabilities that would appear in
the company’s year-end balance sheet.
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The Role of Accounting as an Information System

Refer to the situation described in BE 3-2. Determine the year-end balance in retained earnings for K and J
Nursery, Inc.

Refer to the situation described in BE 3-2. Prepare a classified balance sheet for K and J Nursery, Inc. The
equipment originally cost $140,000.

The following is a December 31, 2016, post-closing trial balance for Culver City Lighting, Inc. Prepare a classi-
fied balance sheet for the company.

Account Title Debits Credits

Cash 55,000

Accounts receivable 39,000

Inventories 45,000

Prepaid insurance 15,000

Equipment 100,000

Accumulated depreciation—equipment 34,000

Patent, net 40,000

Accounts payable 12,000

Interest payable 2,000

Note payable (due in 10, equal annual installments) 100,000

Common stock 70,000

Retained earnings 76,000
Totals 294,000 294,000

You have been asked to review the December 31, 2016, balance sheet for Champion Cleaning. After completing

your review, you list the following three items for discussion with your superior:

1. An investment of $30,000 is included in current assets. Management has indicated that it has no intention of
liquidating the investment in 2017.

2. A $100,000 note payable is listed as a long-term liability, but you have determined that the note is due in 10,
equal annual installments with the first installment due on March 31, 2017.

3. Deferred revenue of $60,000 is included as a current liability even though only two-thirds will be recognized
as revenue in 2017, and the other one-third in 2018.

Determine the appropriate classification of each of these items.

The following information is taken from the balance sheet of Raineer Plumbing: cash and cash equivalents,
$40,000; accounts receivable, $120,000; inventories, ?; total current assets, $235,000; property, plant, and equip-
ment (net), ?; total assets, $400,000; accounts payable, $32,000; note payable (due in two years), $50,000;
common stock; $100,000; and retained earnings, ?. Determine the missing amounts.

For each of the following note disclosures, indicate whether the disclosure would likely appear in (A) the sum-
mary of significant accounts policies or (B) a separate note: (1) depreciation method; (2) contingency informa-
tion; (3) significant issuance of common stock after the fiscal year-end; (4) cash equivalent designation;

(5) long-term debt information; and (6) inventory costing method.

Refer to the trial balance information in BE 3-5. Calculate the (a) current ratio, (b) acid-test ratio, and (c) debt to
equity ratio.

At the end of 2016, Barker Corporation’s preliminary trial balance indicated a current ratio of 1.2. Management
is contemplating paying some of its accounts payable balance before the end of the fiscal year. Explain the effect
this transaction would have on the current ratio. Would your answer be the same if the preliminary trial balance
indicated a current ratio of 0.8?

The current asset section of Stibbe Pharmaceutical Company’s balance sheet included cash of $20,000 and
accounts receivable of $40,000. The only other current asset is inventories. The company’s current ratio is
2.0 and its acid-test ratio is 1.5. Determine the ending balance in inventories and total current liabilities.
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ACCOUNTING

An alternate exercise and problem set is available in the Connect library.

The following December 31, 2016, fiscal year-end account balance information is available for the Stonebridge

Corporation:

Cash and cash equivalents
Accounts receivable (net)

Inventories

Property, plant, and equipment (net)

Accounts payable
Wages payable
Paid-in-capital

The only asset not listed is short-term investments. The only liabilities not listed are a $30,000 note payable

$ 5,000
20,000
60,000

120,000
44,000
15,000

100,000

due in two years and related accrued interest of $1,000 due in four months. The current ratio at year-end is 1.5:1.

Determine the following at December 31, 2016:
1. Total current assets

2. Short-term investments

3. Retained earnings

The following are the typical classifications used in a balance sheet:

a. Current assets

. Investments and funds

b
c. Property, plant, and equipment
d. Intangible assets

e

. Other assets

For each of the following balance sheet items, use the letters above to indicate the appropriate classification

f. Current liabilities
g. Long-term liabilities
h. Paid-in-capital

i. Retained earnings

category. If the item is a contra account, place a minus sign before the chosen letter.

_ Equipment

_ Accounts payable

_ Allowance for uncollectible accounts
__ Land, held for investment

__ Note payable, due in 5 years

_ Deferred rent revenue

_ Note payable, due in 6 months

Income less dividends, accumulated

R Ao e

Investment in XYZ Corp., long-term

10. Inventories

11. __ Patent

12. ____ Land, in use

13. — Accrued liabilities
14. ___ Prepaid rent

15. ___ Common stock
16. ____ Building, in use
17. ___ Cash

18. ___ Taxes payable

The following are the typical classifications used in a balance sheet:

a. Current assets
. Investments and funds

b
c. Property, plant, and equipment
d. Intangible assets

e

. Other assets

For each of the following 2016 balance sheet items, use the letters above to indicate the appropriate classification

f. Current liabilities
g. Long-term liabilities
h. Paid-in-capital

i. Retained earnings

category. If the item is a contra account, place a minus sign before the chosen letter.

_ Accrued interest payable

__ Franchise

_ Accumulated depreciation

__ Prepaid insurance, for 2017

____ Bonds payable, due in 10 years
_ Current maturities of long-term debt
__ Note payable, due in three months
_ Long-term receivables

O X NNk wh =

Restricted cash, will be used to
retire bonds in 10 years

10. __ Supplies

11. ____ Machinery

12. ____ Land, in use

13. ____ Deferred revenue

14. __ Copyrights

15. __ Preferred stock

16. __ Land, held for speculation
17. ____ Cash equivalents

18. ___ Wages payable
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E 3-4 The following is a December 31, 2016, post-closing trial balance for the Jackson Corporation.
Balance sheet . . .
preparation Account Title Debits Credits
® L03-2,103-3 Cash 40,000
Accounts receivable 34,000
Inventories 75,000
Prepaid rent 16,000
Marketable securities (short term) 10,000
Machinery 145,000
Accumulated depreciation—machinery 11,000
Patent (net of amortization) 83,000
Accounts payable 8,000
Wages payable 4,000
Taxes payable 32,000
Bonds payable (due in 10 years) 200,000
Common stock 100,000
Retained earnings 48,000
Totals 403,000 403,000

Prepare a classified balance sheet for Jackson Corporation at December 31, 2016.

E 3-5 The following is the ending balances of accounts at December 31, 2016 for the Valley Pump Corporation.
Balance sheet
preparation Account Title Debits Credits
® LO3-2, LO3-3
Cash 25,000
Accounts receivable 56,000
Inventories 81,000
Interest payable 10,000
Marketable securities 44,000
Land 120,000
Buildings 300,000
Accumulated depreciation—buildings 100,000
Equipment 75,000
Accumulated depreciation—equipment 25,000
Copyright (net of amortization) 12,000
Prepaid expenses 32,000
Accounts payable 65,000
Deferred revenues 20,000
Notes payable 250,000
Allowance for uncollectible accounts 5,000
Common stock 200,000
Retained earnings 70,000
Totals 745,000 745,000

1. The $120,000 balance in the land account consists of $100,000 for the cost of land where the plant and office
buildings are located. The remaining $20,000 represents the cost of land being held for speculation.

2. The $44,000 in the marketable securities account represents an investment in the common stock of another
corporation. Valley intends to sell one-half of the stock within the next year.

3. The notes payable account consists of a $100,000 note due in six months and a $150,000 note due in three
annual installments of $50,000 each, with the first payment due in August of 2017.

Prepare a classified balance sheet for the Valley Pump Corporation at December 31, 2016.

E 3-6 Presented below is the ending balances of accounts for the Kansas Instruments Corporation at December 31, 2016.
Balance sheet;

Current versus
noncurrent
classification

® LO3-2,LO3-3
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Account Title Debits Credits
Cash 20,000
Accounts receivable 130,000
Raw materials 24,000
Note receivable 100,000
Interest receivable 3,000
Interest payable 5,000
Marketable securities 32,000
Land 50,000
Buildings 1,300,000
Accumulated depreciation—buildings 620,000
Work in process 42,000
Finished goods 89,000
Equipment 300,000
Accumulated depreciation—equipment 130,000
Patent (net of amortization) 120,000
Prepaid rent (for the next two years) 60,000
Deferred revenue 36,000
Accounts payable 180,000
Note payable 400,000
Cash restricted for payment of note payable 80,000
Allowance for uncollectible accounts 13,000
Sales revenue 800,000
Cost of goods sold 450,000
Rent expense 28,000

The note receivable, along with any accrued interest, is due on November 22, 2017.
The note payable is due in 2020. Interest is payable annually.
The marketable securities consist of treasury bills, all of which mature in the next year.

L=

Deferred revenue will be recognized as revenue equally over the next two years.

Determine the company’s working capital (current assets minus current liabilities) at December 31, 2016.

E 3-7 The following balance sheet for the Los Gatos Corporation was prepared by a recently hired accountant. In
Balance sheet reviewing the statement you notice several errors.

preparation;

errors

LOS GATOS CORPORATION
Balance Sheet
At December 31, 2016

® LO3-2,LO3-3

Assets

Cash $ 40,000
Accounts receivable 80,000
Inventories 55,000
Machinery (net) 120,000
Franchise (net) 30,000

Total assets $325,000

Liabilities and Shareholders’ Equity

Accounts payable $ 50,000
Allowance for uncollectible accounts 5,000
Note payable 55,000
Bonds payable 110,000
Shareholders’ equity 105,000

Total liabilities and shareholders’ equity $325,000

1. Cash includes a $20,000 restricted amount to be used for repayment of the bonds payable in 2020.
2. The cost of the machinery is $190,000.
3. Accounts receivable includes a $20,000 note receivable from a customer due in 2019.
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4. The note payable includes accrued interest of $5,000. Principal and interest are both due on February 1, 2017.
5. The company began operations in 2011. Income less dividends since inception of the company totals $35,000.
6. 50,000 shares of no par common stock were issued in 2011. 100,000 shares are authorized.

Prepare a corrected, classified balance sheet.

E 3-8 Cone Corporation is in the process of preparing its December 31, 2016, balance sheet. There are some questions
Balance sheet; as to the proper classification of the following items:

current versus a. $50,000 in cash restricted in a savings account to pay bonds payable. The bonds mature in 2020.

noncurrent b. Prepaid rent of $24,000, covering the period January 1, 2017, through December 31, 2018.

classification

c. Note payable of $200,000. The note is payable in annual installments of $20,000 each, with the first install-
® LO3-2, LO3-3

ment payable on March 1, 2017.
d. Accrued interest payable of $12,000 related to the note payable.

e. Investment in marketable securities of other corporations, $80,000. Cone intends to sell one-half of the secu-
rities in 2017.

Prepare a partial classified balance sheet to show how each of the above items should be reported.

E 3-9 The following is the balance sheet of Korver Supply Company at December 31, 2015.
Balance sheet
preparation
® LO3-2, LO3-3 KORVER SUPPLY COMPANY
Balance Sheet
At December 31, 2015

Assets
Cash $120,000
Accounts receivable 300,000
Inventories 200,000
Furniture and fixtures, net 150,000
Total assets $770,000
Liabilities and Shareholders’ Equity
Accounts payable (for merchandise) $190,000
Note payable 200,000
Interest payable 6,000
Common stock 100,000
Retained earnings 274,000
Total liabilities and shareholders’ equity $770,000

Transactions during 2016 were as follows:

1. Sales to customers on account $800,000
2. Cash collected from customers 780,000
3. Purchase of merchandise on account 550,000
4. Cash payment to suppliers 560,000
5. Cost of merchandise sold 500,000
6. Cash paid for operating expenses 160,000
7. Cash paid for interest on note 12,000

The note payable is dated June 30, 2015 and is due on June 30, 2017. Interest at 6% is payable annually on
June 30. Depreciation on the furniture and fixtures for the year is $20,000. The furniture and fixtures originally
cost $300,000.

Prepare a classified balance sheet at December 31, 2016 (ignore income taxes).

E 3-10 The following are typical disclosures that would appear in the notes accompanying financial statements. For each
Financial of the items listed, indicate where the disclosure would likely appear—either in (A) the significant accounting
statement policies note or (B) a separate note.

disclosures

® LO3-4



E 3-11
Disclosure notes
® LO3-4

E 3-12
Financial
statement
disclosures
® LO3-4

E 3-13

FASB codification
research

® LO3-4

CODE
\

E 3-14
FASB codification
research

® LO3-2, LO3-4

CODE
\
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. Inventory costing method A
. Information on related party transactions

. Composition of property, plant, and equipment

. Depreciation method

. Subsequent event information

Measurement basis for certain financial instruments
. Important merger occurring after year-end

. Composition of receivables

PN U AW~

Hallergan Company produces car and truck batteries that it sells primarily to auto manufacturers. Dorothy
Hawkins, the company’s controller, is preparing the financial statements for the year ended December 31, 2016.
Hawkins asks for your advice concerning the following information that has not yet been included in the state-
ments. The statements will be issued on February 28, 2017.

1. Hallergan leases its facilities from the brother of the chief executive officer.

2. On January 8, 2017, Hallergan entered into an agreement to sell a tract of land that it had been holding as an
investment. The sale, which resulted in a material gain, was completed on February 2, 2017.

3. Hallergan uses the straight-line method to determine depreciation on all of the company’s depreciable assets.
4. On February 8, 2017, Hallergan completed negotiations with its bank for a $10,000,000 line of credit.
5. Hallergan uses the first-in, first-out (FIFO) method to value inventory.

For each of the above items, discuss any additional disclosures that Hawkins should include in Hallergan’s finan-
cial statements.

Parkman Sporting Goods is preparing its annual report for its 2016 fiscal year. The company’s controller has
asked for your help in determining how best to disclose information about the following items:
A related-party transaction.

Depreciation method.

Allowance for uncollectible accounts.
Composition of investments.
Composition of long-term debt.
Inventory costing method.

Number of shares of common stock authorized, issued, and outstanding.

® N AW

Employee benefit plans.

Indicate whether the above items should be disclosed (A) in the summary of significant accounting policies note,
(B) in a separate disclosure note, or (C) on the face of the balance sheet.

The FASB Accounting Standards Codification represents the single source of authoritative U.S. generally accepted
accounting principles.

1. Obtain the relevant authoritative literature on the disclosure of accounting policies using the FASB Accounting
Standards Codification at the FASB website (asc.fasb.org). Identify the topic number that provides
guidance on information contained in the notes to the financial statements.

2. What is the specific citation that requires a company to identify and describe in the notes to the financial
statements the accounting principles and methods used to prepare the financial statements?

3. Describe the disclosure requirements.

Access the FASB Accounting Standards Codification at the FASB website (asc.fasb.org). Determine the

specific citation for each of the following items:

1. What is the balance sheet classification for a note payable due in six months that was used to purchase a
building?

2. Which assets may be excluded from current assets?

3. Should a note receivable from a related party be included in the balance sheet with notes receivable or
accounts receivable from customers?

4. What items are nonrecognized subsequent events that require a disclosure in the notes to the financial
statements?
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E 3-15 Listed below are several terms and phrases associated with the balance sheet and financial disclosures. Pair each
Concepts; item from List A (by letter) with the item from List B that is most appropriately associated with it.
terminology List A List B
® LO3-2 through ist ist
LO3-4, LO3-6 ___ 1. Balance sheet a. Will be satisfied through the use of current assets.
__ 2. Liquidity b. ltems expected to be converted to cash or consumed within
__ 3.Current assets one year or the operating cycle, whichever is longer.
_ 4. Operating cycle c. The statements are presented fairly in conformity with GAAP.
_ 5. Current liabilities d. An organized array of assets, liabilities, and equity.
— 6. Cash equivalent e. Important to a user in comparing financial information across
_ 7.Intangible asset companies.
8. Working capital f. Scope limitation or a departure from GAAP.
___ 9. Accrued liabilities g. Recorded when an expense is incurred but not yet paid.
___10. Summary of significant h. Relates to the amount of time before an asset is converted to
accounting policies cash or a liability is paid.
____11. Subsequent events i. Occurs after the fiscal year-end but before the statements
_12. Unqualified opinion are issued.
—13. Qualified opinion j- Cash to cash.
k. One-month U.S. Treasury bill.
|. Current assets minus current liabilities.
m. Lacks physical substance.
E 3-16 The 2016 balance sheet for Hallbrook Industries, Inc., is shown below.
Calculating ratios
HALLBROOK INDUSTRIES, INC.
® LO3-8 Balance Sheet
December 31, 2016
($ in 000s)
Assets
Cash $ 200
Short-term investments 150
Accounts receivable 200
Inventories 350
Property, plant, and equipment (net) 1,000
Total assets $1,900
Liabilities and Shareholders’ Equity
Current liabilities $ 400
Long-term liabilities 350
Paid-in capital 750
Retained earnings 400
Total liabilities and shareholders’ equity $1,900
The company’s 2016 income statement reported the following amounts ($ in 000s):
Net sales $4,600
Interest expense 40
Income tax expense 100
Net income 160
Determine the following ratios for 2016:
1. Current ratio
2. Acid-test ratio
3. Debt to equity ratio
4. Times interest earned ratio
E 3-17 Best Buy Co, Inc., is a leading retailer specializing in consumer electronics. A condensed income statement and
Calculating ratios;  balance sheet for the fiscal year ended February 1, 2014, are shown below.
Best Buy

® LO3-8
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Real World Financials Best Buy Co., Inc.
Balance Sheet
At February 1, 2014
($ in millions)

Assets

Current assets:
Cash and cash equivalents $ 2,678
Short-term investments 223
Accounts receivable, net 1,308
Merchandise inventories 5,376
Other current assets 900
Total current assets 10,485
Noncurrent assets 3,528
Total assets $14,013

Liabilities and Shareholders’ Equity
Current liabilities:

Accounts payable $ 5,122
Other current liabilities 2,314
Total current liabilities 7,436
Long-term liabilities 2,588
Shareholders’ equity 3,989
Total liabilities and shareholders’ equity $14,013

Best Buy Co., Inc.
Income Statement
For the Year Ended February 1, 2014
($ in millions)

Revenues $42,410
Costs and expenses 41,270
Operating income 1,140
Other income (expense)* (53)
Income before income taxes 1,087
Income tax expense 398
Net income $ 689

*Includes $100 of interest expense.

Liquidity and financing ratios for the industry are as follows:

Industry Average
Current ratio 1.23
Acid-test ratio 0.60
Debt to equity 0.70
Times interest earned 5.66 times

1. Determine the following ratios for Best Buy for its fiscal year ended February, 1, 2014:
a. Current ratio
b. Acid-test ratio
c. Debt to equity ratio
d. Times interest earned ratio
2. Using the ratios from requirement 1, assess Best Buy’s liquidity and solvency relative to its industry.

E 3-18 The current asset section of the Excalibur Tire Company’s balance sheet consists of cash, marketable securities,
Calculating accounts receivable, and inventories. The December 31, 2016, balance sheet revealed the following:
ratios; solve for
unknowns Inventories $ 840,000
® LO3-8 Total assets $2,800,000
Current ratio 2.25
Acid-test ratio 1.2

Debt to equity ratio 1.8
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Determine the following 2016 balance sheet items:
1. Current assets

2. Shareholders’ equity
3. Noncurrent assets

4. Long-term liabilities

E 3-19 The current asset section of Guardian Consultant’s balance sheet consists of cash, accounts receivable, and pre-
Calculating paid expenses. The 2016 balance sheet reported the following: cash, $1,300,000; prepaid expenses, $360,000;
ratios; solve for noncurrent assets, $2,400,000; and shareholders’ equity, $2,500,000. The current ratio at the end of the year was
unknowns 2.0 and the debt to equity ratio was 1.4.

® LO3-8

Determine the following 2016 amounts and ratios:
1. Current liabilities.

2. Long-term liabilities.

3. Accounts receivable.

4. The acid-test ratio.

E 3-20 Most decisions made by management impact the ratios analysts use to evaluate performance. Indicate (by letter)
Effect of whether each of the actions listed below will immediately increase (I), decrease (D), or have no effect (N) on the
management ratios shown. Assume each ratio is less than 1.0 before the action is taken.
decisions on .
ratios Current Acid-Test Debt to

Action Ratio Ratio Equity Ratio
® LO3-8

. Issuance of long-term bonds N - -
. Issuance of short-term notes JE— I -
. Payment of accounts payable - I -
. Purchase of inventory on account JE— - -
. Purchase of inventory for cash [ - R
. Purchase of equipment with a 4-year note - N -
. Retirement of bonds I - -
. Sale of common stock N - -
. Write-off of obsolete inventory N I I
. Purchase of short-term investment for cash —_— —_— —_—
. Decision to refinance on a long-term basis

some currently maturing debt N I I

= OV 0ONOUHA WN =

-

E 3-21 The Canton Corporation operates in four distinct business segments. The segments, along with 2016 information
Segment on revenues, assets and net income, are listed below ($ in millions):
reporting
® Appendix 3 Segment Revenues Assets Net Income

Pharmaceuticals $2,000 $1,000 $200

Plastics 3,000 1,500 270

Farm equipment 2,500 1,250 320

Electronics 500 250 40

Total company $8,000 $4,000 $830

1. For which segments must Canton report supplementary information according to U.S. GAAP?
2. What amounts must be reported for the segments you identified in requirement 1?

E 3-22 Refer to E3-21.

Segment reporting

® Appendix 3 How might your answers differ if Canton Corporation prepares its segment disclosure according to International
LO3-9 Financial Reporting Standards?

& IFRs
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@ connect

IACCOUNTING

CPA and CMA Review Questions

CPA Exam The following questions are adapted from a variety of sources including questions developed by the AICPA

Questions Board of Examiners and those used in the Kaplan CPA Review Course to study balance sheet presentation,
financial disclosures, and liquidity ratios while preparing for the CPA examination. Determine the response that
KAPLAN best completes the statements or questions.
CPA REVIEW
® LO3-2 1. In Merf’s April 30, 2016, balance sheet, a note receivable was reported as a noncurrent asset and the related
accrued interest for eight months was reported as a current asset. Which of the following descriptions would
fit Merf’s receivable classification?
a. Both principal and interest amounts are due on August 31, 2016, and August 31, 2017.
b. Principal is due August 31, 2017, and interest is due August 31, 2016, and August 31, 2017.
c. Principal and interest are due December 31, 2016.
d. Both principal and interest amounts are due on December 31, 2016, and December 31, 2017.
® LO3-3 2. Mill Co.’s trial balance included the following account balances at December 31, 2016:
Accounts payable $15,000
Bond payable, due 2017 22,000
Dividends payable 1/31/17 8,000
Notes payable, due 2018 20,000
What amount should be included in the current liability section of Mill’s December 31, 2016, balance sheet?
a. $45,000
b. $51,000
c. $65,000
d. $78,000
® LO3-4 3. Which of the following would be disclosed in the summary of significant accounting policies disclosure note?
Composition of Inventory
Plant Assets Pricing
a. No Yes
b. Yes No
c Yes Yes
d No No
® LO3-6 4. How are management’s responsibility and the auditor’s report represented in the standard auditor’s report?
Management'’s Auditor’s
Responsibility Responsibility
a. Implicitly Explicitly
b. Implicitly Implicitly
c. Explicitly Explicitly
d. Explicitly Implicitly
® LO3-8 5. At December 30, Vida Co. had cash of $200,000, a current ratio of 1.5:1, and a quick ratio of 0.5:1. On
December 31, all the cash was used to reduce accounts payable. How did this cash payment affect the ratios?
Current Ratio Quick Ratio
a. Increased No effect
b. Increased Decreased
c. Decreased Increased
d. Decreased No effect
® LO3-8 6. Zenk Co. wrote off obsolete inventory of $100,000 during 2016. What was the effect of this write-off on

Zenk’s ratio analysis?

a. Decrease in the current ratio but not the quick ratio.

b. Decrease in the quick ratio but not in the current ratio.
c. Increase in the current ratio but not in the quick ratio.
d. Increase in the quick ratio but not in the current ratio.

International Financial Reporting Standards are tested on the CPA exam along with U.S. GAAP. The following
questions deal with the application of IFRS.
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® LO3-9

& IFRs

® LO3-9
® Appendix 3

& IFRs

CMA Exam
Questions

ima

® LO3-4

® LO3-5

® LO3-8

The Role of Accounting as an Information System

7. Noncurrent assets must be reported before current assets in a balance sheet reported by a company using:
a. IFRS.
b. U.S. GAAP.
c. Both U.S. GAAP and IFRS.
d. Neither U.S. GAAP nor IFRS.

8. Total liabilities of a company’s reportable segments must be reported when the company provides supplemen-
tal information on operating segments using:
a. IFRS.
b. U.S. GAAP.
c. Both U.S. GAAP and IFRS.
d. Neither U.S. GAAP nor IFRS.

The following questions dealing with balance sheet presentation, financial disclosures, and liquidity ratios are
adapted from questions that previously appeared on Certified Management Accountant (CMA) examinations.
The CMA designation sponsored by the Institute of Management Accountants (www.imanet.org) provides
members with an objective measure of knowledge and competence in the field of management accounting.
Determine the response that best completes the statements or questions.

1. The Financial Accounting Standards Board has provided guidance on disclosures of transactions between
related parties, for example, transactions between subsidiaries of a common parent. GAAP regarding related-
party transactions requires all of the following disclosures except
a. The nature of the relationship involved.

b. A description of the transactions for each period an income statement is presented.
c. The dollar amounts of transactions for each period an income statement is presented.
d. The effect on the cash flow statement for each period a cash flow statement is presented.

2. The Management’s Discussion and Analysis (MD&A) section of an annual report
a. Includes the company president’s letter.
b. Covers three financial aspects of a firm’s business: liquidity, capital resources, and results of operations.
c. Is a technical analysis of past results and a defense of those results by management.
d. Covers marketing and product line issues.

3. Windham Company has current assets of $400,000 and current liabilities of $500,000. Windham Company’s
current ratio would be increased by

I

. The purchase of $100,000 of inventory on account.

b. The payment of $100,000 of accounts payable.

c. The collection of $100,000 of accounts receivable.

d. Refinancing a $100,000 long-term loan with short-term debt.

Problems

P 3-1

Balance sheet
preparation

® LO3-2,LO3-3

@ conhect

ACCOUNTING

An alternate exercise and problem set is available in the Connect library.

Presented below is a list of balance sheet accounts.

Accounts payable Cash

Accounts receivable Common stock

Accumulated depreciation—buildings Copyright

Accumulated depreciation—equipment Equipment

Allowance for uncollectible accounts Interest receivable (due in three months)
Restricted cash (to be used in 10 years) Inventories

Bonds payable (due in 10 years) Land (in use)

Buildings

Notes payable (due in 6 months)
Notes receivable (due in 2 years)
Patent

Preferred stock

Prepaid expenses

Long-term investments
Rent payable (current)
Retained earnings
Short-term investments
Taxes payable

Wages payable
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Balance sheet
preparation;
missing elements
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Balance sheet
preparation

® LO3-2, LO3-3
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CHAPTER 3

The Balance Sheet and Financial Disclosures

Prepare a classified balance sheet ignoring monetary amounts.

The data listed below are taken from a balance sheet of Trident Corporation at December 31, 2016. Some

amounts, indicated by question marks, have been intentionally omitted.

Cash and cash equivalents
Short-term investments

Accounts receivable (net of allowance)

Inventories

Prepaid expenses (current)

Total current assets

Long-term receivables

Property and equipment (net)

Total assets

Notes payable and short-term debt
Accounts payable

Accrued liabilities

Other current liabilities

Total current liabilities

Long-term debt and deferred taxes
Total liabilities

Shareholders’ equity

1. Determine the missing amounts.
2. Prepare Trident’s classified balance sheet.

($ in 000s)

$ 239,186
353,700
504,944

?
83,259
1,594,927
110,800

?

?
31,116

?
421,772
181,604
693,564

?

956,140
1,370,627

The following is a December 31, 2016, post-closing trial balance for Almway Corporation.

Account Title Debits Credits

Cash 45,000

Investments 110,000

Accounts receivable 60,000

Inventories 200,000

Prepaid insurance 9,000

Land 90,000

Buildings 420,000

Accumulated depreciation—buildings 100,000

Equipment 110,000

Accumulated depreciation—equipment 60,000

Patents (net of amortization) 10,000

Accounts payable 75,000

Notes payable 130,000

Interest payable 20,000

Bonds payable 240,000

Common stock 300,000

Retained earnings 129,000
Totals 1,054,000 1,054,000

155

1. The investment account includes an investment in common stock of another corporation of $30,000 which
management intends to hold for at least three years. The balance of these investments is intended to be sold in

the coming year.

2. The land account includes land which cost $25,000 that the company has not used and is currently listed

for sale.

3. The cash account includes $15,000 restricted in a fund to pay bonds payable that mature in 2019 and $23,000

restricted in a three-month Treasury bill.

4. The notes payable account consists of the following:

a. a $30,000 note due in six months.

b. a $50,000 note due in six years.

c. a $50,000 note due in five annual installments of $10,000 each, with the next installment due

February 15, 2017.
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5. The $60,000 balance in accounts receivable is net of an allowance for uncollectible accounts of $8,000.

6. The common stock account represents 100,000 shares of no par value common stock issued and outstanding.
The corporation has 500,000 shares authorized.

Required:
Prepare a classified balance sheet for the Almway Corporation at December 31, 2016.

The following is the ending balances of accounts at December 31, 2016 for the Weismuller Publishing Company.

P 3-4
Balance §heet Account Title Debits Credits
preparatlon Cach 55.000
® 103-2,103-3 Accounts receivable 160,000
Inventories 285,000
Prepaid expenses 148,000
Machinery and equipment 320,000
Dt Accumulated depreciation—equipment 110,000
Investments 140,000
Accounts payable 60,000
Interest payable 20,000
Deferred revenue 80,000
Taxes payable 30,000
Notes payable 200,000
Allowance for uncollectible accounts 16,000
Common stock 400,000
Retained earnings 202,000
Totals 1,118,000 1,118,000

Additional Information:
1. Prepaid expenses include $120,000 paid on December 31, 2016, for a two-year lease on the building that
houses both the administrative offices and the manufacturing facility.

2. Investments include $30,000 in Treasury bills purchased on November 30, 2016. The bills mature on
January 30, 2017. The remaining $110,000 includes investments in marketable equity securities that the com-
pany intends to sell in the next year.

3. Deferred revenue represents customer prepayments for magazine subscriptions. Subscriptions are for periods
of one year or less.

4. The notes payable account consists of the following:
a. a $40,000 note due in six months.
b. a $100,000 note due in six years.

c. a $60,000 note due in three annual installments of $20,000 each, with the next installment due
August 31, 2017.

5. The common stock account represents 400,000 shares of no par value common stock issued and outstanding.
The corporation has 800,000 shares authorized.

Required:
Prepare a classified balanced sheet for the Weismuller Publishing Company at December 31, 2016.

The following is the ending balances of accounts at June 30, 2016 for Excell Company.

P 3-5
Balance sheet . . .
preparation Account Title Debits Credits
® LO3-2,103-3 Cash 83,000
Short-term investments 65,000
Accounts receivable 280,000
Prepaid expenses 32,000
Land 75,000
— Buildings 320,000
Accumulated depreciation—buildings 160,000
Equipment 265,000
Accumulated depreciation—equipment 120,000
Accounts payable 173,000
Accrued expenses 45,000

Notes payable 100,000 (continued)



(concluded)

P 3-6
Balance sheet
preparation;
disclosures

® LO3-2 through
LO3-4

CHAPTER 3

Mortgage payable
Common stock
Retained earnings

Totals

1. The short-term investments account includes $18,000 in U.S. treasury bills purchased in May. The bills

mature in July.

2. The accounts receivable account consists of the following:

The Balance Sheet and Financial Disclosures

250,000
100,000
172,000

1,120,000 1,120,000

a. Amounts owed by customers $225,000
b. Allowance for uncollectible accounts—trade customers (15,000)
c. Nontrade note receivable (due in three years) 65,000
d. Interest receivable on note (due in four months) 5,000

Total $280,000
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3. The notes payable account consists of two notes of $50,000 each. One note is due on September 30, 2016,

and the other is due on November 30, 2017.

4. The mortgage payable is payable in semiannual installments of $5,000 each plus interest. The next payment

is due on October 31, 2016. Interest has been properly accrued and is included in accrued expenses.

5. Five hundred thousand shares of no par common stock are authorized, of which 200,000 shares have been

issued and are outstanding.

6. The land account includes $50,000 representing the cost of the land on which the company’s office building

resides. The remaining $25,000 is the cost of land that the company is holding for investment purposes.

Prepare a classified balance sheet for the Excell Company at June 30, 2016.

The following is the ending balances of accounts at December 31, 2016 for the Vosburgh Electronics

Corporation.

Account Title Debits Credits

Cash 67,000

Short-term investments 182,000

Accounts receivable 123,000

Long-term investments 35,000

Inventories 215,000

Loans to employees 40,000

Prepaid expenses (for 2017) 16,000

Land 280,000

Building 1,550,000

Machinery and equipment 637,000

Patent 152,000

Franchise 40,000

Note receivable 250,000

Interest receivable 12,000

Accumulated depreciation—building 620,000

Accumulated depreciation—equipment 210,000

Accounts payable 189,000

Dividends payable (payable on 1/16/17) 10,000

Interest payable 16,000

Taxes payable 40,000

Deferred revenue 60,000

Notes payable 300,000

Allowance for uncollectible accounts 8,000

Common stock 2,000,000

Retained earnings 146,000
Totals 3,599,000 3,599,000

1. The common stock represents 1 million shares of no par stock authorized, 500,000 shares issued and

outstanding.

2. The loans to employees are due on June 30, 2017.
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3. The note receivable is due in installments of $50,000, payable on each September 30. Interest is payable
annually.

4. Short-term investments consist of marketable equity securities that the company plans to sell in 2017 and
$50,000 in treasury bills purchased on December 15 of the current year that mature on February 15, 2017.
Long-term investments consist of marketable equity securities that the company does not plan to sell in the
next year.

5. Deferred revenue represents customer payments for extended service contracts. Eighty percent of these con-
tracts expire in 2017, the remainder in 2018.

6. Notes payable consists of two notes, one for $100,000 due on January 15, 2018, and another for $200,000 due
on June 30, 2019.

1. Prepare a classified balance sheet for Vosburgh at December 31, 2016.

2. Identify the items that would require additional disclosure, either on the face of the balance sheet or in a
disclosure note.

The following balance sheet for the Hubbard Corporation was prepared by the company:

HUBBARD CORPORATION
Balance Sheet
At December 31, 2016

Assets

Buildings $ 750,000
Land 250,000
Cash 60,000
Accounts receivable (net) 120,000
Inventories 240,000
Machinery 280,000
Patent (net) 100,000
Investment in marketable equity securities 60,000

Total assets $1,860,000

Liabilities and Shareholders’ Equity

Accounts payable $ 215,000
Accumulated depreciation 255,000
Notes payable 500,000
Appreciation of inventories 80,000
Common stock, authorized and issued

100,000 shares of no par stock 430,000
Retained earnings 380,000

Total liabilities and shareholders’ equity $1,860,000

1. The buildings, land, and machinery are all stated at cost except for a parcel of land that the company is hold-
ing for future sale. The land originally cost $50,000 but, due to a significant increase in market value, is listed
at $120,000. The increase in the land account was credited to retained earnings.

2. Marketable equity securities consist of stocks of other corporations and are recorded at cost, $20,000 of
which will be sold in the coming year. The remainder will be held indefinitely.

3. Notes payable are all long-term. However, a $100,000 note requires an installment payment of $25,000 due in
the coming year.

4. Inventories are recorded at current resale value. The original cost of the inventories is $160,000.

Prepare a corrected classified balance sheet for the Hubbard Corporation at December 31, 2016.

The following incomplete balance sheet for the Sanderson Manufacturing Company was prepared by the
company’s controller. As accounting manager for Sanderson, you are attempting to reconstruct and revise the
balance sheet.
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Sanderson Manufacturing Company
Balance Sheet
At December 31, 2016

($ in 000s)
Assets
Current assets:
Cash $ 1,250
Accounts receivable 3,500
Allowance for uncollectible accounts (400)
Finished goods inventory 6,000
Prepaid expenses 1,200
Total current assets 11,550
Noncurrent assets:
Investments 3,000
Raw materials and work in process inventory 2,250
Equipment 15,000
Accumulated depreciation—equipment (4,200)
Patent ?
Total assets $ ?

Liabilities and Shareholders’ Equity
Current liabilities:

Accounts payable $ 5,200
Note payable 4,000
Interest payable—note 100
Deferred revenue 3,000
Total current liabilities 12,300
Long-term liabilities:
Bonds payable 5,500
Interest payable—bonds 200
Shareholders’ equity:
Common stock $?

Retained earnings
Total liabilities and shareholders’ equity

ESREN]

1. Certain records that included the account balances for the patent and shareholders’ equity items were lost.
However, the controller told you that a complete, preliminary balance sheet prepared before the records
were lost showed a debt to equity ratio of 1.2. That is, total liabilities are 120% of total shareholders’ equity.
Retained earnings at the beginning of the year was $4,000. Net income for 2016 was $1,560 and $560 in cash
dividends were declared and paid to shareholders.

Management intends to sell the investments in the next six months.

Interest on both the note and the bonds is payable annually.

The note payable is due in annual installments of $1,000 each.

Deferred revenue will be recognized as revenue equally over the next two fiscal years.

AN

The common stock represents 400,000 shares of no par stock authorized, 250,000 shares issued and
outstanding.

Prepare a complete, corrected, classified balance sheet.

P 3-9 Presented below is the balance sheet for HHD, Inc., at December 31, 2016.
Balance sheet o
preparation Current assets $ 600,000 Current I|ab.|||t|.e.s. $ 400,000
® LO3-2 LO3-3 Investments 500,000 Long-term liabilities 1,100,000
! Property, plant, and equipment 2,000,000 Shareholders’ equity 1,800,000
Intangible assets 200,000
Total assets $3,300,000 Total liabilities and shareholders’ equity ~ $3,300,000

The captions shown in the summarized statement above include the following:

a. Current assets: cash, $150,000; accounts receivable, $200,000; inventories, $225,000; and prepaid insurance, $25,000.

b. Investments: investments in common stock, short term, $90,000, and long term, $160,000; and restricted
cash, long term, $250,000.
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c. Property, plant, and equipment: buildings, $1,500,000 less accumulated depreciation, $600,000; equipment,
$500,000 less accumulated depreciation, $200,000; and land, $800,000.

d. Intangible assets: patent, $110,000; and copyright, $90,000.

e. Current liabilities: accounts payable, $100,000; notes payable, short term, $150,000, and long term, $90,000;
and taxes payable, $60,000.

f. Long-term liabilities: bonds payable due 2021.

g. Shareholders’ equity: common stock, $1,000,000; retained earnings, $800,000. Five hundred thousand shares
of no par common stock are authorized, of which 200,000 shares were issued and are outstanding.

Prepare a corrected classified balance sheet for HHD, Inc., at December 31, 2016.

P 3-10 Melody Lane Music Company was started by John Ross early in 2016. Initial capital was acquired by issuing
Balance sheet shares of common stock to various investors and by obtaining a bank loan. The company operates a retail store
preparation that sells records, tapes, and compact discs. Business was so good during the first year of operations that John is
® LO3-2, LO3-3 considering opening a second store on the other side of town. The funds necessary for expansion will come from
a new bank loan. In order to approve the loan, the bank requires financial statements.
John asks for your help in preparing the balance sheet and presents you with the following information for the
year ending December 31, 2016:
a. Cash receipts consisted of the following:
e’
From customers $360,000
From issue of common stock 100,000
From bank loan 100,000

b. Cash disbursements were as follows:

Purchase of inventory $300,000
Rent 15,000
Salaries 30,000
Utilities 5,000
Insurance 3,000
Purchase of equipment and furniture 40,000

c. The bank loan was made on March 31, 2016. A note was signed requiring payment of interest and principal
on March 31, 2017. The interest rate is 12%.

d. The equipment and furniture were purchased on January 3, 2016, and have an estimated useful life of
10 years with no anticipated salvage value. Depreciation per year is $4,000.

e. Inventories on hand at the end of the year cost $100,000.
f. Amounts owed at December 31, 2016, were as follows:

To suppliers of inventory $20,000
To the utility company 1,000

g. Rent on the store building is $1,000 per month. On December 1, 2016, four months’ rent was paid in advance.

h. Net income for the year was $76,000. Assume that the company is not subject to federal, state, or local
income tax.

i. One hundred thousand shares of no par common stock are authorized, of which 20,000 shares were issued
and are outstanding.

Prepare a balance sheet at December 31, 2016.

Broaden Your Perspective

Apply your critical-thinking ability to the knowledge you’ve gained. These cases will provide you an opportunity to
develop your research, analysis, judgment, and communication skills. You also will work with other students, inte-
grate what you’ve learned, apply it in real-world situations, and consider its global and ethical ramifications. This
practice will broaden your knowledge and further develop your decision-making abilities.
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A first-year accounting student is confused by a statement made in a recent class. Her instructor stated that the
assets listed in the balance sheet of the IBM Corporation include computers that are classified as current assets as
well as computers that are classified as noncurrent assets. In addition, the instructor stated that investments in mar-

ketable securities of other corporations could be classified in the balance sheet as either current or noncurrent assets.

Explain to the student the distinction between current and noncurrent assets pertaining to the IBM computers and
the investments in marketable securities.

The usefulness of the balance sheet is enhanced when assets and liabilities are grouped according to common
characteristics. The broad distinction made in the balance sheet is the current versus noncurrent classification of
both assets and liabilities.

1. Discuss the factors that determine whether an asset or liability should be classified as current or noncurrent in
a balance sheet.

2. Identify six items that under different circumstances could be classified as either current or noncurrent. Indi-
cate the factors that would determine the correct classification.

The Red Hen Company produces, processes, and sells fresh eggs. The company is in the process of preparing
financial statements at the end of its first year of operations and has asked for your help in determining the appro-
priate treatment of the cost of its egg-laying flock. The estimated life of a laying hen is approximately two years,
after which they are sold to soup companies.

The controller considers the company’s operating cycle to be two years and wants to present the cost of the
egg-producing flock as inventory in the current asset section of the balance sheet. He feels that the hens are
“goods awaiting sale.” The chief financial officer does not agree with this treatment. He thinks that the cost of
the flock should be classified as property, plant, and equipment because the hens are used in the production of
product—the eggs.

The focus of this case is the balance sheet presentation of the cost of the egg-producing flock. Your instructor
will divide the class into two to six groups depending on the size of the class. The mission of your group is to reach
consensus on the appropriate presentation.

1. Each group member should deliberate the situation independently and draft a tentative argument prior to the
class session for which the case is assigned.

2. In class, each group will meet for 10 to 15 minutes in different areas of the classroom. During that meet-
ing, group members will take turns sharing their suggestions for the purpose of arriving at a single group
treatment.

3. After the allotted time, a spokesperson for each group (selected during the group meetings) will share the
group’s solution with the class. The goal of the class is to incorporate the views of each group into a consen-
sus approach to the situation.

Vodafone Group, Plc., a U.K. company, is the largest mobile telecommunications network company in the world.
The company prepares its financial statements in accordance with International Financial Reporting Standards.
Below are partial company balance sheets (statements of financial position) included in a recent annual report:

Vodafone Group, Plc.
Consolidated Statements of Financial Position

At March 31
2013 2012
£fm £fm

Noncurrent assets

Goodwill 30,372 38,350
Other intangible assets 22,025 21,164
Property, plant and equipment 20,331 18,655
Investments in associates 38,635 35,108
Other investments 774 791
Deferred tax assets 2,920 1,970

Post employment benefits 52 31
Trade and other receivables 4,302 3,482

119,411 119,551

(continued)
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(concluded) 2013 2012
£m £m
Current assets
Inventory 450 486
Taxation recoverable 452 334
Trade and other receivables 9,412 10,744
Other investments 5,350 1,323
Cash and cash equivalents 7,623 7,138
23,287 20,025
Total assets 142,698 139,576
Equity (details provided in complete statements) 72,488 78,202
Noncurrent liabilities
Long-term borrowings 29,108 28,362
Taxation liabilities 150 250
Deferred tax liabilities 6,698 6,597
Post employment benefits 629 337
Provisions 907 479
Trade and other payables 1,494 1,324
38,986 37,349
Current liabilities
Short-term borrowings 12,289 6,258
Taxation liabilities 1,919 1,898
Provisions 818 633
Trade and other payables 16,198 15,236
31,224 24,025
Total equity and liabilities 142,698 139,576

1. Describe the differences between Vodafone’s balance sheets and a typical U.S. company balance sheet.
2. What type of liabilities do you think are included in the provisions category in Vodafone’s balance sheets?

Judgment You recently joined the internal auditing department of Marcus Clothing Corporation. As one of your first assign-
Case 3-5 ments, you are examining a balance sheet prepared by a staff accountant.

Balance sheet;

errors

MARCUS CLOTHING CORPORATION

= tgg:i ez Balance Sheet
At December 31, 2016
Assets
Current assets:
Cash $ 137,000
Accounts receivable, net 80,000
Note receivable 53,000
Inventories 240,000
Investments 66,000
Total current assets 576,000
Other assets:
Land $200,000
Equipment, net 320,000
Prepaid expenses 27,000
Patent 22,000
Total other assets 569,000

Total assets $1,145,000

Liabilities and Shareholders’ Equity
Current liabilities:

Accounts payable $ 125,000
Salaries payable 32,000
Total current liabilities 157,000

(continued)
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(concluded) Long-term liabilities:
Note payable $100,000
Bonds payable 300,000
Interest payable 20,000
Total long-term liabilities 420,000
Shareholders’ equity:
Common stock 500,000
Retained earnings 68,000
Total shareholders’ equity 568,000
Total liabilities and shareholders’ equity $1,145,000

In the course of your examination you uncover the following information pertaining to the balance sheet:
1. The company rents its facilities. The land that appears in the statement is being held for future sale.

2. The note receivable is due in 2018. The balance of $53,000 includes $3,000 of accrued interest. The next
interest payment is due in July 2017.

3. The note payable is due in installments of $20,000 per year. Interest on both the notes and bonds is payable
annually.

4. The company’s investments consist of marketable equity securities of other corporations. Management does
not intend to liquidate any investments in the coming year.

Identify and explain the deficiencies in the statement prepared by the company’s accountant. Include in your
answer items that require additional disclosure, either on the face of the statement or in a note.

You recently joined the auditing staff of Best, Best, and Krug, CPAs. You have been assigned to the audit of
Clearview, Inc., and have been asked by the audit senior to examine the balance sheet prepared by Clearview’s
accountant.

CLEARVIEW, INC.
Balance Sheet
At December 31, 2016
($ in millions)

Assets

Current assets:
Cash $ 10.5
Accounts receivable 112.1
Inventories 220.6
Prepaid expenses 5.5
Total current assets 348.7
Investments 22.0
Property, plant, and equipment, net 486.9
Total assets $857.6

Liabilities and Shareholders’ Equity
Current liabilities:

Accounts payable $835
Accrued taxes and interest 255
Current maturities of long-term debt 20.0
Total current liabilities 129.0
Long-term liabilities: 420.0
Total liabilities 549.0
Shareholders’ equity:
Common stock $100.0
Retained earnings 208.6
Total shareholders’ equity 308.6

Total liabilities and shareholders’ equity $857.6
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Identify the items in the statement that most likely would require further disclosure either on the face of the statement
or in a note. Further identify those items that would require disclosure in the significant accounting policies note.

Real World The balance sheet and disclosure of significant accounting policies taken from the 2014 annual report of
Case 3-7 Wal-Mart Stores, Inc., appear below. Use this information to answer the following questions:
Balance sheet 1. What are the asset classifications contained in Walmart’s balance sheet?
and sign.ificant 2. What amounts did Walmart report for the following items for 2014:
acc.o%mtlng a. Total assets
Z?slclzlccl)esz e b. Current assets
Walmart c. Current liabilities
® LO3-2 through d. Total equity

LO3-4, LO3-8 e. Retained earnings

f. Inventories

Real World Financials
3. What is Walmart’s largest current asset? What is its largest current liability?

4. Compute Walmart’s current ratio for 2014.
5. Identify the following items:
a. The company’s inventory valuation method.

b. The definition of cash equivalents.

WAL-MART STORES, INC.
Consolidated Balance Sheets
(Amounts in millions except per share data)
As of January 31,

(Amounts in millions) 2014 2013
Assets
Current assets:
Cash and cash equivalents $ 7,281 $ 7,781
Receivables, net 6,677 6,768
Inventories 44,858 43,803
Prepaid expenses and other 1,909 1,551
Current assets of discontinued operations 460 37
Total current assets 61,185 59,940
Property and equipment:
Property and equipment 173,089 165,825
Less accumulated depreciation (57,725) (51,896)
Property and equipment, net 115,364 113,929
Property under capital leases:
Property under capital leases 5,589 5,899
Less accumulated amortization (3,046) (3,147)
Property under capital leases, net 2,543 2,752
Goodwill 19,510 20,497
Other assets and deferred charges 6,149 5,987

Total assets $204,751 $203,105

Liabilities, Redeemable Noncontrolling
Interest and Equity
Current liabilities:

Short-term borrowings $ 7,670 $ 6,805
Accounts payable 37,415 38,080
Accrued liabilities 18,793 18,808
Accrued income taxes 966 2,211
Long-term debt due within one year 4,103 5,587
Obligations under capital leases due within one year 309 327
Current liabilities of discontinued operations 89 —
Total current liabilities 69,345 71,818
Long-term debt 41,771 38,394
Long-term obligations under capital leases 2,788 3,023
Deferred income taxes and other 8,017 7,613
Redeemable noncontrolling interest 1,491 519

(continued)
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(concluded)

Commitments and contingencies
Equity:

Common stock 323 332
Capital in excess of par value 2,362 3,620
Retained earnings 75,566 72,978
Accumulated other comprehensive income (loss) (2,996) (587)
Total Walmart shareholders’ equity 75,255 76,343
Nonredeemable noncontrolling interest 5,084 5,395
Total equity 81,339 81,738
Total liabilities, redeemable noncontrolling interest and equity $204,751 $203,105

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
WAL-MART STORES, INC.

1 Summary of Significant Accounting Policies (in part)
Cash and Cash Equivalents
The Company considers investments with a maturity of three months or less when purchased to be cash
equivalents.
Inventories
The Company values inventories at the lower of cost or market as determined primarily by the retail
method of accounting, using the last-in, first-out (“LIFO”) method for substantially all of the Walmart U.S.
segment’s merchandise inventories. Inventories for the Walmart International operations are primarily
valued by the retail method of accounting, using the first-in, first-out (“FIFO") method. At January 31, 2014
and 2013, our inventories valued at LIFO approximate those inventories as if they were valued at FIFO.
Revenue Recognition
The Company recognizes sales revenue net of sales taxes and estimated sales returns at the time it sells
merchandise to the customer. Customer purchases of shopping cards are not recognized as revenue until
the card is redeemed and the customer purchases merchandise by using the shopping card. The Company
also recognizes revenue from service transactions at the time the service is performed. Generally, revenue
from services is classified as a component of net sales on our consolidated statements of income.

The fiscal year-end for the Northwest Distribution Corporation is December 31. The company’s 2016 financial state-

ments were issued on March 15, 2017. The following events occurred between December 31, 2016, and March 15, 2017.

1. On January 22, 2017, the company negotiated a major merger with Blandon Industries. The merger will be
completed by the middle of 2017.

2. On February 3, 2017, Northwest negotiated a $10 million long-term note with the Credit Bank of Ohio. The
amount of the note is material.

3. On February 25, 2017, a flood destroyed one of the company’s manufacturing plants causing $600,000 of
uninsured damage.

Determine the appropriate treatment of each of these events in the 2016 financial statements of Northwest Distri-
bution Corporation.

Enron Corporation was a darling in the energy-provider arena, and in January 2001 its stock price rose above
$100 per share. A collapse of investor confidence in 2001 and revelations of accounting fraud led to one of the
largest bankruptcies in U.S. history. By the end of the year, Enron’s stock price had plummeted to less than
$1 per share. Investigations and lawsuits followed. One problem area concerned transactions with related parties
that were not adequately disclosed in the company’s financial statements. Critics stated that the lack of informa-
tion about these transactions made it difficult for analysts following Enron to identify problems the company was
experiencing.

1. Obtain the relevant authoritative literature on related-party transactions using the FASB Accounting Standards
Codification at the FASB website (asc.fasb.org). What is the specific citation that outlines the required infor-
mation on related-party disclosures that must be included in the notes to the financial statements?

2. Describe the disclosures required for related-party transactions.
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3. Use EDGAR (www.sec.gov) or another method to locate the December 31, 2000, financial statements of
Enron. Search for the related-party disclosure. Briefly describe the relationship central to the various transac-
tions described.

4. Why is it important that companies disclose related-party transactions? Use the Enron disclosure of the sale
of dark fiber inventory in your answer.

EDGAR, the Electronic Data Gathering, Analysis, and Retrieval system, performs automated collection, valida-
tion, indexing, and forwarding of submissions by companies and others who are required by law to file forms with
the SEC. All publicly traded domestic companies use EDGAR to make the majority of their filings. (Some foreign
companies file voluntarily.) Form 10-K, which includes the annual report, is required to be filed on EDGAR. The
SEC makes this information available on the Internet.

Ju—

Access EDGAR on the Internet. The web address is www.sec.gov.

>

Search for The Coca-Cola Company. Access the 10-K for the year ended December 31, 2013. Search or
scroll to find the disclosure notes and audit report.

3. Answer the following questions:
a. Describe the subsequent events disclosed by the company.
b. Which firm is the company’s auditor? What type of audit opinion did the auditor render?

4. Access the proxy statement filed with the SEC on March 7, 2014 (the proxy statement designation is
Def 14A), locate the executive officers summary compensation table and answer the following questions:

a. What is the principal position of Muhtar Kent?
b. What was the salary paid to Mr. Kent during the year ended December 31, 2013?

A common problem facing any business entity is the debt versus equity decision. When funds are required to
obtain assets, should debt or equity financing be used? This decision also is faced when a company is initially
formed. What will be the mix of debt versus equity in the initial capital structure? The characteristics of debt are
very different from those of equity as are the financial implications of using one method of financing as opposed
to the other.

Cherokee Plastics Corporation is formed by a group of investors to manufacture household plastic products.
Their initial capitalization goal is $50,000,000. That is, the incorporators have decided to raise $50,000,000 to
acquire the initial assets of the company. They have narrowed down the financing mix alternatives to two:

1. All equity financing.
2. $20,000,000 in debt financing and $30,000,000 in equity financing.

No matter which financing alternative is chosen, the corporation expects to be able to generate a 10% annual
return, before payment of interest and income taxes, on the $50,000,000 in assets acquired. The interest rate on
debt would be 8%. The effective income tax rate will be approximately 50%.

Alternative 2 will require specified interest and principal payments to be made to the creditors at specific dates.
The interest portion of these payments (interest expense) will reduce the taxable income of the corporation and
hence the amount of income tax the corporation will pay. The all-equity alternative requires no specified payments
to be made to suppliers of capital. The corporation is not legally liable to make distributions to its owners. If the
board of directors does decide to make a distribution, it is not an expense of the corporation and does not reduce
taxable income and hence the taxes the corporation pays.

1. Prepare abbreviated income statements that compare first-year profitability for each of the two alternatives.
2. Which alternative would be expected to achieve the highest first-year profits? Why?

3. Which alternative would provide the highest rate of return on shareholders’ equity? Why?

4. What other related implications of the decision should be considered?

Financial reports are the primary means by which corporations report their performance and financial condition.
Financial statements are one component of the annual report mailed to their shareholders and to interested others.

Obtain an annual report from a corporation with which you are familiar. Using techniques you learned in this

chapter and any analysis you consider useful, respond to the following questions:

1. Do the firm’s auditors provide a clean opinion on the financial statements?

2. Has the company made changes in any accounting methods it uses?

3. Have there been any subsequent events, errors and fraud, illegal acts, or related-party transactions that have a
material effect on the company’s financial position?
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4. What are two trends in the company’s operations or capital resources that management considers significant
to the company’s future?

5. Is the company engaged in more than one significant line of business? If so, compare the relative profitability
of the different segments.

6. How stable are the company’s operations?

7. Has the company’s situation deteriorated or improved with respect to liquidity, solvency, asset management,
and profitability?
Note: You can obtain a copy of an annual report from a local company, from a friend who is a shareholder,
from the investor relations department of the corporation, from a friendly stockbroker, or from EDGAR (Elec-
tronic Data Gathering, Analysis, and Retrieval) on the Internet (www.sec.gov).

Insight concerning the performance and financial condition of a company often comes from evaluating its finan-
cial data in comparison with other firms in the same industry.

Obtain annual reports from three corporations in the same primary industry. Using techniques you learned in this
chapter and any analysis you consider useful, respond to the following questions:
1. Are there differences in accounting methods that should be taken into account when making comparisons?

2. How do earnings trends compare in terms of both the direction and stability of income?

3. Which of the three firms had the greatest earnings relative to resources available?

4. Which corporation has made most effective use of financial leverage?

5. Of the three firms, which seems riskiest in terms of its ability to pay short-term obligations? Long-term
obligations?
Note: You can obtain copies of annual reports from friends who are shareholders, from the investor relations

department of the corporations, from a friendly stockbroker, or from EDGAR (Electronic Data Gathering, Analy-
sis, and Retrieval) on the Internet (www.sec.gov).

Refer to the financial statements and related disclosure notes of PetSmart in Appendix B located at the back of
the text.

What categories does the company use to classify its assets? Its liabilities?
Why are investments shown as a current asset?

Explain the current liability “Accrued payroll, bonus, and employee benefits.”
‘What purpose do the disclosure notes serve?

What method does the company use to depreciate its property and equipment?

NSO E

Does the company report any subsequent events or related party transactions in its disclosure notes?

Levens Co. operates in several distinct business segments. The company does not have any reportable foreign
operations or major customers.

What is the purpose of operating segment disclosures?
Define an operating segment.
List the amounts to be reported by operating segment.

o=

How would your answer to requirement 3 differ if Levens Co. prepares its segment disclosure according to
International Financial Reporting Standards?

You are in your third year as an accountant with McCarver-Lynn Industries, a multidivisional company involved
in the manufacturing, marketing, and sales of surgical prosthetic devices. After the fiscal year-end, you are work-
ing with the controller of the firm to prepare geographic area disclosures. Yesterday you presented her with the
following summary information:

($ in millions)

Cayman
Domestic Libya Egypt France Islands Total
Revenues $ 845 $222 $265 $343 $2,311 $3,986
Operating income 145 76 88 21 642 972
Assets 1,005 301 290 38 285 1,919
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Upon returning to your office after lunch, you find the following memo:

Nice work. Let’s combine the data this way:

($ in millions)

Domestic Africa Europe and Other Foreign Total
Revenues $ 845 $487 $2,654 $3,986
Capital expenditures 145 164 663 972
Assets 1,005 591 323 1,919

Because of political instability in North Africa, let’s not disclose specific countries. In addition, we restructured
most of our French sales and some of our U.S. sales to occur through our offices in the Cayman Islands. This
allows us to avoid paying higher taxes in those countries. The Cayman Islands has a 0% corporate income tax
rate. We don’t want to highlight our ability to shift profits to avoid taxes.

Do you perceive an ethical dilemma? What would be the likely impact of following the controller’s suggestions?
‘Who would benefit? Who would be injured?

Air France-KLM (AF), a Franco-Dutch company, prepares its financial statements according to International
Financial Reporting Standards. AF’s financial statements and disclosure notes for the year ended December 31,
2013, are provided with all new textbooks. This material also is available at www.airfranceklm-finance.com.

Describe the apparent differences in the order of presentation of the components of the balance sheet between
IFRS as applied by Air France-KLM (AF) and a typical balance sheet prepared in accordance with U.S. GAAP.
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The Income Statement,
Comprehensive Income,

and the Statement of
Cash Flows

The purpose of the income statement is to summarize the profit-generating
activities that occurred during a particular reporting period. Comprehensive
income includes net income as well as a few gains and losses that are not part
of net income and are considered other comprehensive income items instead.

The purpose of the statement of cash flows is to provide information
about the cash receipts and cash disbursements of an enterprise that
occurred during the period.

This chapter has a twofold purpose: (1) to consider important issues deal-
ing with the content, presentation, and disclosure of net income and other
components of comprehensive income and (2) to provide an overview of
the statement of cash flows, which is covered in depth in Chapter 21.

After studying this chapter, you should be able to:
® LO4-1 Discuss the importance of income from continuing operations and describe its
components. (p. 172)

® LO4-2 Describe earnings quality and how it is impacted by management practices to
manipulate earnings. (p. 177)

® LO4-3 Discuss the components of operating and nonoperating income and their
relationship to earnings quality. (p. 178)

® LO4-4 Define what constitutes discontinued operations and describe the appropriate
income statement presentation for these transactions. (p. 782

® LO4-5 Define earnings per share (EPS) and explain required disclosures of EPS for
certain income statement components. (p. 188)

® LO4-6 Explain the difference between net income and comprehensive income and
how we report components of the difference. (p. 789)

® LO4-7 Describe the purpose of the statement of cash flows. (p. 794)

® LO4-8 Identify and describe the various classifications of cash flows presented in a
statement of cash flows. (p. 794)

® LO4-9 Discuss the primary differences between U.S. GAAP and IFRS with respect to
the income statement, statement of comprehensive income, and statement of
cash flows. (pp. 177, 190, 195, and 204)



FINANCIAL REPORTING CASE

Pfizer Inc.

Your friend, Becky Morgan, just received a generous gift
from her grandfather. Accompanying a warm letter were
200 shares of stock of Pfizer Inc., a global biopharma-
ceutical company, along with the most recent annual
financial statements of the company. Becky knows that
you are an accounting major and pleads with you to
explain some items in the company’s income statement.
“l remember studying the income statement in my intro-
ductory accounting course,” says Becky, “but | am still
confused. What is this item discontinued operations? How
about restructuring costs? These don’t sound good. Are they something | should worry about? We studied earnings per share
briefly, but what does earnings per common share—diluted mean?” You agree to try to help.

PFIZER INC. AND SUBSIDIARY COMPANIES
Statements of Income
For the Year Ended December 31
($ in millions, except per share data)

2013 2012

Revenues $51,584 $54,657
Costs and expenses:
Cost of sales 9,586 9,821
Selling, informational, and administrative expenses 14,355 15,171
Research and development expenses 6,678 7,482
Amortization of intangible assets 4,599 5,109
Restructuring costs 1,182 1,810
Other (income) deductions (532) 4,022
Income from continuing operations before income taxes 15,716 11,242
Provision for taxes on income 4,306 2,221
Income from continuing operations 11,410 9,021
Income from discontinued operations, net of tax 10,662 5,577
Net income before allocation to noncontrolling interests 22,072 14,598
Less: Net income attributable to noncontrolling interests 69 28
Net income $22,003 $14,570
Earnings per common share—basic:

Continuing operations $ 1.67 $ 1.21

Discontinued operations 1.56 0.75

Net income $ 3.23 $ 1.96
Earnings per common share—diluted: E—

Continuing operations $ 1.65 $ 1.20

Discontinued operations 1.54 0.74

Net income $ 3.19 $ 1.94

4

By the time you finish this chapter, you should be able to respond appropriately to QUESTIONS

the questions posed in this case. Compare your response to the solution provided at
the end of the chapter.

1. How would you explain restructuring costs to Becky? Are restructuring costs something
Becky should worry about? (p. 779)
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The income statement
displays a company'’s
operating performance,
that is, its net profit or
loss, during the reporting
period.

The income statement
and statement of cash
flows report changes
that occurred during

a particular reporting
period.

PART A

® LO4-1

Income from continuing
operations includes the
revenues, expenses,
gains and losses that
will probably continue in
future periods.

172

2. Explain to Becky what is meant by discontinued operations and describe to her how that
item is reported in an income statement. (p. 182)

3. Describe to Becky the difference between basic and diluted earnings per share. (p. 188)

In Chapter 1 we discussed the critical role of financial accounting information in allocating
resources within our economy. Ideally, resources should be allocated to private enterprises
that will (1) provide the goods and services our society desires and (2) at the same time
provide a fair rate of return to those who supply the resources. A company will be able to
achieve these goals only if it can use the resources society provides to generate revenues
from selling products and services that exceed the expenses necessary to provide those
products and services (that is, generate a profit).

The purpose of the income statement, sometimes called the statement of operations or
statement of earnings, is to summarize the profit-generating activities that occurred during
a particular reporting period. Many investors and creditors perceive it as the statement most
useful for predicting future profitability (future cash-generating ability).

A few types of gains and losses are excluded from the determination of net income and
the income statement but are included in the broader concept of comprehensive income.
We refer to these as items of other comprehensive income (OCI) or loss. Comprehen-
sive income can be reported in one of two ways: (1) in a single, continuous statement
of comprehensive income or (2) in two separate but consecutive statements—an income
statement and a statement of comprehensive income that begins with net income and then
reports OCI items to combine for comprehensive income.

The purpose of the statement of cash flows is to provide information about the cash
receipts and cash disbursements of an enterprise that occurred during a period. In describing
cash flows, the statement provides valuable information about the operating, investing, and
financing activities that occurred during the period.

Unlike the balance sheet, which is a position statement, the income statement and the
statement of cash flows are change statements. The income statement reports the changes in
shareholders’ equity (retained earnings) that occurred during the reporting period as a result
of revenues, expenses, gains, and losses. The statement of cash flows also is a change state-
ment, disclosing the events that caused cash to change during the period.

This chapter is divided into two parts. The first part describes the content and presenta-
tion of the income statement and comprehensive income as well as related disclosure issues.
The second part provides an overview of the statement of cash flows.

The Income Statement and Comprehensive Income

Before we discuss the specific components of an income statement in much depth, let’s take
a quick look at the general makeup of the statement. Illustration 4—1 offers a statement for a
hypothetical manufacturing company that you can refer to as we proceed through the chap-
ter. At this point, our objective is only to gain a general perspective on the items reported
and classifications contained in corporate income statements.

Let’s first look closer at the components of net income. At the end of this part, we’ll see
how net income fits within the concept of comprehensive income and how comprehensive
income is reported.

Income from Continuing Operations

The need to provide information to help analysts predict future cash flows emphasizes the
importance of properly reporting the amount of income from the entity’s continuing opera-
tions. Clearly, it is the operating transactions that probably will continue into the future that
are the best predictors of future cash flows. The components of income from continuing
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) 1 —
Income Statements "Ius"atmn 4 1
(In millions, except per share data) Income Statement
Year Ended June 30
2016 2015
Sales revenue $1,450.6 $1,380.0
Cost of goods sold ﬂ ﬂ
Gross profit 618.0 579.6
Operating expenses:
2 Selling 123.5 110.5
'% General and administrative 147.8 139.1
5 Research and development 55.0 65.0
OQ' Restructuring costs 125.0 —
g Total operating expenses 451.3 314.6
E Operating income 166.7 265.0
5 Other income (expense):
(é Interest income 12.4 11.1
o Interest expense (25.9) (24.8)
b Gain on sale of investments 18.0 19.0
% Income from continuing operations before
k= income taxes 171.2 270.3
Income tax expense 59.9 94.6
Income from continuing operations 111.3 175.7
T o Discontinued operations:
2 5 Loss from operations of discontinued component
B (including gain on disposal in 2016 of $47) (7.6) (45.7)
g o Income tax benefit 2.0 13.0
[a e Loss on discontinued operations (5.6) (32.7)
Net income $ 105.7 $ 143.0
Earnings per common share—basic:
g Income from continuing operations $ 214 $ 338
5 Discontinued operations (0.11) (0.63)
g)_ Net income $ 203 $ 275
§ Earnings per common share—diluted:
€ Income from continuing operations $ 206 $ 3.25
i Discontinued operations (0.10) (0.61)
Net income $ 1.96 $ 264
\_

operations are revenues, expenses (including income taxes), gains, and losses, excluding
those related to discontinued operations.'

Revenues, Expenses, Gains, and Losses

Revenues are inflows of resources resulting from providing goods or services to customers.
For merchandising companies like Walmart, the main source of revenue is sales revenue
derived from selling merchandise. Service firms such as FedEx and State Farm Insurance
generate revenue by providing services.

Expenses are outflows of resources incurred while generating revenue. They repre-
sent the costs of providing goods and services. When recognizing expenses, we attempt to

'Discontinued operations are addressed in a subsequent section.
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Income tax expense is
reported in a separate
line in the income
statement.
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measurement of income
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complex, at this point we
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and nonoperating
income.
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establish a causal relationship between revenues and expenses. If causality can be deter-
mined, expenses are reported in the same period that the related revenue is recognized. If
a causal relationship cannot be established, we relate the expense to a particular period,
allocate it over several periods, or expense it as incurred.

Gains and losses are increases or decreases in equity from peripheral or incidental trans-
actions of an entity. In general, these gains and losses result from changes in equity that
do not result directly from operations but nonetheless are related to those activities. For
example, gains and losses from the routine sale of equipment, buildings, or other operat-
ing assets and from the sale of investment assets normally would be included in income
from continuing operations. Later in the chapter we discuss certain gains and losses that are
excluded from continuing operations.

Income Tax Expense

Income taxes represent a major expense to a corporation, and accordingly, income tax
expense is given special treatment in the income statement. Income taxes are levied on tax-
payers in proportion to the amount of taxable income that is reported to taxing authorities.
Like individuals, corporations are income-tax-paying entities.> Because of the importance
and size of income tax expense (sometimes called provision for income taxes), it always is
reported in a separate line in corporate income statements.

Federal, state, and sometimes local taxes are assessed annually and usually are deter-
mined by first applying a designated percentage (or percentages), the tax rate (or rates), to
taxable income. Taxable income comprises revenues, expenses, gains, and losses as mea-
sured according to the regulations of the appropriate taxing authority.

Many of the components of taxable income and income reported in the income state-
ment coincide. But sometimes tax rules and GAAP differ with respect to when and even
whether a particular revenue or expense is included in income. When tax rules and GAAP
differ regarding the timing of revenue or expense recognition, the actual payment of taxes
may occur in a period different from when income tax expense is reported in the income
statement. A common example is when a corporation takes advantage of tax laws by legally
deducting more depreciation in the early years of an asset’s life on its federal income tax
return than it reports in its income statement. The amount of tax actually paid in the early
years is less than the amount that is found by applying the tax rate to the reported GAAP
income before taxes. We discuss this and other issues related to accounting for income
taxes in Chapter 16. At this point, consider income tax expense to be simply a percentage of
income before taxes.

Operating versus Nonoperating Income

Many corporate income statements distinguish between operating income and non-
operating income. Operating income includes revenues and expenses directly related to
the primary revenue-generating activities of the company. For example, operating income
for a manufacturing company includes sales revenues from selling the products it manufac-
tures as well as all expenses related to this activity. Similarly, operating income might also
include gains and losses from selling equipment and other assets used in the manufacturing
process.’

Nonoperating income relates to peripheral or incidental activities of the company. For
example, a manufacturer would include interest and dividend revenue, gains and losses from
selling investments, and interest expense in nonoperating income. Other income (expense)
often is the classification heading companies use in the income statement for nonoperating
items. On the other hand, a financial institution like a bank would consider those items to be

“Partnerships are not tax-paying entities. Their taxable income or loss is included in the taxable income of the individual partners.
SFASB ASC 360-10-45-5: Property, plant, and equipment—Overall—Other Presentation Matters (previously “Accounting for the
Impairment of Long-Lived Assets and for Long-Lived Assets to Be Disposed Of,” Statement of Financial Accounting Standards No. 144
(Norwalk, Conn.: FASB, 2001)).
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a part of operating income because they relate to the principal revenue-generating activities
for that type of business.

[llustration 4-2 presents the 2014, 2013, and 2012 income statements for Urban
Outfitters, Inc., a leading lifestyle specialty retail company. Notice that Urban Outfit-
ters distinguishes between operating income and nonoperating income. Nonoperating rev-
enues, expenses, gains and losses, and income tax expense are added to or subtracted from
operating income to arrive at net income.

~\
Consolidated Statements of Income
(In thousands, except per share data) Fiscal Year Ended January 31
2014 2013 2012
Net sales $3,086,608 $2,794,925  $2,473,801
Cost of sales 1,925,266 1,763,394 1,613,265
Gross profit 1,161,342 1,031,531 860,536
Selling, general, and administrative expenses 734,511 657,246 575,811
Operating income 426,831 374,285 284,725
Interest income 2,713 2,126 5,120
Other income 1,088 862 553
Other expenses (3,114) (1,701) (1,567)
Income before income taxes 427,518 375,572 288,831
Income tax expense 145,158 138,258 103,580
Net income $ 282,360 $ 237,314 $ 185,251
Earnings per common share:
Basic $ 192 % 1.63 $ 1.20
Diluted $ 189 $ 1.62 $ 1.19
\_

Now let’s consider the formats used to report the components of net income.

Income Statement Formats

No specific standards dictate how income from continuing operations must be displayed, so
companies have considerable latitude in how they present the components of income from
continuing operations. This flexibility has resulted in a variety of income statement presen-
tations. However, we can identify two general approaches, the single-step and the multiple-
step formats, that might be considered the two extremes, with the income statements of most
companies falling somewhere in between.

The single-step format first lists all the revenues and gains included in income from
continuing operations. Then, expenses and losses are grouped, subtotaled, and subtracted—
in a single step—from revenues and gains to derive income from continuing operations.
In a departure from that, though, companies usually report income tax expense in a sepa-
rate line in the statement. Operating and nonoperating items are not separately classified.
The Pfizer Inc. income statements shown in the financial reporting case at the beginning
of this chapter are examples of the single-step format. Illustration 4-3 shows another exam-
ple of a single-step income statement, this time for a hypothetical manufacturing company,
Maxwell Gear Corporation.

The multiple-step format reports a series of intermediate subtotals such as gross profit,
operating income, and income before taxes. The overview income statements presented in
Illustration 4-1 and the Urban Outfitters, Inc., income statements in Illustration 4-2 are
variations of the multiple-step format. [llustration 4—4 presents a multiple-step income state-
ment for the Maxwell Gear Corporation.

The Income Statement, Comprehensive Income, and the Statement of Cash Flows
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[llustration 4—2

Income Statement—
Urban Outfitters, Inc.

Real World Financials

A single-step income
statement format groups
all revenues and gains
together and all expenses
and losses together.

A multiple-step income
statement format
includes a number of
intermediate subtotals
before arriving at
income from continuing
operations.
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~
MAXWELL GEAR CORPORATION
Income Statement
For the Year Ended December 31, 2016
Revenues and gains:
Sales $573,522
Interest and dividends 26,400
Gain on sale of investments 5,500
Total revenues and gains 605,422
Expenses and losses:
Cost of goods sold $302,371
Selling 47,341
General and administrative 24,888
Research and development 16,300
Interest 14,522

Total expenses and losses 405,422
Income before income taxes 200,000
Income tax expense 80,000
Net income $120,000

\_
~
MAXWELL GEAR CORPORATION
Income Statement
For the Year Ended December 31, 2016
Sales revenue $573,522
Cost of goods sold 302,371
Gross profit 271,151
Operating expenses:
Selling $47,341
General and administrative 24,888
Research and development 16,300

Total operating expenses 88,529
Operating income 182,622
Other income (expense):

Interest and dividend revenue 26,400
Gain on sale of investments 5,500
Interest expense (14,522)

Total other income, net 17,378
Income before income taxes 200,000
Income tax expense 80,000
Net income $120,000

\_

An advantage of the single-step format is its simplicity. Revenues and expenses are not
classified or prioritized. A primary advantage of the multiple-step format is that, by sepa-
rately classifying operating and nonoperating items, it provides information that might be
useful in analyzing trends. Similarly, the classification of expenses by function also pro-
vides useful information. For example, reporting gross profit for merchandising companies
highlights the important relationship between sales revenue and cost of goods sold. It is
important to note that this issue is one of presentation. The bottom line, net income, is the
same regardless of the format used. Most large companies use the multiple-step format. For
example, 21 of the Dow Jones Industrial 30 companies use this format. We use the multiple-
step format for illustration purposes throughout the remainder of this chapter.
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nternational Financial Reporting Standards

Income Statement Presentation. There are more similarities than differences between
income statements prepared according to U.S. GAAP and those prepared applying
international standards. Some of the differences are:
* International standards require certain minimum information to be reported on the face
of the income statement. U.S. GAAP has no minimum requirements.

e International standards allow expenses to be classified either by function (e.g., cost of
goods sold, general and administrative, etc.), or by natural description (e.g., salaries,
rent, etc.). SEC regulations require that expenses be classified by function.

¢ In the United States, the “bottom line” of the income statement usually is called
either net income or net loss. The descriptive term for the bottom line of the income
statement prepared according to international standards is either profit or loss.

Before we investigate discontinued operations, let’s take a closer look at the components
of both operating and nonoperating income and their relationship to earnings quality.

Earnings Quality

Financial analysts are concerned with more than just the bottom line of the income statement—
net income. The presentation of the components of net income and the related supplemental disclo-
sures provide clues to the user of the statement in an assessment of earnings quality. Earnings qual-
ity is used as a framework for more in-depth discussions of operating and nonoperating income.

The term earnings quality refers to the ability of reported earnings (income) to predict
a company’s future earnings. After all, an income statement simply reports on events that
already have occurred. The relevance of any historical-based financial statement hinges on
its predictive value. To enhance predictive value, analysts try to separate a company’s
transitory earnings effects from its permanent earnings. Transitory earnings effects result
from transactions or events that are not likely to occur again in the foreseeable future or
that are likely to have a different impact on earnings in the future. Later in the chapter we
address discontinued operations that, because of its nature, is required to be reported sepa-
rately at the bottom of the income statement. Analysts begin their assessment of permanent
earnings with income before discontinued operations, that is, income from continuing
operations.

It would be a mistake, though, to assume income from continuing operations reflects per-
manent earnings entirely. In other words, there may be transitory earnings effects included
in income from continuing operations. In a sense, the phrase continuing may be misleading.

Manipulating Income and Income Smoothing

An often-debated contention is that, within GAAP, managers have the power, to a limited degree,
to manipulate reported company income. And the manipulation is not always in the direction of
higher income. One author states that “Most executives prefer to report earnings that follow a
smooth, regular, upward path. They hate to report declines, but they also want to avoid increases
that vary wildly from year to year; it’s better to have two years of 15% earnings increases than a
30% gain one year and none the next. As a result, some companies ‘bank’ earnings by understat-
ing them in particularly good years and use the banked profits to polish results in bad years.”*
Many believe that manipulating income reduces earnings quality because it can mask per-
manent earnings. A 1998 BusinessWeek issue was devoted entirely to the topic of earnings
management. The issue, entitled “Corporate Earnings: Who Can You Trust,” contains articles
that are highly critical of corporate America’s earnings manipulation practices. Arthur Levitt,

“Ford S. Worthy, “Manipulating Profits: How It’s Done,” Fortune, June 25, 1984, p. 50.

® LO4-9

® LO4-2

Earnings quality refers
to the ability of reported
earnings (income) to
predict a company’s
future earnings.
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Jr., former Chairman of the Securities and Exchange
J i Commission, has been outspoken in his criticism of cor-
While the problem of earnings . . .
: : porate earnings management practices and their effect
management is not new, it - . . . .
Il ta market that is on earnings quality. In an article appearing in the CPA

unforgiving of companies that Journal, he states,
miss their estimates. | recently
read of one major U.S. company

Arthur Levitt, Jr.

that failed to meet its so-called Increasingly, I have become concerned that the motivation to
numbers by one penny and meet Wall Street earnings expectations may be overriding com-
lost more than six percent of monsense business practices. Too many corporate managers, audi-
its stock value in one day. tors, and analysts are participants in a game of nods and winks.

In the zeal to satisfy consensus earnings estimates and project a

smooth earnings path, wishful thinking may be winning the day
over faithful representation. As a result, I fear that we are witnessing an erosion in the quality of earnings,
and therefore, the quality of financial reporting. Managing may be giving way to manipulation; integrity may
be losing out to illusion. (emphasis added)®

How do managers manipulate income? Two major methods are (1) income shifting and (2)
income statement classification. Income shifting is achieved by accelerating or delaying the
recognition of revenues or expenses. For example, a practice called “channel stuffing” accel-
erates revenue recognition by persuading distributors to purchase more of your product than
necessary near the end of a reporting period. The most common income statement classifica-
tion manipulation involves the inclusion of recurring operating expenses in “special charge”
categories such as restructuring costs (discussed below). This practice sometimes is referred to
as “big bath” accounting, a reference to cleaning up company balance sheets. Asset reductions,
or the incurrence of liabilities, for these restructuring costs result in large reductions in income
that might otherwise appear as normal operating expenses either in the current or future years.

Mr. Levitt called for changes by standard setters to improve the transparency of financial
statements. He did not want to eliminate necessary flexibility in financial reporting, but
wanted to make it easier for financial statement users to “see through the numbers” to the
future. A key to a meaningful assessment of a company’s future profitability is to under-
stand the events reported in the income statement and their relationship with future earnings.
Let’s now revisit the components of operating income.

Operating Income and Earnings Quality

Should all items of revenue and expense included in operating income be considered indic-
ative of a company’s permanent earnings? No, not necessarily. Sometimes, for example,
operating expenses include some unusual items that may or may not continue in the future.

Until recently, GAAP distinguished between events that were both unusual and infre-
quent and those that were either unusual or infrequent. If an event that was judged unusual
and infrequent caused a material gain or loss, it was considered “extraordinary” and reported
just as we now report discontinued operations. As you will learn later in this chapter, discon-
tinued operations are reported after-tax below income or loss from continuing operations.
Separate earnings per share disclosure also is required.

The extraordinary classification has now been eliminated from GAAP.” Very few extraor-
dinary gains and losses were being reported in corporate income statements. An important
factor, too, was the FASB’s desire to converge U.S. GAAP with international accounting
standards, which does not recognize extraordinary items.

Now, we report unusual and infrequent events that have a material impact on a com-
pany’s financial statements the same way as we report an event that is unusual or infrequent.
That is, the income statement reports the before-tax effect as a line item included in continu-
ing operations with no separate earnings per share disclosure.

3Arthur Levitt, Jr., “The Numbers Game,” The CPA Journal, December 1998, p. 16.

®Ibid., p. 14.

’Our discussion here is based on an Exposure Draft (ED) issued by the FASB in July 2014. At the time this text went to print, a final
Accounting Standards Update (ASU) had not yet been issued. It is unlikely that the ASU will differ from the ED.
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What kind of items might be included in this category? Look closely at the 2014 and
2013 partial income statements of GameStop Corp., the world’s largest multichannel video
game retailer, presented in Illustration 4-5. Which items appear unusual? Certainly not Net
sales, Cost of sales, Selling, general and administrative expenses. But what about “Good-
will impairments” and “Asset impairments and restructuring costs”? Let’s consider both.

~\
Income Statements (in part)
($ in millions) Year Ended
February 1, February 2,
2014 2013
Net sales $9,039.5 $8,886.7
Cost of sales 6,378.4 6,235.2
Gross profit 2,661.1 2,651.5
Selling, general, and administrative expenses 1,892.4 1,835.9
Depreciation and amortization 166.5 176.5
Goodwill impairments 10.2 627.0
Asset impairments and restructuring costs 18.5 53.7
Operating income (loss) 573.5 (41.6)
\

RESTRUCTURING COSTS. It’s not unusual for a company to reorganize its opera-
tions to attain greater efficiency. When this happens, the company often incurs significant
associated restructuring costs. Facility closings and related employee layoffs translate into
costs incurred for severance pay and relocation costs. Restructuring costs are incurred in
connection with:

A program that is planned and controlled by management, and materially changes either the scope of a
business undertaken by an entity, or the manner in which that business is conducted.®

Restructuring costs appear frequently in corporate income statements. In fact, a recent
survey reports that of the 500 companies surveyed, 40% included restructuring costs in their
income statements.” For instance, consider again our GameStop Corp. example. A disclo-
sure note accompanying the company’s financial statements reported that recent restructur-
ing costs were related to the exit of markets in Europe and the closure of underperforming
stores in the international segments, as well as the consolidation of European home office
sites and back-office functions.

Restructuring costs are recognized in the period the exit or disposal cost obligation
actually is incurred. As an example, suppose terminated employees are to receive termina-
tion benefits, but only after they remain with the employer beyond a minimum retention
period. In that case, a liability for termination benefits, and corresponding expense, should
be accrued in the period(s) the employees render their service. On the other hand, if future
service beyond a minimum retention period is not required, the liability and corresponding
expense for benefits are recognized at the time the company communicates the arrangement
to employees. In both cases, the liability and expense are recorded at the point they are
deemed incurred. Similarly, costs associated with closing facilities and relocating employ-
ees are recognized when goods or services associated with those activities are received.

GAAP also establishes that fair value is the objective for initial measurement of the
liability, and that a liability’s fair value often will be measured by determining the pres-
ent value of future estimated cash outflows. We discuss such present value calculations at
length in later chapters, particularly in Chapters 6 and 14. Because some restructuring costs

SFASB ASC 420-10-20: Exit or Disposal Cost Obligations—Overall—Glossary (previously “Accounting for Costs Associated with Exit
or Disposal Activities,” Statement of Financial Accounting Standards No. 146 (Norwalk, Conn.: FASB, 2002)).
U.S. GAAP Financial Statements—Best Practices in Presentation and Disclosure—2013 (New York: AICPA, 2013).
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require estimation, actual costs could differ. Also, the costs might not occur until a subse-
quent reporting period. As we discuss later in this chapter and throughout the text, when
an estimate is changed, the company should record the effect of the change in the period
the estimate is changed rather than by restating prior years’ financial statements to cor-
rect the estimate. On occasion, this process has resulted in a negative expense amount for
restructuring costs due to the overestimation of costs in a prior reporting period.

Now that we understand the nature of restructuring
costs, we can address the important question: Should Arthur Levitt, Jr.
financial statement users attempting to forecast future = When a company decides
earnings consider these costs to be part of a com-  torestructure, management
pany’s permanent earnings stream, or are they transi- 219 employees, investors

. . and creditors, customers and
tory in nature? There is no easy answer. For example, BRIt o understand
GameStop incurred restructuring costs in both 2013 the expected effects. We
and 2012. Will the company incur these costs again in need, of course, to ensure that
the near future? Consider the following facts. During  financial reporting provides this
the 10-year period from 2004 through 2013, the Dow Information. But this should
Jones Industrial 30 companies reported 107 restructur- i flishing all the
associated costs—and maybe

ing charges in their collective income statements. That’s a little extra—through the
an average of 3.6 per company. But the average is financial statements.'
deceiving. Six of the 30 companies reported no restruc-
turing charges during that period, while three of the
30 companies reported restructuring charges in each of the 10 years. The inference: a finan-
cial statement user must interpret restructuring charges in light of a company’s past history.
In general, the more frequently these sorts of unusual charges occur, the more appropriate it
is that financial statement users include them in the company’s permanent earnings stream.
Information in disclosure notes describing the restructuring and management plans related
to the business involved also can be helpful.

OTHER UNUSUAL ITEMS. Two other expenses in GameStop’s income statements
that warrant additional scrutiny are goodwill impairments and asset impairments. These
involve what is referred to as impairment losses or charges. Any long-lived asset, whether
tangible or intangible, should have its balance reduced if there has been a significant impair-
ment of value. We explore property, plant, and equipment and intangible assets in Chapters
10 and 11. After discussing this topic in more depth in those chapters, we revisit the concept
of earnings quality as it relates to asset impairment.

Is it possible that financial analysts might look favorably at a company in the year it
incurs a substantial restructuring charge or other unusual expense such as an asset impair-
ment loss? Perhaps so, if they view management as creating higher profits in future years
through operating efficiencies. Would analysts then reward that company again in future
years when those operating efficiencies materialize? Certainly this double halo effect might
provide an attractive temptation to the management of some companies.

These aren’t the only components of operating expenses that call into question this issue
of earnings quality. For example, in Chapter 9 we discuss the write-down of inventory to
comply with the lower of cost and net realizable value rule. Other possibilities include losses
from natural disasters such as earthquakes and floods and gains and losses from litigation
settlements. Earnings quality also is influenced by the way a company records income from
investments (Chapter 12) and accounts for its pension plans (Chapter 17).

Earnings quality is affected by revenue issues as well. As an example, suppose that toward the
end of its fiscal year, a company loses a major customer that can’t be replaced. That would mean
the current year’s revenue numbers include a transitory component equal to the revenue generated
from sales to the lost customer. Of course, in addition to its effect on revenues, losing the customer
would have implications for the transitory/permanent nature of expenses and net income.

Another revenue issue affecting earnings quality is the timing of revenue recognition.
Companies face continual pressure to meet their earnings expectations. That pressure often
has led to premature revenue recognition, reducing the quality of reported earnings.

1A rthur Levitt, Jr. “The Numbers Game,” The CPA Journal, December 1998, p. 16.
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Accelerating revenue recognition has caused problems for many companies. For exam-
ple, in 2008, International Rectifier Corporation, a manufacturer of power management
products, was named defendant in a federal class action suit related to numerous irregulari-
ties including premature revenue recognition. The company admitted shipping products and
recording sales with no obligation by customers to receive and pay for the products. In 2011,
the SEC convinced Groupon to change its policy related to premature recognition of reve-
nue from the sale of coupons and gift certificates.

We explore these issues in Chapter 5, when we discuss revenue recognition in consider-
able depth, and in Chapter 13, when we discuss liabilities that companies must record when
they receive payment prior to having actually recognized the related revenue. Now, though,
let’s discuss earnings quality issues related to nonoperating items.

Nonoperating Income and Earnings Quality

Most of the components of earnings in an income statement relate directly to the ordinary,
continuing operations of the company. Some, though, such as interest and gains or losses
are only tangentially related to normal operations. These we refer to as nonoperating items.
Some nonoperating items have generated considerable discussion with respect to earnings
quality, notably gains and losses generated from the sale of investments. For example, as the
stock market boom reached its height late in the year 2000, many companies recorded large
gains from sale of investments that had appreciated significantly in value. How should those
gains be interpreted in terms of their relationship to future earnings? Are they transitory or
permanent? Let’s consider an example.

Intel Corporation is the world’s largest manufacturer of semiconductors. Illustration 4—-6
shows the nonoperating section of Intel’s income statements for the 2000 and 1999 fiscal
years. In 2000, income before taxes increased by approximately 35% from the prior year.
But notice that the gains on investments, net (net means net of losses) increased from $883
million to over $3.7 billion, accounting for a large portion of the increase in income. Some
analysts questioned the quality of Intel’s 2000 earnings because of these large gains.

Income Statements (in part)
(in millions)

Years Ended December 30

2000 1999

Operating income 10,395 9,767
Gains on investments, net 3,759 883
Interest and other, net 987 578
Income before taxes 15,141 11,228

Consider The New York Times Company, a global media company. In a recent fiscal year,
the company reported income before income taxes of $259 million. Included in this amount
was a $220 million gain on the sale of investments, representing 85% of before-tax income.
Can The New York Times Company sustain these gains? Should they be considered part of
permanent earnings or are they transitory? There are no easy answers to these questions. It’s
interesting to note that in the subsequent fiscal year the company reported no investment gains.

Companies often voluntarily provide a pro forma earnings number when they announce
annual or quarterly earnings. Supposedly, these pro forma earnings numbers are manage-
ment’s view of “permanent earnings,” in the sense of being a better long-run performance
measure. For example, in January 2014, Google Inc. announced that its income for the
fourth quarter of 2013 was $3.38 billion or $9.90 per share. At the same time, the com-
pany announced that its pro forma net income (for which Google excluded stock-based
compensation expense and restructuring costs) for the quarter was $4.1 billion or $12.01
per share. These pro forma earnings numbers are controversial because determining which
items to exclude is at the discretion of management. Therefore, management could mislead
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investors. Nevertheless, these disclosures do represent management’s perception of what
its permanent earnings are and provides additional information to the financial community.

The Sarbanes-Oxley Act addressed pro forma earnings in its Section 401. One of the
act’s important provisions requires that if pro forma earnings are included in any periodic
or other report filed with the SEC or in any public disclosure or press release, the company
also must provide a reconciliation with earnings determined according to generally accepted
accounting principles.'!

We now turn our attention to discontinued operations, an item that is not part of a com-
pany’s permanent earnings and, appropriately, is excluded from continuing operations.

Discontinued Operations

The information in the income statement is useful if it can help users predict the future. So
what if some of the operations reported in the income statement are operations the company
has discontinued? Obviously, those items will be absent in the future and amounts related
to the discontinued operations will be useless in predicting future profitability. It’s logical,
then, that if discontinued operations had a material effect'” on the income statement, they
should be reported separately to allow statement users to focus on continuing operations.
So, discontinued operations must be reported separately, below income from continuing
operations. Although a company has considerable flexibility in reporting income from con-
tinuing operations, the presentation of discontinued operations is mandated as follows:'?

Income from continuing operations before income taxes $xxx
Income tax expense XX
Income from continuing operations XXX
Discontinued operations, net of $xx tax (expense)/benefit XX
Net income $xxx

The objective is to report all of the income effects of a discontinued operation separately.
That’s why we include the income tax effect in this separate presentation rather than report
it as part of income tax expense related to continuing operations. The process of associat-
ing income tax effects with the income statement components that create those effects is
referred to as intraperiod tax allocation, something we discuss in depth in Chapter 16.

What are some examples of discontinued operations? Pfizer Inc. is a global biopharma-
ceutical company. In addition to its drug and consumer healthcare divisions, the company
also operated a nutrition business prior to 2013 focusing primarily on infants. Late in 2012
the nutrition business was sold to Nestlé for $11.85 billion. H. J. Heinz is a food products
company best known for its ketchup. In addition to its condiments, sauces, soups, and other
packaged food products, the company operated a frozen desserts business that was sold in
2013. In 2013 Google sold its Motorola Mobility smartphone subsidiary to Lenovo for $2.9
billion. Pfizer’s sale of its nutrition business, Heinz’s sale of its frozen desserts business,
and Google’s sale of its smartphone subsidiary are examples of discontinued operations.

What Constitutes an Operation?

Because we report income and loss from discontinued operations separate from continuing oper-
ations, it’s important to know what we should consider to be an “operation” for this purpose. In
2001 the FASB issued a standard that defined an operation as a component of an entity. Inter-
national standards also defined a discontinued operation as a component of an entity. However,
what constitutes a “component” differed significantly between U.S. GAAP and IFRS No. 5.4

!The Congress of the United States of America, The Sarbanes-Oxley Act of 2002, Section 401 (b) (2), Washington, D.C., 2004.

12We discussed the concept of materiality in Chapter 1.

3The presentation of discontinued operations is the same for single-step and multiple-step income statement formats. The single-step
versus multiple-step distinction applies to items included in income from continuing operations.

4“Noncurrent Assets Held for Sale and Discontinued Operations,” International Financial Reporting Standard No. 5 (IASCF), as
amended effective January 1, 2014.
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As part of the continuing process to converge U.S. GAAP and international standards,
the FASB and IASB worked together to develop a common definition and a common set of
disclosures for discontinued operations. As a result of this effort, in 2014 the FASB issued
an Accounting Standards Update (ASU) that defines a discontinued operation as a compo-
nent of an entity or a group of components. ' 16

A component is any part of the company, such as an operating segment or subsidiary,
that includes operations and cash flows that can be clearly distinguished, operationally and
for financial reporting purposes, from the rest of the company. A component or group of
components that has been sold or disposed of in some other way, or is considered held for
sale, is reported as a discontinued operation if the disposal represents a strategic shift that
has, or will have, a major effect on a company’s operations and financial results. Company
management needs to apply judgment when deciding if the disposal represents a strategic
shift. Examples of possible strategic shifts include the disposal of operations in a major geo-
graphical area, a major line of business, a major equity method investment,'” or other major
parts of the company.

Many were critical of prior U.S. GAAP for its broader definition of a component. In
addition to achieving convergence with international standards, the new ASU is expected to
reduce the number of business segments that will require separate income statement presen-
tation for discontinued operations.

Reporting Discontinued Operations

By definition, the income or loss stream from a discontinued operation no longer will con-
tinue. A financial statement user concerned with Pfizer’s, H.J. Heinz’s, and Google’s future
profitability is more interested in the results of their operations that will continue. It is infor-
mative, then, for companies to separate the effects of the discontinued operations from the
results of operations that will continue. This information might have a significant impact on
the financial statement user’s assessment of future profitability.

For this reason, the revenues, expenses, gains, losses, and income tax related to a discon-
tinued operation must be removed from continuing operations and reported separately for
all years presented.'® A key for assessing profitability is comparing the company’s perfor-
mance from continuing operations from year to year and from company to company.

Sometimes a discontinued component actually has been sold by the end of a reporting period.
Often, though, the component is being held for sale, but the disposal transaction has not yet
been completed as of the end of the reporting period. We consider these two possibilities next.

WHEN THE COMPONENT HAS BEEN SOLD. When the discontinued compo-
nent is sold before the end of the reporting period, the reported income effects of a discon-
tinued operation will include two elements:

1. Income or loss from operations (revenues, expenses, gains, and losses) of the compo-
nent from the beginning of the reporting period to the disposal date.

2. Gain or loss on disposal of the component’s assets.

These two elements can be combined or reported separately, net of their tax effects.
If combined, the gain or loss component must be indicated. In our illustrations to follow,

YSAccounting Standards Update No. 2014-08, “Presentation of Financial Statements (Topic 205) and Property, Plant, and Equipment
(Topic 360): Reporting Discontinued Operations and Disclosures of Disposals of Components of an Entity,” (Norwalk, Conn.: FASB,
April 2014).

!%The ASU also requires reporting as a discontinued operation a business or nonprofit activity that is considered held for sale when
acquired. A business is a set of activities and assets that is managed for purposes of providing economic benefits to the company. A non-
profit activity is similar to a business but is not intended to provide goods and services to customers at a profit.

""Under prior GAAP, equity method investments were not included under the scope of a discontinued operation. Equity method invest-
ments are discussed in Chapter 12.

"$For example, even though Heinz did not sell its frozen desserts business until 2013, it’s important for comparative purposes to separate
the effects for any prior years presented. This allows an apples-to-apples comparison of income from continuing operations. So, in its
2013 three-year comparative income statements, the 2012 and 2011 income statements were reclassified and the income from discon-
tinued operations presented as a separately reported item. In addition, there was a disclosure note to inform readers that prior years were
reclassified.
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we combine the income effects. Illustration 4—7 describes a situation in which the discon-
tinued component is sold before the end of the reporting period.

~

The Duluth Holding Company has several operating divisions. In October 2016, management
decided to sell one of its divisions that qualifies as a separate component according to
generally accepted accounting principles. The division was sold on December 18, 2016, for a
net selling price of $14,000,000. On that date, the assets of the division had a book value of
$12,000,000. For the period January 1 through disposal, the division reported a pretax loss
from operations of $4,200,000. The company'’s income tax rate is 40% on all items of income
or loss. Duluth generated after-tax profits of $22,350,000 from its continuing operations.

Duluth’s income statement for the year 2016, beginning with income from continuing
operations, would be reported as follows:

Income from continuing operations $22,350,000
Discontinued operations:
Loss from operations of discontinued component

(including gain on disposal of $2,000,000%) $(2,200,000)"
Income tax benefit 880,000%
Loss on discontinued operations (1,320,000)

Net income $21,030,000

*Net selling price of $14 million less book value of $12 million
TLoss from operations of $4.2 million less gain on disposal of $2 million
C$2,2oo,ooo X 40%

Notice that a tax benefit occurs because a loss reduces taxable income, saving the com-
pany $880,000. On the other hand, had there been income from operations of $2,200,000,
the $880,000 income tax effect would have represented additional income tax expense.

For comparison purposes, the net of tax income or loss from operations of the discontin-
ued component for any prior years included in the comparative income statements also are
separately reported as discontinued operations.

WHEN THE COMPONENT IS CONSIDERED HELD FOR SALE. What if a
company has decided to discontinue a component but, when the reporting period ends, the
component has not yet been sold? If the situation indicates that the component is likely
to be sold within a year, the component is considered “held for sale.”!” In that case, the
income effects of the discontinued operation still are reported, but the two components of
the reported amount are modified as follows:

1. Income or loss from operations (revenues, expenses, gains and losses) of the component
from the beginning of the reporting period to the end of the reporting period.

2. An “impairment loss” if the book value, sometimes called carrying value or carrying
amount, of the assets of the component is more than fair value minus cost to sell.

The two income elements can be combined or reported separately, net of their tax effects.
In addition, if the amounts are combined and there is an impairment loss, the loss must be
disclosed, either parenthetically on the face of the statement or in a disclosure note. Con-
sider the example in Illustration 4-8.

Also, the net-of-tax income or loss from operations of the component being discontinued
is reported separate from continuing operations for any prior year that is presented for com-
parison purposes along with the 2016 income statement. Then, in the year of actual disposal,
the discontinued operations section of the income statement will include the final gain or
loss on the sale of the discontinued segment’s assets. The gain or loss is determined relative
to the revised book values of the assets after the impairment writedown.

Important information about discontinued operations, whether sold or held for sale, is
reported in a disclosure note. The note provides additional details about the discontinued

19Six criteria are used to determine whether the component is likely to be sold and therefore considered “held for sale.” You can find
these criteria in FASB ASC 360-10-45-9: Property, Plant, and Equipment—Overall—Other Presentation Matters—Long-Lived Assets
Classified as Held for Sale (previously “Accounting for the Impairment or Disposal of Long-Lived Assets,” Statement of Financial
Accounting Standards No. 144 (Norwalk, Conn.: FASB, 2001), par. 30).
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The Duluth Holding Company has several operating divisions. In October 2016, A

management decided to sell one of its divisions that qualifies as a separate component
according to generally accepted accounting principles. On December 31, 2016, the end
of the company’s fiscal year, the division had not yet been sold. On that date, the assets
of the division had a book value of $12,000,000 and a fair value, minus anticipated cost
to sell, of $9,000,000. For the year, the division reported a pre-tax loss from operations of
$4,200,000. The company's income tax rate is 40% on all items of income or loss. Duluth
generated after-tax profits of $22,350,000 from its continuing operations.

Duluth’s income statement for 2016, beginning with income from continuing
operations, would be reported as follows:

Income from continuing operations $22,350,000
Discontinued operations:
Loss from operations of discontinued component

(including impairment loss of $3,000,000%) $(7,200,000)*
Income tax benefit 2,880,000%
Loss on discontinued operations (4,320,000)

Net income $18,030,000

*Book value of $12 million less fair value net of cost to sell of $9 million
TLoss from operations of $4.2 million plus impairment loss of $3 million
*$7,200,000 X 40%

component, including its identity, its major classes of assets and liabilities, the major rev-
enues and expenses constituting pretax income or loss from operations, the reason for the
discontinuance, and the expected manner of disposition if held for sale.?’

In Ilustration 48, if the fair value of the division’s assets minus cost to sell exceeded the
book value of $12,000,000, there is no impairment loss and the income effects of the discon-
tinued operation would include only the loss from operations of $4,200,000, less the income
tax benefit.”!

The balance sheet is affected, too. The assets and liabilities of the component considered
held for sale are reported at the lower of their book value or fair value minus cost to sell.
And, because it’s not in use, an asset classified as held for sale is no longer reported as part
of property, plant, and equipment or intangible assets and is not depreciated or amortized.

Eastman Kodak Company provides an example. The company is best known for its
photographic film products. Recently, it sold its digital capture and devices business, Kodak
Gallery, and other businesses. The sales were completed by the end of 2013, but some assets
and liabilities of the sold businesses had not yet been transferred. The current asset and cur-
rent liability sections of the 2013 year-end balance sheet reported $95 million in “Assets
held for sale,” and $38 million in “Liabilities held for sale.” Information about the discon-
tinued operations was included in the disclosure note shown in Illustration 4-9.

Notice that the assets and liabilities held for sale are classified as current because the
company expects to complete the transfer of these assets and liabilities in the next fiscal year.

INTERIM REPORTING. Remember that companies whose ownership shares are pub-
licly traded in the United States must file quarterly reports with the Securities and Exchange
Commission. If a component of an entity is considered held for sale at the end of a quarter,
the income effects of the discontinued component must be separately reported in the quar-
terly income statement. These effects would include the income or loss from operations for
the quarter as well as an impairment loss if the component’s assets have a book value more
than fair value minus cost to sell. If the assets are impaired and written down, any gain or
loss on disposal in a subsequent quarter is determined relative to the new, written-down
book value.

In the next section, we briefly discuss the way various types of accounting changes are reported.

2For a complete list of disclosure requirements, see FASB ASC 205-20-50: Presentation of Financial Statements—Discontinued Operations—
Disclosure.
2'In the following year when the component is sold, the income effects also must be reported as a discontinued operation.
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Note 26. Discontinued Operations (in part)

The following table summarizes the major classes of assets and liabilities related to the
disposition of businesses which have been segregated and included in assets held for sale
and liabilities held for sale in the consolidated balance sheet.

December 31,

($ in millions) 2013
Receivables, net $16
Inventories 62
Property, plant, and equipment, net 10
Other assets 7

Current assets held for sale ﬁ
Trade payables $24
Miscellaneous payable and accruals 14

Current liabilities held for sale @

\.

Accounting Changes

Accounting changes fall into one of three categories: (1) a change in an accounting prin-
ciple, (2) a change in estimate, or (3) a change in reporting entity. The correction of an error
is another adjustment that is accounted for in the same way as certain accounting changes. A
brief overview of a change in accounting principle, a change in estimate, and correction of
errors is provided here. We cover accounting changes in detail, including changes in report-
ing entities, in subsequent chapters, principally in Chapter 20.

Change in Accounting Principle

A change in accounting principle refers to a change from one acceptable accounting method
to another. There are many situations that allow alternative treatments for similar transac-
tions. Common examples of these situations include the choice among FIFO, LIFO, and
average cost for the measurement of inventory and among alternative revenue recognition
methods. New accounting standard updates issued by the FASB also may require compa-
nies to change their accounting methods.

VOLUNTARY CHANGES IN ACCOUNTING PRINCIPLES. Occasionally, a
company will change from one generally accepted treatment to another. When these changes
in accounting principles occur, information lacks consistency, hampering the ability of exter-
nal users to compare financial information among reporting periods. If, for example, inventory
and cost of goods sold are measured in one reporting period using the LIFO method, but are
measured using the FIFO method in a subsequent period, inventory, cost of goods sold, and
hence net income for the two periods are not comparable. Difficulties created by inconsistency
and lack of comparability are alleviated by the way we report voluntary accounting changes.

GAAP requires that voluntary accounting changes be accounted for retrospectively.?” That is,
we recast prior years’ financial statements when we report those statements again (in comparative
statements, for example) to appear as if the new accounting method had been used in those periods.
For each year in the comparative statements reported, we revise the balance of each account affected
to make those statements appear as if the newly adopted accounting method had been applied all
along. Then, a journal entry is created to adjust all account balances affected to what those amounts
would have been. An adjustment is made to the beginning balance of retained earnings for the earli-
est period reported in the comparative statements of shareholders’ equity to account for the cumula-
tive income effect of changing to the new principle in periods prior to those reported.”

22FASB ASC 250-10-45-5: Accounting Changes and Error Corrections—Overall—Other Presentation Matters (previously “Accounting
Changes and Error Corrections—a replacement of APB Opinion No. 20 and FASB Statement No. 3,” Statement of Financial Accounting
Standard No. 154 (Norwalk, Conn.: FASB, 2005)).

2Sometimes a lack of information makes it impracticable to report a change retrospectively so the new method is simply applied pro-
spectively, that is, we simply use the new method from now on. Also, if a new standard specifically requires prospective accounting, that
requirement is followed.



CHAPTER 4 The Income Statement, Comprehensive Income, and the Statement of Cash Flows 187

We will see these aspects of accounting for the change in accounting principle demon-
strated in Chapter 9 in the context of our discussion of inventory methods. We’ll also dis-
cuss changes in accounting principles in depth in Chapter 20.

MANDATED CHANGES IN ACCOUNTING PRINCIPLES. When a new
FASB accounting standard update mandates a change in accounting principle, the board
often allows companies to choose among multiple ways of accounting for the changes.
One approach generally allowed is to account for the change retrospectively, exactly as we
account for voluntary changes in principles. The FASB may also allow companies to report
the cumulative effect on the income of previous years from having used the old method
rather than the new method in the income statement of the year of change as a separately
reported item below discontinued operations. Other approaches might also be allowed.
Therefore, when a mandated change in accounting principle occurs, it is important to check
the accounting standards update to determine how companies might account for the change.

Change in Depreciation, Amortization, or Depletion Method

A change in depreciation, amortization, or depletion method is considered to be a change
in accounting estimate that is achieved by a change in accounting principle. We account for
this change prospectively, almost exactly as we would any other change in estimate. One
difference is that most changes in estimate don’t require a company to justify the change.
However, this change in estimate is a result of changing an accounting principle and there-
fore requires a clear justification as to why the new method is preferable. Chapter 11 pro-
vides an illustration of a change in depreciation method.

Change in Accounting Estimate

Estimates are a necessary aspect of accounting. A few of the more common accounting esti-
mates are the amount of future bad debts on existing accounts receivable, the useful life and
residual value of a depreciable asset, and future warranty expenses.

Because estimates require the prediction of future events, it’s not unusual for them to turn
out to be wrong. When an estimate is modified as new information comes to light, account-
ing for the change in estimate is quite straightforward. We do not revise prior years’ finan-
cial statements to reflect the new estimate. Instead, we merely incorporate the new estimate
in any related accounting determinations from that point on, that is, we account for a change
in accounting estimate prospectively.?* If the effect of the change is material, a disclosure
note is needed to describe the change and its effect on both net income and earnings per
share. Chapters 11 and 20 provide illustrations of changes in accounting estimates.

Correction of Accounting Errors

Errors occur when transactions are either recorded incorrectly or not recorded at all. We
briefly discuss the correction of errors here as an overview and in later chapters in the con-
text of the effect of errors on specific chapter topics. In addition, Chapter 20 provides com-
prehensive coverage of the correction of errors.

Accountants employ various control mechanisms to ensure that transactions are accounted
for correctly. In spite of this, errors occur. When errors do occur, they can affect any one
or several of the financial statement elements on any of the financial statements a company
prepares. In fact, many kinds of errors simultaneously affect more than one financial state-
ment. When errors are discovered, they should be corrected.

Most errors are discovered in the same year that they are made. These errors are sim-
ple to correct. The original erroneous journal entry is reversed and the appropriate entry
is recorded. If an error is discovered in a year subsequent to the year the error is made, the
accounting treatment depends on whether or not the error is material with respect to its
effect on the financial statements. In practice, the vast majority of errors are not material
and are, therefore, simply corrected in the year discovered. However, material errors that are
discovered in subsequent periods require a prior period adjustment.

24If the original estimate had been based on erroneous information or calculations or had not been made in good faith, the revision of
that estimate would constitute the correction of an error.

Changes in depreciation,
amortization, or
depletion methods are
accounted for the same
way as a change in an
accounting estimate.

A change in accounting
estimate is reflected in
the financial statements
of the current period and
future periods.



188 SECTION 1

® LO4-5

FINANCIAL
Reporting Case

Q3, p. 172

All corporations whose
common stock is publicly
traded must disclose EPS.

The Role of Accounting as an Information System

Prior Period Adjustments

Assume that after its financial statements are published and distributed to shareholders,
Roush Distribution Company discovers a material error in the statements. What does it do?
Roush must make a prior period adjustment.”® Roush would record a journal entry that
adjusts any balance sheet accounts to their appropriate levels and would account for the
income effects of the error by increasing or decreasing the beginning retained earnings bal-
ance in a statement of shareholders’ equity. Remember, net income in prior periods was
closed to retained earnings so, by adjusting retained earnings, the prior period adjustment
accounts for the error’s effect on prior periods’ net income.

Simply reporting a corrected retained earnings amount might cause misunderstanding for
someone familiar with the previously reported amount. Explicitly reporting a prior period
adjustment in the statement of shareholders’ equity (or statement of retained earnings if
that’s presented instead) highlights the adjustment and avoids this confusion.

In addition to reporting the prior period adjustment to retained earnings, previous years’
financial statements that are incorrect as a result of the error are retrospectively restated to
reflect the correction. Also, a disclosure note communicates the impact of the error on prior
periods’ net income.

Earnings per Share Disclosures

As we discussed in Chapter 3, financial statement users often use summary indicators, called
ratios, to more efficiently make comparisons among different companies and over time for
the same company. Besides highlighting important relationships among financial statement
variables, ratios also accommodate differences in company size.

One of the most widely used ratios is earnings per share (EPS), which shows the amount of
income earned by a company expressed on a per share basis. Public companies report basic EPS
and, if there are certain potentially dilutive securities, diluted EPS, on the face of the income
statement. Basic EPS is computed by dividing income available to common shareholders (net
income less any preferred stock dividends) by the weighted-average number of common shares
outstanding (weighted by time outstanding) for the period. For example, suppose the Fetzer
Corporation reported net income of $600,000 for its fiscal year ended December 31, 2016. Pre-
ferred stock dividends of $75,000 were declared during the year. Fetzer had one million shares
of common stock outstanding at the beginning of the year and issued an additional one million
shares on March 31, 2016. Basic EPS of $.30 per share for 2016 is computed as follows:

$600,000 — 75,000 _ $525,000 — $0.30
1,000,000 + 1,000,000 (*/») 1,750,000 )
Shares New shares
at Jan. 1

Diluted EPS reflects the potential dilution that could occur for companies that have certain
securities outstanding that are convertible into common shares or stock options that could cre-
ate additional common shares if the options were exercised. These items could cause EPS to
decrease (become diluted) because there would be more shares in the denominator of the EPS
calculation. Because of the complexity of the calculation and the importance of EPS to inves-
tors, we devote a substantial portion of Chapter 19 to this topic. At this point, we focus on the
financial statement presentation of EPS. In Illustration 4-2 on page 175, Urban Outfitters,
Inc., discloses both basic and diluted EPS in its income statements for all years presented.

When the income statement includes discontinued operations, we report per-share
amounts for both income (loss) from continuing operations and for net income (loss), as
well as for the discontinued operations. We see this demonstrated in recent quarterly income
statements of Big Lots, Inc., the largest closeout retailer in the U.S., partially reproduced in
Ilustration 4-10.

FASB ASC 250-10-45-23: Accounting Changes and Error Corrections—Overall—Other Presentation Matters (previously “Prior
Period Adjustments,” Statement of Financial Accounting Standards No. 16 (Norwalk, Conn.: FASB, 1977)).
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N\
BIG LOTS, INC.
Consolidated Statements of Operations (in part)
Thirteen Weeks Ended
(In thousands, except per share amounts) May 3, 2014 May 4, 2013
Income from continuing operations $28,581 $37,065
Loss from discontinued operations, net of tax (25,233) (4,732)
Net income $ 3,348 $32,333
Earnings per common share—basic:
Continuing operations $ 0.50 $ 0.65
Discontinued operations (0.44) (0.08)
Net income $ 0.06 $ 057
Earnings per common share—diluted:
Continuing operations $ 0.50 $ 0.64
Discontinued operations (0.44) (0.08)
Net income $ 0.06 $ 0.56
L — —

Comprehensive Income

Accounting professionals have engaged in an ongoing debate concerning which transactions should
be included as components of periodic income. For instance, some argue that certain changes in
shareholders’ equity besides those attributable to traditional net income should be included in the
determination of income. In what might be viewed as a compromise, the FASB decided to main-
tain the traditional view of net income, but to require companies also to report an expanded version
of income called comprehensive income to include four types of gains and losses that traditionally
hadn’t been included in income statements. Let’s consider what that means.

Other Comprehensive Income

The calculation of net income omits certain types of gains and losses that are instead
included in comprehensive income. As one example, in Chapter 12 you will learn that cer-
tain investments are reported in the balance sheet at their fair values, but that the gains and
losses resulting from adjusting those investments to fair value might not be included in net
income. Instead, they are reported as a separate component of shareholders’ equity, other
comprehensive income (OCI) (loss).

Companies must report both net income and comprehensive income and reconcile the
difference between the two.?® Be sure to remember that net income actually is a part of
comprehensive income. The reconciliation simply extends net income to include other com-
prehensive income items, reported net of tax, as shown in Illustration 4—11.

The actual terminology used by companies for the four items of other comprehensive income
varies considerably. For instance, deferred gains (losses) from derivatives are sometimes called
derivative mark-to-market adjustments or changes in fair value of derivatives, and gains (losses)
from foreign currency translation are often identified as foreign currency translation adjustments.

Flexibility in Reporting

The information in the income statement and other comprehensive income items shown in
Illustration 4—11 can be presented either (1) in a single, continuous statement of comprehen-
sive income or (2) in two separate, but consecutive statements, an income statement and a
statement of comprehensive income. Each component of other comprehensive income can
be displayed net of tax, as in Illustration 4—11, or alternatively, before tax with one amount
shown for the aggregate income tax expense (or benefit).?’

2FASB ASC 220-10-45-1A and 1B: Comprehensive Income—Overall-Other Presentation Matters (previously “Reporting Comprehen-
sive Income,” Statement of Financial Accounting Standards No. 130 (Norwalk, Conn.: FASB, 1997)).
2’GAAP does not require the reporting of comprehensive earnings per share.
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($ in millions)
Net income $xxx
Other comprehensive income:
Net unrealized holding gains (losses) on investments (net of tax)*
Gains (losses) from and amendments to postretirement benefit plans
(net of tax)’
Deferred gains (losses) from derivatives (net of tax)¥

Gains (losses) from foreign currency translation (net of tax)’

$x

EE

XX

| x

Comprehensive income $xxx

*Changes in the market value of certain investments (described in Chapter 12).

TGains and losses due to revising assumptions or market returns differing from expectations and prior service
cost from amending the plan (described in Chapter 17).

*When a derivative designated as a cash flow hedge is adjusted to fair value, the gain or loss is deferred as a
component of comprehensive income and included in earnings later, at the same time as earnings are affected by
the hedged transaction (described in the Derivatives Appendix to the text).

$Gains or losses from changes in foreign currency exchange rates. The amount could be an addition to or
reduction in shareholders’ equity. (This item is discussed elsewhere in your accounting curriculum.)

Companies such as PetSmart, Inc., choose to present comprehensive income in a single

statement. On the other hand, in its 2014 financial statements, Astro-Med Inc., a manufac-
turer of a broad range of specialty technology products, chose to use the separate statement
approach, as shown in Illustration 4-12.

~\
ASTRO-MED, INC.
Consolidated Statements of Comprehensive Income
For the Years Ended January 31,
($ in thousands) 2014 2013
Net income $3,212 $10,767
Other comprehensive income (loss), net of taxes
Foreign currency translation adjustments (14) 60
Unrealized gain (loss) on securities available for sale 17 (8)
Other comprehensive income 3 52
Comprehensive income $3,215 $10,819
L
4
Comprehensive Income. Both U.S. GAAP and IFRS allow companies to report
comprehensive income in either a single statement of comprehensive income or in two
separate statements.

Other comprehensive income items are similar under the two sets of standards. However,
an additional OCl item, changes in revaluation surplus, is possible under IFRS. In Chapter 11
you will learn that IAS No. 16?® permits companies to value property, plant, and equipment
at (1) cost less accumulated depreciation or (2) fair value (revaluation). IAS No. 38% provides
a similar option for the valuation of intangible assets. U.S. GAAP prohibits revaluation.

If the revaluation option is chosen and fair value is higher than book value, the
difference, changes in revaluation surplus, is reported as other comprehensive income and
then accumulates in a revaluation surplus account in equity.

v,

2«property, Plant and Equipment,” International Accounting Standard No. 16 (IASCF), as amended effective January 1, 2014.
29“lntangible Assets,” International Accounting Standard No. 38 (IASCF), as amended effective January 1, 2014.
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Accumulated Other Comprehensive Income

In addition to reporting OCI that occurs in the current reporting period, we must also report
these amounts on a cumulative basis in the balance sheet. This is consistent with the way
we report net income that occurs in the current reporting period in the income statement and
also report accumulated net income (that hasn’t been distributed as dividends) in the bal-
ance sheet as retained earnings. Similarly, we report OCI as it occurs in the current reporting
period and also report accumulated other comprehensive income (AOCI) in the balance
sheet. This is demonstrated in Illustration 4—13 for Astro-Med Inc.

N
ASTRO-MED, INC.
Consolidated Balance Sheets (in part)
For the Years ended January 31
($ in thousands) 2014 2013
Shareholders’ equity:
Common stock 465 452
Additional paid-in capital 41,235 38,786
Retained earnings 37,201 36,092
Treasury stock, at cost (12,463) (11,666)
Accumulated other comprehensive income 176 173
Total shareholders’ equity $66,614 $63,837
.

Supplementing information in Illustration 4-13 with numbers reported in Illustration
4-12 along with dividends declared by Astro-Med, we can reconcile the changes in both
retained earnings and AOCI:

Accumulated Other

Retained Comprehensive
($ in thousands) Earnings Income
Balance, 1/31/13 $36,092 $173
Add: Net income 3,212
Deduct: Dividends (2,103)
Other comprehensive income 3
Balance, 1/31/14 $37,201 $176

To further understand the relationship between net income and other comprehensive
income, consider another example. Suppose Philips Corporation began 2016 with retained
earnings of $600 million and accumulated other comprehensive income of $34 million.
Let’s also assume that net income for 2016, before considering the gain discussed below,
is $100 million, of which $40 million was distributed to shareholders as dividends. Now
assume that Philips purchased shares of IBM stock for $90 million during the year and sold
them at year-end for $100 million. In that case, Philips would include the realized gain of
$10 million in determining net income. If the income tax rate is 40%, net income includes a
$6 million net-of-tax gain from the sale. This means that shareholders’ equity, specifically
retained earnings, also will include the $6 million.

Accumulated

Retained Other Comprehensive
($ in millions) Earnings Income
Balance, 12/31/15 $600 $34
Net income ($100 + 6) 106
Dividends (40)
Other comprehensive income —0-
Balance, 12/31/16 $666 $3_4

:\$700/ -

The Income Statement, Comprehensive Income, and the Statement of Cash Flows
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The cumulative total of
OCI (or comprehensive
loss) is reported as
accumulated other
comprehensive income
(AOCI), an additional
component of
shareholders’ equity that
is displayed separately.

[llustration 4—13

Shareholders’ Equity—
Astro-Med Inc.

Real World Financials

AOCI increased by $3
thousand, from $173
thousand to $176
thousand.
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On the other hand, what if the shares are not sold before the end of the fiscal year but the
year-end fair value is $100 million and Philips accounts for the shares as an other comprehen-
If the shares are not sive income item? In that case, the unrealized gain of $10 million is not included in net income.
sold, the unrealized Instead, $6 million net-of-tax gain is considered a component of other comprehensive income
gﬂﬁeﬁ?‘;flgti:igme. (loss) for 2016 and results in an increase in accumulated other comprehensive income (loss),
rather than retained earnings, in the 2016 balance sheet. The total of retained earnings and

accumulated other comprehensive income is $700 million either way, as demonstrated below.

Accumulated

Retained Other Comprehensive

($ in millions) Earnings Income
Balance, 12/31/15 $600 $34

Net income 100

Dividends (40)

Other comprehensive income 6

Balance, 12/31/16 $660 $4_O

$700

Net income and comprehensive income are identical for an enterprise that has no other
comprehensive income items. When this occurs for all years presented, a statement of
comprehensive income is not required. Components of other comprehensive income are
described in subsequent chapters.

Concept Review Exercise

INCOME The Barrington Construction Company builds office buildings. It also owns and operates a
STATEMENT chain of motels throughout the Northwest. On September 30, 2016, the company decided
gglls\:lfl!{“l;rl-ll\gl\llgll\:lE to sell the entire motel business for $40 million. The sale was completed on December 15,
INCOME 2016. Income statement information for 2016 is provided below for the two components of

the company.

($ in millions)

Construction Motel

Component Component
Sales revenue $450.0 $200.0
Operating expenses 226.0 210.0
Other income (loss)* 16.0 (30.0)
Income (loss) before income taxes $240.0 $ (40.0)
Income tax expense (benefit) 96.0 (16.0)
Net income (loss) $144.0 $ (24.0)

*For the motel component, the entire Other income (loss) amount represents the loss on sale of
assets of the component for $40 million when their book value was $70 million.
TA 40% tax rate applies to all items of income or loss.

In addition, in 2016 the company had pretax net unrealized holding gains on investment
securities of $3 million and a foreign currency translation adjustment gain of $1 million.

1. Prepare a single, continuous 2016 statement of comprehensive income for the Barrington
Construction Company including EPS disclosures. There were 100 million shares of
common stock outstanding throughout 2016. The company had no potentially dilutive
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securities outstanding or stock options that could cause additional common shares. Use
the multiple-step approach for the income statement portion of the statement.

2. Prepare a separate 2016 statement of comprehensive income.

1. Prepare a single, continuous 2016 statement of comprehensive income.

BARRINGTON CONSTRUCTION COMPANY
Statement of Comprehensive Income
For the Year Ended December 31, 2016
($ in millions, except per share amounts)

Sales revenue $450.0
Operating expenses 226.0
Operating income 224.0
Other income 16.0
Income from continuing operations before income taxes 240.0
Income tax expense 96.0
Income from continuing operations 144.0

Discontinued operations:
Loss from operations of discontinued motel component

(including loss on disposal of $30) $(40)

Income tax benefit 16

Loss on discontinued operations (24.0)
Net income 120.0
Other comprehensive income:

Unrealized gains on investment securities, net of tax 1.8

Foreign currency translation gain, net of tax 0.6
Total other comprehensive income 24
Comprehensive income $122.4
Earnings per share:
Income from continuing operations $ 1.44
Discontinued operations (0.24)
Net income $ 1.20

2. Prepare a separate 2016 statement of comprehensive income.

BARRINGTON CONSTRUCTION COMPANY
Statement of Comprehensive Income
For the Year Ended December 31, 2016
($ in millions)

Net income $120.0
Other comprehensive income:
Unrealized gains on investment securities, net of tax 1.8
Foreign currency translation gain, net of tax 0.6
Total other comprehensive income 24
Comprehensive income $122.4
L

Now that we have discussed the presentation and content of the income statement, we
turn our attention to the statement of cash flows.
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The Statement of Cash Flows

In addition to the income statement and the balance sheet, a statement of cash flows (SCF)
is an essential component within the set of basic financial statements.>® Specifically, when a
balance sheet and an income statement are presented, a statement of cash flows is required
for each income statement period. The purpose of the SCF is to provide information about
the cash receipts and cash disbursements of an enterprise that occurred during a period.
Similar to the income statement, it is a change statement, summarizing the transactions that
caused cash to change during a reporting period. The term cash refers to cash plus cash
equivalents. Cash equivalents, discussed in Chapter 3, include highly liquid (easily con-
verted to cash) investments such as Treasury bills. Chapter 21 is devoted exclusively to the
SCF. A brief overview is provided here.

Usefulness of the Statement of Cash Flows

We discussed the difference between cash and accrual accounting in Chapter 1. It was pointed
out and illustrated that over short periods of time, operating cash flows may not be indicative
of the company’s long-run cash-generating ability, and that accrual-based net income provides
a more accurate prediction of future operating cash flows. Nevertheless, information about
cash flows from operating activities, when combined with information about cash flows from
other activities, can provide information helpful in assessing future profitability, liquidity, and
long-term solvency. After all, a company must pay its debts with cash, not with income.

Of particular importance is the amount of cash generated from operating activities. In the
long run, a company must be able to generate positive cash flow from activities related to
selling its product or service. These activities must provide the necessary cash to pay debts,
provide dividends to shareholders, and provide for future growth.

Classifying Cash Flows

A list of cash flows is more meaningful to investors and creditors if they can determine the
type of transaction that gave rise to each cash flow. Toward this end, the statement of cash
flows classifies all transactions affecting cash into one of three categories: (1) operating
activities, (2) investing activities, and (3) financing activities.

Operating Activities
The inflows and outflows of cash that result from activities reported in the income statement
are classified as cash flows from operating activities. In other words, this classification
of cash flows includes the elements of net income reported on a cash basis rather than an
accrual basis.’!

Cash inflows include cash received from:

1. Customers from the sale of goods or services.
2. Interest and dividends from investments.

These amounts may differ from sales and investment income reported in the income state-
ment. For example, sales revenue measured on the accrual basis reflects revenue earned during
the period, not necessarily the cash actually collected. Revenue will not equal cash collected
from customers if receivables from customers or deferred revenue changed during the period.

Cash outflows include cash paid for:

. The purchase of inventory.
. Salaries, wages, and other operating expenses.

W N =

. Interest on debt.
4. Income taxes.
3OFASB ASC 230-10-45: Statement of Cash Flows—Overall—Other Presentation Matters (previously “Statement of Cash Flows,”

Statement of Financial Accounting Standards No. 95 (Norwalk, Conn.: FASB, 1987)).
31Cash flows related to gains and losses from the sale of assets shown in the income statement are reported as investing activities in the SCF.
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Likewise, these amounts may differ from the corresponding accrual expenses reported
in the income statement. Expenses are reported when incurred, not necessarily when cash
is actually paid for those expenses. Also, some revenues and expenses, like deprecia-
tion expense, don’t affect cash at all and aren’t included as cash outflows from operating

activities.

The difference between the inflows and outflows is called net cash flows from operating
activities. This is equivalent to net income if the income statement had been prepared on a

cash basis rather than an accrual basis.

nternational Financial Reporting Standards

Classification of Cash Flows. Like U.S. GAAP, international standards also require a
statement of cash flows. Consistent with U.S. GAAP, cash flows are classified as operating,
investing, or financing. However, the U.S. standard designates cash outflows for interest
payments and cash inflows from interest and dividends received as operating cash flows.
Dividends paid to shareholders are classified as financing cash flows.

IAS No. 7,32 on the other hand, allows more flexibility. Companies can report interest
and dividends paid as either operating or financing cash flows and interest and dividends
received as either operating or investing cash flows. Interest and dividend payments
usually are reported as financing activities. Interest and dividends received normally are
classified as investing activities.

Typical Classification of Cash Flows from Interest and Dividends

U.S. GAAP IFRS

Operating Activities Operating Activities
Dividends received
Interest received
Interest paid

Investing Activities Investing Activities
Dividends received
Interest received

Financing Activities Financing Activities

Dividends paid Dividends paid
Interest paid

Siemens AG, a German company, prepares its financial statements according to
IFRS. In its statement of cash flows for the first three months of the 2014 fiscal year, the
company reported interest and dividends received as operating cash flows, as would a
U.S. company. However, Siemens classified interest paid as a financing cash flow.

SIEMENS AG
Statement of Cash Flows (partial)
For the First Three Months of Fiscal 2014
(€ in millions)
Cash flows from financing activities:

Transactions with owners (6)
Repayment of long-term debt (5)
Change in short-term debt and other financing activities 1,138
Interest paid (78)
Dividends paid (4)
Financing discontinued operations (107)
Cash flows from financing activities—continuing operations 938

32«Statement of Cash Flows,” International Accounting Standard No. 7 (IASCF), as amended effective January 1, 2014.
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By the direct method,
the cash effect of each
operating activity is
reported directly in the
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By the indirect method,
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activities is derived
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convert that amount

to a cash basis.

[llustration 4—14

Contrasting the Direct
and Indirect Methods of
Presenting Cash Flows
from Operating Activities

Net income is $35,000,
but cash flow from these
same activities is not
necessarily the same
amount.

Changes in assets and
liabilities can indicate
that cash inflows are
different from revenues
and cash outflows are
different from expenses.

The Role of Accounting as an Information System

DIRECT AND INDIRECT MIETHODS OF REPORTING. Two generally accepted
formats can be used to report operating activities, the direct method and the indirect method.
Under the direct method, the cash effect of each operating activity is reported directly in
the statement. For example, cash received from customers is reported as the cash effect of
sales activities. Income statement transactions that have no cash flow effect, such as depre-
ciation, are simply not reported.

By the indirect method, on the other hand, we arrive at net cash flow from operating
activities indirectly by starting with reported net income and working backwards to con-
vert that amount to a cash basis. Two types of adjustments to net income are needed. First,
components of net income that do not affect cash are reversed. That means that noncash rev-
enues and gains are subtracted, while noncash expenses and losses are added. For example,
depreciation expense does not reduce cash, but it is subtracted in the income statement. To
reverse this, then, we add back depreciation expense to net income to arrive at the amount
that we would have had if depreciation had not been subtracted.

Second, we make adjustments for changes in operating assets and liabilities during the
period that indicate that amounts included as components of net income are not the same
as cash flows for those components. For instance, suppose accounts receivable increases
during the period because cash collected from customers is less than sales revenue. This
increase in accounts receivable would then be subtracted from net income to arrive at cash
flow from operating activities. In the indirect method, positive adjustments to net income
are made for decreases in related assets and increases in related liabilities, while negative
adjustments are made for increases in those assets and decreases in those liabilities.

To contrast the direct and indirect methods further, consider the example in Illustration 4—14.

~N

Arlington Lawn Care (ALC) began operations at the beginning of 2016. ALC's 2016
income statement and its year-end balance sheet are shown below ($ in thousands).

ARLINGTON LAWN CARE
Income Statement
For the Year Ended December 31, 2016

Service revenue $90
Operating expenses:
General and administrative $32*
Depreciation 8
Total operating expenses 40
Income before income taxes 50
Income tax expense 15
Net income $35

*Includes $6 in insurance expense

ARLINGTON LAWN CARE
Balance Sheet
At December 31, 2016

Assets Liabilities and Shareholders’ Equity
Current assets: Current liabilities:
Cash $ 54 Accounts payable** $ 7
Accounts receivable 12 Income taxes payable 15
Prepaid insurance 4 Total current liabilities 22
Total current assets 70 Shareholders’ equity:
Equipment 40 Common stock 50
Less: Accumulated depreciation (8) Retained earnings 30***
Total assets $102 Total liabilities and
— shareholders’ equity $102

**For general and administrative expenses
***Net income of $35 less $5 in cash dividends paid




CHAPTER 4

DIRECT METHOD. Let’s begin with the direct method of presentation. We illustrated
this method previously in Chapter 2. In that chapter, specific cash transactions were pro-
vided and we simply included them in the appropriate cash flow category in the SCF. Here,
we start with account balances, so the direct method requires a bit more reasoning.

From the income statement, we see that ALC’s net income has four components. Three
of those—service revenue, general and administrative expenses, and income tax expense—
affect cash flows, but not by the accrual amounts reported in the income statement. One
component—depreciation—reduces net income but not cash; it’s simply an allocation over
time of a prior year’s expenditure for a depreciable asset. So, to report these operating activ-
ities on a cash basis, rather than an accrual basis, we take the three items that affect cash
and adjust the amounts to reflect cash inflow rather than revenue earned and cash outflows
rather than expenses incurred. Let’s start with service revenue.

Service revenue is $90,000, but ALC did not collect that much cash from its customers.
We know that because accounts receivable increased from $0 to $12,000, ALC must have
collected to date only $78,000 of the amount earned.

Similarly, general and administrative expenses of $32,000 were incurred, but $7,000 of
that hasn’t yet been paid. We know that because accounts payable increased by $7,000.
Also, prepaid insurance increased by $4,000 so ALC must have paid $4,000 more cash for
insurance coverage than the amount that expired and was reported as insurance expense.
That means cash paid thus far for general and administrative expenses was only $29,000
($32,000 less the $7,000 increase in accounts payable plus the $4,000 increase in prepaid
insurance). The other expense, income tax, was $15,000, but that’s the amount by which
income taxes payable increased so no cash has yet been paid for income taxes.

We can report ALC’s cash flows from operating activities using the direct method as
shown in Illustration 4—14A.

~\
ARLINGTON LAWN CARE

Statement of Cash Flows
For the Year Ended December 31, 2016

($ in thousands)

Cash Flows from Operating Activities

Cash received from customers* $78
Cash paid for general and administrative expenses** (29)
Net cash flows from operating activities $49

*Service revenue of $90 thousand, less increase of $12 thousand in accounts receivable.

**General and administrative expenses of $32 thousand, less increase of $7 thousand in accounts payable, plus
increase of $4 thousand in prepaid insurance.

INDIRECT METHOD. To report operating cash flows using the indirect method, we take
a different approach. We start with ALC’s net income but realize that the $35,000 includes
both cash and noncash components. We need to adjust net income, then, to eliminate the
noncash effects so that we’re left with only the cash flows. We start by eliminating the only
noncash component of net income in our illustration—depreciation expense. Depreciation of
$8,000 was subtracted in the income statement, so we simply add it back in to eliminate it.
That leaves us with the three components that do affect cash but not by the amounts reported.
For those, we need to make adjustments to net income to cause it to reflect cash flows rather
than accrual amounts. For instance, we saw earlier that only $78,000 cash was received from
customers even though $90,000 in revenue is reflected in net income. That means we need to
include an adjustment to reduce net income by $12,000, the increase in accounts receivable. In a
similar manner, we include adjustments for the changes in accounts payable, income taxes pay-
able, and prepaid insurance to cause net income to reflect cash payments rather than expenses
incurred. For accounts payable and taxes payable, because more was subtracted in the income
statement than cash paid for the expenses related to these two liabilities, we need to add back
the differences. Note that if these liabilities had decreased, we would have subtracted, rather
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Accounts receivable

Beg.bal. 0
Revenue 90

78 Cash

End bal. 12

[llustration 4—14A

Direct Method of
Presenting Cash Flows
from Operating Activities

By the direct method, we
report the components
of net income on a cash
basis.

Depreciation expense
does not reduce cash,
but is subtracted in the
income statement. So,
we add back depreciation
expense to net income to
eliminate it.

We make adjustments
for changes in assets and
liabilities that indicate
that components of net
income are not the same
as cash flows.
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than added, the changes. For prepaid insurance, because less was subtracted in the income state-
ment than cash paid, we need to subtract the difference—the increase in prepaid insurance. If
this asset had decreased, we would have added, rather than subtracted, the change.

Cash flows from operating activities using the indirect method are shown in Illustration 4-14B.

Illustration 4—14B )

) ARLINGTON LAWN CARE
L?r(ilsr:rf:c[i rl:/lgez:hac::] ?:TOWS Statement of Cash Flows
from Operating Activities For the Year Ended December 31, 2016

($ in thousands)

By the indirect method, Cash Flows from Operating Activities
we start with net income Net income $35
and work backwards to

Adjustments for noncash effects:
convert that amount to a

- Depreciation expense $8
cash basis. . - o
Changes in operating assets and liabilities:
Increase in prepaid insurance (4)
Increase in accounts receivable (12)
Increase in accounts payable 7
Increase in income taxes payable 15 14
Net cash flows from operating activities $49

Both the direct and the indirect methods produce the same net cash flows from oper-
ating activities ($49 thousand in our illustration); they are merely alternative approaches
to reporting the cash flows. The FASB, in promulgating GAAP for the statement of cash
flows, stated its preference for the direct method. However, while both methods are used in
practice, the direct method is infrequently used.

The choice of presentation method for cash flow from operating activities has no effect
on how investing activities and financing activities are reported. We now look at how cash
flows are classified into those two categories.

Investing Activities

Investing activitiesinvolve ~ Cash flows from investing activities include inflows and outflows of cash related to the
the acquisition and sale acquisition and disposition of long-lived assets used in the operations of the business (such
of (1) long-term assets as property, plant, and equipment) and investment assets (except those classified as cash
:;Zd(;; ::z::::g;: equivalents and trading securities). The purchase and sale of inventories are not considered
investment assets. investing activities. Inventories are purchased for the purpose of being sold as part of the
company’s operations, so their purchase and sale are included with operating activities rather
than investing activities.
Cash outflows from investing activities include cash paid for:

1. The purchase of long-lived assets used in the business.

2. The purchase of investment securities like stocks and bonds of other entities (other than
those classified as cash equivalents and trading securities).

3. Loans to other entities.

Later, when the assets are disposed of, cash inflow from the sale of the assets (or collec-
tion of loans and notes) also is reported as cash flows from investing activities. As a result,
cash inflows from these transactions are considered investing activities:

1. The sale of long-lived assets used in the business.

2. The sale of investment securities (other than cash equivalents and trading securities).

3. The collection of a nontrade receivable (excluding the collection of interest, which is an
operating activity).

Net cash flows from investing activities represents the difference between the inflows and
outflows. The only investing activity indicated in Illustration 4—14 is ALC’s investment of
$40,000 cash for equipment.
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Financing Activities
Financing activities relate to the external financing of the company. Cash inflows occur  Financing activities
when cash is borrowed from creditors or invested by owners. Cash outflows occur when involve cash inflows
cash is paid back to creditors or distributed to owners. The payment of interest to a creditor, ~2nd outflows from

. - . .. transactions with
however, is classified as an operating activity.

. . R creditors (excluding trade
Cash inflows include cash received from: creditors) and owners.

1. Owners when shares are sold to them.
2. Creditors when cash is borrowed through notes, loans, mortgages, and bonds.

Cash outflows include cash paid to:

1. Owners in the form of dividends or other distributions.
2. Owners for the reacquisition of shares previously sold.

3. Creditors as repayment of the principal amounts of debt (excluding trade payables that
relate to operating activities).

Net cash flows from financing activities is the difference between the inflows and out-
flows. The only financing activities indicated in Illustration 4—14 are ALC’s receipt of
$50,000 cash from issuing common stock and the payment of $5,000 in cash dividends.

Noncash Investing and Financing Activities

As we just discussed, the statement of cash flows provides useful information about the
investing and financing activities in which a company is engaged. Even though these pri-
marily result in cash inflows and cash outflows, there may be significant investing and
financing activities occurring during the period that do not involve cash flows at all. In order
to provide complete information about these activities, any significant noncash investing
and financing activities (that is, noncash exchanges) are reported either on the face of the
SCF or in a disclosure note. An example of a significant noncash investing and financing
activity is the acquisition of equipment (an investing activity) by issuing either a long-term
note payable or equity securities (a financing activity).

The 2016 statement of cash flows for ALC, beginning with net cash flows from operating
activities, is shown in Illustration 4-15.

"\ lllustration 415

Statement of Cash Flows
(beginning with net cash
flows from operating

ARLINGTON LAWN CARE
Statement of Cash Flows (in part)
For the Year Ended December 31, 2016

($ in thousands) activities)
Net cash flows from operating activities $49
Cash flows from investing activities:
Purchase of equipment (40)
Cash flows from financing activities:
Sale of common stock $50
Payment of cash dividends ﬁ)
Net cash flows from financing activities 45
Net increase in cash 54
Cash balance, January 1 0
Cash balance, December 31 @
L —

We know $40 thousand was paid to buy equipment because that balance sheet account
increased from no balance to $40 thousand. Likewise, because common stock increased
from zero to $50 thousand, we include that amount as a cash inflow from financing activi-
ties. Finally, Illustration 4—14 told us that $5 thousand was paid as a cash dividend, also a
financing activity.
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Concept Review Exercise

STATEMENT OF
CASH FLOWS

Dublin Enterprises, Inc. (DEI), owns a chain of retail electronics stores located in shopping
malls. The following are the company’s 2016 income statement and comparative balance
sheets ($ in millions):

Income Statement
For the Year Ended December 31, 2016

Revenue $2,100

Cost of goods sold 1,400
Gross profit 700
Operating expenses:

Selling and administrative $ 355

Depreciation 85

Total operating expenses 440

Income before income taxes 260

Income tax expense 78
Net income $ 182
Comparative Balance Sheets 12/31/16 12/31/15
Assets:
Cash $ 300 $ 220
Accounts receivable (net) 227 240
Inventory 160 120
Property, plant, and equipment 960 800
Less: Accumulated depreciation (405) (320)

Total assets $1,242 $1,060

Liabilities and shareholders’ equity:

Accounts payable $ 145 $ 130
Payables for selling and admin. expenses 147 170
Income taxes payable 95 50
Long-term debt -0- 100
Common stock 463 400
Retained earnings 392 210

Total liabilities and shareholders’ equity $1,242 $1,060

1. Prepare DEI’s 2016 statement of cash flows using the direct method.

2. Prepare the cash flows from operating activities section of DEI’s 2016 statement of cash
flows using the indirect method.

1. Prepare DEI’s 2016 statement of cash flows using the direct method.

DUBLIN ENTERPRISES, INC.
Statement of Cash Flows
For the Year Ended December 31, 2016
($ in millions)

Cash Flows from Operating Activities
Collections from customers' $2,113
Purchase of inventory? (1,425)

'Sales revenue of $2,100 million, plus $13 million decrease in accounts receivable (net).
2Cost of goods sold of $1,400 million, plus $40 million increase in inventory, less $15 million increase in accounts
payable.

(continued)
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(concluded)

Payment of selling and administrative expenses® (378)

Payment of income taxes* (33)
Net cash flows from operating activities $277
Cash Flows from Investing Activities
Purchase of property, plant, and equipment (160)
Cash Flows from Financing Activities

Issuance of common stock 63

Payment on long-term debt (100)
Net cash flows from financing activities (37)
Net increase in cash 80
Cash, January 1 220
Cash, December 31 $300

3Selling and administrative expenses of $355 million, plus $23 million decrease in payables for selling and
administrative expenses.
“Income tax expense of $78 million, less $45 million increase in income taxes payable.

2. Prepare the cash flows from operating activities section of DEI’s 2016 statement of cash
flows using the indirect method.

DUBLIN ENTERPRISES, INC.
Statement of Cash Flows
For the Year Ended December 31, 2016
($ in millions)

Cash Flows from Operating Activities

Net Income $182
Adjustments for noncash effects:
Depreciation expense 85
Changes in operating assets and liabilities:
Decrease in accounts receivable (net) 13
Increase in inventory (40)
Increase in accounts payable 15
Increase in income taxes payable 45
Decrease in payables for selling and
administrative expenses (23)
Net cash flows from operating activities $277

Financial Reporting Case Solution

1. How would you explain restructuring costs to Becky? Are restructuring costs some-
thing Becky should worry about? (p. 779) Restructuring costs include employee
severance and termination benefits plus other costs associated with the shutdown or relo-
cation of facilities or downsizing of operations. Restructuring costs are not necessarily
bad. In fact, the objective is to make operations more efficient. The costs are incurred
now in hopes of better earnings later.

2. Explain to Becky what is meant by discontinued operations and describe to her
how that item is reported in an income statement. (p. 782) Separate reporting as a
discontinued operation is required when the disposal of a component represents a stra-
tegic shift that has, or will have, a major effect on a company’s operations and finan-
cial results. The net-of-tax effect of discontinued operations is separately reported below
income from continuing operations. If the component has been disposed of by the end
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® LO4-1

® LO4-2

® LO4-3

® LO4-4

® LO4-5

® LO4-6

® LO4-7

The Bottom Line

of the reporting period, the income effects include: (1) income or loss from operations
of the discontinued component from the beginning of the reporting period through the
disposal date and (2) gain or loss on disposal of the component’s assets. If the component
has not been disposed of by the end of the reporting period, the income effects include:
(1) income or loss from operations of the discontinued component from the beginning of
the reporting period through the end of the reporting period, and (2) an impairment loss
if the fair value minus cost to sell of the component’s assets is less than their book value.

3. Describe to Becky the difference between basic and diluted earnings per share.
(p. 188) Basic earnings per share is computed by dividing net income available to
common shareholders (net income less any preferred stock dividends) by the weighted-
average number of common shares outstanding for the period. Diluted earnings per share
reflects the potential dilution that could occur for companies that have certain securities
outstanding that are convertible into common shares or stock options that could create
additional common shares if the options were exercised. These items could cause earn-
ings per share to decrease (become diluted). Because of the complexity of the calculation
and the importance of earnings per share to investors, the text devotes a substantial por-
tion of Chapter 19 to this topic. @

The components of income from continuing operations are revenues, expenses (including income
taxes), gains, and losses, excluding those related to discontinued operations. Companies often distin-
guish between operating and nonoperating income within continuing operations. (p. 172)

The term earnings quality refers to the ability of reported earnings (income) to predict a company’s future
earnings. The relevance of any historical-based financial statement hinges on its predictive value. To
enhance predictive value, analysts try to separate a company’s transitory earnings effects from its per-
manent earnings. Many believe that manipulating income reduces earnings quality because it can mask
permanent earnings. Two major methods used by managers to manipulate earnings are (1) income shifting
and (2) income statement classification. (p. 177)

Analysts begin their assessment of permanent earnings with income from continuing operations. It would
be a mistake to assume income from continuing operations reflects permanent earnings entirely. In other
words, there may be transitory earnings effects included in both operating and nonoperating income.

(. 178)

A discontinued operation refers to the disposal or planned disposal of a component of the entity. The net-
of-tax effect of discontinued operations is separately reported below income from continuing operations.

(. 182)

Earnings per share (EPS) is the amount of income achieved during a period expressed per share of com-
mon stock outstanding. The EPS must be disclosed for income from continuing operations and for each
item below continuing operations. (p. 188)

The FASB’s Concept Statement 6 defines the term comprehensive income as the change in equity
from nonowner transactions. The calculation of net income, however, excludes certain transactions
that are included in comprehensive income. To convey the relationship between the two measures,
companies must report both net income and comprehensive income and reconcile the difference
between the two. The presentation can be (1) in a single, continuous statement of comprehensive
income, or (2) in two separate, but consecutive statements—an income statement and a statement of
comprehensive income. (p. 189)

When a company provides a set of financial statements that reports both financial position and results
of operations, a statement of cash flows is reported for each period for which results of operations are
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provided. The purpose of the statement is to provide information about the cash receipts and cash dis-

bursements that occurred during the period. (p. 194)

® LO4-8 To enhance the usefulness of the information, the statement of cash flows classifies all transactions affect-
ing cash into one of three categories: (1) operating activities, (2) investing activities, or (3) financing
activities. (p. 194)

® LO4-9 There are more similarities than differences between income statements and statements of cash flows pre-

pared according to U.S. GAAP and those prepared applying international standards. In a statement of cash
flows, some differences are possible in the classifications of interest and divided revenue, interest expense,

and dividends paid. (pp. 177, 190, 195, and 204) @

Financial statements covering periods of less than a year are called interim reports. Com-
panies registered with the SEC, which includes most public companies, must submit
quarterly reports, and you will see excerpts from these reports throughout this book.*
Though there is no requirement to do so, most also send quarterly reports to their share-
holders and typically include abbreviated, unaudited interim reports as supplemental
information within their annual reports. For instance, Illustration 4A—1 shows the quar-
terly information disclosed in the annual report of PetSmart, Inc., for the fiscal year
ended February 2, 2014.

For accounting information to be useful to decision makers, it must be available on a timely
basis. One of the objectives of interim reporting is to enhance the timeliness of financial

~
Note 13—Selected Quarterly Financial Data (Unaudited)
First Second Third Fourth
Year Ended Quarter Quarter Quarter Quarter
February 2, 2014 (13 weeks) (13 weeks) (13 weeks) (13 weeks)
(In thousands, except per share data)
Merchandise sales $1,509,372 $1,492,457 $1,500,443  $1,609,430
Services sales 191,577 204,707 184,190 185,532
Other revenue 9,647 8,833 10,535 9,904
Net sales 1,710,596 1,705,997 1,695,168 1,804,866
Gross profit 529,746 515,220 504,973 565,998
Operating income 167,518 156,550 152,669 216,581
Income before income tax
expense and equity income
from Banfield 154,350 143,722 139,739 203,728
Net income 102,415 93,368 92,221 131,516
Earnings per common share:
Basic $ 0.99 $ 0.90 $ 089 $ 1.29
Diluted $ 0.98 $ 0.89 $ 0.88 $ 1.28
Weighted average shares
outstanding:
Basic 103,305 103,474 103,957 102,076
Diluted 104,583 104,512 104,753 102,992

BQuarterly reports are filed with the SEC on Form 10-Q. Annual reports to the SEC are on Form 10-K.

APPENDIX

Interim reports are
issued for periods of less
than a year, typically

as quarterly financial
statements.

r};t

!_.L_ PetSmart

Illustration 4A—1

Interim Data in Annual
Report—PetSmart, Inc.

Real World Financials
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The fundamental debate
regarding interim
reporting centers on

the choice between the
discrete and integral part
approaches.

With only a few
exceptions, the same
accounting principles
applicable to annual
reporting are used for
interim reporting.

Discontinued operations
and unusual items are
reported entirely within
the interim period in
which they occur.

® LO4-9

The Role of Accounting as an Information System

information. In addition, quarterly reports provide investors and creditors with additional
insight on the seasonality of business operations that might otherwise get lost in annual reports.

However, the downside to these benefits is the relative unreliability of interim report-
ing. With a shorter reporting period, questions associated with estimation and allocation are
magnified. For example, certain expenses often benefit an entire year’s operations and yet
are incurred primarily within a single interim period. Similarly, should smaller companies
use lower tax rates in the earlier quarters and higher rates in later quarters as higher tax
brackets are reached? Another result of shorter reporting periods is the intensified effect
of unusual events such as material gains and losses. A second quarter casualty loss, for
instance, that would reduce annual profits by 10% might reduce second quarter profits by
40% or more. Is it more realistic to allocate such a loss over the entire year? These and
similar questions tend to hinge on the way we view an interim period in relation to the fiscal
year. More specifically, should each interim period be viewed as a discrete reporting period
or as an integral part of the annual period?

Reporting Revenues and Expenses

Existing practice and current reporting requirements for interim reporting generally follow the
viewpoint that interim reports are an integral part of annual statements, although the discrete
approach is applied to some items. Most revenues and expenses are recognized using the same
accounting principles applicable to annual reporting. Some modifications are necessary to
help cause interim statements to relate better to annual statements. This is most evident in the
way costs and expenses are recognized. Most are recognized in interim periods as incurred.
But when an expenditure clearly benefits more than just the period in which it is incurred, the
expense should be allocated among the periods benefited on an allocation basis consistent with
the company’s annual allocation procedures. For example, annual repair expenses, property
tax expense, and advertising expenses incurred in the first quarter that clearly benefit later
quarters are assigned to each quarter through the use of accruals and deferrals. Costs and
expenses subject to year-end adjustments, such as depreciation expense, are estimated and
allocated to interim periods in a systematic way. Similarly, income tax expense at each interim
date should be based on estimates of the effective tax rate for the whole year. This would
mean, for example, that if the estimated effective rate has changed since the previous interim
period(s), the tax expense period would be determined as the new rate times the cumulative
pretax income to date, less the total tax expense reported in previous interim periods.

Reporting Unusual ltems

On the other hand, major events such as discontinued operations should be reported sepa-
rately in the interim period in which they occur. That is, these amounts should not be allo-
cated among individual quarters within the fiscal year. The same is true for items that are
unusual. Treatment of these items is more consistent with the discrete view than the integral
part view.

nternational Financial Reporting Standards

Interim Reporting. IAS No. 34 requires that a company apply the same accounting policies
in its interim financial statements as it applies in its annual financial statements. Therefore,
IFRS takes much more of a discrete-period approach than does U.S. GAAP. For example,
costs for repairs, property taxes, and advertising that do not meet the definition of an asset
at the end of an interim period are expensed entirely in the period in which they occur
under IFRS, but are accrued or deferred and then charged to each of the periods they
benefit under U.S. GAAP. This difference would tend to make interim period income more
volatile under IFRS than under U.S. GAAP. However, as in U.S. GAAP, income taxes are
accounted for based on an estimate of the tax rate expected to apply for the entire year.

43

/

“3“Interim Financial Reporting,” International Accounting Standard No. 34 (IASCF), as amended effective January 1, 2014, par. 28-30.
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Earnings Per Share

A second item that is treated in a manner consistent with the discrete view is earnings per  Quarterly EPS

share. EPS calculations for interim reports follow the same procedures as annual calcula- calculations follow the
tions that you will study in Chapter 19. The calculations are based on conditions actually ~S@me procedures as
existing during the particular interim period rather than on conditions estimated to exist at annual caleulations.
the end of the fiscal year.

Reporting Accounting Changes

Recall that we account for a change in accounting principle retrospectively, meaning we  Accounting changes
recast prior years’ financial statements when we report those statements again in compara- ~made in an interim
tive form. In other words, we make those statements appear as if the newly adopted account- ~ Period are reported by

. . . y cy - . . retrospectively applying
ing method had been used in those prior years. It’s the same with interim reporting. We . = .= © ges to prior

retrospectively report a change made during an interim period in similar fashion. Then in  fjnancial statements.
financial reports of subsequent interim periods of the same fiscal year, we disclose how that

change affected (a) income from continuing operations, (b) net income, and (c) related per

share amounts for the postchange interim period.

Minimum Disclosures

Complete financial statements are not required for interim period reporting, but certain min-
imum disclosures are required as follows:**

e Sales, income taxes, and net income.

» Earnings per share.

e Seasonal revenues, costs, and expenses.

* Significant changes in estimates for income taxes.

* Discontinued operations and unusual items.

¢ Contingencies.

* Changes in accounting principles or estimates.

* Information about fair value of financial instruments and the methods and assumptions
used to estimate fair values.

* Significant changes in financial position.

‘When fourth quarter results are not separately reported, material fourth quarter events, includ-
ing year-end adjustments, should be reported in disclosure notes to annual statements. @

Questions For Review of Key Topics

Q41 The income statement is a change statement. Explain what is meant by this.

Q4-2 What transactions are included in income from continuing operations? Briefly explain why it is important to
segregate income from continuing operations from other transactions affecting net income.

Q4-3 Distinguish between operating and nonoperating income in relation to the income statement.
Q44 Briefly explain the difference between the single-step and multiple-step income statement formats.
Q4-5 Explain what is meant by the term earnings quality.

Q4-6 What are restructuring costs and where are they reported in the income statement?

Q4-7 Define intraperiod tax allocation. Why is the process necessary?

Q4-8 How are discontinued operations reported in the income statement?

Q 4-9 What is meant by a change in accounting principle? Describe the accounting treatment for a voluntary change in
accounting principle.

H“FASB ASC 270-10-50: Interim Reporting—Overall-Disclosure (previously “Interim Financial Reporting,” Accounting Principles
Board Opinion No 28 (New York: AICPA, 1973)).
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Accountants very often are required to make estimates, and very often those estimates prove incorrect. In what
period(s) is the effect of a change in an accounting estimate reported?

The correction of a material error discovered in a year subsequent to the year the error was made is considered a
prior period adjustment. Briefly describe the accounting treatment for prior period adjustments.

Define earnings per share (EPS). For which income statement items must EPS be disclosed?

Define comprehensive income. What are the two ways companies can present comprehensive income?
Describe the purpose of the statement of cash flows.

Identify and briefly describe the three categories of cash flows reported in the statement of cash flows.

Explain what is meant by noncash investing and financing activities pertaining to the statement of cash flows.
Give an example of one of these activities.

Distinguish between the direct method and the indirect method for reporting the results of operating activities in
the statement of cash flows.

[Based on Appendix 4] Interim reports are issued for periods of less than a year, typically as quarterly
financial statements. Should these interim periods be viewed as separate periods or integral parts of the
annual period?

Describe the potential statement of cash flows classification differences between U.S. GAAP and IFRS.
[Based on Appendix 4] What is the primary difference between interim reports under IFRS and U.S. GAAP?

Brief Exercises @ connect

BE 4-1
Single-step
income

statement
® LO4-1

BE 4-2
Multiple-

step income
statement

® LO4-1, LO4-3

BE 4-3
Multiple-

step income
statement

® LO4-1, LO4-3

BE 4-4
Multiple-

step income
statement

® LO4-1, LO4-3

|ACCOUNTING

The adjusted trial balance of Pacific Scientific Corporation on December 31, 2016, the end of the company’s
fiscal year, contained the following income statement items ($ in millions): sales revenue, $2,106; cost of goods
sold, $1,240; selling expenses, $126; general and administrative expenses, $105; interest expense, $35; and gain
on sale of investments, $45. Income tax expense has not yet been recorded. The income tax rate is 40%. Prepare
a single-step income statement for 2016. Ignore EPS disclosures.

Refer to the situation described in BE 4-1. If the company’s accountant prepared a multiple-step income state-
ment, what amount would appear in that statement for (a) operating income and (b) nonoperating income?

Refer to the situation described in BE 4-1. Prepare a multiple-step income statement for 2016. Ignore EPS
disclosures.

The following is a partial year-end adjusted trial balance.

Account Title Debits Credits
Sales revenue 300,000
Loss on sale of investments 22,000
Interest revenue 4,000
Cost of goods sold 160,000
General and administrative expenses 40,000
Restructuring costs 50,000
Selling expenses 25,000
Income tax expense 0

Income tax expense has not yet been recorded. The income tax rate is 40%. Determine the following: (a) operat-
ing income (loss), (b) income (loss) before income taxes, and (c) net income (loss).
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The following are partial income statement account balances taken from the December 31, 2016, year-end trial
balance of White and Sons, Inc.: restructuring costs, $300,000; interest revenue, $40,000; before-tax loss on
discontinued operations, $400,000; and loss on sale of investments, $50,000. Income tax expense has not yet
been recorded. The income tax rate is 40%. Prepare the lower portion of the 2016 income statement beginning
with $850,000 income from continuing operations before income taxes. Include appropriate EPS disclosures.
The company had 100,000 shares of common stock outstanding throughout the year.

On December 31, 2016, the end of the fiscal year, California Microtech Corporation completed the sale of its
semiconductor business for $10 million. The business segment qualifies as a component of the entity according
to GAAP. The book value of the assets of the segment was $8 million. The loss from operations of the segment
during 2016 was $3.6 million. Pretax income from continuing operations for the year totaled $5.8 million. The
income tax rate is 30%. Prepare the lower portion of the 2016 income statement beginning with pretax income
from continuing operations. Ignore EPS disclosures.

Refer to the situation described in BE 4-6. Assume that the semiconductor segment was not sold during 2016 but
was held for sale at year-end. The estimated fair value of the segment’s assets, less costs to sell, on December

31 was $10 million. Prepare the lower portion of the 2016 income statement beginning with pretax income from
continuing operations. Ignore EPS disclosures.

Refer to the situation described in BE 4-7. Assume instead that the estimated fair value of the segment’s
assets, less costs to sell, on December 31 was $7 million rather than $10 million. Prepare the lower portion
of the 2016 income statement beginning with pretax income from continuing operations. Ignore EPS
disclosures.

O’Reilly Beverage Company reported net income of $650,000 for 2016. In addition, the company deferred
a $60,000 pretax loss on derivatives and had pretax net unrealized holding gains on investment securities of
$40,000. Prepare a separate statement of comprehensive income for 2016. The company’s income tax rate is 40%.

The following are summary cash transactions that occurred during the year for Hilliard Healthcare Co. (HHC):

Cash received from:

Customers $660,000
Interest on note receivable 12,000
Collection of note receivable 100,000
Sale of land 40,000
Issuance of common stock 200,000
Cash paid for:
Interest on note payable 18,000
Purchase of equipment 120,000
Operating expenses 440,000
Dividends to shareholders 30,000

Prepare the cash flows from operating activities section of HHC’s statement of cash flows using the direct method.

Refer to the situation described in BE 4-10. Prepare the cash flows from investing and financing activities
sections of HHC’s statement of cash flows.

Net income of Mansfield Company was $45,000. The accounting records reveal depreciation expense of $80,000
as well as increases in prepaid rent, salaries payable, and income taxes payable of $60,000, $15,000, and
$12,000, respectively. Prepare the cash flows from operating activities section of Mansfield’s statement of cash
flows using the indirect method.

Refer to the situation described in BE 4-10 and BE 4-11. How might your solution to those brief exercises differ
if Hilliard Healthcare Co. prepares its statement of cash flows according to International Financial Reporting
Standards?
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Pandora Corporation operates several factories in the Midwest that manufacture consumer electronics. The
December 31, 2016, year-end trial balance contained the following income statement items:

Account Title Debits Credits
Sales revenue 12,500,000
Interest revenue 50,000
Loss on sale of investments 100,000

Cost of goods sold 6,200,000

Selling expenses 620,000

General and administrative expenses 1,520,000

Interest expense 40,000

Research and development expense 1,200,000

Income tax expense 900,000

Calculate the company’s operating income for the year.

The following is a partial trial balance for the Green Star Corporation as of December 31, 2016:

Account Title Debits Credits
Sales revenue 1,300,000
Interest revenue 30,000
Gain on sale of investments 50,000
Cost of goods sold 720,000

Selling expenses 160,000

General and administrative expenses 75,000

Interest expense 40,000

Income tax expense 130,000

100,000 shares of common stock were outstanding throughout 2016.

1. Prepare a single-step income statement for 2016, including EPS disclosures.

2. Prepare a multiple-step income statement for 2016, including EPS disclosures.

The following is a partial trial balance for General Lighting Corporation as of December 31, 2016:

Account Title Debits Credits
Sales revenue 2,350,000
Interest revenue 80,000
Loss on sale of investments 22,500

Cost of goods sold 1,200,300

Loss from write-down of inventory due to obsolescence 200,000

Selling expenses 300,000

General and administrative expenses 150,000

Interest expense 90,000

300,000 shares of common stock were outstanding throughout 2016. Income tax expense has not yet been

recorded. The income tax rate is 40%.

1. Prepare a single-step income statement for 2016, including EPS disclosures.
2. Prepare a multiple-step income statement for 2016, including EPS disclosures.
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The trial balance for Lindor Corporation, a manufacturing company, for the year ended December 31, 2016,
included the following income accounts:

Account Title Debits Credits
Sales revenue 2,300,000
Cost of goods sold 1,400,000

Selling and administrative expenses 420,000

Interest expense 40,000

Unrealized holding gains on investment securities 80,000

The trial balance does not include the accrual for income taxes. Lindor’s income tax rate is 30%. One million
shares of common stock were outstanding throughout 2016.

Prepare a single, continuous multiple-step statement of comprehensive income for 2016, including appropriate
EPS disclosures.

The following incorrect income statement was prepared by the accountant of the Axel Corporation:

AXEL CORPORATION
Income Statement
For the Year Ended December 31, 2016

Revenues and gains:

Sales $592,000
Interest and dividends 32,000
Gain on sale of investments 86,000
Total revenues and gains 710,000
Expenses and losses:
Cost of goods sold $325,000
Selling expenses 67,000
Administrative expenses 87,000
Interest 26,000
Restructuring costs 55,000
Income taxes 60,000
Total expenses and losses 620,000
Net Income $ 90,000
Earnings per share $ 0.90

Prepare a multiple-step income statement for 2016 applying generally accepted accounting principles. The income tax
rate is 40%.

Chance Company had two operating divisions, one manufacturing farm equipment and the other office supplies.
Both divisions are considered separate components as defined by generally accepted accounting principles. The
farm equipment component had been unprofitable, and on September 1, 2016, the company adopted a plan to sell
the assets of the division. The actual sale was completed on December 15, 2016, at a price of $600,000. The book
value of the division’s assets was $1,000,000, resulting in a before-tax loss of $400,000 on the sale.

The division incurred a before-tax operating loss from operations of $130,000 from the beginning of the year through
December 15. The income tax rate is 40%. Chance’s after-tax income from its continuing operations is $350,000.

Prepare an income statement for 2016 beginning with income from continuing operations. Include appropriate
EPS disclosures assuming that 100,000 shares of common stock were outstanding throughout the year.

Esquire Comic Book Company had income before tax of $1,000,000 in 2016 before considering the following

material items:

1. Esquire sold one of its operating divisions, which qualified as a separate component according to generally
accepted accounting principles. The before-tax loss on disposal was $350,000. The division generated before-
tax income from operations from the beginning of the year through disposal of $500,000. Neither the loss on
disposal nor the operating income is included in the $1,000,000 before-tax income the company generated
from its other divisions.

2. The company incurred restructuring costs of $80,000 during the year.
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Prepare a 2016 income statement for Esquire beginning with income from continuing operations. Assume an
income tax rate of 40%. Ignore EPS disclosures.

Kandon Enterprises, Inc., has two operating divisions; one manufactures machinery and the other breeds and
sells horses. Both divisions are considered separate components as defined by generally accepted accounting
principles. The horse division has been unprofitable, and on November 15, 2016, Kandon adopted a formal plan
to sell the division. The sale was completed on April 30, 2017. At December 31, 2016, the component was
considered held for sale.

On December 31, 2016, the company’s fiscal year-end, the book value of the assets of the horse division was
$250,000. On that date, the fair value of the assets, less costs to sell, was $200,000. The before-tax loss from oper-
ations of the division for the year was $140,000. The company’s effective tax rate is 40%. The after-tax income
from continuing operations for 2016 was $400,000.

1. Prepare a partial income statement for 2016 beginning with income from continuing operations. Ignore EPS
disclosures.

2. Repeat requirement 1 assuming that the estimated net fair value of the horse division’s assets was $400,000,
instead of $200,000.

On September 17, 2016, Ziltech, Inc., entered into an agreement to sell one of its divisions that qualifies as
a component of the entity according to generally accepted accounting principles. By December 31, 2016, the
company’s fiscal year-end, the division had not yet been sold, but was considered held for sale. The net fair
value (fair value minus costs to sell) of the division’s assets at the end of the year was $11 million. The pretax
income from operations of the division during 2016 was $4 million. Pretax income from continuing operations
for the year totaled $14 million. The income tax rate is 40%. Ziltech reported net income for the year of
$7.2 million.

Determine the book value of the division’s assets on December 31, 2016.

The Esposito Import Company had 1 million shares of common stock outstanding during 2016. Its income
statement reported the following items: income from continuing operations, $5 million; loss from discontinued
operations, $1.6 million. All of these amounts are net of tax.

Prepare the 2016 EPS presentation for the Esposito Import Company.

The Massoud Consulting Group reported net income of $1,354,000 for its fiscal year ended December 31, 2016.
In addition, during the year the company experienced a foreign currency translation adjustment gain of $240,000
and had unrealized losses on investment securities of $80,000. The company’s effective tax rate on all items
affecting comprehensive income is 30%. Each component of other comprehensive income is displayed net of tax.

Prepare a separate statement of comprehensive income for 2016.

The statement of cash flows classifies all cash inflows and outflows into one of the three categories shown
below and lettered from a through c. In addition, certain transactions that do not involve cash are reported in the
statement as noncash investing and financing activities, labeled d.

a. Operating activities

b. Investing activities

c. Financing activities
d

. Noncash investing and financing activities

For each of the following transactions, use the letters above to indicate the appropriate classification category.
1. Purchase of equipment for cash.

2. ____ Payment of employee salaries.

3. __ Collection of cash from customers.

4. _____ Cash proceeds from a note payable.

5. __ Purchase of common stock of another corporation for cash.
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6._____ Issuance of common stock for cash.
7. Sale of equipment for cash.
8.___ Payment of interest on note payable.
9._____ Issuance of bonds payable in exchange for land and building.
10.____ Payment of cash dividends to shareholders.
11._____ Payment of principal on note payable.
E 4-13 The following summary transactions occurred during 2016 for Bluebonnet Bakers:
Statement
of cash flows Cash Received from:
preparation Customers $380,000
® LO4-8 Interest on note receivable 6,000
Principal on note receivable 50,000
Sale of investments 30,000
Proceeds from note payable 100,000
Cash Paid for:
Purchase of inventory 160,000
Interest on note payable 5,000
Purchase of equipment 85,000
Salaries to employees 90,000
Principal on note payable 25,000
Payment of dividends to shareholders 20,000
The balance of cash and cash equivalents at the beginning of 2016 was $17,000.
Prepare a statement of cash flows for 2016 for Bluebonnet Bakers. Use the direct method for reporting operating
activities.
E 4-14 Refer to the situation described in E 4-13.
IFRS; statement
of cash flows
® LO4-8, LO4-9 Prepare the statement of cash flows assuming that Bluebonnet prepares its financial statements according to
International Financial Reporting Standards. Where IFRS allows flexibility, use the classification used most
g‘ IFRS often in IFRS financial statements.
E 4-15 The accounting records of Hampton Company provided the data below ($ in 000s).
Indirect method; Net income $17,300
reconciliation of o
net income to Depreaajclon expense . 7,800
Increase in accounts receivable 4,000
net cash flows e
from operatin Decrease in inventory 5,500
p 9 . Ly
activities Decrease in prepaid insurance 1,200
Decrease in salaries payable 2,700
® LO4-8 Increase in interest payable 800
Prepare a reconciliation of net income to net cash flows from operating activities.
E 4-16 The following transactions occurred during March 2016 for the Wainwright Corporation. The company owns and
Statement of operates a wholesale warehouse. [These are the same transactions analyzed in Exercise 2—1, when we determined
cash flows; their effect on elements of the accounting equation.]
directly from 1. Issued 30,000 shares of capital stock in exchange for $300,000 in cash.
transactions 2. Purchased equipment at a cost of $40,000. $10,000 cash was paid and a note payable was signed for the
® LO4-8 balance owed.

Purchased inventory on account at a cost of $90,000. The company uses the perpetual inventory system.
Credit sales for the month totaled $120,000. The cost of the goods sold was $70,000.

Paid $5,000 in rent on the warehouse building for the month of March.

Paid $6,000 to an insurance company for fire and liability insurance for a one-year period beginning April 1, 2016.
Paid $70,000 on account for the merchandise purchased in 3.

Collected $55,000 from customers on account.

e S R al

Recorded depreciation expense of $1,000 for the month on the equipment.
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1. Analyze each transaction and classify each as a financing, investing, and/or operating activity (a transaction
can represent more than one type of activity). In doing so, also indicate the cash effect of each, if any. If there
is no cash effect, simply place a check mark (V) in the appropriate column(s).

Example:
Operating Investing Financing
1. $300,000

2. Prepare a statement of cash flows, using the direct method to present cash flows from operating activities.
Assume the cash balance at the beginning of the month was $40,000.

E 4-17 Cemptex Corporation prepares its statement of cash flows using the indirect method to report operating activities.
Statement of Net income for the 2016 fiscal year was $624,000. Depreciation and amortization expense of $87,000 was

cash flows; included with operating expenses in the income statement. The following information describes the changes in
indirect method current assets and liabilities other than cash:
® LO4-8
Decrease in accounts receivable $22,000
Increase in inventories 9,200
Increase prepaid expenses 8,500
Increase in salaries payable 10,000
Decrease in income taxes payable 14,000
Prepare the operating activities section of the 2016 statement of cash flows.
E 4-18 Chew Corporation prepares its statement of cash flows using the indirect method of reporting operating activities.

Statement of Net income for the 2016 fiscal year was $1,250,000. Depreciation expense of $140,000 was included with

cash flows; operating expenses in the income statement. The following information describes the changes in current assets and
indirect method liabilities other than cash:
® LO4-8
Increase in accounts receivable $152,000
Decrease in inventories 108,000
Decrease prepaid expenses 62,000
Decrease in salaries payable 30,000
Increase in income taxes payable 44,000
Calculate cash flows from operating activities for 2016.
E 4-19 The statement of cash flows for the year ended December 31, 2016, for Bronco Metals is presented below.
IFRS; statement
of cash flows BRONCO METALS
® LO4-8, LO4-9 Statement of Cash Flows
For the Year Ended December 31, 2016
& IFRs . .
Cash flows from operating activities:
Collections from customers $ 353,000
Interest on note receivable 4,000
Dividends received from investments 2,400
Purchase of inventory (186,000)
Payment of operating expenses (67,000)
Payment of interest on note payable (8,000)
Net cash flows from operating activities $ 98,400
Cash flows from investing activities:
Collection of note receivable 100,000
Purchase of equipment (154,000)
Net cash flows from investing activities (54,000)

(continued)
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Cash flows from financing activities:
Proceeds from issuance of common stock
Dividends paid

Net cash flows from financing activities

Net increase in cash
Cash and cash equivalents, January 1

Cash and cash equivalents, December 31

The Income Statement, Comprehensive Income, and the Statement of Cash Flows

200,000
(40,000)
160,000
204,400
28,600
$233,000
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Prepare the statement of cash flows assuming that Bronco prepares its financial statements according to Inter-
national Financial Reporting Standards. Where IFRS allows flexibility, use the classification used most often in

IFRS financial statements.

Presented below is the 2016 income statement and comparative balance sheet information for Tiger Enterprises.

TIGER ENTERPRISES
Income Statement

For the Year Ended December 31, 2016

($ in thousands)

Sales revenue

Operating expenses:
Cost of goods sold
Depreciation
Insurance
Administrative and other

Total operating expenses

Income before income taxes
Income tax expense

Net income

Balance Sheet Information ($ in thousands)
Assets:
Cash
Accounts receivable
Inventory
Prepaid insurance
Plant and equipment
Less: Accumulated depreciation

Total assets

Liabilities and Shareholders’ Equity:

Accounts payable

Payables for administrative and other expenses
Income taxes payable

Note payable (due 12/31/2017)

Common stock

Retained earnings

Total liabilities and shareholders’ equity

$7,000
$3,360
240
100
1,800
5,500
1,500
600
$ 900
Dec. 31, 2016 Dec. 31, 2015
$ 300 $ 200
750 830
640 600
50 20
2,100 1,800
(840) (600)
$3,000 $2,850
$ 300 $ 360
300 400
200 150
800 600
900 800
500 540
$3,000 $2,850

Prepare Tiger’s statement of cash flows, using the indirect method to present cash flows from operating activities.

(Hint: You will have to calculate dividend payments.)

Refer to the situation described in E 4-20.

Prepare the cash flows from operating activities section of Tiger’s 2016 statement of cash flows using the direct method.
Assume that all purchases and sales of inventory are on account, and that there are no anticipated bad debts for accounts
receivable. (Hint: Use T-accounts for the pertinent items to isolate the information needed for the statement.)

The FASB Accounting Standards Codification represents the single source of authoritative U.S. generally accepted

accounting principles.
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1. Obtain the relevant authoritative literature on earnings per share using the FASB Accounting Standards Codi-
fication at the FASB website (asc.fasb.org). Identify the Codification topic number that provides the account-
ing for earnings per share.

2. What is the specific citation that describes the additional information for earnings per share that must be
included in the notes to the financial statements?

3. Describe the required disclosures.

Access the FASB Accounting Standards Codification at the FASB website (asc.fasb.org). Determine the specific
citation for each of the following items:
1. The calculation of the weighted average number of shares for basic earnings per share purposes.

2. The alternative formats permissible for reporting comprehensive income.

3. The classifications of cash flows required in the statement of cash flows.

Listed below are several terms and phrases associated with income statement presentation and the statement of cash
flows. Pair each item from List A (by letter) with the item from List B that is most appropriately associated with it.

List A List B
1. Intraperiod tax allocation a. An other comprehensive income item.
2. Comprehensive income b. Starts with net income and works backwards to convert to cash.
3. Unrealized holding gain on c. Reports the cash effects of each operating activity directly on
investments the statement.

4. Operating income d. Correction of a material error of a prior period.
5. A discontinued operation ~ e. Related to the external financing of the company.
6. Earnings per share f. Associates tax with income statement item.
7. Prior period adjustment g. Total nonowner change in equity.
8. Financing activities h. Related to the transactions entering into the determination of net income.
9. Operating activities (SCF) i. Related to the acquisition and disposition of long-term assets.
10. Investing activities j- Required disclosure for publicly traded corporation.
11. Direct method k. A component of an entity.
12. Indirect method |. Directly related to principal revenue-generating activities.

Joplin Laminating Corporation reported income before income taxes during the first three quarters, and
management’s estimates of the annual effective tax rate at the end of each quarter as shown below:

Quarter
First Second Third
Income before income taxes $50,000 $40,000 $100,000
Estimated annual effective tax rate 34% 30% 36%

Determine the income tax expense to be reported in the income statement in each of the three quarterly reports.

Security-Rand Corporation determines executive incentive compensation at the end of its fiscal year. At the end of
the first quarter, management estimated that the amount will be $300 million. Depreciation expense for the year is
expected to be $60 million. Also during the quarter, the company realized a gain of $23 million from selling two
of its manufacturing plants.

What amounts for these items should be reported in the first quarter’s income statement?

Shields Company is preparing its interim report for the second quarter ending June 30. The following payments
were made during the first two quarters:

Expenditure Date Amount
Annual advertising January $800,000
Property tax for the fiscal year February 350,000
Annual equipment repairs March 260,000

One-time research and development fee to consultant May 96,000
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For each expenditure, indicate the amount that would be reported in the quarterly income statements for the peri-
ods ending March 31, June 30, September 30, and December 31.

E 4-28 Assume the same facts as in E 4-27, but that Shields Company reports under IFRS. For each expenditure, indicate
Interim financial the amount that would be reported in the quarterly income statements for the periods ending March 31, June 30,
statements September 30, and December 31.

® Appendix 4

& IFRs

@ connect
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CPA and CMA Review Questions

CPA Exam The following questions are adapted from a variety of sources including questions developed by the AICPA
Questions Board of Examiners and those used in the Kaplan CPA Review Course to study the income statement and state-
ment of cash flows while preparing for the CPA examination. Determine the response that best completes the

w statements or questions.

CPA REVIEW 1. Roco Company manufactures both industrial and consumer electronics. Due to a change in its strategic focus,
the company decided to exit the consumer electronics business, and in 2016 sold the division to Sunny Cor-

® LO4-4 poration. The consumer electronics division qualifies as a component of the entity according to GAAP. How
should Roco report the sale in its 2016 income statement?

a. Include in income from continuing operations as a nonoperating gain or loss.

b. As restructuring costs.

c. As adiscontinued operation, reported below income from continuing operations.
d. None of the above.

® LO4-3, LO4-4 2. Bridge Company’s results for the year ended December 31, 2016, include the following material items:

Sales revenue $5,000,000
Cost of goods sold 3,000,000
Administrative expenses 1,000,000
Gain on sale of equipment 200,000
Loss on discontinued operations 400,000
Understatement of depreciation expense in 2015 caused by mathematical error 250,000

Bridge Company’s income from continuing operations before income taxes for 2016 is:

a. $700,000
b. $950,000
c. $1,000,000
d. $1,200,000
® LO4-4 3. In Baer Food Co.’s 2016 single-step income statement, the section titled “Revenues” consisted of the
following:
Net sales revenue $187,000
Income on discontinued operations, including gain on
disposal of $21,000, and tax expense of $6,000 13,500
Interest revenue 10,200
Gain on sale of equipment 4,700
Total revenues $215,400

In the revenues section of the 2016 income statement, Baer Food should have reported total revenues of
a. $201,900
b. $203,700
c. $215,400
d. $216,300

® LO4-4 4. On November 30, 2016, Pearman Company committed to a plan to sell a division that qualified as a com-
ponent of the entity according to GAAP, and was properly classified as held for sale on December 31, 2016,
the end of the company’s fiscal year. The division was tested for impairment and a $400,000 loss was indi-
cated. The division’s loss from operations for 2016 was $1,000,000. The final sale was expected to occur on
February 15, 2017. What before-tax amount(s) should Pearman report as loss on discontinued operations in
its 2016 income statement?

a. $1,400,000 loss.
b. $400,000 loss.
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c. None.
d. $400,000 impairment loss included in continuing operations and a $1,000,000 loss from discontinued
operations.

® LO4-8 5. Which of the following items is not considered an operating cash flow in the statement of cash flows?
a. Dividends paid to stockholders.
b. Cash received from customers.
c. Interest paid to creditors.
d. Cash paid for salaries.

® LO4-8 6. Which of the following items is not considered an investing cash flow in the statement of cash flows?
a. Purchase of equipment.
b. Purchase of securities.
c. Issuing common stock for cash.
d. Sale of land.

International Financial Reporting Standards are tested on the CPA exam along with U.S. GAAP. The following
questions deal with the application of IFRS.

® LO4-9 7. In a statement of cash flows prepared under IFRS, interest paid
: a. Must be classified as an operating cash flow.

&‘ IFRS b. Can be classified as either an operating cash flow or an investing cash flow.
c. Can be classified as either an operating cash flow or a financing cash flow.
d

. Can be classified as either an investing cash flow or a financing cash flow.

CMA Exam The following questions dealing with the income statement are adapted from questions that previously appeared
Questions on Certified Management Accountant (CMA) examinations. The CMA designation sponsored by the Institute of
Management Accountants (www.imanet.org) provides members with an objective measure of knowledge and
illla comp'etence in the field of management accounting. Determine the response that best completes the statements or
questions.
® LO4-1 1. Which one of the following items is not included in the determination of income from continuing operations?

a. Discontinued operations.

b. Restructuring costs.

c. Long-lived asset impairment loss.

d. Unusual loss from a write-down of inventory.

® LO4-3 2. In a multiple-step income statement for a retail company, all of the following are included in the operating
section except

a. Sales.

b. Cost of goods sold.

c. Dividend revenue.

d. Administrative and selling expenses.

Problems & connect

ACCOUNTING

An alternate exercise and problem set is available in the Connect library.

P 4-1 Selected information about income statement accounts for the Reed Company is presented below (the company’s
Comparative fiscal year ends on December 31):
income 2016 2015
statements; Sales $4,400,000  $3,500,000
multiple-step Cost of goods sold 2,860,000 2,000,000
format Administrative expenses 800,000 675,000
® LO4-1, LO4-3, Selling expenses 360,000 312,000
LO4-4, LO4-5 Interest revenue 150,000 140,000
Interest expense 200,000 200,000
Loss on sale of assets of discontinued component 50,000 —_
e On July 1, 2016, the company adopted a plan to discontinue a division that qualifies as a component of an entity

as defined by GAAP. The assets of the component were sold on September 30, 2016, for $50,000 less than their
book value. Results of operations for the component (included in the above account balances) were as follows:
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1/1/16-9/30/16 2015

Sales $400,000 $500,000
Cost of goods sold (290,000) (320,000)
Administrative expenses (50,000) (40,000)
Selling expenses (20,000) (30,000)
Operating income before taxes $ 40,000 $110,000

In addition to the account balances above, several events occurred during 2016 that have not yet been
reflected in the above accounts:
1. A fire caused $50,000 in uninsured damages to the main office building. The fire was considered to be an
infrequent but not unusual event.

2. Inventory that had cost $40,000 had become obsolete because a competitor introduced a better product. The
inventory was sold as scrap for $5,000.

3. Income taxes have not yet been recorded.

Prepare a multiple-step income statement for the Reed Company for 2016, showing 2015 information in com-
parative format, including income taxes computed at 40% and EPS disclosures assuming 300,000 shares of com-
mon stock.

The following condensed income statements of the Jackson Holding Company are presented for the two years
ended December 31, 2016 and 2015:

2016 2015

Sales $15,000,000 $9,600,000
Cost of goods sold 9,200,000 6,000,000
Gross profit 5,800,000 3,600,000
Operating expenses 3,200,000 2,600,000
Operating income 2,600,000 1,000,000
Gain on sale of division 600,000 —

3,200,000 1,000,000
Income tax expense 1,280,000 400,000

Net income $ 1,920,000 $ 600,000

On October 15, 2016, Jackson entered into a tentative agreement to sell the assets of one of its divisions.
The division qualifies as a component of an entity as defined by GAAP. The division was sold on December 31,
2016, for $5,000,000. Book value of the division’s assets was $4,400,000. The division’s contribution to Jack-
son’s operating income before-tax for each year was as follows:

2016 $400,000 loss
2015 $300,000 loss

Assume an income tax rate of 40%.

1. Prepare revised income statements according to generally accepted accounting principles, beginning with
income from continuing operations before income taxes. Ignore EPS disclosures.

2. Assume that by December 31, 2016, the division had not yet been sold but was considered held for sale. The
fair value of the division’s assets on December 31 was $5,000,000. How would the presentation of discontin-
ued operations be different from your answer to requirement 1?

3. Assume that by December 31, 2016, the division had not yet been sold but was considered held for sale. The
fair value of the division’s assets on December 31 was $3,900,000. How would the presentation of discontin-
ued operations be different from your answer to requirement 1?

For the year ending December 31, 2016, Micron Corporation had income from continuing operations before
taxes of $1,200,000 before considering the following transactions and events. All of the items described below
are before taxes and the amounts should be considered material.

1. In November 2016, Micron sold its Waffle House restaurant chain that qualified as a component of an
entity. The company had adopted a plan to sell the chain in May 2016. The income from operations of the
chain from January 1, 2016, through November was $160,000 and the loss on sale of the chain’s assets was
$300,000.
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2. In 2016, Micron sold one of its six factories for $1,200,000. At the time of the sale, the factory had a book
value of $1,100,000. The factory was not considered a component of the entity.

3. In 2014, Micron’s accountant omitted the annual adjustment for patent amortization expense of $120,000.
The error was not discovered until December 2016.

Prepare Micron’s income statement, beginning with income from continuing operations before taxes, for the year
ended December 31, 2016. Assume an income tax rate of 30%. Ignore EPS disclosures.

The preliminary 2016 income statement of Alexian Systems, Inc., is presented below:

ALEXIAN SYSTEMS, INC.
Income Statement
For the Year Ended December 31, 2016
($ in millions, except earnings per share)

Revenues and gains:

Net sales $ 425
Interest 3
Other income 126
Total revenues and gains 554
Expenses: —
Cost of goods sold 270
Selling and administrative 154
Income taxes 52
Total expenses 476
Net Income $ 78
Earnings per share $3.90

1. Selling and administrative expenses include $26 million in restructuring costs.

2. Included in other income is $120 million in income from a discontinued operation. This consists of $90 mil-
lion in operating income and a $30 million gain on disposal. The remaining $6 million is from the gain on
sale of investments.

3. Cost of goods sold was increased by $5 million to correct an error in the calculation of 2015’s ending inven-
tory. The amount is material.

For each of the three additional facts listed in the additional information, discuss the appropriate presentation of
the item described. Do not prepare a revised statement.

[This is a variation of the previous problem focusing on income statement presentation. ]

Refer to the information presented in P 4—4. Prepare a revised income statement for 2016 reflecting the addi-

tional facts. Use a multiple-step format. Assume that an income tax rate of 40% applies to all income statement
items, and that 20 million shares of common stock were outstanding throughout the year.

Rembrandt Paint Company had the following income statement items for the year ended December 31, 2016
($ in 000s):

Net sales $18,000 Cost of goods sold $10,500
Interest income 200  Selling and administrative expenses 2,500
Interest expense 350  Restructuring costs 800

In addition, during the year the company completed the disposal of its plastics business and incurred a loss
from operations of $1.6 million and a gain on disposal of the component’s assets of $2 million. 500,000 shares
of common stock were outstanding throughout 2016. Income tax expense has not yet been recorded. The income
tax rate is 30% on all items of income (loss).
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Prepare a multiple-step income statement for 2016, including EPS disclosures.

The following income statement items appeared on the adjusted trial balance of Schembri Manufacturing

Corporation for the year ended December 31, 2016 ($ in 000s): sales revenue, $15,300; cost of goods sold,

$6,200; selling expenses, $1,300; general and administrative expenses, $800; interest revenue, $85; interest

expense, $180. Income taxes have not yet been recorded. The company’s income tax rate is 40% on all items

of income or loss. These revenue and expense items appear in the company’s income statement every year. The

company’s controller, however, has asked for your help in determining the appropriate treatment of the following

nonrecurring transactions that also occurred during 2016 ($ in 000s). All transactions are material in amount.

1. Investments were sold during the year at a loss of $220. Schembri also had unrealized gains of $320 for the
year on investments.

2. One of the company’s factories was closed during the year. Restructuring costs incurred were $1,200.

3. During the year, Schembri completed the sale of one of its operating divisions that qualifies as a component
of the entity according to GAAP. The division had incurred a loss from operations of $560 in 2016 prior to
the sale, and its assets were sold at a gain of $1,400.

4. In 2016, the company’s accountant discovered that depreciation expense in 2015 for the office building was
understated by $200.

5. Foreign currency translation losses for the year totaled $240.

1. Prepare Schembri’s single, continuous multiple-step statement of comprehensive income for 2016, including
earnings per share disclosures. One million shares of common stock were outstanding at the beginning of the
year and an additional 400,000 shares were issued on July 1, 2016.

2. Prepare a separate statement of comprehensive income for 2016.

Duke Company’s records show the following account balances at December 31, 2016:

Sales oo, $15,000,000
Cost of goods sold .....cccevueererencnnenee . 9,000,000
General and administrative expenses ................... 1,000,000
Selling expenses ..........ccoeivieiiiiiininciice 500,000
Interest @XPense .......ccoveieiiiiiiiiiiicicne 700,000

Income tax expense has not yet been determined. The following events also occurred during 2016. All trans-
actions are material in amount.
1. $300,000 in restructuring costs were incurred in connection with plant closings.
2. Inventory costing $400,000 was written off as obsolete. Material losses of this type are considered to be
unusual.

3. It was discovered that depreciation expense for 2015 was understated by $50,000 due to a mathematical error.

4. The company experienced a foreign currency translation adjustment loss of $200,000 and had unrealized
gains on investments of $180,000.

Prepare a single, continuous multiple-step statement of comprehensive income for 2016. The company’s effec-
tive tax rate on all items affecting comprehensive income is 40%. Each component of other comprehensive
income should be displayed net of tax. Ignore EPS disclosures.

The Diversified Portfolio Corporation provides investment advice to customers. A condensed income statement
for the year ended December 31, 2016, appears below:

Service revenue $900,000

Operating expenses 700,000

Income before income taxes 200,000

Income tax expense 80,000

Net income $120,000

The following balance sheet information also is available:

12/31/16 12/31/15
Cash $275,000 $ 70,000
Accounts receivable 120,000 100,000
Accounts payable (operating expenses) 70,000 60,000
Income taxes payable 10,000 15,000
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In addition, the following transactions took place during the year:
Common stock was issued for $100,000 in cash.

Long-term investments were sold for $50,000 in cash. The original cost of the investments also was $50,000.
$80,000 in cash dividends was paid to shareholders.
The company has no outstanding debt, other than those payables listed above.

M S

Operating expenses include $30,000 in depreciation expense.

1. Prepare a statement of cash flows for 2016 for the Diversified Portfolio Corporation. Use the direct method
for reporting operating activities.

2. Prepare the cash flows from operating activities section of Diversified’s 2016 statement of cash flows using
the indirect method.

P 4-10 The chief accountant for Grandview Corporation provides you with the company’s 2016 statement of cash flows
Integration and income statement. The accountant has asked for your help with some missing figures in the company’s
of financial comparative balance sheets. These financial statements are shown next ($ in millions).
statements; GRANDVIEW CORPORATION
Chapters 3 and 4 Statement of Cash Flows
® LO4-8 For the Year Ended December 31, 2016
Cash Flows from Operating Activities:
Collections from customers $71
Payment to suppliers (30)
Payment of general & administrative expenses (18)
Payment of income taxes 9)
Net cash flows from operating activities $14
Cash Flows from Investing Activities:
Sale of investments 65
Cash Flows from Financing Activities:
Issuance of common stock 10
Payment of dividends (3)
Net cash flows from financing activities
Net increase in cash $86
GRANDVIEW CORPORATION

Income Statement
For the Year Ended December 31, 2016

Sales revenue $80
Cost of goods sold 32
Gross profit 48
Operating expenses:

General and administrative $18

Depreciation 10

Total operating expenses 28

Operating income 20
Other income:

Gain on sale of investments 15
Income before income taxes 35

Income tax expense 7
Net income $28

GRANDVIEW CORPORATION
Balance Sheets
At December 31

2016 2015

Assets:
Cash $145 $ 2
Accounts receivable ? 84
Investments — 50
Inventory 60 ?
Property, plant & equipment 150 150
Less: Accumulated depreciation (65) ?
Total assets ? ?

(continued)
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(concluded)

Liabilities and Shareholders’ Equity:

Accounts payable to suppliers $ 40 $ 30
Payables for selling & admin. expenses 9 9
Income taxes payable 22 ?
Common stock 240 230
Retained earnings ? 47

Total liabilities and shareholders’ equity ? ?

1. Calculate the missing amounts.

2. Prepare the operating activities section of Grandview’s 2016 statement of cash flows using the indirect method.

P 4-11 Presented below are the 2016 income statement and comparative balance sheets for Santana Industries.
Statement of
cash flows; SANTANA INDUSTRIES

Income Statement
For the Year Ended December 31, 2016

indirect method

® L04-8 ($ in thousands)
Sales revenue $14,250
Service revenue 3,400
Total revenue $17,650
Operating expenses:
Cost of goods sold 7,200
Selling 2,400
General and administrative 1,500
Total operating expenses 11,100
Operating income ~ 6,550
Interest expense 200
Income before income taxes 6,350
Income tax expense 2,500
Net income $ 3,850
Balance Sheet Information ($ in thousands) Dec. 31, 2016 Dec. 31, 2015
Assets:
Cash $ 7,350 $ 2,200
Accounts receivable 2,500 2,200
Inventory 4,000 3,000
Prepaid rent 150 300
Plant and equipment 14,500 12,000
Less: Accumulated depreciation (5,100) (4,500)
Total assets $23,400 $15,200
Liabilities and Shareholders’ Equity:
Accounts payable $ 1,400 $ 1,100
Interest payable 100 0
Deferred service revenue 800 600
Income taxes payable 550 800
Loan payable (due 12/31/2015) 5,000 0
Common stock 10,000 10,000
Retained earnings 5,550 2,700
Total liabilities and shareholders’ equity $23,400 $15,200

Additional information for the 2016 fiscal year ($ in thousands):
1. Cash dividends of $1,000 were declared and paid.

2. Equipment costing $4,000 was purchased with cash.

3. Equipment with a book value of $500 (cost of $1,500 less accumulated depreciation of $1,000) was sold
for $500.

4. Depreciation of $1,600 is included in operating expenses.

Prepare Santana Industries’ 2016 statement of cash flows, using the indirect method to present cash flows from
operating activities.
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P4-12 Branson Electronics Company is a small, publicly traded company preparing its first quarter interim report to be
Interim financial mailed to shareholders. The following information for the quarter has been compiled:
reporting
® Appendix 4 Revenues $180,000
Cost of goods sold 35,000
Operating expenses:
Fixed $59,000
Variable 48,000 107,000

Fixed operating expenses include payments of $50,000 to an advertising firm to promote Branson through
various media throughout the year. The income tax rate for Branson’s level of operations in the first quarter is
30%, but management estimates the effective rate for the entire year will be 36%.

Prepare the income statement to be included in Branson’s first quarter interim report.

Broaden Your Perspective

Apply your critical-thinking ability to the knowledge you’ve gained. These cases will provide you an opportunity to
develop your research, analysis, judgment, and communication skills. You also will work with other students, inte-
grate what you’ve learned, apply it in real-world situations, and consider its global and ethical ramifications. This
practice will broaden your knowledge and further develop your decision-making abilities.

Judgment The financial community in the United States has become increasingly concerned with the quality of reported
Case 4-1 company earnings.
Earnings quality
® LO4-2, LO4-3
1. Define the term earnings quality.
2. Explain the distinction between permanent and transitory earnings as it relates to the concept of earnings
quality.
3. How do earnings management practices affect the quality of earnings?

4. Assume that a manufacturing company’s annual income statement included a large gain from the sale of
investment securities. What factors would you consider in determining whether or not this gain should be
included in an assessment of the company’s permanent earnings?

Judgment The appearance of restructuring costs in corporate income statements increased significantly in the 1980s and
Case 4-2 1990s and continues to be relevant today.
Restructuring
costs
® LO4-3 1. What types of costs are included in restructuring costs?
2. When are restructuring costs recognized?
3. How would you classify restructuring costs in a multi-step income statement?
4. What factors would you consider in determining whether or not restructuring costs should be included in an

assessment of a company’s permanent earnings?

Judgment Companies often are under pressure to meet or beat Wall Street earnings projections in order to increase stock
Case 4-3 prices and also to increase the value of stock options. Some resort to earnings management practices to artificially
Earnings create desired results.

management

® LO4-2, LO4-3
Is earnings management always intended to produce higher income? Explain.

Real World Companies often voluntarily provide a pro forma earnings number when they announce annual or quarterly
Case 4-4 earnings.

Earnings quality

and pro forma

earnings 1. What is meant by the term pro forma earnings in this context?

® LO4-3 2. How do pro forma earnings relate to the concept of earnings quality?
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The accrual of restructuring costs creates obligations (liabilities) referred to as exit or disposal cost obligations.

. Obtain the relevant authoritative literature on exit or disposal cost obligations using the FASB Accounting

Standards Codification. You might gain access at the FASB website (asc.fasb.org). What is the Codification
topic number that addresses this issue?

2. What is the specific citation that addresses the initial measurement of these obligations?

o

How are these obligations and related costs to be measured?

. What is the specific citation that describes the disclosure requirements in the notes to the financial statements

for exit or disposal obligations?

. List the required disclosures.

Each of the following situations occurred during 2016 for one of your audit clients:

R S

The write-off of inventory due to obsolescence.

Discovery that depreciation expenses were omitted by accident from 2015’s income statement.

The useful lives of all machinery were changed from eight to five years.

The depreciation method used for all equipment was changed from the declining-balance to the straight-line method.
Restructuring costs were incurred.

The Stridewell Company, a manufacturer of shoes, sold all of its retail outlets. It will continue to manufacture
and sell its shoes to other retailers. A loss was incurred in the disposition of the retail stores. The retail stores
are considered a component of the entity.

. The inventory costing method was changed from FIFO to average cost.

. For each situation, identify the appropriate reporting treatment from the list below (consider each event to be

material):

As an unusual gain or loss.

As a prior period adjustment.

As a change in accounting principle.
As a discontinued operation.

o &0 o p

As a change in accounting estimate.
f. As achange in accounting estimate achieved by a change in accounting principle.

Indicate whether each situation would be included in the income statement in continuing operations (CO) or
below continuing operations (BC), or if it would appear as an adjustment to retained earnings (RE). Use the
format shown below to answer requirements 1 and 2.

Financial Statement Presentation

Situation Treatment (a—f) (CO, BC, or RE)

SOOI RRCORIORS

The following events occurred during 2016 for various audit clients of your firm. Consider each event to be
independent and the effect of each event to be material.

1.
Ze

A manufacturing company recognized a loss on the sale of investments.

An automobile manufacturer sold all of the assets related to its financing component. The operations of the
financing business is considered a component of the entity.
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3. A company changed its depreciation method from the double-declining-balance method to the straight-line method.

4. Due to obsolescence, a company engaged in the manufacture of high-technology products incurred a loss on
the write-down of inventory.

5. One of your clients discovered that 2015’s depreciation expense was overstated. The error occurred because
of a miscalculation of depreciation for the office building.

6. A cosmetics company decided to discontinue the manufacture of a line of women’s lipstick. Other cosmetic
lines will be continued. A loss was incurred on the sale of assets related to the lipstick product line. The oper-
ations of the discontinued line is not considered a component of the entity.

Discuss the 2016 financial statement presentation of each of the above events. Do not consider earnings per share

disclosures.
IFRS Case 4-8 GlaxoSmithKline Plec. (GSK) is a global pharmaceutical and consumer health-related products company located in the
Statement of United Kingdom. The company prepares its financial statements in accordance with International Financial Reporting
cash flows; Standards. Below is a portion of the company’s statements of cash flows included in recent financial statements:
GlaxoSmithKline
e GLAXOSMITHKLINE PLC.
® LO4-8, LO4-9 Consolidated Cash Flow Statement
& For the Year Ended 31 December 2013
'S IFRS
2012 2011
2013 (restated) (restated)
Notes £fm fm £m
Real World Financials Cash flow from operating activities
Profit after taxation for the year 5,628 4,678 5,405
Adjustments reconciling profit after tax to operating cash flows 36 2,871 1,370 2,308
Cash generated from operations 8,499 6,048 7,713
Taxation paid (1,277) (1,673) (1,463)
Net cash inflow from operating activities 7,222 4,375 6,250
Cash flow from investing activities
Purchase of property, plant and equipment (1,188) (1,051) (923)
Proceeds from sale of property, plant and equipment 46 68 100
Purchase of intangible assets (513) (469) (405)
Proceeds from sale of intangible assets 136 1,056 237
Purchase of equity investments (133) (229) (76)
Proceeds from sale of equity investments 59 28 68
Purchase of businesses, net of cash acquired 38 (247) (2,235) (264)
Disposal of businesses 38 1,851 — —
Investments in associates and joint ventures 20 (8) (99) (35)
Proceeds from disposal of subsidiary and interest in associate 429 — 1,034
Decrease in liquid investments 15 224 30
Interest received 59 30 97
Dividends from associates and joint ventures 18 46 25
Net cash inflow/(outflow) from investing activities 524 (2,631) (112)
Cash flow from financing activities
Proceeds from own shares for employee share options — 58 45
Shares acquired by ESOP Trusts (45) (37) (36)
Issue of share capital 33 585 356 250
Purchase of own shares for cancellation or to be held as
Treasury shares (1,504) (2,493) (2,191)
Purchase of non-controlling interests (588) (14) —
Increase in long-term loans 1,913 4,430 —
Increase in short-term loans - 1,743 45
Repayment of short-term loans (1,872) (2,559) (8)
Net repayment of obligations under finance leases (31) (35) (38)
Interest paid (749) (779) (769)
Dividends paid to shareholders (3,680) (3,814) (3,406)
Distributions to non-controlling interests (238) (171) (234)
Other financing cash flows (64) (36) 110
Net cash outflow from financing activities (6,273) (3,351) (6,232)

(continued)
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Increase/(decrease) in cash and bank overdrafts 37 1,473 (1,607) (94)
Cash and bank overdrafts at beginning of year 3,906 5,605 5,807
Exchange adjustments (148) (92) (108)
Increase/(decrease) in cash and bank overdrafts 1,473 (1,607) (94)
Cash and bank overdrafts at end of year 5,231 3,906 5,605
Cash and bank overdrafts at end of year comprise:

Cash and cash equivalents 5,534 4,184 5,714
Overdrafts (303) (278) (109)
5,231 3,906 5,605

Identify the items in the above statements that would be reported differently if GlaxoSmithKline prepared its
financial statements according to U.S. GAAP rather than IFRS.

Norse Manufacturing Inc. prepares an annual single, continuous statement of income and comprehensive income.
The following situations occurred during the company’s 2016 fiscal year:
Restructuring costs were incurred due to the closing of a factory.

Investments were sold, and a loss was recognized.

Gains from foreign currency translation were recognized.

Interest expense was incurred.

A division was sold that qualifies as a separate component of the entity according to GAAP.
Obsolete inventory was written off.

NS

The controller discovered an error in the calculation of 2015’s patent amortization expense.

1. For each situation, identify the appropriate reporting treatment from the list below (consider each event to be
material).

a. As a component of operating income.
b. As a nonoperating income item (other income or expense).
c. As a discontinued operation.
d. As an other comprehensive income item.
e. As an adjustment to retained earnings.
2. Identify the situations that would be reported net-of-tax.

It has been suggested that not all accounting choices are made by management in the best interest of fair and con-
sistent financial reporting.

What motivations can you think of for management’s choice of accounting methods?

Companies often voluntarily provide a pro forma earnings number when they announce annual or quarterly earn-
ings. These pro forma earnings numbers are controversial as they represent management’s view of permanent
earnings. The Sarbanes-Oxley Act (SOX), issued in 2002, requires that if pro forma earnings are included in any
periodic or other report filed with the SEC or in any public disclosure or press release, the company also must
provide a reconciliation with earnings determined according to GAAP.

Professors Entwistle, Feltham, and Mbagwu, in “Financial Reporting Regulation and the Reporting of Pro
Forma Earnings,” examine whether firms changed their reporting practice in response to the pro forma regulations
included in SOX.

In your library or from some other source, locate the indicated article in Accounting Horizons, March 2006.
What sample of firms did the authors use in their examination?

What percent of firms reported pro forma earnings in 2001? In 2003?

What percent of firms had pro forma earnings greater than GAAP earnings in 2001? In 2003?

What was the most frequently reported adjusting item in 2001? In 2003?

AN N

What are the authors’ main conclusions of the impact of SOX on pro forma reporting?
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Rice Corporation is negotiating a loan for expansion purposes and the bank requires financial statements. Before closing the
accounting records for the year ended December 31, 2016, Rice’s controller prepared the following financial statements:

RICE CORPORATION
Balance Sheet
At December 31, 2016

($ in 000s)
Assets
Cash $ 275
Marketable securities 78
Accounts receivable 487
Inventories 425
Allowance for uncollectible accounts (50)
Property and equipment, net 160
Total assets $1,375
Liabilities and Shareholders’ Equity
Accounts payable and accrued liabilities $ 420
Notes payable 200
Common stock 260
Retained earnings 495
Total liabilities and shareholders’ equity $1,375

RICE CORPORATION
Income Statement
For the Year Ended December 31, 2016

($ in 000s)

Net sales $1,580
Expenses:
Cost of goods sold $755
Selling and administrative 385
Miscellaneous 129
Income taxes 100

Total expenses 1,369
Net income $ 211

1. The company’s common stock is traded on an organized stock exchange.

2. The investment portfolio consists of short-term investments valued at $57,000. The remaining investments
will not be sold until the year 2018.

3. Notes payable consist of two notes:
Note 1: $80,000 face value dated September 30, 2016. Principal and interest at 10% are due on September 30, 2017.

Note 2: $120,000 face value dated April 30, 2016. Principal is due in two equal installments of $60,000 plus
interest on the unpaid balance. The two payments are scheduled for April 30, 2017, and April 30, 2018.

Interest on both loans has been correctly accrued and is included in accrued liabilities on the balance sheet
and selling and administrative expenses on the income statement.

4. Selling and administrative expenses include $90,000 representing costs incurred by the company in restruc-
turing some of its operations. The amount is material.

Identify and explain the deficiencies in the presentation of the statements prepared by the company’s controller.
Do not prepare corrected statements. Include in your answer a list of items which require additional disclosure,
either on the face of the statement or in a note.

Refer to the income statements of PetSmart, Inc., included in the company’s financial statements in Appendix B
at the back of the text.

1. What was the percentage increase or decrease in the company’s net income from the fiscal year ended Febru-
ary 3, 2013, to the fiscal year ended February 2, 2014? From 2012 to 2013?

2. Using data from the fiscal year ended February 2, 2014, what is the company’s approximate income tax rate?
3. Using data from the fiscal year ended February 2, 2014, what is the percentage of net income relative to net sales?
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Real World EDGAR, the Electronic Data Gathering, Analysis, and Retrieval system, performs automated collection, valida-
Case 4-14 tion, indexing, and forwarding of submissions by companies and others who are required by law to file forms
Income statement  with the U.S. Securities and Exchange Commission (SEC). All publicly traded domestic companies use EDGAR
information to make the majority of their filings. (Some foreign companies file voluntarily.) Form 10-K, which includes the

® LO4-1, LO4-3, annual report, is required to be filed on EDGAR. The SEC makes this information available on the Internet.
LO4-4
1. Access EDGAR on the Internet. The web address is www.sec.gov.

2. Search for a public company with which you are familiar. Access the most recent 10-K filing. Search or scroll

Real World Fi ial .
eal World Financials to find the financial statements and related notes.
3. Answer the following questions related to the company’s income statement:
a. Does the company use the single-step or multiple-step format, or a variation?

b. Does the income statement contain any income or loss on discontinued operations? If it does, describe the
component of the company that was discontinued. (Hint: there should be a related disclosure note.)

c. Describe the trend in net income over the years presented.
4. Repeat requirements 2 and 3 for two additional companies.

Ralph Lauren Corporation is a global leader in the design, marketing, and distribution of premium lifestyle products,
Real World . . K , . R . .
Case 4-15 including men’s, women'’s and children’s apparel. Below are selected financial statements taken from a recent 10-K filing.
Income
statement format;  Use the information in the financial statements to answer the following questions.
restructuring 1. Does the company use the single-step or multiple-step format to present its income statements?
costs; earnings 2. What are restructuring costs? Why are they reported as a line item?
per share; 3. Describe the fiscal 2014 restructuring and other costs. (Note: this will require access to the company’s 10-K
comprehensive which you can find using EDGAR on the Internet at www.sec.gov, or on the investor relations page at the
Income; company website: www.ralphlauren.com.)

statement of

4. Using the information you find in the company’s 10-K, describe the 2013 asset impairments.
cash flows; Ralph

Lauren 5. Explain the difference between basic and diluted earnings per share.

® LO4-1. LO4-3 6. The company chose to report comprehensive income in two consecutive statements, a statement of income
LO 4—51 LO 4—6'l and a statement of comprehensive income. What other alternative did the company have to report the infor-
LO4-8 mation in these two statements?

7. What “other comprehensive items (OCI)” did the company report in fiscal 2014? What other possible transac-

KR C AL tions would be reported as OCI if the company had experienced those transactions?

8. What method does the company use to report net cash provided by operating activities? What other method(s)
could the company have used?

9. What is the largest cash outflow from investing activities?

RALPH LAUREN CORPORATION
CONSOLIDATED STATEMENTS OF INCOME
Fiscal Years Ended

March 29, March 30, March 31,
2014 2013 2012

(millions, except per share data)

Net sales $7,284 $6,763 $6,679
Licensing revenue 166 182 181
Net revenues 7,450 6,945 6,860
Cost of goods sold (3,140) (2,789) (2,862)
Gross profit 4,310 4,156 3,998
Other costs and expenses:
Selling, general, and administrative expenses (3,142) (2,971) (2,916)
Amortization of intangible assets (35) (27) (29)
Gain on acquisition of Chaps 16 — —
Impairments of assets (1) 19) (2)
Restructuring and other costs (18) (12) (12)
Total other costs and expenses, net (3,180) (3,029) (2,959)

(continued)
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(concluded)
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Operating income 1,130 1,127 1,039
Foreign currency losses (8) (12) 2
Interest expense (20) (22) (24)
Interest and other income, net 3 6 1
Equity in losses of equity-method investees 9) (10) 9)
Income before provision for income taxes 1,096 1,089 1,015
Provision for income taxes (320) (339) (334)
Net income $ 776 $ 750 $ 681
Net income per common share:

Basic $ 8.55 $ 8.21 $ 7.35

Diluted $ 8.43 $ 8.00 $ 7.13

RALPH LAUREN CORPORATION
CONSOLIDATED STATEMENTS OF COMPREHENSIVE INCOME
Fiscal Years Ended
March 29, March 30, March 31,
2014 2013 2012
(millions)

Net income $776 $750 $681
Other comprehensive income (loss), net of tax:
Foreign currency translation adjustments 52 (93) (50)
Gains (losses) on derivatives (27) (13) 32
Net unrealized gains (losses) on available-for-sale
investments (5) 4 1
Losses on defined benefit plans — ( (2)

Other comprehensive income (loss), net of tax 20 (103) (19)
Total comprehensive income $796 $647 $662

RALPH LAUREN CORPORATION
CONSOLIDATED STATEMENTS OF CASH FLOWS

Fiscal Years Ended

March 29, March 30, March 31,
2014 2013 2012
(millions)
Cash flows from operating activities:
Net income $ 776 $ 750 $ 681
Adjustments to reconcile net income to net cash provided by
operating activities:
Depreciation and amortization expense 258 233 225
Deferred income tax expense (benefit) 1 14 (15)
Equity in losses of equity-method investees 9 10 9
Non-cash stock-based compensation expense 93 88 78
Gain on acquisition of Chaps (16) — —
Non-cash impairment of assets 1 19 2
Other non-cash charges, net 6 3 3
Excess tax benefits from stock-based compensation
arrangements (34) (41) (40)

(continued)
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(concluded)
Changes in operating assets and liabilities:
Accounts receivable (104) 82 (114)
Inventories (77) (68) (148)
Prepaid expenses and other current assets (56) 4 (39)
Accounts payable and accrued liabilities 43 (57) 33
Income tax receivables and payables 59 (13) 122
Deferred income (18) (30) (19)
Other balance sheet changes, net (34) 25 107
Net cash provided by operating activities 907 1,019 885
Cash flows from investing activities:
Capital expenditures (390) (276) (272)
Purchases of investments (1,067) (876) (1,360)
Proceeds from sales and maturities of investments 1,011 1,058 1,394
Acquisitions and ventures, net of cash acquired (40) (22) (12)
Change in restricted cash deposits 2) 3 1
Net cash used in investing activities (488) (113) (249)
Cash flows from financing activities:
Proceeds from issuance of debt 300 — 108
Repayment of debt (269) — (108)
Payments of capital lease obligations 9) 9) (8)
Payments of dividends (149) (128) (74)
Repurchases of common stock, including shares surrendered
for tax withholdings (558) (497) (419)
Prepayments of common stock repurchases — (50) —
Proceeds from exercise of stock options 52 49 61
Excess tax benefits from stock-based compensation
arrangements 34 41 40
Payment on interest rate swap termination — — (8)
Other financing activities — (1) —
Net cash used in financing activities (599) (595) (408)
Effect of exchange rate changes on cash and cash equivalents 3 9) 9)
Net increase (decrease) in cash and cash equivalents (177) 302 219
Cash and cash equivalents at beginning of period 974 672 453
Cash and cash equivalents at end of period $ 797 $ 974 $ 672

Air France—KLM Case

AIRFRANCE 7 xian Air France-KLM (AF), a Franco-Dutch company, prepares its financial statements according to International
Financial Reporting Standards. AF’s financial statements and disclosure notes for the year ended December 31,

® LO4-9 2013, are provided with all new textbooks. This material also is available at www.airfranceklm-finance.com.

£ IFRs
1. How does AF classify operating expenses in its income statement? How are these expenses typically classi-
fied in a U.S. company income statement?
2. How does AF classify interest paid, interest received, and dividends received in its statement of cash flows?

What other alternatives, if any, does the company have for the classification of these items? How are these
items classified under U.S. GAAP?
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Revenue Recognition
and Profitability
Analysis

In Chapter 4 we discussed net income and its presentation in the income
statement. In Chapter 5 we focus on revenue recognition, which determines
when and how much revenue appears in the income statement. In Part A
of this chapter we discuss the general approach for recognizing revenue in
three situations—at a point in time, over a period of time, and for contracts
that include multiple parts that might require recognizing revenue at differ-
ent times. In Part B we see how to deal with special issues that affect
the revenue recognition process. In Part C we discuss how to account for
revenue in long-term contracts. In Part D we examine common ratios used
in profitability analysis. In an appendix we consider some aspects of GAAP
that were eliminated by recent changes in accounting standards but that still
will be used in practice until the end of 2016.

After studying this chapter, you should be able to:

® LO5-1 State the core revenue recognition principle and the five key steps in
applying it. (p. 232)

® LO5-2 Explain when it is appropriate to recognize revenue at a single point in time. (p. 234)
® LO5-3 Explain when it is appropriate to recognize revenue over a period of time. (p. 235)
® LO5-4 Allocate a contract’s transaction price to multiple performance obligations. (p. 237)

® LO5-5 Determine whether a contract exists, and whether some frequently encountered
features of contracts qualify as performance obligations. (p. 241)

® LO5-6 Understand how variable consideration and other aspects of contracts affect the
calculation and allocation of the transaction price. (p. 244)

® LO5-7 Determine the timing of revenue recognition with respect to licenses,
franchises, and other common arrangements. (p. 257)

® LO5-8 Understand the disclosures required for revenue recognition, accounts
receivable, contract assets, and contract liabilities. (p. 254)

® LO5-9 Demonstrate revenue recognition for long-term contracts, both at a point in
time when the contract is completed and over a period of time according to the
percentage completed. (p. 256)

® LO5-10 Identify and calculate the common ratios used to assess profitability. (p. 269)



FINANCIAL REPORTING CASE

Ask the Oracle.

“Good news! | got the job,” she said, closing the door
behind her.

Your roommate, a software engineer, goes on to explain
that she accepted a position at Oracle Corporation, a
world leader in enterprise software, computer hard-
ware, and cloud-computing services.

“The salary’s good, too,” she continued. “Plus,
Mr. Watson, my supervisor, said I'll be getting a bonus
tied to the amount of revenue my projects produce. So
| started looking at Oracle’s financial statements, but | can’t even understand when they get to recognize revenue. Some-
times they recognize it all at once, sometimes over time, and sometimes they seem to break apart a sale and recognize
revenue for different parts at different times. And sometimes they recognize revenue before they are even done with a
project, according to the percentage they have completed so far. You're the accountant. What determines when Oracle gets
to recognize revenue?”

vy

By the time you finish this chapter, you should be able to respond appropriately to _‘_ QUESTIONS
the questions posed in this case. Compare your response to the solution provided at
the end of the chapter.

1. Under what circumstances do companies recognize revenue at a point in time? Over a
period of time? (p. 234)

2. When do companies break apart a sale and treat its parts differently for purposes of
recognizing revenue? (p. 237)

3. How do companies account for long-term contracts that qualify for revenue recognition
over time? (p. 257)

What is revenue? According to the FASB, “Revenues are inflows or other enhancements of
assets of an entity or settlements of its liabilities (or a combination of both) from delivering
or producing goods, rendering services, or other activities that constitute the entity’s ongo-
ing major or central operations.”! In simpler terms, we can say that revenue generally is the
inflow of cash or accounts receivable that a business receives when it provides goods or
services to its customers.

For most companies, revenue is the single largest number reported in the financial state-
ments. Its pivotal role in the picture painted by the financial statements makes measuring
and reporting revenue one of the most critical aspects of financial reporting. It is important
not only to determine how much revenue to recognize (record), but also when to recognize
it. A one-year income statement should report a company’s revenues for only that one-year
period. Sometimes, though, it’s difficult to determine how much revenue to recognize in a
particular period. Also, you can imagine that a manager who is evaluated according to how
much revenue she generates each period might be tempted to recognize more revenue than
is appropriate. In fact, the SEC has cracked down on revenue-recognition abuses in the past,
and its enforcement division continues to do so.’

!“Elements of Financial Statements,” Statement of Financial Concepts No. 6 (Stamford, Conn.: FASB, 1985, par. 78).

2For SEC guidance that provides examples of appropriate and inappropriate revenue recognition, see FASB ASC 605-10-S99: Revenue
Recognition-Overall-SEC Materials (originally “Revenue Recognition in Financial Statements,” Staff Accounting Bulletin No. 101
(Washington, D.C.: SEC, December 1999) and Staff Accounting Bulletin No. 104 (Washington, D.C.: SEC, December 2003)).
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Revenue recognition
criteria help ensure that
an income statement
reflects the actual
accomplishments of a
company for the period.

PART A

® LO5-1

The Role of Accounting as an Information System

Revenue recognition accounting standards help ensure that the appropriate amount of
revenue appears in each period’s income statement. That guidance has changed recently.

Revenue recognition previously was based on the “realization principle,” which required
that we recognize revenue when both the earnings process is virtually complete and there
is reasonable certainty as to the collectibility of the assets to be received. That approach
to revenue recognition created some problems. Revenue recognition was poorly tied to
the FASB’s conceptual framework, which stresses a balance sheet focus that places more
emphasis on recognizing assets and liabilities rather than on the earnings process. The focus
on the earnings process led to similar transactions being treated differently in different
industries. And, the realization principle was difficult to apply to complex arrangements that
involved multiple goods or services.

To address these concerns, the FASB and IASB worked together to develop a new rev-
enue recognition standard, which the FASB issued as Accounting Standards Update (ASU)
No. 2014-09, “Revenue from Contracts with Customers,” on May 28, 2014.3> The ASU
provides a unified approach for revenue recognition that replaces more than 200 different
pieces of specialized guidance that had developed over time in U.S. GAAP for revenue rec-
ognition under various industries and circumstances. The ASU applies to public companies
issuing reports under U.S. GAAP for periods beginning after December 15, 2016.* Compa-
nies have two options for adopting ASU No 2014-09: they can restate prior years presented
in comparative financial statements to appear as if the company had always accounted for
revenue under the ASU, or they can leave prior year financial statements unchanged and in
the beginning of 2017 record the adjustments necessary to convert to the ASU.

Because you need to understand the revenue recognition requirements that will be in
effect during your career, we focus in this chapter on the requirements of ASU No. 2014-09.
In the chapter appendix, we consider asp